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Abstract

The thesis aims at assessing the efficiency of capital control in achieving the macro-economic
goals. For this purpose, the thesis is divided into four chapters. The first includes a theoretical
background for capital control, and the second addresses the main macro economic goals that
necessitate the imposition of capital controls, while the third chapter reviews seven case
studies for countries that have imposed capital controls for different reasons, in different
intervals of time and have achieved different outcomes. Finally, the fourth chapter discusses
Egypt's experience with respect to managing capital flows over the period (1990/1991-
2005/2006).

The study concludes that the liberalization of the capital account does not necessarily imply
better opportunities for economic growth, especially when there are some structural
imbalances within the economy, or when countries are exposed to external shocks. The thesis
highlights seven main macroeconomic goals that may be hindered by the free movement of
capital flows, the most important are: preserving the balance of payment stability, preserving
a fixed exchange rate policy and ensuring a more independent monetary policy. As a result,

many countries imposed controls on capital flows especially during the nineties.

The thesis confirmed that capital controls implemented in times of crises may be considered
as a short run protector against financial crises. This helps in achieving macroeconomic goals.
However, the controls fail in the long run in achieving their goals, as the economic agents
successfully evade the controls. Also the study concludes that controls on capital inflows are
more efficient in achieving their goals in comparison with controls on capital outflows. It is
worth mentioning that Chile is the most successful country in controlling capital inflows,

whereas Malaysia was the best in controlling capital cutflows.

Concerning Egypt's case with respect to managing capital flows over the period (1990/1991-
2005/2006), The paper concluded the inefficiency of applied policies in managing capital
flows in a way that enhance economic growth and minimize the risks of fiuctuating flows

over that pericd.

Key words
Capital controls, restricting capital account, capital flows, capital movements, efficiency of
capital controls, balance of capital transactions, macroeconomic goals, financial crises,

* managing capital flows policies in Egypt
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Summary

The impact of capital flows throughout the world has widened dramatically in the late nineties of the
past century. Moreover, the rate of these capital outflows outweighed the rate of trade flows. This can
be attributed to the globalization of international financial markets, allowing for the appearance of
many financial instruments and derivatives. Nevertheless, these fast and growing capital flows have
caused disturbances for policy-makers, and led to some financial crises, among which is the late crisis
in East Asia. This has raised the importance of formulating an economic policy capable of maximizing
the benefits of capital flows and minimizing at the same time the negative impacts of such flows on the
macro economic goals, ‘

In this respect, economic literature has tackled the issue of capital controls in a way that would enable
policy-makers to achieve the macro economic goals, which were hindered by the free movement of
capital flows. In addition many countries have started in the late nineties to impose controls on capital
flows, which coincided with a full decade of liberalizing both trade and capital account.

The thesis hence aims at assessing the efficiency of capital controls in achieving the macro economic
goals. For this purpose, the chapter highlighted the theoretical framework of capital flows, the first
chapter confirmed the increasing importance of capital flows in the international financial systems,
while referred at the same time to the economic and financial crisis resulted from the fluctuation nature
of such flows. This chapter indicated also that liberalization of the capital account of the balance of
payments have the same benefits as those of liberalizing the current account; nevertheless, binding
policies are more beneficial in certain economic circumstances and only for a limited period of time.

The second chapter aimed at determining the economic objectives that necessitate the imposition of
capital controls. The chapter concluded seven main macro economic goals that may be hindered by the
free movement of capital flows, these include:
1. Preserving the balance of payment stability,
Preserving a fixed exchange rate policy,
Ensuring a more independent monetary policy,
Altering maturities of capital flows,
Protecting the emerging financial markets,
Financing public spending,
Reducing output inflation tradeoff.

ARG ol

In the third chapter the thesis reviewed seven case studies for countries that have imposed capital
controls for different reasons and obtained different results. Selected countries are: Chile, Brazil,
United States, Spain, Malaysia, Japan, and China. The chapter concluded that capital controls
implemented in times of crises may be considered as a short run protector against financial crises. In
addition, the case studies indicated that imposing such controls would provide the policy makers the
time to execute the required economic reforms prior to liberalizing the capital account; and stated that
countries should start first with liberalization of the current account, and then move to the liberalization
of the capital account.

Chapter three indicated that in most countries the success of capital controls was limited to the short
run. However, controls fail in the long run in achieving their goals, as the economic agents successfully
evade the controls. It is worth mentioning that Chile was the most successful country in controlling
capital inflows, whereas Malaysia was the best in controlling capital outflows. Also chapter three
revealed that controls on capital inflows are more efficient in achieving their goals in comparison with
controls on capital outflows, which didn’t succeed in achieving their goals except in Malaysia.

The Egyptian case regarding managing capital flows within the period (1990/1991-2005/2006), was
analyzed in the Fourth chapter, this period was chosen as it witnessed three different types of
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management styles for capital flows. The first sub period (1990/1991-1996/1997) was characterized by
an increase in capital inflows into the Egyptian economy, which resulted in a significant appreciation
of the Egyptian Pound; this pushed the central bank of Egypt (CBE) to undertake sterilization policy to
outweigh the inflationary impact of such inflows. The second sub period (1997/1998-2003/2004)
suffered from an economic slowdown, a shortage in the domestic liquidity and deterioration in the
external position. All these factors led to increasing capital outflows, both domestic and foreign ones,
which enforced the depreciation of the Egyptian pound. The third period (2004/2005-2005/2006) has
started with the appointment of the new government focusing at fostering growth and attracting more
foreign investments.

Chapter four concluded the imperfection of the applied measures of managing capital flows, where in
the first phase the intensive sterilization policies, which were very costly, did not work out regarding
limiting the appreciation of the Egyptian pound. Also, the floatation policies applied in the second
phase, together with the gradual decrease in the value of the Egyptian pound did not succeed in limiting
capiial flights. On the other hand, policies adopted in the third phase did not attract more foreign direct
investment 1o the green fields or other economic sectors that are capable of generating more jobs;
instead it is attracting more foreign direct investment to the petroleum sector.

In general, the study confirmed that the liberalization of the capital account does not necessarily imply
better opportunities for economic growth, especially when there are some structural imbalances within
the economy, or when countries are exposed to external shocks. However, it is hard to judge the
efficiency of the capital controls, because of the different time scale in which the controls were
implemented from one country to another, and the different bundle of complementing policies adopted
beside the capital control policy.

In addition, the study referred to some factors that leaded to the success of capital controls, the most
important ones are:
¢  The concentration of the government on imposing controls for a temporary period, for the aim
of saving the needed time for implementing the other necessary economic reforms.
e Imposing capital control policy according to the settled economic priorities and amending it
periodically, in a way that is consistent with the economic growth in each stage.
o Having a specific vision of benefiting from the movement of the capital flows, for the aim of
attracting more foreign direct investment and decreasing the short-term inflows.
e Implementing set of economic policies that can support capital controls policy such as:
sterilizing policies, reforming financial and banking sectors.
e Central bank strict supervision on capital flows, and organized implementation of controls.
e The government tendency to encourage the role played by the investment institutions in
decreasing the negative impacts of some capital flows.
o The recognition of the policy makers for the importance of removing the conirols on the
capital flows directly after achieving its aims, so that removing the controls will be the last
step taken in the program of reforming the macro economic policies and not the first one.

From the other side, the study concluded the appearance of some factors that leaded to the failure of the
capital controls, which including:

e The dependence of the policy makers on control policy as a long term policy for reforming
the imbalances in the economy, as well as ignoring the importance of implementing the
needed reforms for decreasing the negative impacts of capital flows.

e The existence of well-developed financial markets, that are capable of decreasing the cost of *
evading capital controls through developing many sophisticated financial derivatives.

e  The increasing ability of economic agents of evading capital controls, especially in the case of
the increment of the registered marginal between the local and the international interest.

Concerning the Egyptian case in managing the movement of the capital in the period between
(1990/1991 — 2004/2005), the study referred that it might be necessary for the decision to adopt some
other policies to manage capital flows in that period, as in the first and third periods, it might be better
to convert to flexible exchange rate policy, or imposing controls on capital inflows to decrease the
fluctuations of short-term capital flows and overcome the high cost of the sterilization policy. In the
second period the decision maker might have imposed controls on capital outflows, in order to
overcome capital flight and limit the aggravation of the liquidity crisis.
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