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A LETTER FROM THE EDITORIAL BOARD

Dear Reader,
At this year’s World Economic Forum held in Davos, Chinese President Xi addressed the conference.
In his remarks, he stated “just blaming economic globalization for the world’s problems is
inconsistent with reality and it will not help solve the problems.” President Xi’s comments are
seemingly straightforward; however, they point at a variety of deeper issues. First, regardless of the
subject matter—from globalization to environmental science—decisions need to be made based on
facts and evidence. Furthermore, reliable knowledge is essential in devising appropriate solutions for
the future. For these reasons, academic research and debate is important now more than ever.
Recent events have demonstrated that scapegoating and pointing fingers are powerful techniques to
stoke fears and sway votes. Although effective, these techniques rarely address the underlying issues
and thus do not lead to appropriate responses. Problems facing the world today are complex and
multifaceted. There are bound to be varying opinions and proposed solutions. Disagreements and the
resulting debates are not the problem; disregard for the facts is the problem.
In this time of fake news, academic research and debate are essential in understanding the current
reality and composing meaningful solutions. To overcome a challenge, it is necessary to first
understand the problem. Rigorous, peer-reviewed academic research provides this invaluable
information. Solutions that appeal to emotions—bypassing logic—will not effectively address the
issue at hand. Academic research is unlikely to garner the instant appreciation of millions of “likes” or
retweets, but it will help elucidate the current problems and inform effective solutions.
To grapple with the changing reality, academic debate will also be key to creating new theories and
shifting existing paradigms. Academic research is necessary to propel understanding forward and
stimulate debate. Previously held assumptions should be reexamined and assessed to determine if they
continue to reflect reality. Informed decision making is often constrained by the models and theories
available. Models are, in turn, limited by the accuracy of their assumptions. Academic debate
provides decision makers with necessary information and more accurate models on which they can
base their decisions.
Uncensored, international academic research and discourse are critical in preventing history from
repeating itself and solving the challenges currently facing the world. Globalization and technological
advances have made it possible for ideas, and academics themselves, to cross borders. Academic
debate benefits from the inclusion of more voices and perspectives. As a result, this editorial board
strives to create a space that fosters this type of debate and connects scholars from all over the world.
SNUJIA Editorial Board
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THE TOLSTOY-DOLAN MISSION AND THE ESTABLISHMENT OF US-TIBETAN RELATIONS:
AN INVESTIGATION INTO THE EVENTS THAT UNFOLDED AFTER THE FIRST VISIT OF
AMERICAN REPRESENTATIVES TO LHASA IN 1943
Maximilian Ernst

This article investigates the events that unfolded during and after the visit of two Office of Strategic Service
(OSS) agents to Lhasa in spring 1943. To date, not much is known about this first visit of American
representatives to the state of Tibet, which happened at a time when the US and its allies’ strategic priority
was the containment of Japanese influence in the China-Burma-India (CBI) Theater. Through an analysis of
cables between the US government agencies in Washington and with embassies of allies in both Washington
and Chongqing, this article reconstructs these events. More specifically, the complications that unfolded
throughout the year 1943 can be traced back to the visit of Captain Ilia Tolstoy and Lieutenant Brooke Dolan
to Lhasa in February.
The major findings of this analysis are: 1) Lhasa was actively endeavoring independence from China and
sought to do so by establishing friendly relations with the US, prior to the end of WWII; 2) the involvement of
the OSS in the Tibetan independence struggle, at the time against the advice of the State Department,
foreshadows the CIA’s actions in Tibet in the 1950s; 3) the suboptimal communication between US
government agencies, as well as the secretiveness among the Allied forces, most prominently the Chongqing
Government.

Maximilian Ernst is the Managing Editor at the Global Politics Review, Journal of International Studies. He
is a graduate of Yonsei University Graduate School of International Studies, where he majored in
International Security and Foreign Policy, and the Johannes Gutenberg University Mainz, where he majored
in Chinese Studies. Max’s research focus is on Chinese foreign policy and East Asian security.

Introduction
Early in 1943, two American envoys, who were
also OSS agents – Captain Ilia Tolstoy (the émigré
grandson of the famous Russian novelist) and
Lieutenant Brooke Dolan – made their journey to
Tibet to present a letter by President Roosevelt to
His Holiness the Dalai Lama.1
During their visit, the two agents learned that the
Tibetans had great use for a set of long-range
broadcasting devices. The Tibetans asked whether
the Americans could supply one of these devices,
as they had none. The request was proceeded to
the OSS headquarters in Washington in due
1
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practice, but when “preparations were made for the
dispatch of the equipment, flustered State
Department officials learned of the request. They
objected the gift because it would be ‘politically
embarrassing and cause irritation and offense to
the Chinese,’ who had territorial claims on Tibet.” 2
The American mission to Tibet was not only a
diplomatic endeavor, but also a strategic operation.
The OSS, backed by India, sought to establish an
alternative supply corridor to Burma in order to
support the Allied war effort in China against
Japan. Conversely, the State Department was
concerned about the Chinese reaction to American
assistance to Tibet, on which the KMT
government in Chongqing had territorial claims. In
2

Richard Smith, OSS: The Secret History of America's
first Central Intelligence Agency. Rowman &
Littlefield, 2005. 255.
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addition, the British, another ally, had their own
view on, and interests in the situation of Tibet,
which they did not hold back with when the
British Embassy in Washington sent a letter to the
Department of State informing the recipient on
their interpretation of Tibetan sovereignty.3
On May 18, 1943, the Chinese concentrated a
force of 10,000 troops along the Tibetan border,
reportedly to gain foothold of the region and to
eventually bring Tibet under effective Chinese
control.4
This article investigates the events that unfolded
after the visit of the two OSS agents in Lhasa in
more detail. For this purpose, the author
undertakes a thorough analysis of diplomatic
cables that were sent or received by the State
Department. Through this effort, the article
provides a detailed reconstruction of the
diplomatic, strategic, and military considerations
by the parties involved, most notably the Tibetans,
the Chinese, the British, and various US
government agencies. The findings in this article
are expected to inform the discourse of the Tibetan
independence struggle, which is still going on
today, as well as the role that American
intelligence agencies played therein as early as
1943.
The CBI in the early 1940s and the OSS’
mission in China
The broader context of this article is the Allied
anti-Japanese war effort. Before the focus returns
to the year 1943 and the Southeast-Chinese region,
a brief exposition of the state of war in the CBI
will be provided: World War II, from a Chinese
Perspective, was essentially the 2nd Sino-Japanese
War (中国抗日战争), which broke out on July 7,
1937. Prior to 1937, Imperial Japan had already

3
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occupied parts of the Chinese mainland through its
aggressive, expansionist policy in Asia.5
Burma is of central priority for this paper’s
analysis because the Japanese occupation of
Burma from 1942 to 1945 interrupted Allied
supply of ROC territory with headquarters in
Chongqing from India, under British/
Commonwealth Control, to China by land route.
Since Japan effectively controlled both China’s
West, i.e. coastal regions and Burma, the Chinese
Nationalist government—as well as Allied troops
and officials under the lend-lease program of the
Sino-American Cooperative Organization (SACO)
—were isolated. Therefore, the only supply route
from India was by air; the so-called Hump,6 an
airlift by an American military transport aircraft
from Assam, India to Kunming in Yunnan, over
the Eastern Himalayas.7
General Stillwell,8 Rana Mitter,9 and Barbara
Tuchman give accurate accounts of the dire
situation of the Sino-American anti-Japanese war
efforts in Burma.10 The general strategic quagmire
that the Allies faced was accentuated by
underlying discord in their own ranks. The British
leadership, for instance, oftentimes showed little
commitment to assist the Chinese fight against
Japan unless it served their strategic interests. The
Chongqing Government, as far as the British were
concerned, was better left to “fall than to disrupt
the major effort against Japan.”11 In general,
London hoped for a victorious but weak post5
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WWII China, in order to continue to maintain a
British sphere of influence in Southeast Asia. After
the war, the British hoped to regain control of
Burma. General Joseph Stilwell was a strong
supporter of a campaign to retake Burma and
secure the land supply route from India to continue
the anti-Japanese struggle, which in his opinion
should rely mostly on ground troops.12
The role of the OSS in the war at that time was
still young; only the year before had Roosevelt
created the OCI (Office of the Coordinator of
Information) and made William Joseph Donovan
its director. The organization was created prior to
the United States’ official entry into the war to
direct “un-American” subversive practices such as
“espionage, sabotage, ‘black’ propaganda, [and]
guerrilla warfare.”13 On June 13, 1942, a few
months after Pearl Harbor, the OSS was created
with a more general mission of intelligence
collection and analysis, assisting other military and
government agencies and special operations, thus
gradually assuming the role of the US’ first
centralized intelligence agency. The leadership,
however, remained largely the same and so did the
close tie to Roosevelt. The connection between
Roosevelt and the OSS as his personal foreign
policy arm is further exemplified by the fact that
President Truman terminated the OSS briefly after
the end of WWII.
The OSS mission in the CBI included not only
operations to assist the Kuomintang Forces and
their intelligence apparatus around Dai Li,14 but
also to lead them into Burma, Tibet, and the so
called ‘Red China’, i.e. the Chinese Communist
base in Yan’an where OSS agents also helped train
and equip Mao’s and Zhu’s famous 8th Route
Army.15 Among the agents sent to Yan’an was
Lieutenant Dolan, who was part of the earlier
Tibet mission (The Tibet Mission will be
12
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introduced in more detail in this article. For more
detailed information on OSS missions in Europe
and Asia, Smith gives an accurate account and Yu
provides a detailed history of OSS activities in
China).
The Japanese Imperial Army that the Allied CBI
forces under Stilwell’s command were up against
was one that had proven itself capable to conquer
and hold control over vast territories in Asia, not
just in China’s east but also in Southeast Asia.
After the Japanese success in Pearl Harbor,
Japanese strategists were inspired to quickly
capture Hong Kong and the Philippines. It
suddenly seemed that the mighty British Army
was not such a formidable foe, which made Burma
look more like an attractive target. The main
strategic value of the Japanese Burma campaign
was to put a wedge between China and India,
inhibiting supplies to the Chinese eastern-front,
“and making the eastern flank of British India
vulnerable. On February 9, the Japanese 15th
Army moved to take the capital, Rangoon, and
then drove north toward Toungoo and
Mandalay.”16
If not already evident earlier, the Sino-British rift
became evident in the aftermath of the Japanese
advance towards Burma. Chiang Kai-shek was
ready to suspend the Fifth and Sixth Armies to
help the British defend Rangoon, “but his gesture
was rejected by Archibald Wavell, British
commander in chief for India and supreme
commander, Far East.”17 This rejection, felt in
both Chongqing and Washington, was rooted in
British imperial pride and their unwillingness to
have their colony defended by the “dirty
Chinese.”18 The British hubris was further
punished by military disaster on February 15,
when they lost their naval base in Singapore to
Japan. It was during this time that Stilwell arrived
in Chongqing to assume his position under the
supreme commander of the Allied Forces, while
General Chiang Kai-shek was set as the chief of
staff of the Allied Forces in the CBI. Initially,
16
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Chiang was accommodating of Stilwell, which is
mostly of what he represented; a gesture of
closeness between the US and China, but clearly
“he had no intention of actually ceding command
to a Westerner.”19
Stilwell’s campaign to reclaim Burma at the end of
March with two of Chiang’s best armies went
without success. If we can believe Stilwell’s diary,
the sole reason for the campaign’s failure was
incapacity of and miscommunication with
Chongqing and the Generalissimo’s premature
decision to retreat.20 In the weeks to follow,
Stilwell attempted to reinstate control in Burma, a
mission that went terribly wrong; Stilwell and his
remaining troops were trapped in the Burmese
Jungle in late April. Of these forces, Stilwell
managed to save a group of eighty people,
“including American, Chinese, and British
soldiers, Indian engineers, and Burmese nurses.
Stilwell led this unlikely group on a terrifying
journey through a jungle where disease and
snakebite were as much a threat as the enemy.” 21
On May 20th, the group reached India, and from
there Stilwell went back to China. From then on
relations between Stilwell and Chiang remained
sour because both blamed the failed Burma
campaign on each other.22 The Japanese army
pushed back all Chinese troops and secured
Burma, but did not advance further into China or
India because their objective, i.e. denying supply
of the Chinese through India, had succeeded.
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Tibet in 1943 and the Tolstoy-Donovan Mission
to Lhasa
The so-called rooftop kingdom of Asia had
enjoyed factual autonomy and independence from
China since the fall of the Qing Dynasty in 1911.
While the Kuomintang government officially
continued to claim suzerainty over Tibet, they
were not able to project actual control over the
vast mountainous territory in China’s far west. The
events of 1942, in particular the loss of Burma to
the British, did not create the tensions between
Tibet and China. It rather elevated these onto the
stage of WWII-Asia and into the consciousness of
the Allied Powers, more specifically, that of the
British and the Americans; the KMT Government
had already earlier demanded from Lhasa to allow
the transit of military equipment and other goods
through Tibetan territory. The Tibetans, however,
did not want to create “any excuse for a Chinese
presence in Tibetan territory [and refused]. They
feared that should arrangements go awry, the
Chinese army and their ‘new’ equipment and men
might acquire a permanent home on Tibetan
roads.” 23
The need for the Americans to move cargo through
Tibet was apparent due to the loss of Burma in
1942. Therefore, the OSS made the plan to send
two agents to Lhasa to talk to the Tibetans
directly; their alleged mission: “to survey a
possible supply route from India to China via Tibet
to replace the Burma Road that had two months
earlier fallen to the Japanese.”24 Initially, Lhasa
refused the admission of the two Americans,
presumably because rejecting foreigners from
countries that had not established relations to their
territory was due practice for Tibetan officials at
that time, or alternatively, because this request was
presented to the Tibetans through middlemen of
the Chinese government. Only through the help of
British officials in India could Frank Ludlow, head
of the British Mission to Lhasa, be persuaded to
talk to the Tibetan Foreign Minister Surkhand
Szasa regarding this matter. Ludlow presented the
23
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reasonable argument that the visit of the two
Americans should be advantageous to Tibet’s
political future.25
While the two Americans were officially sent to
Tibet to present regards from President Roosevelt
and examine the prospects to find an alternative
supply line for China, it later became clear that
their actual orders had come from General Stilwell
and Donovan with a mission to observe the
“attitudes of [sic] people of Tibet; to secure allies
and discover enemies; locate strategic targets and
survey the territory as a possible field for future
activities.”26 What made this journey of Tolstoy
and Dolan into Tibet so remarkable is that it
represented the first official visit of representatives
of the US government to Tibet. It appears that
especially Tolstoy made a great impression on the
Dalai Lama, to whom he was granted an audience,
where Tolstoy presented the gifts Roosevelt had
given them on their way: a gold watch and a silver
framed picture of President Roosevelt together
with a letter written by the President in person.
The Tolstoy-Dolan mission was a success in many
ways. The Tibetans not only welcomed the two
Americans with all honors and even an audience
with the Dalai Lama, but also responded with gifts
and a note that read: “this is the first time that
friendly relations were established between Tibet
and the USA,” 27 which illustrates that the Tibetans
were aware of the historic precedent of the event
as well as its meaning for Tibet’s future struggle as
an independent country.
During his visit, Tolstoy not only offered a radio
transmitter, but suggested that a Tibetan delegation
“attend a World Peace Conference to be held in
1944; he had, in a moment of excess, overstepped
the bounds of his position.”28 Both offers raised
the question of Tibet’s diplomatic status, a
question worth to be addressed by an official
American perspective at another time. While
Tolstoy and Dolan accomplished their mission of
establishing friendly relations with the Tibetan
25
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government, the visit did a disservice to American
interests in the CBI, because in the year 1943,
stable relations with China were more important
than friendly relations and diplomatic
commitments to a Buddhist kingdom on the top of
the Himalaya.
The supply road from India through Tibet to
China, the reason for the mission in the first place,
was not built in the end, because “it would take too
long and have little impact on the war effort.”29
Analysis of State Department Communications
regarding the Tibet issue
This chapter undertakes the analysis of cables
between the State Department and several offices
in Washington and Asia (OSS headquarters,
American Delegations in New Delhi and
Chongqing, British Delegations in Washington,
New Delhi and Chongqing). The purpose of this
analysis is to determine what diplomatic
consequences unfolded after the two OSS agents
had promised the Tibetans a radio transmitter set.
On a side-note, one may point out that the first
written exchanges between Lhasa and Washington
all emphasize the mutual goodwill, sympathy, and
gratitude regarding the historic precedent which
constituted from this first encounter between
representatives of the American and Tibetan
people. On the 19th Day of the 1st Tibetan Month
in the Water Sheep Year, which is calculated by
the State Department as February 24, 1943, the
Dalai Lama wrote to President Roosevelt,
expressing great gratification for his letter and the
tokens of goodwill (an autographed photo and an
exquisite gold watch) through his envoys, Capt. I.
Tolstoy and Lieut. Brooke Dolan. The Dalai Lama
further expressed his appreciation for the interest
that the people of the United States of America
showed towards his country and pointed out the
significance of the war that the people of the US,
along with 27 other countries, were fighting
against “nations bent on conquest who are intent
upon destroying freedom of thought, of religion,
and of action everywhere.” He goes on to
emphasize that, “Tibet also values her freedom and
29
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independence enjoyed from time immemorial.”30
The underlying message that the Dalai Lama sends
to Washington is: embedded into his appreciation
of the good fight for freedom by the US; that Tibet
is and always was an independent country; and
needs her political and religious freedoms
protected which implies that these freedoms were
being threatened, although the origin of the threat
is not clearly stated.
The first time the radio set gets mentioned is in the
memorandum of a telephone conversation on
March 20th by Alger Hiss (Assistant to the Adviser
on Political Relations) and Colonel M. Preston
Goodfellow of OSS, who reported that the Cabinet
of Tibet had requested “a complete radio
transmitting set for use for broadcasting within
Tibet.” Furthermore, Colonel Goodfellow points
out that the OSS “has such a set which could be
made available for this purpose.” The Colonel
finally reports that Donovan and the OSS in
general believe that the two men in Tibet (Tolstoy
and Dolan) “had done a good job of establishing
friendly relations with the Tibetan authorities and
that it would be helpful to our war effort in ‘the
general area’ if the set should be sent.”31
Ten days later, on March 30, George Atcheson Jr.
(Assistant Chief of the Division of Far Eastern
Affairs) voices the first concerns over the possible
implications that this radio transmitter might have.
His assessment reads as follows: “After careful
consideration of this matter in so far as it may
affect our relations with China, we are of the
opinion that to supply a radio transmitting set to
the Tibetans would be politically embarrassing and
cause irritation and offense to the Chinese.” 32 The
reasons Atcheson gives for this assessment are: (1)
the Chinese had requested such a radio transmitter
set under lend-lease two years earlier, which was

declined, (2) the Chinese would thus be offended,
(3) the Chinese claim suzerainty over Tibet, which
would not welcome the installation of a radio
transmitter in Tibet, (4) that the Chinese would not
object American visitors to Tibet in general, but
not favor the supply of equipment that may be
used against them.33
Atcheson thus recommends that, “from the view of
our relations with China, that these considerations
be brought to the attention of the Office of
Strategic Services; that that agency be urged to
drop the proposal to ship a radio transmitter to the
Tibetans and that some other gift be substituted
therefore.”34
When there was growing opposition against
sending the radio set in the following weeks,
Atcheson did not change his position on the matter
in order to not upset the Chinese. On April 3rd, Mr.
Hiss had another telephone conversation with
Goodfellow inquiring whether it would be
necessary for the State Department to reiterate its
strong opposition against the provision of the radio
set to Tibet in a more formal matter, as “unless
OSS should decide to drop the matter of sending
transmitting station to Tibet, [he] believed that the
Department would wish to press its objections
more strenuously.” 35 However, Goodfellow made
one remark that further complicated the situation.
He pointed out that the radio set may not be seen
as courtesy of the American Government, but
rather be regarded as strategic asset for American
use. Mr. Hiss, in due respect to his capacities as
adviser on political relations, did not comment on
this strategic matter and Goodfellow asserted that
it indeed did not warrant “any reconsideration on
[the State Department’s] part.”36
Instead of a more formal expression of opposition
by the State Department, Donovan personally
wrote to Hornbeck (Department of State Adviser

30
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on Political Relations) on April 12th, explaining the
importance of continuing with the ‘matter’
regarding the newly established US-Tibet relations
from a diplomatic perspective and adding the
strategic element to be considered: If the Tibetan
request for radio transmitters be complied with, it
“will open the Tibet region 1200 miles east and
west for Allied influence and further
modernization of territory which will be
strategically valuable in the future.” 37 He also
mentions that the US authorities in New Delhi and
the Government of India were in agreement with
this interpretation, i.e. the diplomatic and strategic
value of providing the radio set.
One week later, on April 19, the State Department
received a seemingly unrelated letter by the British
Embassy. The document does not mention the
Tolstoy-Dolan mission or radio transmitters in any
regard, yet it shows that for some reason the
diplomats at the British Embassy in Washington
must have felt the urge to enlighten the State
Department on the status of Tibet. The reason why
the British mention Tibet in the first place appears
to be a conversation between Mr. Eden (British
Secretary of State for Foreign Affairs) and T.V.
Soong (Chinese Minister of Foreign Affairs) on
March 15, in which the “question of Tibet” was
raised. For the remainder of the document, the
British side explains at length what in their
understanding the status of Tibet is, which is
conform with the Chinese interpretation, i.e. in
short that Tibet is a part of the Chinese Republic.38
While the British document itself represents a
well-researched analysis, or at least one possible
interpretation of the status of Tibet in international
legal terms (suzerainty under Qing Dynasty, the
1913 Tripartite conference in Simla which was not
ratified by the Chinese, the 1934 Huang Mu Sung
mission to Lhasa etc.), it lacks any reference to the

events that had unfolded over the prior two
months. Based on the document, the British side
simply thought it might be of value to inform the
American side on the conversation between the
British and Chinese Secretaries and Ministers,
respectively, of Foreign Affairs on the contents of
their conversation, which happened to have
revolved around the status of Tibet.
On May 14, Mr. Merrell, the Chargé in India to the
Secretary of State, sent a telegram to Washington
which drew the attention away from the infamous
radio transmitters and back to the question of the
availability of Tibet as alternative supply route for
lend lease equipment from India to China. The
Tibetans finally agreed to the transportation of
supplies to China after the Government of India
had subsequently “pressed Tibet to act favorably
on this long-standing question on grounds that
continued refusal would lead to serious
deterioration in relations between Tibet and
China.”39 However, the Tibetan side only tolerated
non-military shipments without foreign
supervision through their territory.
The next day a telegram reached the State
Department that first confirmed that the Tibetans
agreed to a supply route through their territory as a
strategic measure to give no possible justification
to Chongqing for “any aggression against Tibet by
saying that all possibility of transport from India
across Tibet was denied China.”40 It appears that
there was sufficient reason to believe that the
Chinese had already taken considerable
preparations to invade Tibet: there reportedly were
leaked orders by the Generalissimo to his
governors in Sikang, Yunnan and Qinghai to send
troops to the Tibetan border and the Tibetans were
urged by the British Government, who had known
of this, to agree to the supply route.

37
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This intelligence differs from the telegram one day
earlier, which states that it was the Indian
Government that had taken influence on the
Tibetan decision. Yet, since the British controlled
India, the terms British and Indian Government
were interchangeable. The telegram from May 15th
contains information on the whereabouts of
Tolstoy and Dolan for the first time since the Dalai
Lama had written at the end of February that the
two representatives of the American people had
left Lhasa headed for China. Merrell had just
received a letter from Tolstoy sent from within
Tibetan territory, dated April 17, reporting that
Chinese and Tibetan troops were “advancing
toward each other and that Chinese troops had
received their orders from Central Government.”41
An American officer (Lt. S. H. Hitch, Assistant
Naval Attaché in China) confirmed the presence of
Chinese troops at the Tibetan border on May 18.
The force of Chinese troops along the Tibetan
border in Qinghai was estimated at 10,000.
Interestingly this information surfaced through a
cable by Secretary of State Hull to Atcheson, who
got the intel of the American officer via the British
Embassy in Washington, which had learned about
the Chinese troops from the British Embassy in
Chongqing.42 It certainly is interesting that the
State Department received intelligence collected
by an American officer in China through the
information network of British Embassies. Clearly,
Mr. Hitch informed the Department of War.
However, inter-agency communication in
Washington in 1943 seems to have been,
deliberately or not, sub-optimal.
Throughout the following cables between State
Department and American Legation in Chongqing,
reports accumulate that confirm the movement of
Chinese troops towards the Tibetan border in
Qinghai; assess the Chinese strategy to be aimed at
securing transports through Tibet in short-term;
and to bring Tibet under effective Chinese control
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Document 537. The Secretary of State to the Chargé
in China (Atcheson), in Noble and Perkins, Foreign
Relations of the United States: Diplomatic Papers,
1943, China.
42

in the long term.43 While evidence of Chinese
troops at the border was piling up, Mr. T.V. Soong
had reportedly told Churchill at a Pacific Council
meeting in Washington on May 20, “that there was
not and would not be a concentration of Chinese
troops against Tibet […].”44
Over the next three months there seemed to be no
new developments in the issue as far as the State
Department was concerned, until, on August 17,
Atcheson received a report sent to Chongqing back
in July, from the Embassy Officer at Lanzhou
(John S. Service). It was around July 10, that the
two OSS officers Tolstoy and Dolan had arrived in
Lanzhou. Mr. Service described “the attitude of
Captain Tolstoy and Lieutenant Dolan as being
strongly pro-Tibetan and critical of China and of
what appear to be Chinese intentions in regard to
Tibet.”45 It furthermore becomes clear in this cable
by Atcheson, that this pro-Tibetan sentiment by
the two OSS agents had become broadly known
not only among American officials in China, but
also to the Chinese Government. Dr. Victor Hoo,
Vice Minister of Foreign Affairs had voiced his
concerns in this regard to Atcheson stating
confidentially “that he had received reports to the
effect that Captain Tolstoy has assured the
Tibetans that the United States would support
them in their desire to remain independent of
China.”46 Dr. Hoo further expresses his surprise
about these reports as “the United States had
always shown a ‘very correct attitude’ in regard to
Tibet.”47
On August 28, the British confirm the presence of
Chinese troops at the Tibet-Chinese border, based
on Indian intelligence reports. They furthermore
43
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report an actual arms race along the border, as the
“Tibetan Government are said to have found it
necessary to increase their own forces and there is
considerable nervous tension.”48 Over the
following cables that reached the State
Department, there is mounting evidence that the
number of Chinese troops along the border
increased. Chinese officials, however, most
notably the Foreign Ministers Soong and Hoo,
consequently reaffirm British and American
officials that there (1) are no Chinese troops at the
Tibetan border, (2) that even if there were troops at
the border, China would never invade Tibet and
(3) that Tibet is considered Chinese territory in the
first place, and that other nations should not take
interest in the matter and the actions of the
Chinese Government in that area.49
On October 4, the whole diplomatic, and possibly
military, Tibetan-Chinese-American dilemma
seems to get resolved. Gauss reports to the
Secretary of State (Berle), that Chinese officials
have informed the American Embassy and that
there is no recent additional troop concentration on
the Tibet-Qinghai border, “but that he understands
that ‘some’ airfields are being constructed there by
the Chinese.”50 The Chinese report seems to be
correct, since three weeks later another cable from
Chongqing reaches the State Department that the
Indian Government complained to the Chinese
Government about the increased number of
Chinese planes flying over Tibetan territory. The
American assessment of this Indian complaint is
“a further small indication of British interest in
Tibet as opposed to China’s claim to suzerainty
over that special area.”51
48
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The whole issue of the almost open conflict
between Tibet and China resolved as quickly as it
appeared. Since the year 1943 marked the height
of WWII in both Europe and Asia, it comes as no
surprise that this otherwise remarkable incident
received no further notice and prominence. On the
one hand, nothing happened in the end, while it
was naturally in the interest of all allied parties to
quickly forget about this diplomatically
embarrassing quagmire. All this has contributed to
the fact that the Tolstoy-Dolan mission and
especially the events thereafter is relatively
unknown in the historic discourse about the WWII
CBI theater, US-Tibetan relations, as well Sino-US
relations.
This article was able to reconstruct the events,
which largely are unaccounted for in the existing
literature, through cables sent and received by
American government agencies. Future research
on additional sources, most notably British and
Kuomintang diplomatic cables and intelligence
reports, could help to confirm the findings of this
study and to further investigate the topic.
Conclusion
This analysis has investigated the diplomatic
cables that reached the State Department in the
year 1943 regarding the situation of Tibet and, in
particular, the events that unfolded after the visit
of the two OSS agents to Lhasa in February. The
source’s general importance lies in that it
documents the first time that diplomatic relations
between Tibet and the United States of America
have been established. While the official purpose
of the mission was to explore the possibility of a
supply route from India to China after the Japanese
had occupied Burma in 1942, the actual secret
mission of the two agents was to determine Tibet’s
value for the US greater strategy in the Asian
theater.
Furthermore, this analysis investigated whether the
source informed the discourse on Tibetan
independence struggles vis-à-vis Chinese claims of
Tibetan territory and US involvement therein at a
Relations of the United States: Diplomatic Papers,
1943, China.
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very early stage. Shortly after the two OSS agents
had visited Tibet, assured the Dalai Lama of
American support of Tibetan independence, and
relayed the Tibetan request for a radio transmitter
set to OSS headquarters, which was approved by
OSS headquarters but discouraged by the State
Department, the Chongqing Government started to
assemble as many as 10,000 troops along the
Qinghai-Tibetan border. This hard fact of Chinese
troops along the border was confirmed by several
independent intelligence reports from Indian,
British, and American sources. The Chinese side,
most prominently Foreign Minister T.V. Soong,
repeatedly denied the existence of any Chinese
troops in the area.
The reason for the concentration of troops
apparently gets resolved toward the end of the
year, when the Chinese inform the American
Embassy in Chongqing that they were building
airfields in the area. While the airfields seem to
have actually been built, it remains unresolved
why the Chinese side was so unrelenting in not
telling the truth about their actions along the
border. The American Embassy and the State
Department left it at that. Regardless of whether
the Chinese concentrated troops only to build
airfields, or whether there was further strategic
consideration with regard to Tibet involved, the
Chinese actions in that area led to a considerable
degree of insecurity in Tibet and prompted the
enforcement of Tibetan defenses along their border
to China.
Another finding of this analysis is the suboptimal
communication between US government agencies,
especially between the Department of War and the
State Department. Often did American diplomats
learn about developments in the CBI only through
their British colleagues, including developments
that involved their own men in uniform, for
example, the two OSS agents or the case of Navy
Lieutenant Hitch. While the British embassies in
Chongqing, Lhasa, New Delhi, and Washington all
were assisting their American allies through
intelligence cooperation, it also has to be pointed
out that London clearly pursued its own strategic
goals in WWII Asia, an instant that also greatly
affected the events in Burma the prior year. With
regards to Tibet, the British repeatedly took the

official Chinese position regarding the status of
Tibet under international law, while at the same
time maintaining their diplomatic relations with
Tibet. The reason for the British approach in doing
so may be found in their motivations to not upset
China, similar to the State Department’s position,
and assume suzerainty of the Tibetan territory
once the war was over.
This article ties together the events that unfolded
in 1943 after the visit of the two OSS agents Tolstoy and Dolan. In particular, the diplomatic
dilemma the State Department was confronted
with vis-à-vis their Chinese allies, and the rising
tensions between Tibet and Kuomintang troops
along the Sino-Tibetan border later that year. The
findings in above analysis inform the discourse on
later US-Tibetan relations, the Tibetan struggle for
independence, and US intelligence agencies’
involvement therein, especially with regard to CIA
operations in Tibet in the 1950s under the
Eisenhower administration.52 Since the CIA is the
direct successor of the OSS, it can be concluded
that the Tibetan Government around the Dalai
Lama, and the US Intelligence Community had a
history.
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ALLIES TO ENEMIES: RACE, RELIGION AND AMERICAN PERCEPTIONS OF CHINA FROM
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The years 1937-1953 witnessed an incredible turnabout in US foreign policy; China was transformed from a
praised ally into a demonized enemy. Along with a drastic change in formal diplomatic relations came
changes in American perceptions of Chinese themselves. These perceptions were shaped by a long tradition of
“yellow peril” anxieties, but also a mixture of missionary zeal to Christianize China and capitalize on its
markets. Throughout the Pacific War, Americans characterized China as an honorable ally. Much of this
support was based on the strong cultural and Christian ties Nationalist leader Chiang Kai-shek and his wife
Soong Mei-ling had to the United States, despite clear evidence of corruption and a lack of popular support.
Following the war, Mao Zedong’s Communists triumphed over the Nationalists and Americans were left
asking: “who lost China?” With the entrance of the Chinese People’s Volunteer Army into the Korean War,
Americans completed the dramatic reconstruction of the Chinese, imagining them as an inscrutable,
treacherous enemy. Yet whether considered allies or enemies, influential American leaders in the government
and media produced discourse and imagery of Chinese that appealed to the racial and religious
preconceptions of the majority of Americans, the implications of which reverberate to the present.
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Introduction
The years 1937-1953 witnessed an incredible
turnabout in US foreign policy; China, the once
fabled land of immense wealth and vast markets,
was transformed from a praised ally into a
demonized enemy. Along with the drastic change
in formal diplomatic relations came changes in
American perceptions of Chinese. These
perceptions were shaped by a long tradition of
“yellow peril” anxieties mixed with missionary
zeal to Christianize the Chinese masses. Yet
whether characterizing China as an honorable ally
or inscrutable enemy, influential American leaders
in the government and media produced discourse
and imagery that appealed to the racial and
religious preconceptions of the majority of
Americans.1 In doing so, US foreign policy toward
1

This paper focuses on what Alexander DeConde refers
to as “Anglo-Americans”: white Americans with
Anglo-Saxon cultural and religious roots who made up

China favored Chiang Kai-shek and the
Nationalists over Mao Zedong and the
Communists throughout the 1940s. The fall of the
Nationalists in 1949, however, led many
Americans to question “who lost China?” and to
dramatically reconstruct the Chinese in racial and
religious terms.
It is necessary to point out that not all Americans
held the same views on the Chinese, and not all
Chinese were viewed in the same way by
Americans. As the Nationalists competed with the
Communists, China became a contended space not
only for Chinese but for Americans as well. But to
the largest, most powerful and influential ethno-racial
group in the United States. For the purposes of this
paper, I simply use the term “Americans” to denote this
particular group of Americans unless noted otherwise.
See Alexander DeConde, Ethnicity, Race and American
Foreign Policy: A History (Boston: Northeastern
University Press, 1992).
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the consternation of Americans who witnessed the
corruption of the Nationalists and the vibrancy of
the communists, US policy remained committed to
the former. The decision to support Chiang was
anchored by his Christian ties to the US, which
proved too strong for Americans pursuing a more
realistic policy involving Mao’s Communists. The
defeat of the Nationalists at the hands of the
Communists resulted in shock and disappointment,
followed by hatred and fear when war broke out on
the Korean peninsula. The image of a Christian
capitalist China led by Chiang disappeared and the
old image of Chinese as heathen barbarians reemerged in the form of Mao’s Communists who
posed a racial and religious threat to the United
States.
The first part of this paper discusses how Chinese
were portrayed in a positive light during the
Pacific War, despite the contending views of
Americans in China who were critical of Chiang’s
Nationalists and/or enamored by Mao’s
Communists. The second part examines how
stubborn American support for a Chiang-led China
led to confrontation with Mao’s communist forces
in the Korean War and the reframing of mainland
Chinese as a religious and racial threat to
Americans. Throughout the paper, special attention
is given to the perceptions of various influential
Americans who viewed Chiang and Mao, and
indeed all of China, through a racial and religious
lens.
The Pacific War: China, the American Ally
As Japan grew in military power and continued to
expand its empire in Northeast Asia in the 1930s,
American foreign policymakers were determined
to protect their interests in East Asia, particularly
in China. Japan was on its doorstep, but China
remained embroiled in a civil war between the
Nationalists and the Communists. However,
Japan’s aggressive invasion in 1937 led the
Chinese to form a frail unified front and the
Americans to prop up Chinese resistance through
Chiang’s Nationalists. The reality that China was
splintered and weak was not the image portrayed
to Americans back home. As the war progressed
the need for a stalwart ally on the Asian mainland
that could pin down Japanese troops led the US

government to construct an image of China as a
strong, honorable ally.
However, some Americans like Charles Lindbergh
framed WWII in explicitly racial terms. In
November 1939, Lindbergh penned an article for
Reader’s Digest warning Americans that entering
the war “will reduce the strength and destroy the
treasures of the White race” and “may even lead to
the end of our civilization.” He urged Americans
to “preserve that most priceless possession, our
inheritance of European blood,” and to “guard
ourselves against attack by foreign armies and
dilution by foreign races.” 2 Though clearly against
joining the war in Europe, Lindbergh willingly
joined the war against Japan after the attack on
Pearl Harbor. To Lindbergh and other Americans,
the White race was in danger, and the Japanese
seemed to prove his point at Pearl Harbor. Yet in
spite of such views, the US remained connected to
China, a non-white yet key strategic ally against
Japanese aggression.
To overcome their incongruous views of Asians,
Americans reconstructed the Chinese as the “good
Asians” in comparison to the Japanese who had
fully manifested as the “yellow peril.” 3 The
perceived racial character of Chinese, though still
Asian and below that of whites, was reconfigured
in a way that praised their more positive traits
while simultaneously decrying those of the
Japanese.4 For example, in 1942 US Secretary of
State Cordell Hull stated “the Japanese masses are
on the level of barbarians led by the worst

2

Charles Lindbergh, “Aviation, Geography and Race”
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There is a plethora of sources depicting the “yellow
peril” (a term coined by Germany’s Kaiser Wilhelm II
in 1895). For example, US historian Lothrop Stoddard
expressed this fear in The Rising Tide of Color: The
Threat Against White World Supremacy in 1920. John
Dower’s War Without Mercy offers a wealth of
examples of American “yellow peril” racist portrayals
of Japan during WWII.
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See for example, Time magazine’s article “How to
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more positive, dogmatic, arrogant.”
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elements of savage barbarism,”5 while in a State of
the Union address President Roosevelt declared
that in the fight against such barbarians “we shall
be joined with the heroic people of China—that
great people whose ideals of peace are so closely
akin to our own.” 6 Ironically though, Americans
had little love for the Chinese prior to WWII.
Indeed, the Chinese Exclusion Act had officially
banned Chinese migrants from coming to
American shores, and Chinese Americans often
suffered from racial discrimination and prejudice.
A small but steadfast contingent of missionaries
and government officials (the so-called China
Hands) did construct more positive images of the
Chinese, but they were often infused with notions
of American superiority. But regardless of these
views, in light of the Japanese threat, China was
quickly reconstructed as a strategic ally and a
noble friend.
Such rhetoric about America’s enemies and allies
was virtually as important as bullets and bombs
were in fighting the Pacific War, and it reveals the
drastically different ways in which Chinese and
Japanese were portrayed. But as Americans
produced racist propaganda about Japan, the
Japanese were producing their own pan-Asian
propaganda that portrayed Americans as white,
racist, imperialists. The potential effects of this
propaganda in Asia stoked American fears of a
unified Yellow Peril that could threaten the US
and her allies. American policy and opinionmakers recognized that allying with China would
counter Japanese propaganda as well as providing
strategic military benefits to the US Concerned
that the Japanese propaganda may create a union
of “orientals” against “occidentals,” Adviser on
Political Relations Stanley Hornbeck concluded
that supporting China in the war was well worth
the “comparatively small cost”; not only would it
allow the use of China as a base of operations from
which to attack Japan, but it would prevent the loss
of the whole Far East as allies who could

otherwise be “turned against the Occident.” 7 The
State Department concurred, stressing that it was
imperative that China not “withdraw from
confidence in and reliance upon the US, and move
into a position of reliance upon the Soviet Union
or acceptance of the Japanese thesis that oriental
peoples must combine in opposition to the
influence of occidental peoples.”8 Though the
motivation to support China originated as military
strategy, it proved itself equally effective as racial
strategy—recognizing and supporting China as an
ally was a small price to pay if the “Occident”
could prevent the formation of a unified Yellow
Peril.
The war against Japan certainly played a key role
in setting the baseline for how Americans
perceived China, but the Chinese were not only
constructed vis-à-vis American views of the
Japanese—they were also compared and
contrasted as Nationalists and the Communists.
The former, led by Chiang Kai-shek, held the key
to American support by virtue of Chiang’s
American connections and his Christian,
“westernized” character. The Communists on the
other hand, led by Mao Zedong, lacked such
connections despite receiving the favor and praise
of some American journalists and officials that
visited Mao’s base at Yan’an. But no matter the
actual effectiveness of Mao as compared to Chiang,
Mao lacked the credentials to make him an
acceptable ally for many American leaders and the
general American public.
Christianity and Capitalism: Chiang Kai-shek
The importance of Chiang Kai-shek’s connection
to American Christianity should not be understated.
Chiang’s wife Soong Mei-ling (commonly known
as Madame Chiang) and her family had deep
connections with the US, engendering high regard
for their pro-American, Christian beliefs. David
Halberstam argues that Chiang’s marriage to
Soong was what galvanized Chiang’s political and
social connections with “those who longed for that
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most unrealistic of things, a modern, nationalist
Chinese leader who was both Christian and
capitalist.”9 Together, the Chiangs presented the
ideal China that Americans hoped and prayed for:
a China made in the image of American
Christianity and capitalism.
Another key element of the spiritual connections
and hopes Americans held for China resides in the
American missionary movement. Harold Isaacs
contended that the deeply embedded missionary
network in China acted as “the carrier of the most
deeply-persuaded partisanship, favoring not
merely China or the Chinese, their character, their
society, or their civilization, but a particular
Chinese government and its particular leaders.” 10
Chiang’s Christian reputation, fortified by that of
Madame Chiang’s, earned him unbridled support
among American missionaries and Christian
leaders. By 1937, Chiang’s partisans were
instrumental in cultivating both public views and
official policy in favor of Chiang and the
Nationalists.11 One such partisan was John
Leighton Stuart.
Missionary and later ambassador to China, John
Leighton Stuart exemplified the American desire
for a Christian China made in America’s image.
For all the evidence of Chiang’s corrupt and
abusive rule, Stuart persisted himself in defending
Chiang’s character and reputation. Stuart “never
had any question as to the moral character of the
Generalissimo” and clearly admired Chiang, who,
“in contrast with the venality, avarice, indolence
and cowardice of many of the traditional
‘Mandarins,’ his nobility of character stands out as
exceptional.”12 Although Stuart worked with
General George Marshall to mediate negotiations
between the Communists and the Nationalists after
becoming a US ambassador in 1946, he continued
to favor Chiang over Mao on moral grounds. In the
end, Stuart was committed to Chiang, or at least

what he believed Chiang to be. But Stuart and the
American missionary network were not alone in
their support of Chiang.
Representative of Montana, Michael J. Mansfield,
was sent on a special mission by President
Roosevelt in 1944 to survey the war effort in
China. Mansfield’s report to Roosevelt maintained
the positive aura surrounding Chiang Kai-shek by
labeling him “a remarkable leader” and “the one
man in China with sufficient prestige to carry her
through the war.” Mansfield acknowledged that
Chiang had his faults, but nonetheless maintained
that “on the basis of what he has done and in spite
of some of the things he has done, he is China.”13
Chiang represented to Mansfield, and to many
Americans, what China should be: Christian,
capitalist, and as westernized as possible. On these
grounds, Mansfield concluded that the US should
remain committed to Chiang and support him “to
the best of our ability.” But he also stressed that
the impetus behind this was to “save as many
American lives as possible.” 14 According to
Mansfield, US policy was to prop up Chiang’s
Nationalists so they could shed the blood that
Americans did not want to spill. Such a policy
relegated the lives of Chinese to be less important
than Americans and revealed that support for
Chiang was laced with a sense of American
superiority.
In addition to government officials and
missionaries, influential figures in the media
played a central role in shaping public opinion and
reflecting official policy. Arguably the most
powerful, and most vocal of these, was ardent
Chiang-supporter Henry Luce. The media mogul’s
Time and Life magazines had become widely read,
influential sources of news and information for
many Americans in the mid-twentieth century.
Luce became the heart of the “China lobby” and
worked hard to enlist support for his friend and
hero—Chiang Kai-shek. Growing up on an
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isolated missionary compound in Shandong gave
Luce a limited, distorted view of China, one which
would remain so. Moreover, his Christian
worldview precluded the possibility of supporting
a “godless leader” such as Mao. Consequentially,
Time provided obsequious depictions of Chiang as
“the alert, taut, indefatigable Generalissimo, the
first architect of victory and now the first hope of
peace.” 15 His wife, “the beautiful Madame Chiang”
was given similar praise for her “enthusiastic
leadership to every good cause.” 16 Under their
leadership, Time claimed that “China made
extraordinary progress, both moral and material.” 17
But as Robert Herzstein notes, Luce “relegated
journalistic inquiry to a distant second place,
behind his moral commitment to Chiang’s
Nationalist cause” and he believed “China would
enter a new marvelous age in which Christianity,
modern science, and the American big brother
would bring blessings of liberty and salvation to
450 million Chinese.”18 Millions of Americans
also longed to help achieve Luce’s vision.
Among those generating support for China were
filmmakers who participated by portraying Chiang
and the Chinese in a heroic manner.
Documentaries such as The Battle of China 1942
and Inside Fighting China (1942) follow this
theme, but make it clear that the brave heroes were
the Nationalists led by Chiang. The United China
Relief, an organization founded in 1941 and led by
board members such as Luce and Pearl Buck,
produced propaganda posters and films to garner
support for the Chinese war effort. One such film,
Here is China, portrays the Chinese as brave,
friendly, and industrious people full of potential
and goodness. In the same vein as Buck’s The
Good Earth19 the film creates an idyllic picture of
15
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China, but it also tries to explain how the Chinese
“are like us” and can progress under American
tutelage. The narrator extols “the millions and
millions of China who fight the good fight with us
and who will keep the faith with us, in victory and
in peace.” 20 These millions, however, only
included the Generalissimo and the Nationalists.
No mention whatsoever is made of Mao and the
Communists fighting “the good fight” against
Japan. Such films demonstrate how perceptions of
China were dominated by a conspicuously
unbalanced picture of what, and who, the Chinese
were.
Regardless of all the posters, articles, films, and
opinions surrounding Chiang and China, it was the
US government’s policy that mattered most to
China. In the final year of WWII, President
Truman sent a cable to President Chiang on July 5
stating: “With respect and affection, we salute the
Chinese nation—our long-tested friend, our
comrade in battle, and our valued associate in the
great work that lies ahead.” 21 In the footsteps of
Roosevelt, Truman clearly outlined the official
stance towards Chiang’s China, placing the US
firmly on the side of the Nationalists and pinning
American hopes and dreams for China on Chiang.
However, Chiang was not the only one laying
claim to “the Chinese nation”; Mao and the
Communists offered a different vision for China’s
future.
Stifled Support: Mao Zedong
Despite the overwhelmingly positive support for
Chiang during the years of WWII, not all
Americans became resolute supporters of Chiang
Kai-shek and his Nationalist regime. Although
Americans in the US were typically swayed by the
image of a Christian, democratic and westernized
Chinese leader, Americans residing in China often
saw things differently. Privy to observing the
reality of Chiang’s corrupt Nationalists and in
20
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some cases Mao’s Communists at Yan’an, a
number of journalists and government officials
illuminated an alternative to Chiang and the
Nationalists. They struggled, however, to make
their voices heard in government and media circles.
Edgar Snow was perhaps the most well-known of
those who met Mao and offered an inside look into
the communist side of China. Snow wrote
admiringly about Mao and the Communists in his
seminal book, Red Star Over China. Like Pearl
Buck’s The Good Earth, Snow’s book served to
generate sympathy for the Chinese and even for
the Communists. Even as tensions flared between
the Communists and the Nationalists after the war,
American officials continued to be enamored by
the earthy simplicity and “rural equalitarianism” 22
of Mao’s revolutionary forces in contrast to the
decadence and corruption of Chiang’s Nationalists.
Although such accounts stirred some Americans to
acknowledge and even admire the Communists,
the public and government sentiment still leaned
strongly toward Chiang’s Nationalists and media
sources such as Time worked to continue this
support by producing positive portrayals of Chiang
and limiting favorable portrayals of Mao.
Theodore White, a journalist for Time who visited
Yan’an and lavished praise on Mao and the
Communists, locked horns with Henry Luce over
how to depict China. Luce deplored White’s
critical stance toward the Nationalists and his
sympathy for the Communists while White was
repulsed by Luce’s deliberate bias toward Chiang
and against Mao.23 Initially a supporter of Chiang,
White came to be one of the Americans who saw
through the thin veneer of Chiang’s ostensibly
Christian, democratic and heroic leadership and
was appalled by the corruption that was rotting
away the Nationalists’ power and credibility. In
light of such flagrant abuse of power and US aid,
Americans such as White were intrigued by the
seemingly free, egalitarian society led by Mao at
Yan’an. Yet White, like Snow and others, was
antagonized by those such as Luce who remained
unequivocally committed to Chiang. After White
22
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submitted an article depicting the Communists in a
favorable light, Luce reluctantly decided to publish
it, but forced White to remove anything that could
undermine support for Chiang. 24 Eventually,
unable to settle his differences with Luce, White
was forced to resign from Time.25 To Luce and
others of his ilk, Chiang was in essence “holy
ground” not to be treaded upon by intrepid
reporters such as White.
Upon returning to the US, White and Annalee
Jacoby wrote and published Thunder out of China
in 1946 as a scathing critique of US policy in
China. They attacked the corrupt Nationalists,
juxtaposed them with the Communists, and argued
that China’s future must include the Communists.
Their book had relative success, selling over half a
million copies after its first printing, but their
message ultimately fell on deaf ears. In an
interview, Jacoby explained how “it was
impossible to convince people that the
Communists were going to win the war, there
wasn’t any feeling in this country that there was
anything wrong with the Guomindang, that they
weren’t honest Christian democrats, that they
weren’t beloved by their people, and would win a
well-deserved triumph.” 26 Jacoby also shared that
Whittaker Chambers, the virulent anti-communist
editor of Time, completely re-wrote one of her
articles and even made up a dialogue for an
interview she had with Chiang. Chambers and
Luce were willing to go to such length to better
portray Chiang and engineer support for him
among Americans.
In spite of the efforts of figures such as Luce, the
Nationalists were not the only Chinese gaining the
attention of the Americans, and pro-Chiang
Americans were not the only Americans paying
attention to China. Mao Zedong and his
communist forces became somewhat of a sensation
to a handful of pioneering American journalists
and officials who were able to experience the
24
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revolution first hand at Yan’an. 27 Of course, part of
the praise for the Communists arose from intense
dissatisfaction with the endemic corruption and
abuse of Chiang’s regime in Chungking during the
war.28 Even so, this group of Americans provided
an alternative narrative to that of Chiang’s
Nationalist China and the US alliance with it.
Increasingly frustrated American officials and
journalists combined to challenge the legitimacy of
Chiang and his regime, all to the chagrin of those
supporting a theoretically democratic, Christianled China. Yet even though the public was given a
glimpse of what was really going on in China, the
political climate in the US was conservative and
official policy remained steadfast in its
commitment to Chiang, even when challenged
from within. 29
US Policy in China: Notions of Superiority and
Suspicion
In a telegram from the Military Mission in
Chungking to the War Department in February
1942, General John Magruder wrote an honest
critique of the Chinese war effort and the
Americans that, in his view, supported them
blindly. Magruder pointed out the gap between
perceptions and reality regarding the capability
and effectiveness of the Nationalists in fighting
Japan. Yet, Magruder’s analysis does not merely
disparage the Chinese for their lack of effort and
capability; Magruder pins blame on “Chinese
propagandists in America” and “the sponsorship
accorded such propaganda on the part of many
outstanding individuals, including missionaries”
for deceiving the American general public.
Magruder surmises that “The realization of its
falsity would undoubtedly result in the lessening of
positive American support for Chinese
27
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projects…even if it did not result in a weakening
of the emotional appeal which China has always
held for a great many Americans.”30 Magruder’s
insights reveal that the notion of the Chinese as a
heroic ally was a narrative carefully-spun by
Americans with vested interests in China.
Magruder’s sentiments were echoed by the US
Ambassador to China Clarence Glauss who
lamented the fact that “Chiang and the Chinese
have been ‘built up’ in the United States,” and
admitted that when “looking the cold facts in the
face, one could only dismiss this as ‘rot.’” 31 That
Glauss and Magruder’s objective critiques of the
Nationalists and Chiang went unheeded
underscores how those in Washington partisan to
Chiang rejected seemingly pragmatic policy advice.
Chiang’s Christian standing and his image as a
westernized leader who was “like us” gave him
legitimacy in the US, and this helped Chiang
trump any and all concerns over his actual
legitimacy in China, which in reality was gradually
deteriorating. Furthermore, as a byproduct of the
support given to Chiang, American policymakers
were forced to reject the effective leadership and
legitimacy of Mao.
While Magruder, and others like Glauss, held
views on China that were shaped by realism, they
were also shaped by racism. Magruder perceived
the Chinese through a racial lens by adhering to
the well-worn stereotype of the “inscrutable
Oriental.” He claimed that the Chinese love to
utilize “deceptive symbolism” and have a “desire
to achieve certain objectives by clever deception.”
Moreover, he believed that “People in other
countries swallow such glib untruths whole
without realizing that they are being deceived.” 32
Magruder still concluded that Chiang should be
supported, but with one key caveat: that the US
opposes his “exorbitant demands with prudence”
and reminds Chiang that “China is putting out the
30
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least war-effort of all the Allies.” 33 Magruder’s
critique may have been free of religious bias
toward Chiang, but it was steeped in a sense of
racial superiority over the Chinese.
A response from the Chief of the Division of Far
Eastern Affairs, Maxwell Hamilton, reinforced the
need to support Chiang while simultaneously
maintaining a sense of superiority over the Chinese.
Though challenging some of Magruder’s claims,
Hamilton conceded that there was inefficiency
present in modern China. Meanwhile, he located
this incompetence in China’s history, claiming
such inefficiency had existed “for centuries.”
Furthermore, Hamilton posited there was “a
renaissance of spirit flowing from China’s contacts
with the Occident, principally its contacts with the
United States.”34 Hamilton clearly attributed any
strength in China to the influence of the US,
implying American superiority over the Chinese.
He also linked the “spirit” that China was
receiving from the US to the “great leader” Chiang
Kai-shek, who represented the progression of the
Chinese spirit. Although he asserted that China at
that time may have lacked the materiel to
effectively counter the Japanese surge, Hamilton
nonetheless concluded that the US should continue
to build upon Chiang and allow the “spirit of
liberty” to flow from Americans to Chinese.
Magruder and Hamilton are two telling examples
of the sense of racial superiority that was common
among generals, diplomats, journalists, and
missionaries alike. Harold Isaacs keenly observed
that Americans held onto “the power and selfjustifying convictions of the superiority of the
Western white man of the nineteenth century.”
This deep-seated belief in “the superiority of their
own race, civilization, and religion” seemed clear
when comparing themselves to “the puny, starving,
ignorant peoples” of China who professed “plainly
sinful and heathenish religions.”35 Whether subtle
or unconcealed, Americans across various social

strata continued to perceive Chinese through a
racial lens in the 1940s.
The glowing characterizations of Madame Chiang
and the resolute support of the Generalissimo
during WWII seemingly contradicted the
traditional racial narrative of Chinese as
undesirable, backwards, uncivilized and so on. Yet
one would be remiss to argue that racist views
disappeared at this time. Rather, racialized views
were simply modified to fit the foreign policy
needs of the day. Because China was a key
American ally in the Pacific theater, outright
racism against the Chinese would detract from the
war effort against Japan. Indeed, even the
infamous immigration act barring Chinese from
the US was finally reformed in 1943 in an effort to
solidify the US-China alliance. However, as
Michael Krenn points out, this did not mean full
acceptance of Chinese on the American soil; only
105 Chinese were allowed to migrate to the US
each year36 and many in Congress remained fearful
of “Chinese ‘hordes’ slipping into America, taking
jobs, and generally lowering the quality of life. 37
Despite the apparent victory of repealing the
exclusionary immigration law, the Chinese
remained inferior and undesirable “others” to
many Americans, and within a few years war in
Korea would unleash the pent-up racial prejudice
held by Americans against the Chinese.
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As the Pacific War wound down, the struggle for
controlling China ramped up. With Chiang’s
Nationalists and Mao’s Communists vying for
power, American policymakers feebly attempted
to explore their options but refused to let go of the
Generalissimo. The long-standing vision for a
Christian China, buoyed by influential Americans
who supported Chiang’s leadership, clouded US
policy and ironically led to the “loss of China.”
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In August 1944, Patrick Hurley was sent as a
personal envoy to China by President Roosevelt
with the mission “to promote harmonious relations
between General Chiang and General Stilwell and
to facilitate the latter’s exercise of command over
the Chinese armies placed under his direction.”38
To Stilwell’s dismay, Hurley quickly sided with
Chiang. In a telegram Hurley flatly laid out to the
President that, “Today [the President] is
confronted by a choice between Chiang Kai-shek
and Stilwell.” 39 In a subsequent telegram, Hurley
further urged the President that “if you sustain
Stilwell in this controversy, you will lose Chiang
Kai-shek and possibly you will lose China with
him.” 40 Hurley equated Chiang with China, and at
his behest, Roosevelt decided to replace the
overtly anti-Chiang Stilwell with General Albert C.
Wedemeyer in October 1944. The prospect of
losing China to godless communists swayed the
US policy to remain tied to Chiang, even if it
meant recalling successful American generals.
After becoming the new US Ambassador in
November, Hurley attempted to remove the China
Hands that he blamed for supporting the
Communists and undermining US foreign policy
in China. A virulent anti-Communist who
disdained career China experts, Hurley epitomized
the stubborn nature of US foreign policy and its
commitment to maintaining a Chiang-led China.
Although Hurley made a personal attempt to
negotiate with Mao, he refused to concede
anything to Mao that Chiang did not approve of. In
his autobiography, John Paton Davies lambasted
Hurley for his ego and vanity, which Davies
believed had allowed both Chiang and Mao to
manipulate him and skew US policy in China.41
Davies, as part of the Dixie Mission, firmly
believed that the Communists offered a better
practical and strategic choice for the US to ally

with—a view that Chiang, and his supporter
Hurley, bitterly opposed.
Another member of the Dixie Mission, John S.
Service, also believed the US should have
cooperated with the Communists. Upon meeting
Mao, Service was impressed by Mao’s deep
conviction and “desire for American friendship
and cooperation with China,”42 leading him to
strongly advise cooperating with Mao. Service
later lamented that had the US “shed some of its
illusions about China” and chose to “adopt a
realistic policy in America’s own interests” by
working with—instead of against—the
Communists, perhaps history would have turned
out differently. He suggests the wars in Korea and
Vietnam would never have taken place, Taiwan
would not have become an issue, the US would
never have “lost China” to begin with, and China
under Mao could have been a much better place. 43
In the end, however, “realistic policy” took a
backseat to American “illusions” and religiouslybiased support for Chiang.
As the last attempt to keep the US neutral in her
support of China, George Atcheson44 and a
committee including Service sent a telegram in
February 1945, challenging the policy
prescriptions set forth by Hurley. The telegram
recommended the US provide unbiased support for
the Nationalists and Communists, discontinue
unconditional aid for Chiang, remove Chiang’s
veto power over US policy, and promise that US
foreign policy would remain independent yet
committed to China as a whole.45 However, this
recommendation was not acted upon. Hurley and
the US remained firmly in Chiang’s camp and
would continue to in the postwar years.
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The Red Peril: Christianity and Communism
Despite last-ditch efforts to broker an agreement
between the Nationalists and the Communists in
the years after Japan’s surrender, the bias toward
Chiang proved too great to overcome. Unwilling to
break ties with Chiang, American attempts to work
alongside the Communists had come far too late.
The failure of the Dixie and Marshall missions left
Americans with no other choice but to watch their
dreams die with the Nationalist forces. Adding
insult to injury, the Nationalists were not the only
ones forced from the mainland; on August 2, 1949,
US Ambassador John Leighton Stuart was recalled
to Washington and wished a sardonic farewell by
Mao himself in his article Farewell, Leighton
Stuart.
The failure to accommodate the Communists and
maintain US presence in mainland China
devastated Stuart, who was forced to leave the land
he was born in. Stuart’s disappointment led him to
condemn the newly established People’s Republic
of China (PRC)46 for hypocritically proclaiming
religious liberty, while placing restrictions on
religious organizations and accusing missionaries
of espionage and other crimes. He alleged that the
Communists went after “those who had been
‘poisoned’ by foreign influence, including many
Christians, and finally against businessmen and
missionaries, whom they suspected or accused of
subversive activities and of being agents of
Western imperialism and aggression.” 47 China’s
future looked bleak to many Americans, but that
did not keep Stuart from retaining his hope in the
“many lights of faith, of courage, of freedom that
will not be extinguished.” Stuart believed these
lights would “someday rekindle the lamps of true
democracy, liberty and justice for the great
population of China.”48 Along with other
missionaries and Christians tied to China, Stuart
saw the “loss of China” less in political or
ideological terms, and more in spiritual terms.
Indeed, one of the main reasons Communism as an
ideology was repugnant to Americans was that it
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was incompatible with Christianity; “godless
Communism” had no place in the American
world.49 The loss of mainland China to “godless
communists” struck deep in the hearts of American
leaders, many of which had some connection to the
missionary network there. The missionaries
themselves were “mixed up with gunboats, treaties,
trade, governments, and power” throughout the
history of Sino-American relations as Christianity
played a central role to all American efforts in
China.50
By 1949 the ability to remake China in an
American, capitalist, Christian image seemed to
have vanished into the godless void of
Communism. The alleged “loss of China” not only
had implications for Chinese, it also had
implications for the China Hands. John Davies,
John Service, Colonel Barrett and others were
criticized for their criticism of Chiang’s
Nationalists and favorable outlook on Mao’s
Communists. Many others were even accused of
being communists themselves. Their realistic
approach to China and the Communists clashed
with the vision of a Christian China, and even the
blatant corruption and moral decay of the
Nationalists was not enough to spare them from
being a scapegoat for the loss of mainland China.
The Korean War that followed would only
magnify this treatment and the religious nature of
American views on the PRC.
The fallout after the loss of China and the entrance
of the Chinese People’s Volunteer Army (CPVA)
into the Korean War smashed any illusions
Americans held of a Christian, capitalist China
during the Pacific War. In what Gordon H. Chang
calls “an epic turn in American attitudes toward
China,”51 the Chinese, now represented by the
Communists, were quickly transformed into the
Red and Yellow Peril—a godless, cruel threat to
the White, Christian West. Outside of the
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Nationalist’s small outpost on Taiwan (Republic of
China), positive stereotypes of Asians no longer
applied to the Chinese; they were instead passed
on to America’s new Cold War ally, the Japanese.
Concomitantly, the negative stereotypes of Asians
that were laid heavily upon the Japanese were
passed onto the communist Chinese.
The Korean War: The Yellow Peril, Renewed
and Retooled
American evangelical Christian writer Dan Gilbert
combined race with religion by focusing on the
Red and Yellow peril in his book Red China: The
Yellow Peril in Bible Prophecy. Gilbert sought to
warn Americans that the coming Communist
Chinese onslaught was part of the end times
outlined in the Book of Revelations. His message
could not be clearer: “Bible prophecy teaches that
the Red advance in Europe will be POWERED
FROM OUT OF ASIA [sic].” Gilbert framed
Communism in clearly religious and racial terms:
“Communism is an Asiatic theory of government.
It grows out of heathenism and barbarism. Now
that the ‘yellow peril’ has turned red, it is a million
times the menace that Theodore Roosevelt warned
it might become.” Gilbert’s book is rife with
alarmist, racist, and apocalyptic language as it
proclaims a dialectical struggle between
Christianity and Communism, West and East,
White and Yellow. Gilbert warned “the army of
200,000,000 men, described in Revelation, flows
forth from the empire of the ‘yellow peril’” and
would destroy Christianity and Judaism. 52 Of
course, not all Americans shared the hysterical
views espoused by Gilbert, but the underlying fear
of communist China was undoubtedly a powerful
force among American leaders and the public alike.
The entrance of the CPVA into the Korean War in
the late 1950s quickly unleashed many of the same
racial stereotypes upon Chinese that were used for
the Japanese in WWII. In 1951, a top-secret
memorandum from the Joint Chief of Staffs to
Secretary of State Robert Lovett highlighted the
“Oriental attitude toward human life” and
52
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“disregard for international conventions and
humanitarian considerations.” The JCS assumed
that Chinese trials for POWs would likely
culminate in executions based on “trumped-up
charges.” 53 The CPVA was also said to have
employed “human wave tactics”; recklessly
throwing away innumerous Chinese lives to
overcome their enemy. Historians have debated
whether such attacks actually occurred, while
these attacks were perceived and proclaimed to
have occurred according to the US and the U.N.
forces. Thus, the belief among Americans that the
Chinese held cavalier views of human life was
prevalent during the Korean War and mirrored the
American views on the Japanese during the Pacific
War.54 In the fires of war, old racist traits
attributed to Asians were re-forged; the
Communist Chinese had become the evil and
untrustworthy Oriental once again.
The CPVA, partially made up of former
Nationalist soldiers who were often deplored by
American generals in China for their weakness
during the Pacific War, had suddenly become an
effective and lethal fighting force. The humble,
pacifist images of Chinese in Pearl Buck’s Good
Earth and the propaganda films like Here is China
disappeared, and images of Genghis Khan’s
terrifying Mongol hordes re-emerged. The soldiers
fighting against this new enemy were among the
first to provide vivid testimonies of the apparent
Chinese savagery.
US Lieutenant Colonel Robert B. Rigg published
an account of his experiences in combat and as a
POW of the CPVA in Red China’s Fighting
Hordes: A Realistic Account of the Chinese
Communist Army, by a US Army Officer in 1952.
The title alone clearly makes the connection
between the Chinese communists and the Mongol
hordes of old. His account claims to make
53
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“realistic,” objective remarks on how the CPVA
operated and conducted warfare, but in reality, it is
full of highly racialized language and racist
stereotypes. Describing how Chinese soldiers
“pitched hand grenades into the trucks and danced
and yelled like wild Indians,” Rigg likened the
Chinese to the “savages” Americans fought while
expanding westward. 55 He also argued the CPVA
used reckless human wave tactics because, “first, it
can afford to, and second, a great portion of its
officers are lacking in the tactical and strategic
skill of modern war.” Despite having “almost
unlimited manpower for offense,” Rigg proudly
suggested, the Chinese were being “out-generalled.”
He further illustrated his belief in the superiority of
Americans by claiming Chinese soldiers “can be
panicked much easier than the more educated
Western soldiers.”56 To Rigg and many Americans,
the Chinese devalued human life and were racially
inferior.
Rigg did not mince words when it came to China’s
leaders either; indeed, he was even harsher. He
commented Peng Dehuai “looks like something
that crawled out from under a log,” labeled Ho
Lung a “butcher” who “ruthlessly murdered
several missionaries,” described “the savagery
with which Chou [En-lai] has turned on the United
States,” and claimed Mao Zedong had “a pint jug
and is trying to fill it with gallons of blood.” He
asserted that Mao’s leadership did not hesitate to
“lay down veritable carpets of dead to achieve
their aggressive aims.” 57 Rigg continued by
arguing that “Asiatic shows an especial
tendency…to be exceedingly brutal and arrogant,”
and that Chinese soldiers were taught to hate as the
first step in their political education. To Rigg, it
was clear: “Of their cruelty, especially against a
foreign enemy, I have no doubt.” 58
In addition to the images of vast, cruel hordes
described by those like Rigg, others in the US
military were shocked by technical skills and

bravery the Chinese demonstrated only years after
looking like a hapless mess. One sergeant
supposed “all we had to do was show them our
uniforms, and they would run like hell.” Another
military official recalled that “I was brought up to
think the Chinese couldn’t handle a machine. Now
suddenly, the Chinese are flying jets!” This same
official even opened up that “I always thought the
Yellow Peril business was nonsense…Now I can
visualize that Asiatics teamed up with the Slavs
could indeed conquer the world!” 59 The notion of
American superiority persisted, but it was being
strongly challenged by China’s surprising and, at
times, terrifying strength.
The media was also quick to label the danger
posed by Red China. Life magazine declared
“Aggressive China Becomes a Menace” in its
November 1950 issue and a New York Times
article titled “Truman Calls Reds Present-Day
Heirs of Mongol Killers” appeared a month later.
The latter, written by Paul Kennedy, described
how President Truman “called today for a worldwide mobilization to meet what he termed the
‘menace’ of the ‘inheritors of Genghis Khan and
Tamerlane, who were the greatest murderers in the
history of the world.” 60 Following Truman’s lead,
it was not uncommon for news articles to run
headlines such as “Red Hordes Swarm into South
Korea.”61 Such racial imagery was clear to the
American public. More than simply an ideological
threat, the Chinese aroused the racial fears of the
nineteenth-century.62
Mao’s Communists had stolen the spotlight from
Chiang’s Nationalists, and the perceptions of
mainland Chinese changed accordingly. Although
Chiang and the Nationalist Chinese in Taiwan
retained American support, it was a reluctant
choice by the Americans—they no longer viewed
the Nationalist Chinese as the peaceful, brave, or
cultured allies prized during WWII. Moreover,
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with the entrance of the CPVA into the Korean
War, Americans believed the mainland Chinese
(PRC) had reverted to the cruel, devious, and
barbaric “yellow peril” of decades past and
transformed into a religious and racial threat to the
US.
Conclusion
This paper has shown how American perceptions
of China, tinged by racial stereotypes and
Christian favoritism, dramatically transformed
throughout the 1940s and early 1950s. It should be
noted, however, that such a reversal of American
opinion is not unique to China. In a mirror image
of the Chinese transformation, the Japanese went
from demonized enemy to praised ally. Indeed,
these two transformations mutually reinforced
each other; during WWII the brave, honorable
Chinese ally was juxtaposed with the menacing,
dishonorable Japanese enemy, but only a few years
after the war the Japanese had become an
industrious, ingenious pupil under American
tutelage while the Chinese had morphed into a
cruel, conniving (and communist) enemy.
The American support given to Chiang Kai-shek
for his Christian and westernized character is not
unique to China either. The US support of
Syngman Rhee in South Korea, for example,
resembles the support of Chiang. Both had strong
ties to the United States, both professed to be
Christians who believed in democracy, and both
ended up as corrupt authoritarian leaders who were
still able to maintain US support. There seems to
be an American proclivity to support leaders who
profess to be Christian and hold Western values,
even if those leaders lack legitimacy in their own
country and have an ugly track record of
corruption, abuse, and less-than-Christian moral
leadership.
Nevertheless, the transformation of China from an
indispensable ally during the Pacific War to an
existential enemy in the Cold War led many
Americans to famously question, “who lost China?”
– a question that does make US-China relations
unique. The question assumes that the US had
ownership over China in some sense. And beneath
this assumption were notions of superiority
couched in racial and religious beliefs. The support

of Chiang Kai-shek illustrates how Americans
sought to remake China in their image, and the
failure of Chiang at the hands of Mao’s
Communists was in essence as much of a spiritual
defeat as it was an ideological one. The
replacement of a Christian leader with a “godless
communist” seemingly in league with other
powerful godless communists (i.e., the Soviets)
was a crushing blow to Henry Luce, John Leighton
Stuart, and many Americans who saw the loss of a
vast market for both capitalism and Christianity.
Understanding how Americans viewed China
through a racial and religious lens helps
contextualize why the “loss of China” and the
emergence of a peril both Red and Yellow was
such a shocking turn of events for Americans.
As one of the Americans in China whose career
was ruined and reputation sullied by the loss of
China, John S. Service opined: “while we would
certainly have had to give up our paternalistic,
missionary attitude of wishing to shape China to
our wishes, we might have found co-existence
with a stoutly independent, nationalistic Mao Tsetung not wholly impossible—and the world as a
result considerably less complicated.”63 Indeed,
US-China relations may have taken a completely
different route if not for the religious and racial
considerations of US policymakers in the 1940s.
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WHY CHINA NEEDS FREEDOM OF SPEECH: ECONOMIC REFORM AND THE RULE OF LAW
Gordon Gatlin

The rhetoric of the Chinese Communist Party (CPC) under Xi Jinping embraces both a market-based
consumer economy and the rule of law. The two are clearly intertwined as the rule of law underpins credible
capital accumulation for ordinary citizens. Legal scholars have argued that judicial independence is a
prerequisite for the rule of law, but have not yet clearly shown that freedom of expression underpins the
former. Despite rhetorical promotion of the rule of law, the Chinese government continues to undermine this
nebulous concept by criminalizing certain forms of political expression and censoring others. This essay
describes how Chinese economic reforms since the Deng Xiaoping era have been successful only because of
political reforms that were implemented in tandem. Without a greater degree of freedom of expression, the
CPC will continue to undermine the rule of law and the economic reforms its rhetoric supports.
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Political economy as a field recognizes not only
purely economic forces, but also political
institutions as central factors in the economic
success of a nation. Modernization theory predicts
that as a nation develops economically through
liberalization and privatization, democratization
must follow as a middle class emerges and demands
political power.1 China is now the second largest
economy in the world—it demands that the world
treat it as a market economy and yet it remains
politically authoritarian. This paradox is essential
for understanding China under Xi Jinping and the
economic reforms meant to bring about the socalled Chinese Dream.
China’s importance to the global economy no doubt
outweighs its political importance to the
international community. It is no wonder then that
the history of the People’s Republic of China (PRC)
and the Communist Party of China (CPC) is most
often described as a series of economic reforms,

while the accompanying political reforms are
downplayed. Rather than recognize the admittedly
limited and staggered political reforms, the spotlight
has been planted firmly on the economic side. 2
This is problematic not only for historians but also
for policymakers and analysts today. By minimizing
the importance of political reforms in explaining the
success of economic policy changes since the late
1970s, scholars have given credence to the idea that
economic reform can occur in a political vacuum.
This paper will lay out how at each stage of China’s
economic development reforms to its political
structure have been instrumental in allowing
economic policies to achieve their intended effects
of increasing GDP and standard of living.
Moreover, under Xi, the stated policy of the CPC is
for China to reform in favor of even more

2
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marketization of the economy. 3 Central to this
agenda is a strengthening of the rule of law in
China, which, in the stated view of the CPC, is
essential for continued development. 4
Establishing how political reforms work hand in
hand with economic reforms is essential to
understanding how China can move forward with its
coming transition from a state investment-driven
economy to a market consumption-based model.
Since Deng Xiaoping’s opening up and reform era,
China has been able to grow at an incredible pace
through staggered privatization, foreign direct
investment and a financial system that is still
beholden to centrally planned economic directives,
pushing for massive infrastructure, heavy industry
and export-oriented manufacturing. Yet, the
economic reforms that will allow China to become a
developed, consumer economy involve not only an
increased trust in liberal economic forces, but also a
strengthening of the rule of law.
While the CPC leadership has already demonstrated
its trust in market forces to a degree, its faith in the
rule of law stands on shakier ground.5 The rule of
law is a basic requirement for a consumer,
knowledge-based economy as basic protection
against the arbitrary seizure of property. 6 Western
3
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observers, like the Harvard Business Review, argue
that freedom of information is required for a modern
technology-based economy but fail to give a
convincing causal explanation. Instead, vague
connections are drawn between innovation and freeflowing collaborative processes, especially among
the most educated sectors of society. 7 Legal scholars
have put forward that judicial independence is a
prerequisite for the rule of law, but have not clearly
stated that freedom of expression underpins the
former.8
This paper will argue that freedom of speech is a
prerequisite for the establishment of the rule of law
as judicial independence is not possible in its
absence. Freedom of speech not only allows for
creative minds to work without fear of upsetting
arbitrary censors, it also functions as a foundation
for eliminating the opacity of the criminal and civil
justice system. While legal scholars have attempted
to operationalize judicial independence by
analyzing judge salaries, terms, hiring and firing
procedures, they have primarily ignored freedom of
expression for all court actors, including judges, as a
variable that influences judicial independence. 9 If
plaintiffs, defendants and the government alike are
not free to bring forth lawsuits and expose any and
all evidence pertaining to a potential case—because
their capacity to express freely legitimate concerns
is withheld by the government—judges will not be
able to arrive at fair legal decisions that form the
February 1, 2017,
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basis of judicial independence and, therefore, the
rule of law. Without the right to freedom of
expression, the legitimacy of law enforcement
decreases as allegations of corruption, public
disturbance and other crimes are employed to clamp
down on political dissent. Without the rule of law
firmly established, the kind of small groups of
entrepreneurial innovators that drive modern
knowledge-based economies will be less willing to
take the chance of investing time and effort into
projects in a political and legal climate that is
opaque. At the same time, everyday business
owners and consumers will also fear that their
accumulation of wealth and goods is only as secure
as their good standing in the eyes of the censors.
Singapore has consistently been put forward as an
alternative model in which market growth has been
possible despite, and from some perspectives,
because of, a lack of freedom of expression, yet a
clear insistence upon at least some form of the rule
of law.10 However, what is often referred to as a
“thin” rule of law, as exists in Singapore, is focused
primarily on ensuring legal stability for foreign
investors. Thio Li-ann states that Singapore has
“clear investment laws, [a] skilled labor force and
[secures] the protection of property rights,” which is
all meant for the benefit of foreign investor
confidence.11 Gordon Silverstein argues that
“Singapore made clear to investors that what they
valued was safe and protected, and that their
investments were secure.” 12
This level of the rule of law could already be argued
to exist in China. If the rule of law merely serves to
ensure that foreign investors are able to securely
invest and trade in a state which has no desire, nor
justification, for political rights, only property
rights, China already abides by the rule of law.
While Singapore is clearly an economic success
story, it is not the free-market dream of Ayn Rand
enthusiasts, but instead an economy defined by
10
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direct state ownership and intervention. Similarly,
China, too, is an economic success with a court
system that is sufficiently rules-based so as to
ensure that apolitical multinational corporations
enjoy secure property rights. However, if the CPC is
serious about continued economic reform that will
allow it to become a true consumer-based,
information economy, securing the property rights
of foreigners will not be sufficient. In order for
Chinese citizens to have similar security in their
own property rights, which encourages the risktaking and innovation required for an economy
based on internal, natural growth, rather than
government infrastructure and export-oriented
foreign direct investment projects, a deeper rule of
law based on true judicial independence
underpinned by freedom of expression will be
necessary. These reforms to the political economy
of China do not need to come immediately, nor
should freedom of expression ever represent an
absolute, but China has already shown in its recent
past that for economic reforms to have success, they
must be accompanied by political reforms.
Chinese economic reforms have always come hand
in hand with political reforms and both have been
introduced piecemeal over many years. This has
allowed the CPC to not only test the efficacy of new
policies but also ensure it retains control over both
positive and negative outcomes. Unfortunately,
under Xi Jinping, China is attempting to move
towards a new normal of slower growth and greater
consumption, while at the same time the rule of law
remains chronically undermined by a lack of respect
for the right to freedom of expression, as enshrined
in Article 35 of the Constitution of the PRC. The
CPC should learn from its history that political
structure reform has always worked in tandem with
economic liberalization. Decreasing censorship and
other forms of political suppression does not mean
the end of one-party rule in China if pursued over
time and with the understanding that more open
political institutions and greater judicial
independence would allow for greater state
legitimacy and stable economic growth.
A brief history of China’s political economy
China’s history since the establishment of the PRC
can be broken down into three clearly distinct eras.
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First is the Mao Zedong era of a Soviet-style
centrally planned economy, a cult of personality and
an authoritarian political regime focused on the
mobilization of the masses for political ends. Deng
Xiaoping’s reform era allowed for market forces to
play a restricted role in the allocation of resources,
while politically introducing collective leadership
and decentralization. The third era began with
Deng’s death. This period has been marked by evergreater economic liberalization and integration into
the world economy, with a continuation of
collective leadership and political structure reform
(zhengzhi tizhi gaige), including village-level
elections.13
The political economy of the three eras can be
understood through the phrases “the two
whatevers”, “the four modernizations”, and
“harmonious society.” The first relates to the view
that the Chinese people and government would
follow whatever policy choice and whatever
instructions on that choice made by Mao Zedong.14
Reform of any kind was only possible with Mao’s
death in 1976.
Under Deng Xiaoping, China embarked on a reform
agenda most noted for its economic consequences,
but equally unorthodox in the level of political
autonomy allowed. Rather than following a
centrally organized economic formula for the entire
nation, Deng emphasized the four modernizations of
agriculture, industry, national defense and science
and technology through a professionalization of the
cadres and greater local autonomy. 15 Under Mao, all
policy, instruction and information came from
above, but under Deng power began to spread on a
more horizontal basis. Cadres were expected to not
only be experts in communist ideology, but also
economics and engineering based on Western
teachings. Local governments were allowed to

pursue their own economic policies to an extent
unimaginable under Mao. 16
The reform era effected immense economic
transformation, yet the political transformation was
also dramatic. More intellectually informed cadres
could argue for economic policies on a local level to
drive the Chinese economy towards the type of
growth epitomized by the four modernizations.
Certainly, the political structure reforms in this era
were limited to a relatively small group of elite CPC
members. Nevertheless, the transition from a
Stalinist one-person dictatorship towards a
collective technocratic authoritarian dictatorship
represented real change in the political system.
Under the post-Deng leadership these developments
have been pushed even further in tandem with
economic reforms. Under Jiang Zemin
entrepreneurs were welcomed as members of the
CPC in an effort to incorporate their potential
political power into the party as well as encouraging
further economic liberalization within the CPC’s
political structure. 17 Jiang also allowed for direct
local village elections.18 These political
transformations occurred at the same time as China
prepared to become a member of the WTO in 2001.
Hu Jintao furthered these political structure reforms
with the “Harmonious Society” policies, intended to
decrease social pressures created by economic
reforms, such as rising income inequality and
regional disparities. 19 In the new millennium China
has seen strong growth in light manufacturing, and
become a central node in the global trading
economy. At the same time its political structure has
become more nuanced with multiple centers of
political power. Both top-down and bottom-up
pressures have forced the state to become more
accountable to the interests of rural and urban
citizens.
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China’s astounding economic transformation from a
backwards Stalinist planned economy, to a mixed
market economic powerhouse is the result of
numerous factors. However, without political
reforms to allow power diffusion through vertical
and horizontal channels, the economic policies
designed to bring about this rapid growth would
have been less effective. Without professionally
trained cadres and the political leeway to formulate
policies that worked on a local level to reach the
centrally designed goals, Deng’s opening up to
international markets would certainly have played
out differently. Without the cooptation of the new
upwardly mobile entrepreneurial class by the CPC,
modern China’s political elite would look very
different. Lastly, local-level political control over
villages and related political openings since Deng’s
death has allowed the CPC to have an ear on the
ground to gather information on grievances and
arbitrate disputes between the populace and local
governments, which improves its capacity to
redistribute wealth and maintain political
legitimacy.
A knowledge-based consumer economy: the
Chinese Dream?
China is currently the second largest economy in the
world, yet economists and the CPC leadership itself
are concerned that economic reforms have allowed
it to develop modern infrastructure, a large
manufacturing base and bring hundreds of millions
out of poverty, but have so far failed to ensure that
China will not escape the middle-income trap.
Economist are in general agreement that China is
already moving more towards a consumer economy,
but is still far too dependent on infrastructure and
politicized state-owned enterprises (SOEs).20
This is at least partially the result of an
understandable reaction to the 2008 financial crisis.
The nation embarked on the largest stimulus plan
worldwide, but rather than focusing on new ways in
which to move past capital accruement and towards
20
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a more sustainable consumption model, the fiscal
stimulus plan piled on more debt to SOEs as they
were forced to spend lavishly on political pet
projects, rather than on economically productive
investments.21 While the stimulus was effective in
that GDP growth targets continued to be met, more
recently China’s growth rate has decreased. Xi
Jinping has explained this slower growth as a “new
normal”, naturally arising the nation’s transition
towards a consumer economy. 22
A consumer economy means that the domestic
consumption of products—both imported and
domestically produced—accounts for the vast
majority of economic activity in a country. Rather
than massive infrastructure projects, which cannot
last indefinitely, or export-oriented manufacturing,
which can dry up in a recession, a consumer
economy is defined by complex knowledge and
service industries and diverse retail and leisure
activities that lessen the impact of boom and bust
cycles. Consumer economies are generally more
stable in the long-term than export-driven
economies although they do not often grow at the
breakneck speed to which China has become
accustomed.
Does the Chinese Dream mean a Western-style
consumer economy? Not necessarily. Xi has stated
that, “realizing the nation’s great rejuvenation is the
greatest dream of the nation.” 23 The Chinese Dream
is a wide-ranging term used primarily as political
rhetoric, but like previous slogans associated with
Chinese leaders, it also represents at least a
direction of change across all aspects of the society.
Economic reform towards greater market efficiency,
trade liberalization and growth is clearly part of the
China Dream. Its counterpart is Xi’s stated desire to
increase the rule of law in China through anti21
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corruption and other public campaigns. The hope is
to sacrifice a few tigers and flies in order to win
over the trust of the people, while at the same time a
greater openness and the marketization of SOEs
would increase the efficiency of protected sectors,
resulting in improved and more sustainable growth.
However, this paper has argued that these economic
reforms in and of themselves will not lead to the
consumer economy that embodies the most
successful modern economies, barring a few
exceptions like the more stable oil states and
Singapore’s city-state interventionist model.
Throughout the history of the PRC the economic
and political systems have had a symbiotic
relationship. It is apparent that the leadership of the
CPC recognizes that further economic reform will
require the rule of law—not simply further trust in
market forces—yet they have increased the power
of the state to censor and control political
expression. Freedom of speech is not absolute in
any nation, as no serious legal scholar argues,
however, without some level of freedom of
expression, a state may arbitrarily arrest and
appropriate property based on political oppression
rather than criminality. 24 Without freedom of
expression anyone in China can fall victim to
political censorship that runs counter to the
constitutional protection in Article 35. More directly
related to the arguments of legal scholars, judicial
independence cannot exist without the freedom to
build and bring cases to court and have judges
freely rule on them. Without freedom of expression,
criminal and civil court proceedings can be easily
politicized further undermining the rule of law.
Opacity in what can be said and done without
upsetting the censors along with the opacity
inherent in a judicial system that does not respect
freedom of expression are clearly barriers to a
society based on the rule of law rather than rule by
law.
Xi intends for the rule of law to lead to decreased
corruption and increased respect for the institutional
pillars of the CPC, bolstering its legitimacy. While
this represents a positive direction conceptually, the

rule of law is constantly undermined as the state
uses censorship and other methods to suppress any
political expression deemed to undermine its
authority. In order for the economic liberalization
reforms to hold up, the rule of law must also stand
on firmer ground and this is difficult to imagine if
political expression remains criminalized under
many circumstances.
The PRC’s post-Mao history is full of gradual
reformers who made drastic society-wide changes,
but managed them over time so as to not upset the
balance. Perhaps Xi is another moderate reformer
who may be able to begin to transition China away
from the development model it has followed to date
through measured reforms. However, if China is
destined to become a modern consumer economy,
changes at the margins will not be sufficient. A
larger swath of society must be able to trust in the
legal system as a legitimate and unbiased arbiter in
disputes. The knowledge-based modern economy
relies on consistency in legal proceedings and the
protection of property rights or, in other words, the
rule of law. Xi’s stated desire to increase the rule of
law runs completely counter to recent actions that
reiterated the CPC’s control over media and the
continued use of an army of paid Internet censors.
The economic reforms Xi has proposed make sense
within the context of the PRC’s gradual economic
liberalization since the late 1970s. The CPC
leadership should also keep in mind that no
successful economic reform has ever occurred in a
political vacuum in the nation’s history. In order for
China to truly achieve its dream, respect for the
right to freedom of expression must also gradually
increase in order to ensure the rule of law necessary
as a basis for a modern consumer economy.
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A REVIEW OF THE RULING ON THE INTERPRETATION OF THE ‘PRUDENTIAL
EXCEPTION’ IN ARGENTINA – MEASURES RELATING TO TRADE IN GOODS AND
SERVICES (WT/DS453/AB/R)
Flora van Laar
Last year, the WTO Dispute Resolution Body for the first time ruled on a case submitted to it in light of the
‘prudential exception’ of paragraph 2(a) of the Annex on Financial Services. Because of its broad and vague
formulation Members have experienced difficulty in applying the exception and a ruling by the Panel and
Appellate Body had therefore been eagerly awaited. Due to the extensive potential implications on the
regulation of the financial sector within Members this provision potentially has, the exception, until the recent
Argentina-Financial Services case, had not been tested in the WTO Dispute Settlement system. A key issue
here is balancing the right of Members to regulate their financial services and determine what ‘prudential
exceptions’ for it are and the right to free trade in financial services. This paper examines whether the Panel
and Appellate Body enlightened Members on the scope and applicability of this exception and clarifies
concerns from Members as well as financial sectors on the issue. It does this by examining the language of the
provision, the ruling of the WTO Dispute Settlement Body in the case Argentina-Financial Services, the
implications of this case and the use of such a ‘prudential exception’ in other multilateral and bilateral
agreements. It concludes that the Panel and Appellate Body here followed the intentions of the drafters of the
provision and although providing some clarifications on the scope of the provision, it still leaves many
considerations open for future debate.

Flora van Laar is a student of the European Law School at Maastricht University. She spent an exchange
semester at Seoul National University, taking classes at the Graduate School of International Studies and the
School of Law. Her area of interest is international trade law, especially dispute settlement.

The ‘Prudential Exception’ has been subject to
intense debate following its entry into the Uruguay
Round negotiations for further development of
WTO law in 1990.1 Where, during the
negotiations, countries were eventually able to
agree to a literal echo of their visions regarding the
need for an exception clause in the General
Agreement on Trade in Services (hereafter
GATS); paragraph 2(a) of the Annex on Financial

Services.2 This however was far from
straightforward.3 The flexibility and arguably
subjective nature of the provision4 has resulted in
calls for interpretative guidance from
governments5 as well as industries but at the same
time, until recently, has not resulted in World
Trade Organization (hereafter WTO) Dispute
Settlement submissions, which is most likely
because of great uncertainty regarding the

1

shall not be used as a means of avoiding the Member's
commitments or obligations under the Agreement.’
3
MTN.GNS/FIN/1, Note on the Meeting of 11–13 June
1990, Working Group on Financial Services Including
Insurance, (July 5, 1990).
4
Mads Tønnesson Andenæs and Kern Alexander, The
World Trade Organization and Trade in Services
(Leiden, Brill, 2008), 604.
5
Committee on Trade in Financial Services, Note by
the Secretariat: Communication from Ecuador, Proposal
for furthering work on Regulatory Measures in
Financial Services, for inclusion in the Ministerial
Declaration, 4, S/FIN/W/80, (October 7, 2011).

MTN.GNS/FIN/1, Note on the Meeting of 11–13 June
1990, Working Group on Financial Services Including
Insurance, 2, (July 5, 1990).
2
Art. 2(a) Annex on Financial Services reads:
‘Notwithstanding any other provisions of the
Agreement, a Member shall not be prevented from
taking measures for prudential reasons, including for
the protection of investors, depositors, policy holders or
persons to whom a fiduciary duty is owed by a financial
service supplier, or to ensure the integrity and stability
of the financial system. Where such measures do not
conform with the provisions of the Agreement, they
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outcome, fear of backlash and the general, precrisis trend towards deregulation. 6 The ArgentinaFinancial Services case therefore, is a first
impression case, meaning that it is the first case to
deal with the issue and therefore has potentially
huge implications, especially considering the
presence of (near) identical provisions in
numerous Free-Trade Agreements (hereafter FTA)
such as the Korea-US FTA7 and the Transatlantic
Trade and Investment Partnership (hereafter
TTIP).8 In this case, Panama challenged eight
financial measures that Argentina imposed on
"countries not cooperating for tax transparency
purposes"9 of which measure five and six were
justified by this ‘prudential exception’ according
to Argentina.10 This paper will examine whether
the case succeeded in clarifying the meaning and
scope of paragraph 2(a) of the Annex on Financial
Services and what the implications of the Panel
and Appellate Body ruling were on the issue.
Concerns Regarding the ‘Prudential Exception’
As widely seen in other WTO law instruments, the
Annex on Financial Services also contains an
exception clause in paragraph 2(a). This provision
essentially entails that ‘notwithstanding any other
provision of the Agreement’, 11 WTO Members can
take prudential measures to protect investors,
depositors, policy holders or persons to whom a
fiduciary duty is owed by a financial service
supplier or otherwise to ensure the integrity and
stability of the financial system. 12 Because of the

language in this provision, and more specifically,
the use of ‘prudential’, this paragraph is also
known as the ‘Prudential Exception’. The
definition of ‘prudential’ according to the Oxford
English Dictionary relates to ‘care or forethought,
especially in business’, 13 in this context however
the rationale remains ambiguous. Concerns
regarding the ‘Prudential Exception’ have revolved
around clarification and guidelines for application
and stem from an attempt by negotiators to balance
the national right to regulate and promoting free
trade.14 The subjectivity of such underlying
motivations of course results in discord between
governments and among industries who greatly
diverge in interests and intentions. Although this is
illustrated in the non-exhaustive list of ‘prudential
reasons’ in paragraph 2(a) Annex on Financial
Services,15 allowing countries to rank their own
potentially ‘prudential reasons’, this does not go
far enough nor does it provide countries with
guidance as to what will be considered as
admissible by the Dispute Settlement Body
(hereafter DSB). The financial sector has
previously dubbed the exception inutile as it fails
to cover systemic risks; risks that relate to an entire
system instead of one individual entity, which it
outlines are the most fundamental due to the huge
implications they may have,16 and Global Trade
Watch has referred to the language and structure of
the provision as ‘self-cancelling’.17 Indeed, the
second sentence of the provision raises questions
as to whether it should be assessed if the measure

6
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Public Citizen’s Global Trade Watch, ‘Special G20
Report: ‘No Meaningful Safeguards for Prudential
Measures in World Trade Organization’s Financial
Service Deregulation Agreements’, (Special Pittsburgh
G20 Report, 2009), 10.
7
Art. 13.10 KORUS FTA, 2012.
8
Art. 5-31 TTIP, 2016.
9
Decree No. 589 of the Federal Public Revenue
Administration of 27 May 2013 (Decree No. 589/2013),
(Exhibits PAN-3 / ARG-35).
10
WT/DS453/R, Argentina- Measures Relating to
Trade in Goods and Services, Report of Panel,
Addendum, para. 58.
11
Paragraph 2(a) Annex on Financial Services, General
Agreement on Trade in Services, 1995.
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Mads Tønnesson Andenæs and Kern Alexander, The
World Trade Organization and Trade in Services
(Leiden, Brill, 2008), 606.
15
Paragraph 2(a) Annex on Financial Services, General
Agreement on Trade in Services, 1995.
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Inu BarBee and Simon Lester, ‘’Financial Services in
the TTIP: Making the Prudential Exception Work,’’
Georgetown Journal of International Law 45 (2014)
954.
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Lori Wallach and Todd Tucker, Memo: Answering
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Citizen (May 21, 2010).
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at issue, as it is effectively applied, genuinely
seeks a prudential objective or whether it is used as
a means to escape the respondent’s obligations and
commitments and what the range of potential
prudential reasons actually entails. Alternatively
however, it is also intriguing to find that a
considerable number of countries find that the
provision functions well. 18 Although this is
perhaps not a surprise considering the participation
in negotiating the clause by such countries,
numerous states acted reluctantly when Ecuador
requested the Committee on Trade in Financial
Services to review the language of the Annex at
the 8th WTO Ministerial Conference. 19 Regardless
however, the Argentina- Financial Services case
was welcomed by WTO members who recognized
its potential.
Paragraph 2a of the Annex on Financial
Services
The language of paragraph 2(a) of the Annex on
Financial Services provides great insight into the
intentions of the drafters but also has an inclination
to baffle its analysts. The initial part of the first
sentence appears to be a common way of setting
out exception clauses in WTO law,
‘Notwithstanding any other provisions of the
Agreement, a Member shall not be prevented from
taking measures’20 infers that a measure is
accepted even when this offends another provision.
These exceptions are then listed in broad terms and
not limited to certain financial services sectors or
issues, granting Members almost complete
independence in finding measures it finds should
be exempted. The fact however that these
measures must be ‘for’ prudential reasons does not
require that is must be necessary or reasonable.

The lack of a necessity test distinguishes the
provision from other, like, exception clauses such
as article XX of the General Agreement on Tariffs
and Trade 1994 (hereafter GATT). 21 As this has
been repeatedly subject to dispute and has been a
notorious issue in the interpretation of WTO law,
this is seemingly drafted to avoid such controversy
and testing.22 Although references have been made
to the chapeau of GATT (the introductory
paragraph) and WTO exception clauses in
contending that the provision in question does
require such testing, 23 one can accept with
confidence that had the drafters of paragraph 2(a)
of the Annex on Financial Services intended to
attach such a condition to measures taken for
prudential reasons, they would have related to
article XX GATT 1994 for example and explicitly
phrased it as such. On the other hand, ‘for’ denotes
that a causal relationship must exist between such
measure and the prudential reasons and that the
burden of proof lies with the party invoking the
exception.24 As the clause does not include a
standard to be applied, perhaps here the general
chapeau of GATT and GATS should be
appreciated here and this relationship should be
tested on a case by case basis. With regard to the
second part of the provision, ‘shall not be used as a
means of avoiding commitments or obligations’
shows striking similarities to article XX GATT
1994’s ‘not applied in a manner which would
constitute a means of arbitrary or unjustifiable
discrimination’, 25 suggesting that non-protectionist
purposes must be real and perhaps introduces an
added obligation not to violate GATS rules.
Paragraph 2(a) of the Annex on Financial Services
however is evidently troublesome in the way in
which it is drafted, it is vague and consequently
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Committee on Trade in Financial Services, Report of
the Meeting Held on 13 July 2000, Note by the
Secretariat, 32, 35, S/FIN/M/27 (August 23, 2000).
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the Secretariat: Communication from Ecuador, Proposal
for furthering work on Regulatory Measures in
Financial Services, for inclusion in the Ministerial
Declaration, 4, S/FIN/W/80, (October 7, 2011).
20
Paragraph 2(a) Annex on Financial Services, General
Agreement on Trade in Services, 1995.
21
Article XX, General Agreement on Tariffs and Trade,
1994.

Mads Tønnesson Andenæs and Kern Alexander, The
World Trade Organization and Trade in Services
(Leiden, Brill, 2008), 610.
23
S/WPDR/M/12, supra note 50, Annex, Informal
Summary of Discussions on the Checklist of Issues for
WPDR, 16.
24
WT/DS453/R, Argentina- Measures Relating to
Trade in Goods and Services, Report of Panel,
Addendum, para. 7.891.
25
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The Argentina- Measures Relating to Trade in
Goods and Services Case
The dispute between Argentina and Panama here
concerned eight financial, taxation, foreign
exchange and registration measures imposed by
Argentina on services and service suppliers from
what Argentina deemed ‘countries not cooperating
for tax transparency purposes’, otherwise regarded
‘non-cooperative countries’.26 According to
Argentinean law, these are countries that have not
signed an agreement on the exchange of tax
information.27 On the basis of this decree,
Argentina imposed such measures on Panama
which Panama in turn considered inconsistent with
WTO law. As seen in the Panel and Appellate
Body Reports, the DSB was urged to rule on
whether Argentina could invoke the ‘Prudential
Exception’ of paragraph 2(a) of the Annex on
Financial Services. Here, a ruling had been
anxiously anticipated and its potential as a first
impression case has not been underestimated by
the Appellate Body, who acknowledged the United
States’ view that it warrants a cautious approach
because of the broad scope of the provision and the
reliance on it in other plurilateral and bilateral
trade agreements.28 Perhaps however the Panel and
Appellate Body have been too cautious in this
respect as failure to consider the most
controversial aspect of the exception leaves many
questions unanswered. Interestingly, the Appellate
Body refers to previous cases where emphasis was
placed on interpretation based on the actual text of

a document when read in its context. 29 This
explicitly implies that literal implications should
be considered as opposed to the general chapeau of
other agreements, which is indeed appropriate
considering the nature of such documents. The
chapeau of GATT 1994 is for example
conceivably guided by the principle of good faith
whereas the ‘Prudential Exception’ as in the
Annex on Financial Services focuses on antiabuse.30 This is supported by the fact that here, the
Panel took a literal approach to the question of
whether the provision actually constitutes an
exception31 and whether the clause requires a
measure to be ‘domestic regulation’. 32 Considering
this submission, the Panel rejected Panama’s
proposals and ruled that the exception would not
apply exclusively to domestic regulation nor
would it only apply to measures taken to
counteract imminent risks, thereby explicitly
emphasizing the evolutionary nature of the
provision.33 Nevertheless, in an attempt to clarify
concerns surrounding the ‘Prudential Exception’
and considering the Party’s submissions, the Panel
outlined three requirements that are to be fulfilled
for a measure to be justified under the exception.
First of all, a party, in this case Argentina, must
prove that the measures were measures “affecting
the supply of financial services”, secondly, that the
measures were taken “for prudential reasons” and
finally, that the measures had not been used “as a
means of avoiding commitments or obligations”
under the GATS.34 Considering the first condition,
the Panel determined that the clause covers any
measure that has 'an effect on' the supply of
financial services,35 the Appellate Body furthered
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difficult to apply as seen in the case ArgentinaFinancial Services.

Panel report factual aspects
Article 1 Decree No. 589/2013
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Trade in Goods and Services, Report of Appellate
Body, para 6.227.
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WT/DS453/R, Argentina- Measures Relating to
Trade in Goods and Services, Report of Panel,
Addendum, Annex C-3. Para. 24.
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WT/DS453/R, Argentina- Measures Relating to
Trade in Goods and Services, Report of Panel, paras.
7.811-816.
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this by asserting that the types of measures triable
should not be restricted, thus confirming its broad
scope.36 With regard to the second requirement,
the Panel confirmed that ‘for’ requires parties to
find "a rational relationship of cause and effect"
between the measure that the Member seeks to
justify under paragraph 2(a) and the prudential
reason provided for taking it.37 To the
disappointment of many legal scholars, the Panel
declined to rule on the third, arguably most
contentious requirement. 38 Although, some
insightful thoughts have been provided by third
parties who were wooed by the Panel in providing
their opinions on this. The Panel agreed with the
US for example that, together with the first
sentence of the exception, ‘shall not be used as a
means of avoiding’ GATS commitments, only
requires that a measure is ‘taken for prudential
reasons’ by a Member and not in order to avoid its
GATS obligations.39 Thus, it appears that the Panel
in this case confirms the broad scope of the
‘Prudential Exception’ and mirrors the drafter’s
hesitation in appropriating the anomaly.
Implications
The effect of the Panel and Appellate Body ruling
in the Argentina- Financial Services case appears
to grant national governments broad discretion in
conceiving their own prudential reasons, leaving
regulators appeased. However, this does not defer
from the fact that unwillingness to rule on the third
requirement leaves this issue open for debate in
future jurisprudence. Although the case
confidently identified three conditions for a
measure to be justified under the exception, 40 and a

broad interpretation of ‘domestic regulation’, we
remain uncertain whether this ‘Prudential
Exception’ applies in areas where trade guidelines
potentially do not accurately reflect the
international discussions on trade. Whereas precrisis, deregulation was the preferred path, in the
aftermath of the 2008 global financial crisis one
sees a push for guidance on the applicability of
GATS constraints on financial regulation. 41 The
case in this respect does not provide direction, as
macro-prudential measures for example, even
when realized for prudential reasons, may
experience difficulties in satisfying the antiavoidance aspect of the clause42 and similarly,
regulators still cannot rely solely on this provision
when considering systematic risks. Simultaneously
however, the Panel’s reference to systemic risk is
interesting. Where the Panel agreed with Argentina
that avoidance of potential systemic risk can
constitute a prudential objective in a protection
measure, systemic risk is not a prudential
measure,43 thereby sharply distinguishing
prudential measures from prudential reasons.
Consequently, it appears that though insightful, the
case leaves much interpretation of the exception
open for further discussion, letting members
regulate supply of services to meet national policy
objectives.44 However, bearing this in mind, it is
credible to assert that the Appellate Body’s
continuation of principles composed by the Panel
suggests that future cases will also be approached
in this way, implying that although the principles
established in Argentina-Financial Services
positively contribute to WTO law interpretation
and hold great potential, future cases may also see
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an abstention of strictly qualifying the second
sentence of paragraph 2(a) of the Annex on
Financial Services. In addition, as the Panel
accepted Argentina’s argument that several of its
measures were confirmed by the Organization for
Economic Co-operation and Development’s
(hereafter OECD) Global Forum and itself used
global consensus in evidencing the prudential
tracks to financial regulation. 45 This perhaps
suggests that future WTO DSBs should consult
other International Financial Institutions such as
the International Monetary Fund when considering
the scope of prudential exceptions, as these clearly
have more experience in the application effects of
financial regulation.
Prudential Exception elsewhere
The ‘Prudential Exception’ as we know it in
paragraph 2(a) of the Annex on Financial Services
has been incorporated in an identical or otherwise
similar manner in numerous Free Trade
Agreements such as the Korea-US FTA46 and the
North American Free Trade Agreement, 47
(hereafter NAFTA) allowing private investors and
corporations to sue governments in addition to the
national governments themselves. Although to this
date there have not been considerable cases
enlightening this provision, the use of it provides
interesting insights. In NAFTA for example,
article 1410(1) adds a reasonableness test to its
‘prudential measures’ creating in essence, a barrier
for measures to be exempted, something which
negotiators in the Uruguay Round explicitly
rejected.48 NAFTA also does not contain the ‘selfcancelling’ second sentence of paragraph 2(a)
Annex on Financial Services, 49 strikingly though,
the tribunal in the ‘Fireman’s Fund’ challenge
although ruling on whether a tribunal determines
45

WT/DS453/R, Argentina- Measures Relating to Trade
in Goods and Services, Report of Panel, paras. 7.863879.
46
Article 13.10 US-Korea Free Trade Agreement, 2012.
47
Article 410 North American Free Trade Agreement,
1994.
48
MTN.GNS/FIN/1, Note on the Meeting of 11–13
June 1990, Working Group on Financial Services
Including Insurance, 85, 87, 88, (July 5, 1990).
49
Paragraph 2(a) Annex on Financial Services, General
Agreement on Trade in Services, 1995.

whether a challenged measure qualifies for the
prudential exception, it also determined that a
more robust exception does not necessarily qualify
to protect a government’s prudential measure. 50 In
addition, the EU-Singapore Preferential Trade
Agreement shows that the EU is more restrictive in
drafting a prudential exception, including a
necessity test and requiring that measures ‘shall
not constitute a means of arbitrary or unjustifiable
discrimination against financial service suppliers
of the other Party’.51 Perhaps however, the
difference between GATS and such agreements
should be attributed to the observation that the
WTO, though GATS does not attempt to regulate
the scope of the domestic regulation but rather
seeks to ensure that WTO member’s domestic
regulation does not pose unnecessary barriers to
cross-border trade in services. 52 Although this
reflects a discrepancy in the degree of
liberalization and suggests that these cannot be
viably compared, these alternative formulations
and such comparisons are certainly thoughtworthy
when considering alternative language and
interpretation for the WTO exception. Likewise
however they highlight the limitations of such
alternative interpretations as well and illuminate
the fact that their intentions perhaps do not wholly
correspond to those of the WTO.
Conclusion
Overall, it appears that the subjective nature of
paragraph 2(a) of the Annex on Financial Services
limits the ability to clearly define it and those that
were seeking clear guidance on the provision
regarding content and implications from the
Argentina- Measures Relating to Trade in Goods
and Services case have probably been
disappointed. On the other hand, perhaps such
50
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51
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52
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expectations are irrational as it irrefutable that the
Panel simply ruled in line with the drafter’s
intentions. Although the outcome of the case
seems unsatisfying at a first glance, the ruling is
also arguably to the benefit of national
governments as it leaves room for regulators to
interpret the provision and devise their prudential
reasons. It is important to consider that a lack of
jurisprudence at a WTO as well as on a regional
level can potentially be attributed to the presence
of more well-established provisions in the text of
the Annex such as mutual recognition and
cooperation. This has the potential effect of
discouraging members from bringing a case based
on this exception and is perhaps why it is likely
that we will not see many further disputes. On the
other hand, the unveiling of the Panama Papers
and other offshore tax havens 53 may fuel more
WTO Dispute Resolution submissions which may
require effective guidance on how a measure can
be used to avoid commitments or obligations under
the Agreement.54 It remains however, that although
insightful, the long term implications of the ruling
on the ‘Prudential Exception’ in this case are
however still to be seen.
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MAKING HUMANITARIAN INTERVENTION WORK: THE POLITICAL, STRATEGIC AND
CREDIBILITY REQUIREMENTS FOR SUCCESS
Diego Filiu

The end of the Cold War imparted upon the United States new responsibilities to address humanitarian crises
abroad. Reacting to major eruptions of violence, the US intervened in several countries throughout the 1990s.
This paper focuses on four case studies: Northern Iraq (1991-96), Somalia (1992-95), Bosnia (1992-95), and
Kosovo (1999). I will exploit Taylor Seybolt’s methodology, using the number of lives saved as the criterion to
determine the success of humanitarian interventions.
I will demonstrate that success relies on three main factors. First, the extent of political involvement of the
intervener(s) in the target country’s future and the resulting degree of military commitment of intervening
forces, i.e. whether the intervener is willing to risk soldiers’ lives. Second, the strategic appropriateness of the
intervention, i.e. the relevance of the intervener’s strategic choice in dealing with the source of violence
(avoidance, defense, deterrence, or compellence). Third, the degree of local, regional, international and
domestic credibility and legitimacy of the intervention. I will argue that, should these three criteria not be
met, interventions are likely to generate excessive and unforeseen costs for the intervener as well as for the
target country’s civilian population.

A French and American citizen raised in Syria and Tunisia, Diego Filiu is a graduate of the Dual BA between
Columbia University and Sciences Po. He is currently an Arabist and Middle Eastern specialist at the
International Security Policy student at Columbia University’s School of International and Public Affairs.

The end of the Cold War imparted to the United
States new responsibilities to address humanitarian
crises abroad. The rise of internal conflicts and
civil wars also gave humanitarian interventions a
new, enhanced role in curbing political violence
across the globe.1 Reacting to major eruptions of
violence, the US intervened in several countries
throughout the 1990s, in Africa, Europe as well as
in the Middle East. For the sake of brevity, this
paper will focus on four case studies: Operation
Provide Comfort in Northern Iraq (1991-96),
Operation Restore Hope in Somalia (1992-95),
Operation Deliberate Force in Bosnia (1992-95),
and Operation Allied Force in Kosovo (1999).
Epitomizing the enhanced humanitarian mission of
American military interventionism after the end of
the Cold Wars, these four campaigns were

implemented under a politico-moral discourse
emphasizing the local population’s needs. They are
thus to be contrasted with other American
operations in the same period, such as the 1991
Desert Storm and the 2003 Iraqi Freedom, which
fit a more traditional definition of war.
This paper defines humanitarian interventions, in
contrast to traditional wars, as military campaigns
that are carried out with the prime and explicit goal
of alleviating human suffering and saving lives. In
other words, they consist of operations aiming at
“saving lives with force.” 2 I will exploit Taylor
Seybolt’s methodology, using the number of lives
saved as the criterion to determine the success of
humanitarian interventions.3 Retaining Seybolt’s
approach will allow me to focus to bulk of this
paper on the structural explanations behind
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humanitarian intervention’s operational success or
failure.
I will demonstrate that success relies on three main
factors. First, the extent of political involvement of
the intervener(s) in the target country’s future and
the resulting degree of military commitment of
intervening forces, i.e. whether the intervener is
willing to risk soldiers’ lives. Second, the strategic
appropriateness of the intervention, i.e. the
relevance of the intervener’s strategic choice in
dealing with the source of violence (avoidance,
defense, deterrence, or compellence).4 Third, the
degree of local, regional, international and
domestic credibility and legitimacy of the
intervention.
This paper aims to contribute to the growing
literature on humanitarian intervention, providing
operational requirements for policy-makers to
determine whether potential interventions are
likely to succeed. I will argue that, should these
three criteria not be met, interventions are likely to
generate excessive and unforeseen costs for the
intervener as well as for the target country’s
civilian population. While this piece focuses on
interventions with a large American presence
(even when included within a broader UN or Nato
coalition), these findings are transferable to other
intervening powers’ strategies. While the
capabilities and the extent of potential involvement
obviously varies following the intervening power,
the same political, strategic and credibility
dilemmas are likely to arise when contemplating
military humanitarian interventions abroad.
This paper’s conclusions are crucial to the core
design of humanitarian interventions. Precisely
because a humanitarian intervention’s explicit aim
is to alleviate human suffering, it can only be
justified if it substantially helps the target

population. An effective intervention makes the
intended beneficiaries better off than they would
have been without it, a parameter that I will
measure by the number of lives saved.5
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1. Political Resolve and Military
Commitment: Assessing Tolerance to Risk
a. The Political Parameter
This paper argues that a humanitarian intervention
is more likely to succeed when the intervening
country has significant political interests in
intervention, in addition to humanitarian ones—as
long as the two do not conflict.6 I will argue that,
because of the scope and intensity of the military
and economic resources required by such
interventions, morality alone cannot be a sufficient
guide.7
Only when the political interests of the intervening
power are strongly engaged on the ground will it
fully mobilize, endowing the operation with the
effective means to succeed.8 On the other hand, a
token action, with military deployment under
limited rules of engagement, can only convey a
lack of resolve rather than a readiness to bear the
burden of escalation if necessary—which
undoubtedly results in a failure to effectively
alleviate human suffering.9
In the age of global real-time information, the lack
of reporting on humanitarian crises abroad is not
the main impediment to effective intervention. For
the United States, the lack of capacity is not the
main problem either. Throughout the 1990s, what
crucially determined the impact of American
humanitarian operations abroad were neither
information nor capacity-related factors, but rather
political tolerance to risks and costs.10
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This paper argues that foreign commitments,
especially open-ended ones, are unpalatable at
home in the absence of strong national security
interests.11 In such cases, the operation is likely to
be cut short under domestic pressure before its
initial aims have been achieved. American public
opinion, while willing to support humanitarian
operations abroad, exhibits a low tolerance to
losses in soldiers’ lives.12 A lack of political will
on the intervener’s part is likely to result in
operational stalemate or in the intervener’s
withdrawal.
In humanitarian operations, intervening powers
rarely have vital interests in the outcome of the
conflict. While they attempt to save lives abroad,
intervening governments are primarily concerned
with the sacrifices shouldered by their own
soldiers.13 A specific country is also never more
than one foreign policy agenda item among others
for international powers—especially for the US—
which restricts the political attention such powers
are able to allocate to a specific theatre of
operation. On the contrary, local parties have to
live—or die—with the consequences of
intervention. 14 They can afford, unlike intervening
forces, to be “single-minded in their dedication.”15
This paper defines humanitarian interventions as
inherently political and strategic endeavors.
Should interveners identify humanitarian crises as
the result of specific local policies—as opposed to
reflecting century-old hatreds, willingness to craft
genuinely substantial and effective operations will
increase.16

b. Success: Iraq and Kosovo
Operation Provide Comfort lasted from April 1991
to December 1996. It encompassed American
aerial protection operations as well as a limited
UN presence. The intervention’s aim was to repel
Saddam Hussein’s forces to allow Kurdish
civilians to safely return to Northern Iraq. This
paper deems such an operation a success on the
three criteria I have identified. As a result, the
operation saved thousands of lives. A useful
comparison which speaks to the campaign’s
concrete impact would involve the similar case of
Kurdish civilians who returned to Iran without
international assistance—there were 23,000
victims in the latter case, while only a few in the
former.17
In Iraq, from the very beginning of the operation,
the highest levels of the American government
backed a strong intervention. Secretary of State
James Baker even visited the Turkey-Iraq border,
reporting back to President Bush in the strongest
terms: “We’ve got to do something and do it now.
It we don’t, literally thousands of people are going
to die.” 18
Saddam Hussein regularly tested the coalition’s
commitment to protect the Northern Iraq safe zone
through small-scale military attacks by ground
forces. Such challenges were met with
proportionate isolated air strikes from the
Americans, demonstrating the political will of the
intervener to fulfill its mission and avoiding a fullblown takeover of the region by Iraqi forces.19 In
Iraq, the coalition’s military commanders were
able to back their words with action because
political leaders at home were willing to bear the
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political burden of soldiers taking significant risks
in combat operations.20
The American involvement in Kosovo can also be
deemed a success. Operation Allied Force in
Kosovo followed the February 1999 breakdown of
the Rambouillet talks, during which Slobodan
Milošević refused an agreement with Kosovar
Albanians striving for autonomy—and ultimately
secession. Nato’s policy was that of a coercive
bombing campaign against Serbian targets. The
short-term humanitarian outcome of the campaign
was negative, causing the death of 5,000 Serb
soldiers and 500 civilians.21 The intervention also
led Serbian security forces to step up their attacks
against civilians, causing further humanitarian
damage.22 Ultimately, however, Operation Allied
Force successfully put an end to the humanitarian
crisis in Kosovo, liberated 1.7 million Albanians
from tyrannical Serb rule and opened the way for a
political transition in the area.23
In Kosovo, coalition forces were fully involved not
only because of the dire humanitarian crisis in the
region but also because they considered their core
national security interests to be at stake. Secretary
of State Madeleine Albright was particularly
adamant in refusing to repeat the mistakes of the
Bosnian crisis.24 This significant amount of
political will allowed for the mobilization of
extensive resources for the sake of the operation’s
success.
Yet, even for the successful Kosovo operation, the
refusal of the intervening power’s leaders to
endanger their soldiers’ lives produced significant
humanitarian distress: as pilots had to fly above

4,600 meters to stay above the range of Serbian air
defenses, strikes became less precise and civilians
suffered in greater numbers.25
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c. Failure: Somalia and Bosnia
Operation Restore Hope began in December 1992.
It followed the January 1991 departure of
Mohammed Siyad Barre, which plunged Somalia
into civil unrest. The political crisis was combined
with a severe drought, which caused dire
humanitarian suffering.26 Mandated under the
Chapter VII of the UN Charter, intervening forces
were directed to use “all necessary means” to
establish a safe environment for relief operations
to reach civilians (UNSC Resolution 794, 1992).
While the intervention saved 10,000 lives, this
paper argues that it was nonetheless a failure in
that it could have saved many more, had its
political, strategic and legitimacy credentials been
strengthened.27 This paper indeed considers, based
on the extent of the Somalis’ humanitarian plight
as well as that of the American capabilities that
could have been deployed, that much more could
have been done
American forces’ engagement reference card in
Somalia read: “The US is not at war.”28 Unlike
Somali warlords, the American leadership was not
willing to risk its soldiers’ lives for the sake of
Somalia.29 With the Cold War decidedly over, the
US had no ostensible geopolitical ambitions in
Somalia. As compared to Kuwait’s, to which the
US had just intervened, Somalia’s oil reserves
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were almost non-existent.30 Colin Powell,
Chairman of the Joint Chiefs of Staff, stated that
while the US did not want to get involved in a
Somali civil war, its world power position
ultimately constrained it to reluctantly intervene.31
As a result of this lack of political incentive for
substantive commitment, American forces
withdrew after 18 soldiers died in Mogadishu on
October 3, 1993. Due to the absence of political
interests, in addition to humanitarian ones, the
American leadership exhibited a comparatively
low tolerance to risk and hence failed to complete
the operation.32 Because of the lack of sustained
American involvement in Somalia, the maximum
number of politically allowable American death
turned out to be zero.33 Throughout 1993,
Congress members were continuously calling for a
withdrawal, stating that the US “no longer has a
vital interest in the outcome of the civil war in
Somalia.”34
In Somalia, the deterrent threats of intervening
forces proved by and large hollow. National
contingents were not willing to engage in combat
and hence followed a policy of retrenchment that
failed to protect humanitarian convoys.35 Powell
also refused to commit American forces to longerterm nation-building goals: “the Somali factions
were ultimately going to solve their political
differences their own way.” 36 As a result,
intervening forces disengaged as soon as costs
started to mount, with the US leaving only a small
contingent in support of the UN mission.37
Frank Crigler, former US Ambassador to Somalia
accepted, after the 1993 fiasco, that “you cannot
do peacemaking unless you swallow the risk, go

where the fighting is and dirty your shoes.” 38
Ultimately, interveners in Somalia failed because
the operational means they were willing to
empower soldiers with did not match the
humanitarian needs of civilians.
The American involvement in Bosnia is also an
example of failure. The 1995 Operation Deliberate
Force followed the disintegration of the Yugoslav
Federation after the death of Marshal Josip Broz
Tito. With Croatia and Bosnia declaring their
independence, war broke out on several fronts
within the former federation until the parties
signed the December 1995 Dayton Agreement.
The American intervention was decided after the
failure of the UN-led operations in Bosnia, which
fell short of effectively protecting civilians.
In Bosnia, despite the gravity of the crisis, there
was little political will for an extensive
intervention. In the early days of the Bosnian War,
Colin Powell presented President Bush with his
plan to curb violence. Powell estimated that ending
violence would necessitate 250,000 troops, most of
which would have to be deployed on the ground.39
Bush, weary of another Vietnam-type quagmire,
kept forces at home. The intervening coalition
failed to gather the required political capital to
mount a successful operation.
The Clinton administration, despite significant
policy adjustments, did not exhibit more political
will. Clinton continued his predecessor’s policy of
limited intervention. Congress also proved
extremely reluctant to allow further American
involvement.40 Powell deemed such a strategy a
direct reflection of the lack of involvement of the
American administration in Bosnia: “as soon as
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they tell me it’s limited, it means that they do not
care whether you achieve a result or not.” 41 While
threatening strikes against the Serbs, Clinton also
stated “the United States is not, and should not,
become involved as a partisan in a war.”42 This
confused policy, stemming from a reluctance to
craft a genuinely extensive intervention,
“inevitably cost lives on all sides.” 43
American administrations misidentified the
genocidal Serbian forces as an “unbeatable
monster.”44 Reports from within Bosnia
nevertheless demonstrated that the Serbs, while
relatively effective as killers, would have fared
poorly had foreign troops been sent on the
ground.45 Yet, Bosnia, despite the country’s dire
humanitarian situation, did not represent an
unmistakable national security interest for the
United States—which curtailed the coalition’s
political mandate.46
What mattered most to the average American was
to end the fighting. Hence both the US and the UN
refused to lift the arms embargo on Bosnian
Muslims, as the intervening powers believed that
such a lift might prolong fighting. Indeed, should
the embargo remain in place, Bosnian Muslim
would have to accept the Serbs’ conditions, thus
putting a quick end to the violence. In 1994, the
UN military commander even threatened the
Bosnian government with force should it violate
the Sarajevo weapons exclusion zone.47 This
policy, a direct result of the lack of political
tolerance for foreign involvement, has been
compared to “a lopsided boxing match in which
the losing boxer has one hand tied behind his back

and the spectator, who wants the bloody spectacle
to end, urges him to take a fall.” 48
The working assumption of the intervening forces
in Bosnia was that the mere presence of UN troops
would constitute a sufficient deterrent.49 This
paper argues that this was not only a strategic
blunder, but also reflected the interveners’ lack of
political will.50 Engagement rules did not allow
soldiers to pursue militiamen or to dismantle
roadblocks, constraining the campaign’s impact.51
Soldiers were only allowed to “threaten” force, but
not to use it.52
Starting from 1993, the intervening forces started
to drop humanitarian supply from planes. Yet,
because pilots were not able to fly during
nighttime or within the reach of anti-aircraft
weapons, drops were extremely imprecise—supply
recovery rates were at times lower than 20%.53
Had the pilots been ordered to take more risks,
supplies would have more effectively reached the
target population. Yet, the intervener’s low risk
tolerance substantially limited the operation’s
success.
Intervening forces in Bosnia also agreed to deliver
25% of their supplies to Bosnian Serbs as well as
to prevent Bosnian Muslim from using the
Sarajevo airport.54 The interveners’ lack of
political will led them not only to reduce the
operation’s effectiveness but also to bear the
responsibility of compromising with the dominant
side.55 This resulted in blurring the intervention’s
moral mandate to support the victims. All in all,
the intervention contributed to a stalemate and
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hence failed to save as many lives as it could
have.56
2.

Strategic Appropriateness: Choosing
the Right Framework

a. The Strategic Parameter
This paper has defined humanitarian interventions
as firmly within the realm of national security
policies. In the previous section, I have argued that
the presence of strong political interests in
intervention determines their success. In addition,
humanitarian interventions should not be
considered outside of the realm of strategic
choices. Choosing the appropriate strategic
framework is a crucial element of an intervention’s
success on the ground.
Beyond the political decision of determining the
extent of involvement, the strategic framework
which presides over the allocation of operational
resources as well as the extent to which such
operational choices coincide with local needs is
crucial to an operation’s ability to save lives.57
Humanitarian actions, whose effectiveness already
suffers from their primarily reactive character,
become problematic when they are restricted by a
limited strategic mandate.58
This paper argues that humanitarian operations
follow one of the four following strategic choices:
avoidance, defense, deterrence, and compellence.
Avoidance implies that the prime focus of the
operation is to deliver emergency aid, as was the
case in Iraq. A strategy of defense means that
protecting aid operations is the prime reason for
intervention, as was the case in Bosnia and
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Somalia. Deterrence and compellence, on the other
hand, imply saving the victims—for the former—
and directly facing the perpetrators—for the
latter.59 While operations surely combine aspects
of the different strategic choices, I will only
analyze their prime strategic focus.
When interveners avoid hard strategic choices,
they ultimately constrain their own ability to save
lives.60 As Michael Walzer bluntly put it, “you
can’t kill unless you are prepared to die.” 61 I will
attempt to demonstrate that when perpetrators need
to be defeated for human lives to be saved, the
interveners should definitively take sides—and
doing so must result in a “mandate to win” rather
than in a mere “act of presence.”62 Interventions
that refuse to address the root causes of violence
tend to become “compromises that kill.”63
Humanitarian tragedies are, first and foremost,
political crises that call for changing the political
balance of power on the ground.64 As Nicolaus
Mills put it, “unless one side is helped to win, and
win quickly, nothing serious can be done to reduce
violence.” 65 As such, neutral humanitarian
interventions are only suitable to situations and
areas in which violence has already significantly
decreased.
This paper’s argument is not that one operational
strategy is inherently more efficient than the
others, but rather that the extent to which the
intervener’s strategic choice fits the local
environment determines how effective the
intervener will be. In other words, tactics which
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may be effective in one country might be
completely unfit to address another crisis.66
b. Success: Iraq and Kosovo
The strategic framework of the Northern Iraq
intervention proved reflective of the operation’s
need to protect the target population. Focusing
exclusively on assisting civilians within Northern
Iraq, as opposed to rescuing all the victims of the
Saddam Hussein regime, the intervening forces
identified a precise target population and
accurately addressed its needs through a robust nofly zone—Operation Provide Comfort is a prime
example of a strategy of avoidance, and
occasionally defense. The US made consistent use
of its overwhelming force and of its superior
capacities to deliver humanitarian supplies.
In Kosovo, intervening forces adopted more
forceful means of intervention than in Iraq. Their
aim was to effectively dominate the battlefield
rather than to impress the enemy by their mere
presence.67 In Kosovo, the intervening forces
identified defeating the perpetrators as the strategic
raison d’être of their involvement—a goal that
was not needed to protect civilians in Northern
Iraq. The 45,000 troops of the coalition could
hence effectively protect victims and save lives.68
Strategic appropriateness and political will
combined to avoid further casualties in the region.
Intervening forces realized that their ability to save
human lives was ultimately dependent on changes
in the local balances of power and hence chose a
strategy of deterrence, and at times compellence.
Rather than hiding themselves behind the pretense
of neutrality, they strove to effectively determine
the political outcome of the conflict.69 This paper
66
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argues that impartiality, in situations in which
parties have yet to agree to a settlement, is
operationally dysfunctional, as it translates in an
implicit mandate favoring the most powerful side
of the conflict.70
Furthermore, the intervening forces implemented a
policy of gradual escalation of military strikes
against the Serbs—as opposed to an all-out assault
from Day 1. This proved especially effective at
saving lives, as it limited the direct casualties of
the intervention and gradually undermined the
Serbs’ willingness to fight.71
While this paper considers the Kosovo campaign
to be a success, this does not mean that the choice
of deterrence and compellence had no negative
consequences. Indeed, especially in the volatile
operational environments, such strategies also add
troops and firepower to already explosive contexts.
In 1999, the Nato campaign accelerated expulsions
of Albanian civilians.72
c. Failure: Somalia and Bosnia
As they primarily followed a strategy of avoidance
and defense, whose main purpose was not to
actually defeat perpetrators, the intervening forces
in Somalia were extremely restrained in their
ability to address the root causes of violence.73 As
a result, intervening forces could only deliver less
than 10% of the required 35,000 tons of food
Somalia required monthly to curb the famine.74
Colin Powell himself admitted that his office
initially misjudged the causes of the Somali crisis,
underestimating the role of internal feuding in the
deadly famine.75 Because of the lack of political
will to intervene, the intervention was strategically
constrained to address the symptoms of violence
71
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rather than its root causes. It was limited to
sending and protecting humanitarian convoys
while letting warlords continue to fight and kill—a
pristine example of a strategy of avoidance.76 This
policy failed to produce a sustained cessation of
hostilities among Somali factions: “the Somalis
were apparently feeling sufficiently well-nourished
to resume killing each other” commented Powell
in 1993, after most American forces had already
withdrawn from Somalia.77
The US strategy fell short of actually pushing for a
negotiated political settlement by impacting the
on-the-ground power balance. Intervening forces
thus misidentified the needs of the civilian
population and failed to pursue the actions
required to save the greatest number of Somali
lives. The American strategy in Somalia should
have been one of deterrence and compellence
rather than one of avoidance and defense.78 The
US prioritized passive force to active security, and
hence failed to exploit the potential of its superior
military might to curtail the perpetrator’s freedom
of operation.
Another example of failure of military
humanitarian interventions can be found in Bosnia.
The intervening forces adopted a strategy of
avoidance and defense that meant allowing war
crime perpetrators to pursue their activities. The
interveners’ strategic choice of avoidance did not
allow for direct confrontation with belligerent
forces. This decision, unsuited to a local
environment in which attackers regularly led
operations that systematically targeted Bosnian
civilians, was ineffective in preventing the
massacre of Srebrenica in July 1995. The massacre

of 8,373 unarmed civilians unfolded—quite
literally—under the eyes of UN and Nato units, as
the strategic choice of their hierarchy prevented
them from fighting attackers.79 Likewise, the mere
presence of UN troops in Sarajevo did not prevent
Serbian shelling of the city.80
European troops in Bosnia were not considered
soldiers, but were rather viewed, by diplomats and
military alike, as “grown-up Boy Scouts doing
good deeds”—which prevented them from
defeating the actual perpetrators of violence and
led them to focus on short-sighted solutions to
humanitarian distress.81
The UN even refused to return weapons its
peacekeepers had confiscated from Bosnian
Muslims in 1993.82 The American refusal to lift
the arms embargo, while demonstrating a crucial
lack of political resolve, also reveals the strategic
short-sightedness of the intervener. While
Bosnians were asking for their own weapons rather
than for foreign powers to send troops, the
interveners refused to endow their local partners
with the effective means to impact the local
military power balance.83
This paper’s argument is that humanitarian
intervention goes wrong when the intervening
power misidentifies the target population’s needs.
Strategic blunders in Bosnia materialized in the
“well-fed dead” paradox, by which the interveners
focused on providing humanitarian supplies but
failed to offer genuine protection to civilians.84 UN
forces were also described as “eunuchs at an
orgy,” a particularly powerful if crude reflection of
the discrepancy between on-the-ground
operational needs and UN strategic decisions.85
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The UN intervention in Bosnia was followed by a
Nato operation that involved a more forceful use
of military might—signaling a strategic departure
from the previous policy of avoidance. This
adjustment helped break the siege of Sarajevo and
saved thousands of lives.86 As such, the traditional
UN peacekeeping framework proved inappropriate
to the non-consensual Bosnian environment, in
which there was simply no peace to keep.
In both Bosnia and Somalia, the intervening forces
did not aim to alter power balances on the ground
but only to mitigate the consequences of human
rights violations.87 Such a restricted strategic
mandate, which reduced the interveners’ ability to
save lives, undoubtedly stemmed from a lack of
political will. Accepting humanitarian
interventions for what they are, military acts
directed against individuals and groups that are
breaking the peace, would allow intervening forces
to depart from impartiality and substantially
engage with the root causes of violence. 88
3.

Local and International Legitimacy:
Building Support for Intervention

a. The Legitimacy Parameter
Humanitarian interventions are unlike any other
form of military operations. Because of their
specific character, their success is highly
dependent on the degree of support they are able to
garner from both local and international partners.89
This paper has identified five factors of a
humanitarian intervention’s credibility and
legitimacy.90
First, the intervention must be based on the right
authority. The dilemma of humanitarian
interventions is the following: without clear
86
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political interests, the intervention is unlikely to
succeed. Yet, precisely because of such interests,
the intervention is at risk of being cast as
illegitimate. While the interveners must use the
full range of their capabilities to attain their
objectives, local-level ownership must be
emphasized at every step of the intervention.91
Second, it must be perceived as a fight for a just
cause. The level of humanitarian distress must be
widely recognized and accepted as a legitimate
reason for international military intervention.92
Should the humanitarian rationale for intervention
be subject to controversy, the interveners are likely
to face significant hurdles to an effective and
broadly supported campaign.
Third, the intervention must only be enacted as a
last resort. Because its aim is to save lives, a
military humanitarian intervention can only be
credible and legitimate when it is undertaken after
all other less drastic tools have failed.93 This does
not mean that intervening forces should exhaust
every single diplomatic venue before
intervening—which would involve significant time
loss—but rather that all non-military means should
be considered prior to intervening.
Fourth, it must make use of proportional means.
The military rules of engagement, while allowing
for an effective alleviation of human suffering,
should also reflect the fact that interventions in
complex emergencies are fundamentally different
from all-out wars. The precision of modern
weapons makes the unnecessary slaughter of
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civilians especially detrimental to the quest for
legitimacy of interveners.94
Fifth, the intervention must present reasonable
prospects of success in achieving its goals.95 The
ability of interveners to develop a strong political
vision and to support it with an appropriate
military mandate is crucial in enhancing the
intervention’s success prospects.96 Powell for
instance identified the convergence between
clearly defined political goals and the intervener’s
military commitments as the most crucial factor
behind success in military operations. 97
b. Success: Iraq and Kosovo
In Iraq as well as in Kosovo, intervening forces
successfully convinced their regional and
international partners of the need for
intervention—which materialized in Iraq’s case in
the UN Security Council Resolution 688 and in
Kosovo’s in Resolution 1244.98
The local-level ownership criterion was easily met,
as populations on the ground unambiguously
called for international support. The US also had
strong political interests in both cases, which
allowed the intervening forces to deploy the
appropriate level of military might. Secondly, the
widely publicized humanitarian distress from
which local populations in both Kosovo and Iraq
suffered paved the way for building the legitimacy
of the campaign at home. Thirdly, as the
interventions were undertaken after the breakdown
of repeated diplomatic appeals, they met the last
resort criteria. The fact that the Serbian regime—
and even more so the Iraqi one—were so adamant
in refusing an acceptable compromise facilitated

the use of force. The US, despite its clear military
superiority, did not use disproportionate military
means, thus meeting the fourth criteria. Finally,
carefully planned political campaign based on
sound intelligence convinced the American people
that success was more likely than failure. As such,
because their operations met all of the
abovementioned criteria, the American leadership
could convince its own public opinion of the
intervention’s relevance (House Res. 299, 1992).
Rather than portraying the operations in purely
moral terms, pro-intervention coalitions put
American national security in the balance. “Pay
the moral price of silence now and you will soon
have to pay the political price of turmoil nearer
home”, argued pro-intervention forces.99 States
that murder their own citizens almost inevitably
threaten the lives of citizens elsewhere.100 This
reasoning is particularly well suited to the
challenges of the post-Cold War era, in which the
security of states and that of individuals has
become mutually reinforcing.101 The identification
of humanitarian crises as vital theaters for national
security interests allowed the interveners to garner
the required political capital at home to efficiently
intervene abroad. Here, the intervention met the
legitimacy criteria this paper has earlier identified.
Striving to achieve local support does not mean
that interventions should not be carried out without
the agreement of the target country’s government.
In many cases, the local government is actually
one of the main sources of humanitarian distress.
Had the intervening forces sought Iraq’s consent
before intervening, the rescue of thousands of
Kurdish civilians would not have been possible.102
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c. Failure: Somalia and Bosnia
In Somalia, intervening forces identified General
Mohamed Farah Aidid as the prime enemy to
peace. Yet, they entered the civil war without
backing a contender to Aidid’s rule.105 Powell had
eloquently warned American civilian leaders
against the commitment of military forces abroad
in the absence of a “clear political objective.”106
His recommendations were however largely
unwelcomed in a Clinton administration that
refused to take hard strategic decisions on
Somalia.
The refusal to recognize Aidid as a legitimate actor
in Somali politics, despite his popularity with
locals and his extensive network of domestic
surrogates, undermined the intervention’s local
legitimacy—ultimately breaking the intervener’s
resolve.107 For the American government, Aidid
was just a troublemaker. In reality, he was one of
the prime claimants to national political authority
in Somalia.108 American forces, by fighting Aidid,
turned a mere strong man into a martyr, further

undermining their ability to save Somali lives.109
In this case, the American operation failed to come
to terms with the evolving situation on the ground
and thus lacked a crucial sense of local legitimacy.
In Somalia, intervening forces faced a dilemma
between peace and justice. By choosing to roll
back Aidid rather than recognizing him as a
legitimate partner, the US may very well have
lengthened the conflict.110 Supporting a military
balance of power on the ground should not be
confused with either peace or justice—the way it
was in Somalia—as this supports military
stalemate and ultimately “costs more lives.” 111
Such dilemmas, should they be successfully
resolved by a politically audacious and
strategically adequate intervention, are crucial to
an intervention’s legitimacy—and ultimately to its
ability to alleviate human suffering.
The American public was by and large skeptical of
the intervention in Somalia, which prevented US
leaders to garner the political willingness to mount
a successful operation. Powell for instance
described how Americans were left in confusion
after Marines became targets for warring Somali
factions—in stark contrast with America’s purely
humanitarian mandate of emergency supply
distribution.112 As such, in addition to lacking local
support, the intervention was also contested at
home and internationally. Thus, the intervention
failed to garner local or international legitimacy.
Precisely because of this indecision, the UN and
US presence in Somalia not only cost interveners
blood and money; but also fueled fighting among
Somalis by producing inter-factional competition
for foreign contracts and assistance funds. 113 In
Somalia, because of the intervention’s lack of local
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On the other hand, Nato forces intervened after an
explicit call for assistance from the Turkish
government, which significantly bolstered the
intervention’s regional credibility. 103 While the
intervention was carried out against the will of the
local government, it gathered the support of key
allies in the region. The fact that such allies were
culturally and religiously akin to Sadam’s regime
further helped mitigate criticism against the
intervention. The strong international support the
intervention received was also necessary to carry
out what was tantamount to a blatant, if justifiable,
infringement on Iraq’s state sovereignty. 104
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credibility and international legitimacy, an attempt
to bring peace eventually led to postponing it—
causing many more Somali casualties in the
process.114
While American forces failed in Somalia because
they could not bear the costs of their initial losses,
intervening forces in Bosnia remained mired in
indecision and half-measures, self-curtailing their
political legitimacy and ultimately their ability to
save lives.115
Local factions, unlike intervening forces, have the
ability to “win by not losing.” Local forces are
effective at exploiting the asymmetries of civil
wars.116 As a result, should intervening forces fail
to effectively affect the local balance of power,
they will likely fail to garner the legitimacy
required to save lives. The creation of “safe areas”
for Bosnian Muslims in cities surrounded by newly
conquered Serb territories encapsulates the
interveners’ half-measure policy in Bosnia. The
strategy indeed created territorial anomalies to the
Serb conquest, which incentivized Serbian forces
to increase pressure on such areas.117 This blunder
contributed to the intervention’s legitimacy deficit,
which, along with a lack of political will and
strategic acumen, explains its inability to
effectively save lives. Rami Shehadeh, a high-level
official at the UN Department of Political Affairs,
expressed the traumatic weight such policies still
carry today.118
The intervention’s half-measures, criticized at the
highest levels of US civilian and military
leadership, also contributed to a lack of
engagement of America’s traditional allies.
European countries refused to commit troops to
ground operations, prioritizing the use of
diplomacy over that of military might.119
America’s indecisiveness failed to change its
international partners’ positions, ultimately
curtailing the intervention’s impact.

This paper’s findings regarding the quest for
legitimacy in humanitarian interventions coincide
with what I have identified under my political and
strategic criteria: when interventions are portrayed
as neutral, non-partisan technical activities rather
than inherently political endeavors, they usually
fail to save civilian lives. 120
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Conclusion
This paper has utilized a wide array of official
documents and academic pieces regarding the case
studies of Iraq, Somalia, Bosnia and Kosovo. I
have evaluated each humanitarian interventions’
success using the criteria of the number of lives it
has saved, identifying three crucial parameters for
success or failure: the extent of political
involvement of the intervening forces in the target
country, the strategic acumen of the operation’s
mandate to deal with the sources of humanitarian
distress, and the intervention’s legitimacy in the
eyes of local, regional and international powers.
I have argued that, should intervening forces fail to
garner the required political will for extensive
commitment abroad, the resulting operation will be
too limited to be genuinely effective at saving
lives. This paper has also demonstrated that when
the strategic choices of the interveners do not
address the true causes of humanitarian crises and
refuse to recognize that a sustainable end to
violence involves addressing the local balance of
power, then the operation fails to save sufficient
numbers of lives. Finally, this piece has detailed
how the positive humanitarian impact of military
humanitarian operations depends on the degree of
legitimacy that the campaign gathers at all levels:
local, international, domestic and foreign.
This paper is designed to provide decision-makers
with the tools necessary to determine whether
potential interventions are likely to succeed, but
also to help them strengthen the capacity of
Rami Shehadeh. United Nations. Department of
Political Affairs – Syrian Team. In-person interview
with the author at the UN Headquarters. October 2016.
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existing operations to effectively alleviate human
suffering. While this piece has focused on the
1990s, which marked the beginning of a new era
of American military commitment abroad for
humanitarian motives, its findings could also prove
useful to evaluate today’s humanitarian
intervention options. The cases of Iraq, Syria, and
Libya could be analyzed using this paper’s
methodology, hopefully assisting decision-makers
in realizing the crucial role of political, strategic,
and legitimacy parameters in their ability to save
lives abroad.
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THE RELATIONSHIP BETWEEN GLOBAL LIQUIDITY
AND CAPITAL FLOWS IN EMERGING COUNTRIES
Aram Ra
Recently, global liquidity has received widespread attention for its impact on capital inflows to emerging
countries after the global financial crisis. Accordingly, this paper defines the global liquidity as the “G3 (US,
Euro Area, Japan) currency denominated cross-border credit aggregates”, and examines the relationship
between global liquidity and capital inflows to emerging countries. Panel data of 24 countries from 2000Q1
to 2015Q4 is utilized for empirical analysis. The regression results show that global liquidity excess increases
capital inflows to emerging countries. Also, bank borrowing is found to be the most vulnerable capital flow,
especially before the global financial crisis. Based on the sub-period analysis, the results suggest that the
relationship between global liquidity and capital flows is different in pre- and post-financial crisis periods.
In the post-crisis period, most emerging regions show less vulnerability as capital moves back to G3 countries
during their economic recovery. Regional features are also an important finding of this article, as three
regions – Asia, Latin America and Eastern Europe – show different patterns of vulnerability and procyclicality regarding global liquidity. Asia is found to be the least vulnerable region in terms of capital flow
after global financial crisis but with chronic vulnerability of bank borrowing and potential pro-cyclical risk
in bond. Latin showed the most vulnerability and pro-cyclicality because the region has relied on the foreign
borrowing to offset its current account deficit and adjust its exchange rate. East Europe was presented to be
the least vulnerable because most of them are already EU members which means that their economies are a
lot integrated with the Euro market. However, east Europe has potential pro-cyclical risk that is implicit in
equity because the region has implemented the pro-cyclical policies to boost the economies and to meet the
EU or Eurozone criteria.

Aram Ra received her MA in International Studies, majoring in International Commerce, from the Graduate
School of International Studies of Seoul National University, Korea. She received her undergraduate degree
from Yonsei University, where she majored in cultural anthropology.

“Global liquidity has been expanding since the
early 2000s, and the strong post-crisis monetary
policy easing by major central banks spurred a
further surge… This expansion and transmission
of the global liquidity has dramatically changed
the global financial landscape…Empirical
evidence suggests that systemic risk can arise
from various sources, including cross-border
financial flows… Therefore, the liquidity
transmission and its financial stability
implications for emerging economies attract
much attention.” (IMF 2015, 5)
Global liquidity has been blamed for spreading
the global shock from US to the world. The
global shock directly affects the capital flow
toward emerging countries, which are often

touted as the starting point of the global
financial crisis. The emerging countries are
especially vulnerable to the external shock
because they are highly dependent on the
international trade and foreign investment for
their source of growth. Therefore, the relation
between the global liquidity and capital flows
into the emerging economies has to be
concerned in order to prevent or predict
potential financial crisis which can be influential
as much as or more than the global financial
crisis in 2008.
According to the literature review, global push
factor is more significant than domestic pull
factor when explaining capital flows regarding
the financial crisis and global liquidity is
particularly important among push factors.
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There have been several literatures that
measured the global liquidity in diverse
methods, but each method has its own limitation
to capture global liquidity properly.
This research utilized the definition of global
liquidity as “G3 (US, Euro Area and Japan)
currency denominated credit aggregates” from
BIS global liquidity indicator, which is the
quantitative index but not usually used in the
previous literatures. 24 countries are selected as
the research target because those are classified
as emerging economies either by IMF or World
Bank.
The estimation model in this research
benchmarked the models of IMF (2010) and
Yoon and Kim (2012). Four global liquidity
variables are the main independent variables,
which include global liquidity growth, cyclical
components of global/public liquidity and credit
multiplier. Capital flows toward the emerging
countries are the dependent variables and they
also classified into 4 types – total flow, equity
flow, bond flow and bank borrowing flow.
Diverse global push factors and domestic pull
factors are included in the model. The difference
in real GDP growth and policy rate are the
combined variable of push and pull factors
while capital market openness, expected
exchange rate appreciation, exchange rate
volatility are standing for the pure domestic pull
factors. In this estimation model, three variables
– stock price index, GDP deflator as price index
and current account balance are newly included
and these variables were not considered in IMF
(2010) and Yoon and Kim (2012).
Based on the estimation model developed, this
research confirmed that the global liquidity
positively affects the capital inflows of
emerging countries, and bank borrowing is the
main cause of the vulnerability before the global
financial crisis. However, the most vulnerable or
the most pro-cyclical capital are different from
the regions after the global financial crisis.
Literature Review
Financial crisis is a critical event in the
capitalistic market system and it is manifest that

capital flow is the critical element regarding
financial crisis, as sudden stops or reversal of
capital inflow cause the financial crisis.
(Claessens and Kose 2013)
Accordingly, numerous literatures have studied
which factors determine the capital flow.
Regarding the international capital flow, there
are the mechanism analyzing the capital flow –
the pull factor and the push factor. Traditionally
push-and-pull mechanism refers to global
“push” and domestic “pull” factors while Kim et
al. (2012) identified “supply push” and “demand
pull” factors to emphasize supply-and-demand
aspect of international capital flow. Between
these two factors, many literatures figured out
that push factors which is the global and supply
factors is more important in terms of financial
crises (see Fratzscher, 2012; Forbes and
Warnock, 2012). Ghosh et al (2012) admitted
that capital flows are affected by both push and
pull factors still, it emphasized the importance
of the push factor because international
investors tend to be more sensitive to global
conditions rather than domestic situations. In
addition, Ghosh et al (2012) explained that
global push factors are the main key to
determine whether capital surge will happen
while domestic pull factors such as economic
performance, the need of external financing,
capital account openness, and institutional
quality decide the magnitude of the surge.
Although previous literatures mostly agreed that
global push factor is critical factor explaining
financial crises, there has been no agreement
which push factor is the most significant.
Among push factors, the concept of “global
liquidity” has become important since the global
financial crisis as it was blamed for the fast
diffusion of the shock from US to emerging and
developing countries. The relation between
global liquidity and the capital flows of
emerging countries became another important
issues.
According to Yoon and Kim (2012), global
liquidity affect capital inflow toward emerging
countries by two stages – firstly, the advanced
countries including US implemented
quantitative easing policy to overcome recession
58

and financial crisis as IMF (2011c) pointed.
Then according to Bruno and Shin (2014)’s
finding, large international banks’ cross-border
investment has acted as the spreading channel of
external shock, which stimulate the global
liquidity to surge and encourage capital to flow
into emerging markets. Therefore, emerging
economies are especially vulnerable to the
economic shock from the international capital
flow during the financial crisis. Drastic
fluctuation in international capital flow can
causes dramatic depreciation of nominal and
real exchange rate and this can bring up serious
economic recession and currency or sudden
stops crisis.
There have been literatures studied the global
push factor which can measure or represent
global liquidity affecting capital flows in
emerging countries. [Table 1] explains each
measurement of previous research and the
limitations.

investment is negatively affected by it. M2 of
those advanced countries is also reasonable
measurement as it can reflect the domestic
liquidity of those three countries and as IMF
(2010) found, it can show the equity flow
properly. However it cannot explain drastic
surge of bond flow and bank borrowing flow
just before the global financial crisis and sudden
stops of them right after the crisis, which is
highly related to the cause of the financial crisis.
All these previous measurement regarded
diverse global factors as the status of the global
liquidity rather than measured the global
liquidity itself quantitatively. Yoon and Kim
(2012) utilized comparatively recent index
which was established by BIS (Bank of
International Settlement). BIS defined the global
liquidity as the “G3 (US, Euro Area and Japan)
currency denominated credit aggregates”. Yoon
and Kim (2012) utilized this concept and
constructed the combined model of global

[Table 1: Global liquidity measurements and limitations]

Relatively recognized proxy for the global
liquidity is M2 (money supply) of the major
economies. IMF (2010) defined the global
liquidity as M2 (money supply) of G4 (US, Euro
area, Japan and United Kingdom) and tried to
explained the capital flows. It researched 34
countries panel data from January, 2003 to
December, 2009 and it found that M2
significantly and positively affect equity inflows
only while there is no significance in bond flow
and bank’s borrowing flow and direct
1

liquidity with exchange rate, VIX, policy rate
and real GDP growth rate. It found that surplus
in global liquidity increased the capital inflow to
emerging economies before the financial crisis.
Moreover, Yoon and Kim (2012) divided global
liquidity into four variables – global liquidity
growth which was provided by BIS, global
liquidity cyclical variation, credit multiplier
whose value is the global liquidity divided by
public liquidity1 and public liquidity cyclical
variation. The research has found that the global

M2 of G3 (by Yoon and Kim, 2012)
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liquidity growth positively affect all kinds of
capital inflow to emerging countries but if the
global liquidity is higher than the long-term
trend only bank borrowing is positively affected.
According to the empirical research, Yoon and
Kim (2012) interpreted that bank borrowing is
the most vulnerable to the global liquidity and
the equity flow is the least.
Yoon and Kim (2012)’s model considered not
only global push factors but also the domestic
pull factors through its combined model
including price index and quantitative indexes.
However, the research also has some limitations.
It selected 25 emerging countries without

find out regional features and other variables
that previous literatures have overlooked.
Research Design
Global liquidity
As [Figure 1] shows, global liquidity is the main
cause of surge and sudden stops or/and reversal
of capital inflows, which directly encouraged
the global financial crisis to happen. In this
research, major independent variable is the
global liquidity and the dependent variable is the
capital flows, and this research is trying to find
out the relation between those major variables.

[Figure 1: The relationship between major variables]

explicit criteria and their regional contexts were
ignored in Yoon and Kim (2012)’s research.
Reminding that Asian financial crisis was spread
to other Asian countries from Thailand even
though their macroeconomic fundamentals were
showing sound performance, international
investors withdrew their capital from all Asian
regions. Likewise, international investors tend to
make their portfolio based on the region rather
than each country. Thus regarding capital flow,
regional features also need to be considered. All
previous literatures focused on the global
liquidity’s impact to all selected emerging
countries or just one single country, which
means that regional context was not included in
the researches.
Therefore this research benchmarked and
complemented IMF (2010) and Yoon and Kim
(2012) empirical models to figure out the
relation between the global liquidity and capital
inflows to emerging countries. The selected
countries will be different from those two
literatures and the research period will be
extended. In addition, the research will try to

Previous literatures have considered price index
only when measuring the global liquidity like
IMF (2010) did. However, CGFS (2011) and
BIS (2013) insisted that quantitative index also
needs to be considered together with the price
index to comprehend the international liquidity
situations because those two indexes can
provide similar and different information time to
time. Therefore, this research will utilize the
definition of global liquidity that three
literatures (CGFS 2011; Yoon and Kim 2012;
BIS 2013) has defined which is the “G3 (US,
Euro Area, Japan) denominated cross-border
credit aggregates”, the quantitative index.
In the global liquidity definition above, United
Kingdom is excluded in these three literatures
because the money supply portion of the Pound
Sterling in international market has declined and
its influence moved to Euro after the Euro
invented.
Although Yoon and Kim (2012) combined G3’s
the total liabilities of non-financial sectors
(households, companies and government) in the
Flow of Funds account and cross-border
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financial claims and utilized the value as the
global liquidity indicator, this research will stick
to the CGFS (2011) and BIS (2013)’s indicator
to avoid misleading. The global liquidity
indicator is being reported quarterly by BIS
since 2000. Yoon and Kim (2012) defined the
public liquidity as the M2 of G3 to recognize the
diverse effect of the international liquidity
situation and this research will also utilize the
definition also.
The trend of the global liquidity and the public
liquidity that will be utilized in this research is
presented in [Figure 2] and [Figure 3] below.

For the data analysis, raw data of global
liquidity is not useful because it will be likely to
increase constantly as already created liquidity
hardly disappear. Accordingly, the growth rate
of the global liquidity compared to the same
quarter in previous year is needed as it can
remove the impact of the economic cyclical
fluctuation.
The growth rate of the public liquidity seems to
be more volatile than that of the global liquidity,
but the average growth rate of the public
liquidity is 0.05% while that of the global
liquidity is 4.85%. Both growth rates are

[Figure 2: Global liquidity 2000 - 2015]

[Figure 3: Public liquidity 2000 - 2015]
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showing drastic surge right before the global
financial crisis, but only the growth rate of the
global liquidity showed the plunge until below 0
level which can be the main cause of the global
financial crisis
The global liquidity growth pattern seems to be
highly related to the macro-economic situations
in advanced economies while the public
liquidity growth pattern is related to the cyclical
components. The global liquidity was expanded
from 2002 when dotcom bubble burst, and it
reached the peak in the first quarter of 2008
which was the right before global financial crisis
spread to the world. Then it shrank in the global
financial crisis period, and it gradually reincreased until the second quarter of 2011 and
its increasing velocity got slowing down
because of the Eurozone crisis. On the other
hand, the public liquidity growth also increased
to manage after the dotcom bubble crisis and it
shrank in 2005 - 2006 when the advanced
economies were recovered. Then it skyrocketed
right before the global financial crisis and it
occasionally surged after the crisis.

The Figure is presenting that the portion of US
dollar has been increasing while Japanese Yen
has been decreasing. In the first quarter of 2000,
US dollar occupied 41.65% of this credit
aggregates and Japanese Yen was 28.16% but in
the fourth quarter of 2015, US dollar formed
53.06% which is over the half while Japanese
Yen comprised 16.20%. Euro has shown
continuously stable share.
Emerging countries’ capital flows
As there has been no unified definition of
“emerging countries” or “emerging economies”,
the research targets of previous literatures were
all different. This research followed the
classification of IMF’s Economic outlook and
World Bank’s EMBI (Emerging Market Bond
Index), so following 24 countries are defined as
emerging countries either by IMF or World
Bank except the Republic of Korea. Although
both institutions did not defined the Republic of
Korea as an emerging country, Yoon and Kim
(2012) found that the country has been showing
similar capital flows pattern with other emerging

[Figure 4: Global liquidity composition 2000 - 2015]

Source: BIS Global liquidity indicator and calculated by the author

[Figure 4] above is showing the portion of US
dollar, Euro and Japanese Yen within the global
liquidity indicators. The average component
ratio of the global liquidity from 2000 to 2015 is
47.93% for US dollar, 31.45% for Euro and
20.61% for Japanese Yen.

countries, therefore it is included in this
research. In addition, Ree et al. (2012) pointed
that the Republic of Korea has shown 4 times
larger capital outflow right before the global
financial crisis because the country is highly
dependent on the international trade and has
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severe maturity mismatch of banks. Therefore,
the Republic of Korea has to be regarded as one
of the emerging countries in terms of capital
flows. [Table 2] is showing 24 emerging
countries that are selected in this research.

[Figure 5] is presenting the types of capital
inflows for the empirical research.
In this paper, four types of capital inflows are
studied – total flow, equity flow, bond flow and
bank’s borrowing flow. Each flow is pertinent to
the explanation of [Figure 5] and [Table 3].

[Table 2: 24 Emerging Countries]
Asia
China
India
Indonesia
Republic of
Korea

Latin
America
Argentina
Brazil
Chile

Eastern
Europe
Bulgaria
Hungary
Poland

Colombia

Romania

Malaysia

Ecuador

Philippines
Thailand
Vietnam

Mexico
Peru
Venezuela

[Table 3: Explanation of those capital inflows]

Russia
Federation
Slovenia
Turkey
Ukraine

Name

Explanation

Capital Inflow

Total flow

Equity Securities

Equity Flow

Debt Securities

Bond Flow

Other Investment

Bank Borrowing
Flow

As shown in the figure, there are diverse
channel of capital inflow – direct investment
(FDI), portfolio investment, financial
derivatives and other investment. This paper set
capital inflows similar with those of Yoon and
Kim (2012), excluding direct investment and
financial derivatives from the analysis target
because of the following reasons. The direct
investment which is usually called FDI (Foreign
Direct Investment) is relatively stable, not easily
affected by external factor and it is not directly
associated with financial crises, and financial

Capital flow implies the financial transactions
between countries and it is recorded in the
financial accounts of each country. Therefore,
capital inflows of these countries correspond to
the liabilities of their financial accounts. This
research focuses on the capital inflow rather
than the net capital inflow which is the extract
value of capital outflow from capital inflow
because capital inflows in emerging countries
are large enough to be studied itself and it has
been the factor that causes external shock.

[Figure 5: Global liquidity composition 2000 - 2015]
Equity Securities
Portfolio
Investment

Debt Securities
Direct
Investment
Capital Inflow
Financial
Derivaties
Other
Investment
Source: BIS Global liquidity indicator and calculated by the author
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derivatives occupies the smallest part of the
capital inflow as even some emerging countries
have not reported the capital inflow of financial
derivatives to IMF IFS database. Among
portfolio investment, equity securities stands for
the equity flow while debt securities means the
bond flow. Other investment consists of not only
bank borrowing but also monetary authorities
and general government’s loan but this paper it
will be regarded the other investment as bank
borrowing flow as it occupies big portion of the
other investment account.
As previous literatures found, these emerging
economies have shown drastic fall in capital
inflow during the global financial crisis period.

(2012)’s estimation model, this research set
estimation model with several new variables
added.
𝐶𝑎𝑝𝑖𝑡𝑎𝑙 ∙ 𝑖𝑛𝑓𝑙𝑜𝑤 ,
= 𝛽 + 𝛽 𝐾 ∙ 𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠 ,
+ 𝛽 𝐸𝑥𝑟 ∙ 𝑎𝑝𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 ,
+ 𝛽 𝐸𝑥𝑟 ∙ 𝑣𝑜𝑙𝑎𝑡𝑖𝑙𝑖𝑡𝑦 ,
+ 𝛽 𝐺𝐷𝑃 ∙ 𝑑𝑖𝑓𝑓 ,
+ 𝛽 𝐼𝑅 ∙ 𝑑𝑖𝑓𝑓 , + 𝛽 𝑆𝑃𝐼 ,
+ 𝛽 𝐺𝐷𝑃 ∙ 𝑑𝑒𝑓𝑙𝑎𝑡𝑜𝑟 ,
+ 𝛽 𝐶𝐴 ∙ 𝑏𝑎𝑙𝑎𝑛𝑐𝑒 ,
+ 𝛽 𝐺𝑙𝑜𝑏𝑎𝑙 ∙ 𝑙𝑖𝑞𝑢𝑖𝑑𝑖𝑡𝑦 + 𝜖 ,

[Figure 6: Capital inflows to 24 emerging countries 2000 - 2015]

Source: IMF IFS database

[Figure 6] above shows all those 24 emerging
countries’ capital inflows from 2000 to 2015.
Total flow and bank borrowing flow in
particular display a sharp plunge in the second
half of 2008, which is the sudden stops or
reversal of capital inflow. Their capital flows
seems to be recovered in the second half of the
2009 but they have been showing huge
fluctuations. According to the figure above, total
flow and bank borrowing flow have presenting
the most volatile movement.
Methodology
Based on the IMF (2010) and Yoon and Kim

The model includes the determinants of capital
inflows which are global push, domestic pull
and combined factors. For the global push
factors, there is global liquidity which is the
quantitative index. As mentioned, global
liquidity is defined as “G3 currency
denominated cross-border credit aggregates”
and utilized the global liquidity indicators
reported by BIS while public liquidity stands for
the M2 of the G3. Thus public liquidity cyclical
variation value which is one of the four global
liquidity measurements is directly related to the
quantitative easing of G3 countries. Those four
global liquidity variables are benchmarking
Yoon and Kim (2012)’s estimation model.
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Global liquidity growth is the growth rate
compared to the same quarter in the previous
year calculated from the global liquidity
indicator of BIS and this value is published by
BIS with its original value. The cyclical
variation value of global liquidity and public
liquidity are the excessing amount of each longterm trend. Lastly, credit multiplier is the value
of the global liquidity divided by the public
liquidity. It implies that the amount of global
liquidity increases when one unit of public
liquidity increases so it is showing the impact of
the G3’s quantitative easing policy on the G3
credit growth.
Although both IMF (2010) and Yoon and Kim
(2012) considered VIX as one of the global push
factors in terms of capital inflows, this research
intentionally excluded it in the estimation
model. VIX is volatility index and it has been
called “fear index” as it is measuring the
investors’ expectation of S&P 500 index
option’s volatility in future 30 days.
Accordingly, it represents the market risk
denominated by US dollar so it cannot show
risks denominated by Euro and Japanese Yen as
mentioned. Therefore, in this estimation model,
VIX is excluded and stock price index of each
emerging country is included instead.
Combined factors showing global push and
domestic pull aspects together are similar with
Yoon and Kim (2012) which are the GDP and
policy rate difference between each emerging
country and G3’s weighted average value.
𝐼𝑅 ∙ 𝑑𝑖𝑓𝑓 , is the difference between each
emerging country’s policy rate and G3’s policy
rate and the same logic is applied to the
𝐺𝐷𝑃 ∙ 𝑑𝑖𝑓𝑓 , . If these value is higher, capital is
expected to inflow to the emerging country.
For domestic push factor, six variables which
are three factors that Yoon and Kim (2012)
utilized and new three factors are included in the
model. As mentioned, capital market openness,
expected exchange rate appreciation and
exchange rate regime are the old ones while

stock market index, price value measured by
GDP deflator and current account balance are
the newly added variables. 𝐾 ∙ 𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠 ,
stands for the capital market openness which is
Chinn-Ito Index2 and this is expected to
encourage capital inflows to emerging countries.
Expected exchange rate appreciation which is
𝐸𝑥𝑟 ∙ 𝑎𝑝𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 , implies additional
profits for international investors if they
withdraw their investment later so it can be
interpreted that it encourage more investments
to emerging countries. Exchange rate regime is
substituted by 𝐸𝑥𝑟 ∙ 𝑣𝑜𝑙𝑎𝑡𝑖𝑙𝑖𝑡𝑦 ,
which is
measured by four quarters moving standard
deviation of the exchange rate. Different from
𝐸𝑥𝑟 ∙ 𝑎𝑝𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 , , more exchange rate
volatility discourages the investment toward
emerging countries according to Ghost et al
(2012). Even though these two variables come
from same exchange rate values, they affect
capital inflows differently and that is why Yoon
and Kim (2012)’s estimation is more accurate
than IMF (2010). As these two exchange rate
variables affect investors’ decision in next term,
they are one term lagged in the estimation
model.
Explained those the three variables came from
the Yoon and Kim (2012) while following three
variables are newly added in this research. As
mentioned, VIX was excluded because it cannot
measure global risk appropriately, instead stock
price index of each emerging country is
included. 𝑆𝑃𝐼 , is the one year moving average
value of each emerging economy’s stock price
index. It stands for the each emerging market’s
risk which will negatively affect capital inflow.
Yoon and Kim (2012) developed the estimation
model of IMF (2010), but it did not consider
price indicator which IMF (2010) had already
taken into account. In IMF (2010)’s estimation
model, price was considered with the interest
rate as the real interest rate. Price is also another
essential factor that can represent a market’s
stability, and literatures that have studied the

2

The Index is embodied in the IMF’s AREAER(Annual
Report on Exchange Arrangements and Exchange
restrictions)
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capital flows determinants always considered
price indicator in diverse ways. Therefore, this
research included 𝐺𝐷𝑃 ∙ 𝑑𝑒𝑓𝑙𝑎𝑡𝑜𝑟 , , which is
the inflation rate using GDP deflator growth.
The last variable 𝐶𝐴 ∙ 𝑏𝑎𝑙𝑎𝑛𝑐𝑒 , is the net asset
of current account divided by GDP. Kim et al
(2013) considered it one of the the capital
inflow’s determinant of Korea. Before the Asian
financial period, the only macroeconomic
indicator that had shown problems was the
current account balance. Thus, this element
potentially affects investors’ decision is included
in the estimation model.
Likewise, the paper constructed the estimation
model to figure out the relations between global
liquidity and capital inflow compared to GDP of
emerging countries. According to the Figure 3
and 7, the global financial crisis period from
2008 Q3 to 2009 Q2 is the fiducial time that
global liquidity and capital inflows’ trends
changed. Accordingly, the research will analyze
not only all periods but also before and after the
global financial crisis period to clarify the
effects of the global liquidity on capital flows.
Yoon and Kim (2012) also implemented the
regression with sub-period before and after the

global financial crisis but it was just about the
total flow. In this research, not only total flow
but also equity flow, bond flow and bank
borrowing flow will be analyzed. Based on the
figure 3, 4 and 7, capital flows seem to show
similar pattern with global liquidity mainly in
pre-crisis period while it has been showing
corresponding pattern with both global liquidity
and public liquidity in certain amount.
In addition, the emerging countries will be
analyzed based on the different regions – Asian,
Latin American, European countries because of
the contagious effect. According to Kim and
Rhee (1998), Asian financial crisis occurred
because international investors withdrew their
money not based on each country’s situation but
based on the region. That is why there were
massive sudden stops and reversal of capital
inflow in Asia even though other Asian
countries economic situations were not bad to
bring up the financial crisis. Therefore, in terms
of capital flows regional contexts also need to
be analyzed.
Results and Analysis
The research used the panel data of 24 emerging

[Table 4: Regression Table of Total Inflow to 25 emerging countries in all period]
(1)
Total flow

(2)
Total flow

(3)
Total flow

(4)
Total flow

K.openness
exr_app
exr_vol
gdp_diff
ir_diff
gdpdf
spi
CA_bal
gl_growth
gl_trend
credit multiplier
pl_trend
Constant

0.700
-0.00790
-0.00474
0.621
-1.047
1.244
-0.000297
-0.876***
4.845**

3.298
-0.00847
-0.0237***
1.226
-0.912*
1.645**
-0.000940**
-0.888***

3.733
-0.00910
-0.0234***
1.102
-0.934*
1.637**
-0.000471
-0.900***

3.297
-0.00922
-0.0234***
1.074
-0.891*
1.654**
-0.000757*
-0.896***

16.12

35.91***

4.819

-0.00234
35.25***

Observations
Adj. R-square

1,078
0.354

1,123
0.28

1,123
0.344

1,123
0.281

0.00541
9.603

*** p<0.01, ** p<0.05, * p<0.1
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countries from 2000Q1 to 2015Q4 and
estimated through random and fixed effect GLS
regression.3
Capital inflows to 24 emerging countries
- From 2000Q1 to 2015Q4
There can be diverse interpretation from those
multiple control variables, however, this research
will mainly focus on the relation between global
liquidity and capital inflows. According to the
regression results, capital inflows toward 24
emerging countries has been positively and
significantly affected by the growth of global
liquidity indicator, which means that global
liquidity glut actually encourages capital to flow
into the emerging countries and if global liquidity
shrinks, then the capital from the emerging
countries tends to offset its deficiency. Like IMF
(2010) and Yoon and Kim (2012) showed,
emerging countries’ capital inflows can be
suddenly reversed or stopped, which means that
they are vulnerable to the global liquidity changes.
From the regression result of the Table 4, the first
hypothesis has been confirmed.
Different from Yoon and Kim (2012)’s results,
the excessive trend of global liquidity, public
liquidity and credit multiplier do not show
significant result both with and without standard
error, although their signs of direction are
corresponding to each other. This is because the
research period is extended from that of Yoon
and Kim (2012). This implies that after 4-5
years, although global liquidity level maintains
higher than long-term trend, capital inflows to
the emerging countries do not significantly
increase with the recovery in advanced
economies. Increase in global liquidity implies
that the developed capital markets including US,
Euro Area and Japan are showing favorable
turns. So the capital remains in those “domestic”
market rather than move to emerging
economies. That is why although global
3

All regressions rejected null hypothesis of BreuschPagan Lagrange Test in 1% significance level, which
means that random effect regression is preferred to
pooled-OLS. And all regressions rejected null hypothesis
of F-test in 1% significance level, which means that fixed

liquidity is showing larger glut than its longterm trend, not all liquidity flow into emerging
countries.
Unlike total flow, equity flow and bond flow do
not show statistically significant results but
interestingly, equity flow has shown
significantly negative coefficient (-0.199)
without robust standard error . This results are
also different from those of Yoon and Kim
(2012). In addition, according to the regression
equity flow is showing opposite direction to
other capital flows, which means when global
liquidity increasing speed is higher all types of
capital inflow except equity inflow increase
while equity inflow rather decreases. The
reasons can be following two points. One is that
as advanced economies are showing recovery
recently and equity is the one reacting the
current situation earlier than bond or bank
borrowing flow. The other one is that inherent
behavior of international investors when they
invest in equity. As mentioned, increase in
global liquidity implies the good situation of G3
financial markets with potential increasing in
stock prices thus equity investors will move
their capital from emerging economies to these
advanced economies. When global liquidity
decreased, exchange rate depreciation for
emerging countries usually happen and this is
the good time for equity investors to invest to
emerging markets with cheaper prices.
Therefore the opposite movement of equity flow
to the other capital flows is plausible.
As expected, other investments – the bank
borrowing flow has shown the highest
vulnerability to the global liquidity with the
largest coefficient among three capital types. As
Yoon and Kim (2012) approved, the bank
borrowing is the main culprit of the sudden
stops or reversal of capital inflows in emerging
countries. So, when it comes to 24 emerging
countries, the second hypothesis is also partly
confirmed. And all three types of capital flows
effect regression is more applicable than pooled-OLS.
Only regressions whose dependent variable is “bb flow”
rejected null hypothesis of Hausman test in 5% level.
Therefore only “bb flow” utilized fixed effect regression
while the others utilized random effect regression.
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does not show significance in terms of the
cyclical components which means that the third
hypothesis is not confirmed regarding 24
emerging countries in all period.

results of before and after the global financial
crisis and according to it, total flow toward
emerging countries before the global financial
crisis was positively affected by the increasing
speed of the global liquidity which is the first

[Table 5: Regression Table of Bank Borrowing Inflow to 24 emerging countries in all period]
(1)
Other flow

(2)
Other flow

(3)
Other flow

(4)
Other flow

K.openness
exr_app
exr_vol
gdp_diff
ir_diff
gdpdf
spi
CA_bal
gl_growth
gl_trend
credit
multiplier
pl_trend
Constant

-0.333
-0.00184
-0.00319
0.927***
-0.252
0.784***
2.92e-05
-0.379***
1.907***

1.300
-0.00179
-0.00329
1.219***
-0.0127
0.839***
-0.000257
-0.395***

0.741
-0.00213
-0.00319
1.134***
0.0176
0.863***
-0.000470
-0.394***

0.847
-0.00191
-0.00326
1.160***
-0.00779
0.864***
-0.000344
-0.395***

-6.410**

0.146

20.17

0.00756
-0.0177

Observations
Adj. Rsquared

1,054

1,099

1,099

1,099

0.198

0.170

0.170

0.171

0.00241
-6.334

*** p<0.01, ** p<0.05, * p<0.1
- Before and after the global financial crisis
It was explicit in Figures 2, 3 and 6 that global
liquidity was abundant with massive increase of
private credit creation and cross-border credit
before global financial crisis. However, it
became stagnating after the crisis although
public liquidity has been provided massively. As
mentioned, capital flows are showing
corresponding pattern with global liquidity in
pre-crisis and with both global and public
liquidity in post-crisis.
This paper estimated the model dividing the
period by before and after global financial crisis,
which are from 2000Q1 to 2008Q2 and from
2009Q3 to 2015Q4. Based on the sub-period
regression, all types of capital flows are affected
by global liquidity differently from the before
and after global financial crisis.
Table 6 is showing the total flow regression

hypothesis is confirmed again. Before the global
financial crisis, when global liquidity growth
increases in 1%, capital inflows increases in
6.5% However, the coefficient became minus
term so capital inflow decreases in 5.2% when
same amount of global liquidity growth
increases after global financial crisis, which is
showing that the first hypothesis is not right.
This implies that advanced economies was quite
recovered than before so liquidity rather moves
back to or stay in the G3 economies.
In addition, in both before and after period, total
flow is negatively affected by the credit
multiplier, while it positively affected by the
cyclical component of public liquidity. This
implies that after the crisis, creating private
liquidity became limited so global liquidity glut
weakened while enormous increase in public
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[Table 6: Comparing Regression Table of Total Inflow to 24 emerging countries
before and after the global financial crisis]
Total flow
K.openness
exr_app

22.08**
-0.0377

exr_vol
gdp_diff
ir_diff
gdpdf

-0.0121
-1.036
-1.053*
1.033**

spi
CA_bal
gl_growth
gl_trend
credit
multiplier
pl_trend
Constant
Observations
Adj. RSquared

-0.00412**
-0.683***
6.486**

Before
Total flow Total flow

Total flow

24.48***
-0.0382
0.0188***
-0.304
-0.902**
1.095*
-0.000332
-0.731***

19.98**
-0.0352
0.0165***
-1.630
-0.775**
1.024**
0.00207**
-0.719***

Total flow

After
Total flow Total flow

Total flow

24.55***
-0.0371
0.0181***
-0.382
-0.865**
1.069*

-7.567
0.00624*

-7.341
0.00688*

-6.479
0.00617

-6.900
0.00704*

0.0159*
-1.919**
-2.173
1.523**

0.0276***
-0.487
-1.641
1.149

0.0345***
-1.137
-1.282
0.569

0.0305***
-0.362
-1.388
0.946

-0.000448
-0.730***

-0.000561
-0.404**
-5.199**

-0.00152*
-0.382**

-0.000852
-0.343**

-0.00132
-0.370**

-0.000950

0.00922**
-74.87**

-60.92***

8.940

49.83***

302.5***

0.0172**
50.79***

55.68***

42.41***

222.6***

0.0624***
38.57***

548

593

593

593

454

454

454

454

0.373

0.325

0.345

0.329

0.16

0.145

0.235

0.164

*** p<0.01, ** p<0.05, * p<0.1
liquidity caused by quantitative easing from
major economies encouraged capital inflows to
emerging economies. The cyclical component of
global liquidity does not show significance
before period while it became positively
significant in after period, which implies that
total flow became more vulnerable to the higher
level of global liquidity than long-term trend.
Total flow can be reversed now not by the
increasing speed of the global liquidity but by
the cyclical component of the global liquidity.
This implies that after the crisis, those emerging
economies became more pro-cyclical with
global liquidity so more integrated with the G3
economies.
Then which type of capital is the main cause of
the total flow pattern is another important
question. For the pre-crisis period, other flow
which is the bank borrowing flow is the most
vulnerable to the global liquidity increasing
speed while all global liquidity variables cannot

explain equity and bond flow in pre-crisis
period. In post-crisis period, the main cause that
changed the sign of coefficient of global
liquidity increasing speed is also the other flow.
The coefficient of other flow is reversed and
shows statistically significant. Therefore, other
flow which is the bank borrowing flow is the
most vulnerable to the increasing speed of the
global liquidity but its effects are contrary from
pre and post crisis period.
Unlike to Yoon and Kim (2012)’s findings, bank
borrowing flow does not have the highest procyclicality. After the global financial crisis,
equity flow shows the highest pro-cyclicality
with the significantly positive coefficient.
Regarding equity flows, global liquidity cannot
explain its flow well in the pre-crisis period
while except global liquidity growth, the other
three variables show significance in the postcrisis period. Equity became more
corresponding to global liquidity compared to
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before the global financial crisis, especially to
the cyclical component of global liquidity. This
result can support the literatures which have
proved that international investors’ behavior in
the global financial crisis period expanded the
volatility and vulnerability in emerging equity
markets as it became more integrated with
advanced equity markets. (Kang and Yoon,
2011; Kim and Lee, 2013; Jo and Kim, 2016)
And also this can be associated with the some
emerging countries’ portfolio outflow
liberalization as CGFS (2009) explained.
While the bank borrowing flow was the main
cause of vulnerability before the global financial
crisis, equity and bond flow became the main
cause of the volatility regarding the global
liquidity. Both equity and bond flow are
showing significantly negative coefficient and
significantly positive coefficient corresponding
to total flow in the post-crisis period. As
mentioned, this implies that some portion of
liquidity provided by quantitative easing of G3
flows into emerging countries through equity
and bond.
Likewise, when analyzing the relation between
capital flows and global liquidity, the second
hypothesis and the third hypothesis is not clearly
confirmed. Those regression results are showing
so diverged pattern in terms of vulnerability and
pro-cyclicality. Therefore, the analysis on
capital flows have to be analyzed not only in the
lump as IMF (2010) and Yoon and Kim (2012)
did but also in separated way as this research
has implemented. Therefore, following regional
analysis will focus on which capital type show
the highest vulnerability and pro-cyclicality in
which period and which region.
Capital inflows to Asian countries
Before Asian financial crisis occurred, many
East Asian countries had shown fine
performances in terms of macroeconomic
fundamentals except slight deficit of current
account balance according to Kim and Rhee
(1998). However, the Baht crisis in Thailand in
July 1997 was spread throughout the Asian
4

region between 1997 and 1998 because
international investors withdraw their money not
from the Thailand but from the Asian region.
They are inclined to form their investment
portfolio not based on the country but based on
the region. Thus, when Thailand financial
market showed some problems the capital flew
away to outside of Asian financial market.
Therefore, regional contexts and features have
to be concerned when it comes to capital flow
and especially to emerging economies. This
paper estimated same panel regression but
applied to each Asian, Latin American and
Eastern European region. Each region is
showing different patterns of capital flow
associated with global liquidity.
Asian emerging economies were truly
vulnerable to global liquidity before the crisis
according to the regression results. According to
[Table 7], total inflows to 8 Asian countries was
significantly positively affected to the increasing
speed of the global liquidity and regarding the
coefficient of credit multiplier and the cyclical
component of public liquidity also showed
corresponding results to those of the all
emerging countries. However, in the post-crisis
period, all significances regarding the global
liquidity disappeared and Asia is the only region
that all significances disappeared after the
global financial crisis among the three regions.
According to Heng (2009), Asian countries’
capital flows were less exposed to the global
liquidity after the global financial crisis because
of following two reasons. First is that Asian
countries had few “inherent sources of
vulnerabilities” unlike to the Asian financial
crisis. Through the comprehensive reform
measures responding the Asian financial crisis,
many weakness such as credit excesses and
currency mismatches that prevailed during the
Asian crisis were hugely gone. In addition, high
debt-to-equity ratio and the ratio of
nonperforming loans were sound based on the
IMF and World Bank’s report. 4

Heng, Global Financial Crisis, 269.
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[Table 7: Comparing Regression Table of Total Inflow to 8 Asian countries before and after the global financial crisis]
Before

After

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

11.29

13.17

5.032

12.22

-21.77**

-21.59**

-20.42**

-21.00**

exr_app

0.0281***

0.0368***

0.0353***

0.0381***

0.0107*

0.0113*

0.00976

0.0103

exr_vol

-0.102***

-0.119***

-0.0844***

-0.105***

0.0431

0.0439

0.0470

0.0468

gdp_diff

-0.946

-0.0927

-1.661*

-0.422

0.874

1.098

0.913

1.515

ir_diff

0.00972

0.911

0.733

0.527

4.574*

4.086

4.740*

4.027

gdpdf

1.049

0.642

0.277

0.457

0.703

0.847

0.0517

0.600

-0.00219

-0.00157

-0.00231

-0.00161

-0.00321***

-0.00314***

-0.00309***

-0.00307***

CA_bal

0.153

0.163

0.148

0.148

0.280

0.276

0.293

0.290

gl_growth

1.890*

K.openness

spi

gl_trend

0.204
0.00125

credit multiplier

0.00587
-67.89**

pl_trend
Constant
Observations
Adj. R-squared

-48.18
0.0359***

0.0558

13.68

22.10

251.7**

26.43*

-7.344

-5.286

138.1

-7.984

178

190

190

190

162

162

162

162

0.231

0.174

0.191

0.189

0.285

0.289

0.287

0.295

71

The other reason is the appropriate and timely
fiscal and monetary policy responses by Asian
governments. Heng (2009) saw that this was
possible because Asian governments
implemented exactly opposite policies to those
that IMF recommended during Asian financial
crisis. They already recognized the global
financial crisis is nothing but the liquidity
problem. Therefore liquidity provision was the
main fiscal expansionary policy and US$700
billion was provided in Asia region consisted by
US$586 billion to China, the 12 percent of
China’s GDP, US$53 billion to Korea, the 6.8
percent of Korean GDP, US$18 billion to
Malaysia, the 10 percent of Malaysian GDP, and
US$6 billion to Indonesia, the 1.3 percent of
Indonesian GDP. 5 Monetary policies were also
followed in line with lowering interest rate
supporting domestic demand and preventing
massive layoffs. 6 At the time of Asian financial
crisis, IMF forced to raise the interest rate and
maintain in high level to prevent international
investors to leave but in reality many companies
went bankrupt as they could not afford that
much high interest rate.
However, it does not imply that 8 Asian
emerging economies became fully impervious to
the global liquidity. Based on [Table 8] and
[Table 9], bank borrowing flow and bond flow
were the main culprit in terms of vulnerability in
the pre-crisis period considering the coefficient,
which means that second hypothesis can be
confirmed in Asian region before the global
financial crisis and still the region hold the
potential danger in these two capital types even
though it is the only region where all
significances are gone after global financial
crisis. The chronic problem that bank borrowing
has in Asian emerging countries does not solve
at all and even it showed the more vulnerability
to the cyclical component of the global liquidity
and bond flow actually is more affected to the
cyclical component of the global liquidity than
bank borrowing flow. Thus, the third hypothesis
also can be seen as confirmed in Asian emerging

countries in post-crisis period.

5

6

Leftovers were for Singapore (US$14 billion, 8
percent of GDP)

Capital inflows to Latin American countries
As [Table 10] shows, Latin counties also has
shown similar capital inflows pattern with Asian
countries before the global financial crisis. In
addition, Latin is the most vulnerable region in
terms of global liquidity both in pre and post
crisis period. This because many Latin
American countries have been dependent on the
huge foreign borrowing to offset their current
account deficit and to adjust the exchange rate.
This is one of the inherent problems that
emerging Latin economies hold and they have
still been struggling since the Lain debt crisis.
Like to the emerging Asian countries, the bank
borrowing flow was the main culprit that
positively affected by the increasing speed of
the global liquidity it was truly strong that the
coefficient of it is much bigger than that of
Asian countries before the global financial crisis
and bond flow was the main cause that total
flow was positively affected by the cyclical
component of the global liquidity. In sum,
before the crisis, bank borrowing was the most
vulnerable followed by bond and equity while
bond was the most pro-cyclical followed by
bank borrowing and equity.
In the post-crisis period, the capital inflows to
Latin American countries are showing same line
with the all emerging countries which are
negative direction of credit multiplier’s
coefficient and positive direction of the
“pl_trend” coefficient. Among three capital
flows, no specific capital types are showing the
differentiated movement rather Latin American
countries’ capital inflow is now affected by the
public liquidity.
Capital inflows to eastern European countries
East European is the least vulnerable region
regarding global liquidity as they do not show
significance in terms of global liquidity
indicators, which means that they were
Heng, Global Financial Crisis, 270.
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[Table 8: Comparing Regression Table of Bank Borrowing Inflow to 8 Asian countries before and after the global financial crisis]
Before

After

Other flow

Other flow

Other flow

Other flow

Other flow

-6.905

-14.99

-16.52

-13.23

3.735

3.661

4.193

4.333

exr_app

0.000357

0.00555

0.00561

0.00722

0.00195

0.00237

0.00190

0.00147

exr_vol

-0.0633**

-0.0524*

-0.00994

-0.0370

0.00493

0.00385

0.00375

0.00410

gdp_diff

1.940**

1.640*

-0.124

1.304

1.567**

1.608***

1.423**

1.869***

ir_diff

6.343***

3.643*

2.618

2.793

2.945

2.210

2.823

2.446

gdpdf

0.0942

1.465*

1.184

1.419*

-0.0237

0.102

-0.0437

-0.0509

spi

-0.00184

-0.000766

-0.00229

-0.00123

-0.000306

-3.82e-05

8.49e-05

0.000215

CA_bal

-0.206**

-0.188*

-0.184*

-0.192*

-0.283***

-0.294***

-0.282***

-0.277***

gl_growth

4.170***

K.openness

gl_trend

0.633
0.00245

credit
multiplier

0.00493*
-68.77***

pl_trend
Constant
Observations
R-squared

Other flow Other flow Other flow

-6.250
0.0249**

0.0339**

-54.04***

-24.82**

211.9***

-19.61*

-4.230

-0.191

15.87

-3.781

178

190

190

190

138

138

138

138

0.132

0.084

0.158

0.114

0.189

0.208

0.189

0.218

*** p<0.01, ** p<0.05, * p<0.1
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[Table 9: Comparing Regression Table of Bond Inflow to 8 Asian countries before and after the global financial crisis]
Before

After

Bond flow

Bond flow

Bond flow

Bond flow

Bond flow

Bond flow

Bond flow

Bond flow

11.86**

12.76**

10.14*

12.62*

0.899

0.667

0.931

0.794

exr_app

0.0143***

0.0177***

0.0149***

0.0161***

0.00276*

0.00300*

0.00206

0.00266

exr_vol

-0.0386***

-0.0448***

-0.0284**

-0.0361***

0.0169

0.0208

0.0251*

0.0218

gdp_diff

0.110

0.451

-0.274

0.169

-0.731***

-0.105

-0.183

0.0165

ir_diff

1.380

1.139

0.688

0.622

-0.121

-0.252

0.0991

-0.249

gdpdf

-0.737

-0.377

-0.379

-0.324

-0.161

-0.257

-0.749

-0.305

spi

0.000336

0.00181

0.00125

0.00202

-0.000240

-0.000273

-0.000210

-0.000251

CA_bal

0.0516*

0.0686

0.0571

0.0579

0.00290

0.0343

0.0625

0.0433

gl_growth

2.323*

K.openness

gl_trend

-2.206
0.00812*

credit
multiplier

0.00241*
-23.54

pl_trend
Constant
Observations
R-squared

-34.40*
0.00905*

0.0206

-6.925

7.777

87.54

9.274

16.80***

9.777*

111.4*

8.455

141

150

150

150

136

136

136

136

0.149

0.106

0.101

0.093

0.22

0.217

0.222

0.23

*** p<0.01, ** p<0.05, * p<0.1
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[Table 10: Comparing Regression Table of Total Inflow to 8 Latin American countries before and after the global financial crisis]
Before

After

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

12.37**

8.279

8.832*

8.381

20.80***

19.86***

21.47***

20.33***

exr_app

0.0610***

0.0458***

0.0359**

0.0378*

0.00820***

0.00858***

0.0146***

0.0120***

exr_vol

0.00930***

-0.0188***

-0.0184***

-0.0179***

0.201

0.228*

0.246*

0.241*

gdp_diff

-1.106*

-0.491

-0.127

-0.549

-0.654

0.282

-0.757

0.222

ir_diff

-0.290

-0.828

-0.699

-0.722

0.144

0.264

0.994

0.448

gdpdf

-0.425

-0.472

-0.546

-0.566

0.869

0.639

0.427

0.611

spi

0.0110

0.00938

0.0109

0.0107

0.00638**

0.00577**

CA_bal

-0.599***

-0.201

-0.257

-0.260

-1.045***

-0.998***

gl_growth

4.489***

K.openness

gl_trend

0.0156**

R-squared

-0.975***

0.00683
27.02**

pl_trend

Observations

-0.985***

-2.882

credit
multiplier

Constant

0.00688*** 0.00603**

-69.06***
-0.0203

0.0549***

4.561

45.83***

-47.04

42.82***

12.33

7.811

207.2***

3.911

170

185

185

185

132

132

132

132

0.254

0.201

0.192

0.197

0.376

0.373

0.409

0.385

*** p<0.01, ** p<0.05, * p<0.1
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relatively unexposed to the global liquidity. As
seen in [Table 11], the public liquidity indicators
explain the capital inflows toward the European
countries well. The reason for this is that those
emerging European economies are already
linked to and integrated with the developed
European economies so the impact from the
global liquidity is comparatively smaller.
Among eight countries in the research target,
five countries (Bulgaria, Poland, Hungary,
Romania, Slovenia) are EU members and
among these five countries, three countries
(Hungary, Poland, Romania) are applying for
the Eurozone and one country (Turkey) is trying
to be a member of EU. Considering these facts,
it is not surprising that these emerging countries
are relatively not influenced by the global
liquidity but by the public liquidity.
According to the regression results based on the
capital types, bank borrowing flow is the key
capital types the most affected by the increasing
speed of the global liquidity and its coefficient
signs (3.462) are corresponding with those of
the all emerging countries’ regression.
In the emerging European market, the potential
risk is implicit in the equity flow with positive
coefficient in terms of the cyclical component of
the global liquidity. This is the drastic change
between before and after crisis period. IMF
(2012b) cited Becker et al (2010) and explained
that fiscal policy was pro-cyclical in many
central, eastern and southeastern European
countries. Based on the IMF (2012b)’s citation,
Becker et al (2010) insisted that the policy was
not the main culprit of the increased
vulnerabilities but it was not helpful to prevent
the expansionary credit growth or alleviate the
economic boom.7 The pro-cyclical fiscal policy
was for attracting foreign capital to promote
their economic growth and for meeting the
Eurozone member standard. However those
fiscal policies were not adjusted during the
global financial crisis period and huge official

financing from international institutions were
just provided to the emerging European
countries. 8 As the pro-cyclical fiscal policy has
been staying especially with huge liberalization
of equity market, after the crisis, equity became
vulnerable to the global liquidity.

7

Hungary, Ukraine, Romania, Turkey among the research
target received the external financing.

8

IMF, the 2008/09 crisis, 19.
According to the IMF (2012b), four countries including

Conclusion
Findings
This research tried to find out the relation
between the global liquidity and capital flows
toward emerging countries. Recently, the global
liquidity has been blamed for the spreading
shock to the world economies and when it hit
the capital flows of the emerging economies, the
markets had to suffer from the financial crisis.
Therefore the relation between global liquidity
and capital flows have to be studied to prevent
or predict future financial crisis which can be
influential as much as or more than the global
financial crisis in 2008.
Through the literature review, this research
found global push factor and especially global
liquidity is important when it comes to capital
flows regarding the financial crisis. Although
some previous literatures measured the global
liquidity with diverse proxies, they are
somewhat limited to explain capital flows
appropriately. Therefore this research utilized
the global liquidity indicator from BIS which is
the quantitative index but not usually used in the
previous literatures.
And with the global liquidity indicator, this
research has constructed the estimation model.
This benchmarked the models of IMF (2010)
and Yoon and Kim (2012) but it was the
developed version. First of all, VIX was
excluded although IMF (2010) and Yoon and
Kim (2012) utilized it as one of the control
variables. VIX is volatility index showing the
risk denominated by US dollar, so it cannot
show other risks from Euro and Japanese Yen
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[Table 11: Comparing Regression Table of Total Inflow to 8 European countries before and after the global financial crisis]
Before

After

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

Total flow

11.38

13.83

9.477

13.99

-6.087

-6.915

-7.385

-6.589

exr_app

-0.137***

-0.151***

-0.141***

-0.148***

0.0158

0.0173

0.0175

0.0197

exr_vol

-1.595

-2.067

-1.360

-1.965

-3.837***

-3.035***

-3.116***

-3.020***

gdp_diff

0.805

2.014

-0.496

2.206

-3.603**

-2.177*

-2.761***

-2.162***

ir_diff

-3.601***

-1.857*

-1.619

-1.788

-2.310

-1.353

-1.456

-1.138

gdpdf

3.353**

2.307

2.092*

2.166

3.522*

2.833

2.526

2.644

spi

0.0319

0.160

0.131

0.160

0.322*

0.337*

0.314

0.341*

-0.686**

-0.776**

-0.751**

-0.762**

-0.575**

-0.598**

-0.574**

-0.595**

K.openness

CA_bal
gl_growth

9.383

gl_trend

-11.40**
-0.0190

credit
multiplier

0.0106
-150.5*

pl_trend
Constant
Observations
Number of
ccode

-34.08
0.0295*

0.0603

22.86

67.49***

577.5**

71.65***

41.46

10.03

113.0

6.204

200

218

218

218

160

160

160

160

0.431

0.381

0.404

0.381

0.268

0.247

0.244

0.248

*** p<0.01, ** p<0.05, * p<0.1
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that occupies half of the global liquidity index.
In addition, this research added newly other
three variables stock price index, price index by
GDP deflator and current account balance of the
emerging countries. These three are frequently
appear in the literatures studying capital flows
determinants, but they are not included in both
IMF (2010) and Yoon and Kim (2012). As
mentioned, VIX was excluded instead 𝑆𝑃𝐼 , , the
stock price index of each emerging country is
included measuring the each emerging market’s
risk. 𝐺𝐷𝑃 ∙ 𝑑𝑒𝑓𝑙𝑎𝑡𝑜𝑟 , , is the price indicator
stands for the each market’s stability. Any price
indicator was not included in Yoon and Kim
(2012) while IMF (2010) took it into account as
the real interest rate. The last variable 𝐶𝐴 ∙
𝑏𝑎𝑙𝑎𝑛𝑐𝑒 , is also a sign of each economy’s
stable development and this was proved to be
crucial in Asian and Latin American regions.
With the developed estimation model, this
research has implemented the panel regression
of capital inflows into 24 emerging countries
from the first quarter in 2000 to the fourth
quarter in 2015. According to the regression
results, this research also confirmed that the
global liquidity positively affects the capital
flows into the emerging countries as previous
literature IMF (2010) and Yoon and Kim (2012)
have found. In other words, the global liquidity
glut encourages capital to flow into the
emerging countries and if global liquidity
shrinks, then the capital from the emerging
countries tends to offset its deficiency and this
findings implies that emerging countries’ capital
inflows can be suddenly reversed or stopped
which can occur financial crisis in those
countries.
Considering the Figure 2, 3 and 6, the capital
flows into the emerging countries seems to show
corresponding pattern with the global liquidity
growth before the global financial crisis. On the
other hand, it seems to have similar pattern with
both global and public liquidity growth after the
global financial crisis, which is different pattern
from the pre-crisis period. Accordingly, this
research implemented the regression dividing

the period into before and after the global
financial crisis. Yoon and Kim (2012) also
estimated the pre and post-crisis regression, but
it only dealt with the total flow while this
research estimated equity flow, bond flow and
other flow regressions also. According to the
regression results, capital inflows in pre-crisis
period was positively affected by global
liquidity growth but its coefficient sign was
reversed to negative in post-crisis period. This
implies that after the crisis the capital created by
the global liquidity stays in or moves back to
advanced countries as G3 countries have been
recovered from the crisis.
In addition, the cyclical component of global
liquidity does not show significance before
period while it became positively significant
after the crisis. This implies that total flow was
vulnerable to the increasing speed of the global
liquidity before the crisis but after that it is
rather pro-cyclical to the global liquidity. This
implies that after the crisis, those emerging
economies became more pro-cyclical with
global liquidity and more integrated with the G3
economies.
Regarding capital type analysis in before and
after regression, bank borrowing is decidedly
the most vulnerable and the most pro-cyclical
capital type before the global financial crisis.
However, the most vulnerable or the most procyclical capitals are so diverged after the global
financial crisis in terms of the region.
The biggest contribution of this paper is that it
estimated the capital inflows not only based on
the capital types but also on the regional
classification. This research implemented
regional regressions with the sub-periods also in
order to find out the regional contexts in terms
of capital flows reminding of the Asian financial
crisis. Asia is the only region where
vulnerability and pro-cyclicality regarding the
global liquidity became the weakest after the
crisis. Still the chronic problem in bank
borrowing is implicit and potential risk in bond
flow is presented. Latin is the most vulnerable
region among three and the main culprits were
bank borrowing and bond. This is because the
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region has been highly dependent on the big
foreign borrowing to offset their current account
deficit and to adjust the exchange rates.
East Europe is the region that is relatively less
affected by global liquidity as most emerging
countries are EU members or the candidates.
Accordingly, their economies were already
integrated with Euro market. However, in postcrisis period, there is potential risk in equity
because of the pro-cyclical fiscal policy. The
emerging European countries have implemented
those policies to achieve two goals – attracting
foreign capital to boost their economies and
meeting the entering standard of EU and
Eurozone. According to IMF (2012b), these
policies were not adjusted or eliminated during
the global financial crisis unlike to Asian
countries. IMF (2012b) also explained that
emerging European countries just escaped from
the crisis through official financing from the
international institutions.
In sum, this research reconfirmed the influence
of the global liquidity toward the capital flows
of the emerging countries and found the
different patterns of capital movement based on
the regions and capital types.
Implications
As mentioned, financial crisis is the critical
event because the economy has to suffer from
serious problems but can seized the opportunity
to reform its economic system to solve its
chronic problem. That is why the global
financial crisis was the fiducial point in this
research.
This research is meaningful in following points.
Firstly, it confirmed the relation between the
global liquidity and capital flows as previous
literatures have insisted with new and
quantitative index – the global liquidity index
from BIS. 24 emerging countries could not help
getting hit by global shock from the US because
of the global liquidity’s impact. This is showing
that one of the capital inflows determinants
toward the emerging countries is the global
liquidity which has been created by the
advanced countries. For the emerging countries,
not only the monetary and fiscal policy of the

advanced countries but also the market situation
of the G3 economies are influential.
Second, it confirmed that bank borrowing is the
most vulnerable and sensitive capital type in
emerging countries especially before the global
financial crisis. Even Asia where all
vulnerability and pro-cyclicality are weakened
after the crisis, the chronic vulnerability is still
implicit in the bank borrowing flow. This
implies that for the emerging countries, bank
borrowing flow has to be observed and
monitored to prevent capital flight following the
global and public liquidity pattern.
Lastly, it suggests the potential risks are all
different from the regions. Asia still hold its
implicit risk in bank borrowing flow in terms of
vulnerability. In case of the pro-cyclicality, bond
flow is corresponding to the global liquidity in
Asia while east Europe has potential procyclical risks in equity flow. This is confirming
that regional contexts have to be considered
regarding the capital flows. As mentioned, the
reason why east Europe has shown the least
vulnerability among three regions is that the
region is more or less integrated and linked with
the Eurozone market. In other words, it is
relatively less affected by Euro risk, which can
be interpreted as regional market integration
could be the preventive measures against the
external shock.
Although there are insufficient literatures
whether regional market integration can be the
precaution of the financial crisis relate to the
capital flows, financial regionalism and the
financial crisis seems to be associated with each
other. Emmers and Ravenhill (2011) compared
the impact of the Asian financial crisis in 19971998 and the global financial crisis in 2008 on
the East Asian regionalism. The article found
that ASEAN Plus Three – China, Japan and the
Republic of Korea (APT) started to take
initiative after Asian financial crisis because
there have been failed response of APEC and
ASEAN. On the other hand, Chiang Mai
Initiative (CMI) became more multilateral
during the global financial crisis. Emmers and
Ravenhil (2011) concluded that two crises
encouraged the three countries – China, Japan
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and Korea to be more institutionalized and more
influential in East Asian region. Based on the
analysis, if Asian financial market is more
integrated to prevent the risk from the global
liquidity, CJK-centered regionalism might be
able to appear. Therefore, based on the
regression results of this paper, further analysis
of regional market integration can be developed.
Limitations
Despite the findings and implications this
research has, the research still has some
limitations that further researches might be able
to develop. First of all, the global liquidity
indicator from BIS itself was limited. BIS has
provided the global liquidity indicator since
2000 thus it was impossible to check whether
the global liquidity affect the capital flow only
during the global financial crisis or not.
Comparing with other financial crises can be the
good development in terms of the relation will
be the meaningful extension.
And when it comes to the negative coefficient of
the increasing speed of the global liquidity
growth in post-crisis period, the explanation was
limited. It has been visible in market situation
that G3 economies were recovered so capital
moves back from Asia and Latin countries or
stay in the advanced countries and the capital
movement between US and Europe is clearly
becoming brisk. However, the capital from east
European countries to west European countries
which is the regression result might imply is not
fully explained. In the estimation model the rate
of return was not included as the control
variables but this variable might can explain the
capital flow of east Europe more appropriately.
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This essay is divided into two parts. First, it will present the different strategic options of how the United
States should react to China’s emergence as a global superpower if it wants to maintain its hegemonic position
and the current world order. Given that most proposed strategies follow one paradigm, they have difficulties
in explaining the seemingly contradicting behavior of the Chinese leadership. This essay will advance from
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evidence to argue that the US should follow a ‘dual strategy’ of general engagement and situational balancing.
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Since the beginning of the market reforms in
the 1970s, China’s economy has quadrupled
and its military capabilities have increased an
average of 12.5% annually. With the newly
acquired power, China has gradually increased
its activities and expanded its economic
interests on the global stage. After debilitating
wars in Iraq and Afghanistan, the United States
has, in contrast, decided to cut military
spending by over 500 billion dollars over the
next decade. Moreover, the Obama
administration has shown reluctance to get
involved in the situations in Ukraine and Syria.
These developments are widely perceived as a
great challenge to the US hegemony and the
current world order. A lot of scholarly work has,
therefore, addressed the question of how the
United States should react to maintain its
hegemonic position.
On the most basic level, there are two opposing
ways of how the United States can act on the
global stage: it can either retrench or actively
face the uprising threats. Eugene Gholz, Daryl
Press and Harvey Sapolsky have proposed the
first option in their article “Come home,
America”. The three scholars argued that a
foreign policy of restraint would best guarantee
America’s prior objectives: national security

and prosperity. 1 While plenty of time has
passed since the article was published, the
security environment has changed dramatically.
After the September 11 terrorist attacks, the US
military has mostly focused on interventions in
the Middle East. Over the course of the last few
years, however, the Pentagon’s priority
regarding its foreign policy commitments has
gradually changed. China’s rise and the North
Korean nuclear threat have made the US
administration pay greater attention to the East
Asian region. Obama’s speech in 2012 in which
he announced the ‘Pivot to Asia’ strategy
finally marked a significant shift in foreign
policy. Since then only a few scholars have
argued for retrenchment, 2 and if so only in
regards to the US involvement in Iraq and
Afghanistan. 3 Most analysts, on the other hand,

1

Eugene Gholz, Daryl G. Press, and Harvey M.
Sapolsky, “Come Home, America: The Strategy of
Restraint in the Face of Temptation,” International
Security 21, no. 4 (1997): 6.
2
Paul K. MacDonald and Joseph M. Parent, “Graceful
Decline? The Surprising Success of Great Power
Retrenchment,” International Security 35, no. 4 (2011):
7-44.
3
Eugene Gholz, Daryl G. Press, and Benjamin
Valentino, “Time to Offshore Our Troops,” The New
York Times, December 12, 2006.
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have recommended the US administration
follow an active approach. 4
This essay is divided into two parts. First, it
will present the different strategic options of
how the United States should react to China’s
emergence as a global superpower if it wants to
maintain its hegemonic position and the current
world order. Second, it will analyze the United
States’ decline and China’s rise to see which
strategy the US should best follow to address
the changing environment. This essay will
advance from the distinction between ‘regional’
and ‘global’ to prevent such a limitation. I
think that there is evidence to argue that the US
should follow a ‘dual strategy’ of general
engagement and situational balancing.
Theorizing the United States’ Strategies
The basic strategies about how a hegemon
should react to the emergence of a global
superpower can be categorized into four
groups: preventive war, binding,
containment/balancing, binding and
engagement. 5 Preventive war, as stated by
4

See, for example: Stephen G. Brooks, G. John
Ikenberry, and William C. Wohlforth, “Don't Come
Home, America: The Case against Retrenchment,”
International Security 37, no. 3 (2013): 7-51; Aaron L.
Friedberg, “The Debate Over US China Strategy,”
Survival 57, no. 3 (2015): 89-110; G. John Ikenberry,
“The Rise of China and the Future of the West: Can the
Liberal System Survive?,” Foreign Affairs 87, no. 1
(2008): 23-37; John Mearsheimer, “The Gathering
Storm: China's Challenge to US Power in Asia,” The
Chinese Journal of International Politics 3, no. 4
(2010): 381-96; Robert S. Ross, “The Geography of the
Peace: East Asia in the Twenty-first Century,”
International Security 23, no. 4 (1999): 81-118; David
Shambaugh, “Containment or Engagement of China?
Calculating Beijing's Responses,” International
Security 21, no. 2 (1996): 180-209; Gerald Segal, “East
Asia and the ‘Constrainment’ of China,” International
Security 20, no. 4 (1996): 107-135; Ashley J. Tellis,
“Balancing without Containment: A US Strategy for
Confronting China's Rise,” The Washington Quarterly
36, no. 4 (2013): 109-124; Hugh White and Brendan
Taylor, “A rising China and American
perturbations,“ in Security Politics in the Asia-Pacific:
A Regional-Global Nexus?, ed. William T. Tow
(Cambridge University Press, Cambridge, 2009) 85-98.
5
Randall L. Schweller, “Managing the rise of great
power: history and theory,” in Engaging China: The
Management of an Emerging Power, ed. Alastair

Alfred Vagts, is only an option if three
conditions are met: first, the rising power poses
a long-term threat; second, war seems
inevitable in the future; and third, it is better to
fight now than later. 6 A situation that meets
these conditions is most likely given when the
rise of a new power is accompanied by the
decline of the hegemon. 7 Although China and
the US follow this pattern, preventive war is
unlikely. Given the spread of democracy and
the existence of weapons of mass destruction,
there has not been a direct confrontation
between major powers since the beginning of
the modern era. 8
A strategy that has been used instead is
containment. It aims at preventing the rising
power from further expansion without starting a
direct military conflict. 9 This Cold War scheme
of retaliation is advocated by John
Mearsheimer, an offensive realist who has
argued that China cannot rise peacefully. 10
However, more defensive realists have not gone
so far. They have suggested weakened versions.
Robert Ross has argued that both the US and
China can forge a ‘grand bargain’ that upholds
China’s position as a continental superpower in
East Asia and the US position as the superior
maritime power. 11 Gerald Segal, on the other
hand, takes a different approach. He contends
that China’s neighbor countries must follow a
policy of ‘constrainment’ that exerts pressure
on the Chinese leadership to comply with

Johnston and Robert Ross. (London, New York:
Routledge, 1999), 7.
6
Schweller, “Managing the rise of great power,” 8.
7
Schweller, “Managing the rise of great power,” 8.
8
Schweller, “Managing the rise of great power,” 9.
9
Schweller, “Managing the rise of great power,” 10.
10
John Mearsheimer, “The Rise of China Will Not Be
Peaceful at All,” The Australian, November 18, 2005;
John Mearsheimer, “China's Unpeaceful Rise,” Current
History 105, no. 690 (2006): 160-62; John Mearsheimer,
“The Gathering Storm: China's Challenge to US Power
in Asia,” The Chinese Journal of International Politics
3, no. 4 (2010): 381-96.
11
Robert S. Ross, “The Geography of the Peace: East
Asia in the Twenty-first Century,” International
Security 23, no. 4 (1999): 81-118.
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international laws. 12 Moreover, Steinberg and
O’Hanlon propose that both countries ‘reassure’
each other, 13 whereas Friedberg and Tellis
emphasize that the US should balance but not
contain China because it is well integrated into
the global economy. 14 There are two ways to
balance a rising power: internally and
externally. 15 While the former is about building
up one’s national resources to match those of
the competitor, the latter is about increasing
one’s capabilities by fostering alliances with
other states. The success of external balancing
is, however, not always given. It can only work
as long as the allies have a stable relationship
and their combined capabilities can equal those
of the rising threat. 16 Binding takes up on those
softened versions of containment. It is
characterized by the attempt to establish a
structural interaction that allows some control
over the rising competitor. One way to do so is
by using multilateral institutions to make noncompliance too costly. 17
However, there is some controversy over
China’s actions. Under the paradigm of realism,
most analysts commonly take three things for
granted: first, they interpret China’s activities
as a challenge to the international order; second,
they assume that China will continue to grow
and thus become more assertive; and third they
contrast China’s rise and the United States’
decline in relative terms. Proponents of an
engagement strategy which aims at keeping the

status quo by using diplomatic, non-coercive
means, 18 on the other hand, question these
assumptions. Institutionalists think that there is
no need for a balancing or containing strategy
because China does not only have access to but
also enjoys a lot of benefits from staying within
the status quo international order since it is
well integrated into the major global
institutions. 19 Constructivists also spread
optimism by pointing out that China has
followed a diplomatic approach. Since the
1980s, Chinese officials have become
socialized into the international community by
increasingly participating in many regional and
global institutions. 20 However, the territorial
disputes in the South China Sea and East China
Sea “may be especially hard to resolve through
the mechanisms of socialization […].” 21 Given
this problem, there are also some analysts who
do not follow any of those well-established
paradigms. They have rather insisted that one
should distinguish the regional and global
level. 22 An evaluation of China’s rise within
only one paradigm fails to explain its
seemingly contradicting behavior and can lead
to foreign policy miscalculations.
The Case for a ‘Dual Strategy’
Finding the best strategy for the US depends
highly on both the theoretical framework and
18

Schweller, “Managing the rise of great power,” 14.
Stephen G. Brooks et al., “Don't Come Home,
America: The Case against Retrenchment,”
International Security 37, no. 3 (2013): 7-51; G. John
Ikenberry, “The Rise of China and the Future of the
West: Can the Liberal System Survive?” Foreign
Affairs 87, no. 1 (2008): 23-37; James Richardson,
“East Asian Stability,” The National Interest 38 (19941995): 28-39.
20
Alastair I. Johnston, Social States: China in
International Institutions, 1980-2000 (Princeton, N.J.:
Princeton University Press, 2008). 207-209.
21
Johnston, Social States: China in International
Institutions, 1980-2000, 210.
22
Barry Buzan and Ole Waver, Regions and Powers:
The Structure of International Security (Cambridge
University Press, 2003); Hugh White and H. Taylor, “A
rising China and American perturbations,” in Security
Politics in the Asia-Pacific: A Regional-Global Nexus?,
ed. by William T Tow (Cambridge University Press,
Cambridge, 2009) 85-98.
19
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China,” International Security 20, no. 4 (1996): 107135.
13
James Steinberg and Michael E. O'Hanlon, Strategic
Reassurance and Resolve: U.S - China Relations in the
Twenty-First Century (Princeton, New Jersey: Princeton,
New Jersey: Princeton University Press, 2014).
14
Aaron L. Friedberg, “The Debate Over US China
Strategy,” Survival 57, no. 3 (2015): 89-110; Ashley J.
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for Confronting China's Rise,” The Washington
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how one interprets the above-mentioned
assumptions. The following section will present
evidence that facilitates a critical assessment. It
starts from the fundamental question of whether
China is challenging the current world order or
not. This question can be further divided into
two sub-questions: first, does China have the
capability; and second, is it in its best interests
to do so. There is evidence that seems to
provide a negative answer to the first question.
Although China`s growth has been remarkable
over the last few decades and it has been
predicted that its economy will surpass
America’s in the near future, it is questionable
whether the level is sufficient to build the
capabilities that are required to become a
hegemon. Taking the strength of the economy
as a single indicator does not allow a
meaningful evaluation since it is only based on
overall GDP. 23 The US economy is still far
ahead not only in GDP per capita but also in
research and innovation capability which is
directly linked to the production of military
force. 24
The gap between the China and the US in terms
of military power is remarkable. While China is
spending about 146 billion dollars, 25 the US
military budget is about 560 billion dollars. 26
Moreover, according to the Base Structure
Report, the US military operates 10 aircraft
carriers 27 and has over 686 overseas bases. 28
This makes it the only country that can project
its power all over the globe. China, in contrast,
23
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24
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25
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26
“Fiscal Year 2016 Budget Request,”
http://archive.defense.gov/pubs/FY16_Budget_Request
_Rollout_Final_2-2-15.pdf
27
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ok.pdf
28
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does not have such a capability; Its military has
only one foreign base in Djibouti, 29 and one
aircraft carrier. Additionally, the US army has
not only much more operational experience but
also more innovative military systems.
Another important factor in assessing China’s
capability to become a global hegemon is the
country’s domestic stability. In this regard, the
Communist Party faces several challenges. One
major challenge concerns the two regions
Xinjiang and Tibet that have a complicated
relationship with Beijing. The former area was
forcefully integrated by Mao in 1949. The
fertile land is widely populated by ethnic
Turkic Uighurs who are continuously rioting
against Chinese domination. The other
contested region is Tibet. Here, China has to
appease various movements which fight for the
region’s independence. 30 A second internal
challenge is caused by China’s one-child policy
in the 1970s. It has led to rapidly ageing
population. The percentage of people 65 and
over will grow from 6.5% in 2000 to 15% in
2030. 31 Only a decade from now, China is
expected to not only face a workforce shortage
but also high investments in senior care. It will
be a difficult task to keep the current economic
growth rates under these conditions. Moreover,
the Chinese economy could fall into the
middle-income trap as a result of heavily
relying on foreign technologies and FDI. 32
Moreover, since the population is getting
wealthier, labor becomes more expensive.
Therefore, one of China’s most important
comparative advantages will slowly diminish.
All of this suggests that China faces substantial
29
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domestic challenges, far beyond those of the
US that will be a great obstacle to its rise.
The third issue concerns China’s soft power to
win allies among the international community.
While American economic liberalism is upheld
by most developed countries, there are only a
few states in Africa and Southeast Asia that
have adopted the so-called Beijing Consensus
that emphasizes authoritarian state capitalism.
Given China’s poor human rights record, its
soft power to attract followers beyond this
group of countries is still marginal. The
Communist Party has systematically curbed
fundamental rights such as freedom of
expression, association, assembly, and religion.
There are still incidents in which activists and
civil society groups face hostility from the
government. 33 Considering that most of the US
soft power is due to its civil society and the
values it represents, the Communist Party’s
authoritarian governance prevents China from
matching it. 34
Whether China wants to challenge the current
world order is much more difficult to answer
since the Communist Party has often acted
ambiguously. On the one hand, China has been
unwilling to join other states in pressuring the
North Korean regime and Iran to stop their
nuclear programs. Moreover, it has successfully
established its own global institutions such as
the Asian Infrastructure Investment Bank, the
Shanghai Cooperation Organization, and the
Conference on Interaction and ConfidenceBuilding Measures in Asia that seem to
undermine the status quo.
At the 70th Session of the UN General
Assembly, on the other hand, Xi Jinping
announced in his speech that the Chinese
government would contribute to the fight
against environmental degradation, global
poverty, and inequality. He also said it would
always support developing countries through its
33
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efforts to strive for inclusive and sustainable
growth and development. This commitment was
reinforced by the establishment of a 1-billiondollar fund for UN peace and development
missions that advance multilateral cooperation.
Moreover, he promised to provide 100 million
dollars of military assistance to support the
African Union. Besides this reassurance of
cooperation, the most remarkable statement in
Xi’s speech was that China would neither
pursue hegemony nor expansion. 35
However, Xi’s words can hardly be trusted if
China’s actions speak a different language. The
Chinese military operations in the South and
East China Sea seem to reveal much more
assertive intentions. In May 2014, the stateowned China National Offshore Oil
Corporation placed an oil platform in an area of
the South China Sea close to the Paracel
Islands which are claimed by China, Taiwan
and Vietnam. As the Vietnamese government
thinks of the area as its exclusive economic
zone, China’s move caused immense anti-China
riots. 36 The dispute represents a much greater
issue in the South China Sea. Although the
Chinese government has not officially said so,
its military’s actions seem to reveal that it
claims territorial rights over the area within the
so-called nine-dashed line. China’s newest
maneuvers to secure the waters in the South
China Sea include building artificial islands
that could be used to station military vessels.
But this aspiration to control the water within
the nine-dashed line overlaps with other nations’
claims. The Philippines, Vietnam, Malaysia,
Taiwan and Brunei also claim part of the
territory by referring to the UNCLOS 200
nautical mile Exclusive Economic Zone. This
sea area is not only significant to all these
neighboring countries but also to the US; ship35
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borne trade worth 5 trillion dollars passes
through it every year. 37
Another no less dangerous dispute that involves
the US is staged in the East China Sea. Here,
both China and Japan claim territorial rights
over the Diaoyu/Senkaku Islands. After the
Japanese government bought parts of these
islands from a Japanese family in September
2012, Chinese military vessels have
continuously approached the area around it. In
November 2013, China even established the
East China Sea Air Defense Identification Zone
there. All these moves have pressured the US
government to reinsure that the US-Japan
security treaty covers the disputed islands. 38
The adversarial situation between China and
Japan was a dilemma for the Obama
administration. Keeping a strong relationship
with Japan - which is needed not only to give a
signal to other allies but also in case the
relationship with China turns to worse - and
engaging with China is difficult at the same
time. However, solving the territorial dispute
seems impossible because the Japanese
government does not even admit that it exists.
In sum, I think one can agree that there are two
levels on which to evaluate China’s emergence
as a global superpower. On the global level,
China does not only have constrained
capabilities that cannot match those of the US
but also uses diplomatic means to represent its
national interests. Besides the constraints that
include China’s economic growth prospects, its
domestic stability, and soft power to find allies,
the Chinese leadership has gradually increased
its involvement in international institutions.
Here it looks like China will stay within the
status quo international order as the
‘engagement school’ proponents argue.
However, on the regional level, China’s actions

are assertive. The disputes in the South and
East China Sea show that issues of global
security can be distinguished from those of
regional security. America should, therefore,
follow a ‘dual strategy’ towards China. On the
one hand, it should generally engage with the
Chinese leadership by giving them
opportunities to enter into a diplomatic
discourse. As China becomes more powerful it
will naturally move away from a position of
political and economic subordination to the
United States. China’s population is about four
times that of the US and its people have no less
right to a way of life that is similar to the one
enjoyed by many American citizens.
However, this does not justify China’s
provocative actions against other states in the
South- and Northeast Asian region. The
situation in the waters around China should not
be ignored. Here, the US must show its
commitment to defend international law and to
guarantee the security of its allies by
situationally balancing China’s assertive
actions. Although military power should not be
used, the displaying of it seems sometimes
unavoidable. This dilemma makes transparent
maneuvering and good communication even
more necessary. Since most of China’s action
in the South and East China Sea seem to
address the issue of energy, it is of the utmost
importance that the entire international
community increases its efforts within
multilateral institutions such as the
International Renewable Energy Agency
(IRENA) that exclusively deals with this
essential problem. These institutions should not
only promote the development of sustainable
energy but also provide a platform to rethink
rights to territory and natural resources.
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