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 I 

 

ABSTRACT 

 

 

 

 

In 1972 Professor James Tobin presented a proposal for a tax on currency transactions. 

The purpose was to increase the monetary policy autonomy of countries by means of 

restraining short-term capital movements. During the last few years the proposal has 

been widely debated in both the scientific community and in the media. The purpose of 

this thesis is to clarify the purpose of the Tobin tax and evaluate its effects on trade, 

financial market volatility and monetary policy autonomy. Effects on consumers and 

welfare are not within the scope of the thesis. The methodology has been to study 

factors such as speculation behaviour, risk hedging, exchange rates and market 

adjustments to try and determine how the tax would affect the chosen study objects. The 

conclusions reached are conditional. Trade could be reduced due to increased 

transaction costs, but if increased monetary policy autonomy leads to more stable 

national economies this reduction might not take place. A similar relationship was 

found for volatility, which is believed to increase as an effect of higher transaction 

costs. The degree of monetary policy autonomy created depends on the size of the tax. 



 II 

 

SAMMANFATTNING 

 

 

 

 

1972 presenterade professor James Tobin ett förslag om att införa en skatt på 

valutatransaktioner. Syftet med denna var att öka nationers penningpolitiska självstyre 

genom att begränsa kortsiktiga kapitalflöden. Under de senaste åren har förslaget 

debatterats livligt både i media och akademiska kretsar. Syftet med denna uppsats är att 

klargöra syftet med Tobinskatten samt utvärdera dess effekter på handel, 

finansmarknadens volatilitet och penningpolitiskt självbestämmande. Effekter på 

konsumenter och välfärd ligger inte inom uppsatsens omfång. Metoden som använts har 

utgått från att studera faktorer såsom spekulativt beteende, risksäkring, växelkurser och 

marknadsanpassningar, för att därigenom försöka avgöra hur skatten skulle påverka de 

valda studieobjekten. Slutsatserna som dragits är tvetydiga. Handeln kan minska på 

grund av ökade transaktionskostnader, men om det ökade penningpolitiska självstyret 

leder till mer stabila nationella ekonomier så kan denna minskning utebli. Ett liknande 

samband gäller volatiliteten, som skulle öka på grund av högre transaktionskostnader. 

Graden av utökat penningpolitiskt självstyre är beroende av skattesatsens storlek. 
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Chapter 1 

INTRODUCTION 

 

 

 

 

In 1972 the American professor and Nobel Prize winner James Tobin presented his idea 

of a global tax on foreign currency transactions. The proposal was given in a time when 

the global financial market was still in its cradle, yet it has never been more current than 

today. The implementation of the tax has recently been made into the main goal of the 

international solidarity organisation A.T.T.A.C., with the purpose of generating funds 

for third world aid. This has spurred an intense media debate over the gains and 

drawbacks of a Tobin tax. The Topic has been discussed in the Swedish parliament and 

studies of the tax have been made on behalf of governments and organization. Well-

known Swedish chief bank economist Klas Eklund has recently released a book titled 

(free translation) The Tobin tax: A means looking for its goal, in which he heavily 

criticises the tax. Eklunds statement that the tax is a means looking for its goal is an 

excellent reflection of the multifaceted debate surrounding the tax. A.T.T.A.C. wants it 

as a cash cow, Eklund (among others) dismiss it for increasing instead of decreasing 

volatility and other have claimed that it is a too weak remedy for preventing currency 

crisis. The original goal of the tax, to increase the monetary policy independence of 

countries, has been sadly forgotten, misunderstood and even ignored in the debate over 

the tax. Tobin has a well-considered goal with his tax and to ascribe other goals to it 

and thereafter dismiss it for failing those goals is unfair. An assessment of the tax from 

the perspective of its original goal is a needed contribution to the current debate.  

 

1.1 Purpose 

This thesis attempts to clarify the purpose of a Tobin tax and evaluate its effects on: 

 

• Financial market volatility. 

• Trade of goods and services. 

• Monetary policy autonomy. 
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1.2 Method 

The analyses in the thesis are carried out in the following order. First the operations and 

purposes of the global financial market are reviewed. Using this foundation the Tobin 

tax�s purpose is explained. Further on, the effects of the increased transaction cost 

imposed by a Tobin tax are studied. Finally, the effects are evaluated from the 

perspective of Tobin�s purpose and in the light of the insights acquired throughout the 

thesis. Figure 1.1 summarizes the methodology used. 

 

 

Welfare effect

- Trade
- Volatility

- Capital movements
- Speculation
- Risk hedging

- Private consumers/
  Households

- Travel currency exchange
- Foreign mailorder /
  E- trade

- Monetary policy autonomy

- Central Bank operations
- Government debt financing
- Third World aid

Increased transaction costs

The Tobin tax

 
 

Figure 1.1 Methodology and Scope. 

 

1.3 Scope 

The thesis is focused on the Tobin tax�s effects on capital movements, trade and 

monetary policy autonomy. The dotted boxes and italic text in figure 1.1 shows effects 

of the Tobin tax that are not addressed in the thesis. These concern the effects on 

consumers engaging in currency transactions. It also includes the overall welfare effect 

resulting from an implementation of the Tobin tax. The effects of the tax are studied 

under the assumption of floating exchange rates.  
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1.4 Outline 

Chapter 2 describes the features of the global financial market and its effects on 

monetary policy autonomy. It also addresses volatility, speculation and financial crisis. 

The chapter gives a foundation for the analysis made in the rest of the thesis.  

 

Chapter 3 presents the Tobin tax proposal as advocated by James Tobin. The purpose of 

the tax is clarified and the tax design is described. 

 

Chapter 4 analyse the effects the tax would have on volatility, speculation, trade and 

investment. It also addresses consumer allocation effects and the tax�s effect on the 

monetary policy autonomy of countries.   

 

Chapter 5 summarizes the analyses made in the thesis and concludes the effects of the 

tax. It also suggests a topic for future studies.   

 

1.5 Source critique 

The sources used for the thesis have mostly been journal articles and studies made for 

government institutions. These have usually been characterised by either a Keynesian or 

a Classical view. The Keynesian analyses have often been that the Tobin tax is a too 

weak solution for the prevention of currency crises, while the Classical analyses have 

usually been that the tax would increase volatility. Neither of these analyses addresses 

Tobin�s purpose with the tax. This has made the thesis research process difficult, since 

neither side have provided an objective assessment of the tax.  

 

The dismissal of the tax in many of the studies has revealed a widespread and 

astonishing ignorance, or at best misunderstanding, of Tobin�s main intention with the 

tax. The most striking example of this was to be found in a research report conducted on 

behalf of the Finnish Ministry of Finance:  
 
�But could such a tax increase monetary [policy] autonomy or make it more efficient when the exchange 
rates are floating? As far as we know, this question has not been addressed at all in the literature. Indeed, 
it may be irrelevant, because a floating rate already confers monetary policy independence and protection 
against speculative attacks. No tax is needed to meet those objectives.�1 
 

                                                 
1 Suvanto, A, et al, [2000], p 46. 
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In fact, the strengthening of monetary policy autonomy under floating exchange rates is 

Tobin�s main objective with the tax. Had the Finnish researchers read Tobin�s original 

writing on the topic, they would have found a thorough explanation as to why monetary 

policy is not independent even under floating exchange rates:  

 
��the liberation of domestic monetary policy under flexible rates is in large degree illusory. � monetary 
policy becomes, under floating rates, exchange rate policy. The stimulus of expansionary monetary policy 
to domestic demand is limited by the competition of foreign interest rates for mobile funds. Thus much � 
in the limit, all � of the stimulus depends on exchange depreciation and its effects on the trade balance, 
namely on shifting foreign and domestic demand to home goods and services. The depreciation may 
occur all right, but its effects on the trade balance can be perverse for a disconcertingly long short run, 
during which further depreciation perhaps reinforced by speculation, occurs. Meanwhile the effects of 
depreciation on domestic currency prices of internationally trade goods are inflationary ��2 
 

The Finnish study is one of the most extensive reviews done on the effectiveness of a 

Tobin tax. To find such serious lack of insight on this level of expertise reveals a need 

for a clarification of the purpose of a Tobin tax.  

 

 

 

                                                 
2 Tobin, J, [1978], p 155-156. 
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Chapter 2 

THE FINANCIAL MARKET 

 

 

 

 
�HONG KONG CAPITALISM: You have two cows. You sell three of them to your publicly listed 

company, using letters of credit opened by your brother-in-law at the bank, then execute a debt/equity 

swap with associated general offer so that you get all four cows back, with a tax deduction for keeping 

five cows. The milk rights of six cows are transferred via a Panamanian intermediary to a Cayman Islands 

company secretly owned by the majority shareholder, who sells the rights to all seven cows' milk back to 

the listed company. The annual report says that the company owns eight cows, with an option on one 

more.�3  

 

This joke about the Asian financial market illustrates, in a humorous way, the 

complexity of the activities on the global financial market. It also gives an 

understanding of the scepticism held by many people against the obscure financial 

market. 

     

2.1 Historical development  

The development of the global financial market took a major upswing during the oil-

crises that occurred during the 1970s. These crises, which occurred due to oil-price 

escalation, generated large financial surpluses in the oil producing countries. The 

limited possibility to invest the surpluses in the national markets, along with large trade 

deficits in the west, led to the need for circulating the money internationally. In addition 

to this, the Bretton-Woods system of fixed exchange rates broke down and the floating 

exchange rates that followed gave rise to a greater uncertainty in the world economy. 

To cater for currency conversions and to cope with the larger risks involved in trading, 

new financial instruments and markets arose.4  

 

These new financial markets gave companies and governments the opportunity to 

borrow money through issuing bonds and securities directly on the financial market, at 

                                                 
3 http://netec.mcc.ac.uk/JokEc.html 
4 Eklund, K, [1999], p 2-4. 
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lower costs than borrowing from banks. The regulations of capital exchange, 

implemented in the 1930s, became inefficient and easy to avoid due to the development 

of the global financial market and the rapid technological progresses since the 1970s. 

Financial markets were largely deregulated in the developed countries during the 

1980s5. Today, the global financial markets turnover is mind-boggling. In 1998 the 

daily volume of foreign exchange transactions was estimated to US$ 1.5 trillion6. This 

can be compared to the annual world exports of goods and service of US$ 7.5 trillion in 

20007.  

 

2.2 Functions and purposes 

One of the main purposes of financial markets is to fast and efficiently direct savings to 

investments. An efficient allocation of saved capital means that the money will go 

where the expected return, given a certain risk, is greatest. This comparison of different 

investment projects leads to increased productivity in the sense that it promotes an 

effective use of resources. This entire process will lead to higher economic growth. A 

well functioning global financial market will also increase the total amount of 

investments, due to the possibility of borrowing internationally.  

 

Another essential function of the financial market is the possibility for importers and 

exporters to handle risks associated with the trade of goods and services. A classical 

example of this is that of farmers certifying their income through buying the right, but 

not obligation, to sell the harvest at a given price. The point of this is to avoid varying 

incomes due to fluctuations in harvests. Such an operation involves buying a financial 

instrument called a put option. A financial instrument such as this is part of a collection 

of instruments generally called derivatives, which include options, forwards and swaps. 

Forwards involves an agreement between seller and buyer over a future transaction. 

Swaps are a bundle of forwards used to hedge a future stream of payments. The basic 

idea with derivatives is to enable the holder to buy or sell the risk related with an 

underlying asset without trading with the actual asset itself.8 This allows companies to 

                                                 
5 This segment is largely taken from Eklund, K, [1999]. 
6 Bank for International Settlements estimates for April 1998, (Dimand, R,W, Dore, H,I, [2000].) 
7 Suvanto, A, et al, [2001], p 15. 
8 Germain, L, [1997], p 259-264. 
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focus on their main activities, instead of having to divert resources to evaluate risks 

connected with their transactions.9  

 

2.3 Policy issues 

The development of the global financial market has led to an extensive financial 

integration between countries. Cross-border transactions in bonds and equities have 

increased substantially. In Germany and the United States they have increased from 4-5 

percent of GDP in 1975 to over 200 percent in 199710. The opportunity for financial 

capital to move fast and freely between national economies, depending on estimated 

risks and returns, places a restraint on economic policies.  

 

Economic policies can be used to affect the general demand in an economy. This can be 

desirable when the economy is experiencing a recession or a boom. In a recession, 

demand may need to be increased in order to decrease unemployment. In a boom, 

demand may need to be decreased in order to decrease inflation. The use of economic 

policies for these purposes is called stabilization policy, since it aims to stabilize the 

economy and prevent the extreme highs and lows in economic activity occurring during 

booms and recessions. There are two different policy means for pursuing this aim. 

These are fiscal policy and monetary policy. Fiscal policy seeks to affect demand 

through increasing or decreasing public investments, such as road constructions and 

welfare measures. Monetary policy attempts to affect demand through interest rate 

changes. A low interest rate will increase consumption through reduced return from 

savings. It will also increase investments for the same reason. A high interest rate will 

have the opposite effects.  

 

Fiscal policies, resulting in budget deficits and loan financing, have to comprise a long-

term strategy that is trustworthy. Otherwise the country will risk loosing its 

international credibility, which may cause a capital outflow. Such an outflow can be 

very expensive and damaging for a country�s economy. The usual response to curtail 

the outflow is to raise the interest rate. High interest rates can be damaging for the 

                                                 
9 Eklund, K, [1999], p 4. 
10 Angelis, M, [1999], p 1. 
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domestic economy and even result in an economic crisis in the country, if the capital 

outflow continues.  

 

Monetary policy, the use of interest rates and money supply alterations to affect 

demand, is also to a large extent disciplined by financial integration and capital 

mobility. A reduction in the interest rate by the central bank, with the intention of 

boosting the economy, might cause a capital outflow and a subsequent fall in the 

exchange rate. A depreciation of the exchange rate makes the country�s exports cheaper 

and could hence boost the export sector�s activity. However, it will also make imports 

more expensive and thereby increase the inflation rate.11 This will in turn decrease the 

real interest rate, causing additional capital outflow and further depreciation of the 

currency. Eventually the currency will start to appreciate, due to increased demand for 

the country�s exports. However, a strict monetary policy might also be necessary to 

further strain the high inflation. Tobin�s view is that monetary policy for stabilisation 

purposes should focus on affecting domestic consumption, savings and investments 

through interest rate adjustments. He does not agree with the Classical view that 

monetary policy is effective under floating exchange rates because of the high inflation 

that follows in its path. As will be explained in chapter 3, a Tobin tax would allow 

interest rate adjustments to take place without a subsequent change in the exchange rate. 

This would, according to Tobin, increase the effectiveness of monetary policy for 

stabilisation purposes under floating exchange rates.  

 

Under a floating exchange rate regime and free capital movements, the interest rate of a 

country is restricted by the foreign interest rates. The domestic interest rate of a country 

cannot differ from that of the rest of the world, other than what is motivated by future 

exchange rate expectations and the political and economic uncertainty associated with 

the country. Exchange rate expectations refer to the future expected exchange rate 

change. For example, if the exchange rate is believed to depreciate during a planned 

investment time period, then the interest earned must compensate for this reduction of 

the real interest rate. Thus, the domestic interest rate will differ from the foreign with a 

percentage corresponding to the expected exchange rate change. Uncertainties 

                                                 
11 The extent to which these effects will take place depends on the countries dependency on imports 

contra exports. 
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associated with a country concern the future economic developments in the country, 

involving factors such as policy measures and industry structure. Uncertainties are 

reflected in a risk premium in the form of a percentage added to the domestic interest 

rate. The risk premium shows the extra yield an investment in the country would have 

to give to be chosen before some other investment elsewhere, without these 

uncertainties. These relationships are expressed in equation 2.1. 

 

r = rf + ė + α         (2.1) 
 

r = Domestic interest rate  

rf = Foreign interest rate  

ė = Expected exchange rate change  

α = Risk premium  

 

Another important factor influencing the effectiveness of monetary policy is the 

economic policies adopted by the rest of the world. The United States current interest 

rate reduction has been followed by demands that the European central bank should 

lower their interest rate as well12. This would reduce the risk for capital outflow from 

the United States.  

 

It is consequently hard for a country to enforce a different economic policy than that 

being pursued in the rest of the world. This policy issue represents one of the main 

criticisms against the unrestricted and fast moving global financial market. However, 

this restriction of economic policies is not always viewed as a negative aspect of the 

financial market. The reason for this is that it keeps countries from adopting 

economically unsound policies that would be damaging to both the national and 

international economy in the long run.13 

 

2.4 Operation of the financial market 

There is a wide range of agents, with different agendas, operating on the financial 

market. A large part of these agendas involve risk hedging. As explained above, this is 

                                                 
12 Björklund, M & Hedström, I, [2001]. 
13 Eklund, K, [1999], p 11. 
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the practice where companies secure future trade transactions against exchange rate 

fluctuations and other risks. The other, much debated, agenda is that of the speculator. 

A speculator is an agent who attempts to make profits through buying assets or 

currencies with the intention of selling them after the price has gone up. The 

behavioural patterns of speculators and whether they are necessary for a well 

functioning financial market, is an important issue when analysing the effects of 

proposed regulations such as financial transaction taxes (i.e. a Tobin tax). To address 

these issues we will look at the two fundamental theories of the operation of financial 

markets.  

 

The basic difference between the two theories concerns the question whether future 

outcomes on the financial market are predictable or not. A well-established view among 

economists is that the market functions in accordance with the classical theory of 

efficient markets. This theory assumes that the financial market is highly efficient. The 

basic idea here is that the price of an asset reflects all available information relevant for 

the evaluation of the asset.14 In other words, the price will always represent the true 

value of the asset. From this follows that future values of assets can be calculated from 

market fundamentals (i.e. real economic circumstances). A term often used for this type 

of fully predictable system is an ergodic system. Under such circumstances the spot 

market evaluation is always correct, hence speculation will only occur when there is a 

temporary divergence of prices from estimated real values. In this case speculators will 

have a stabilising effect on prices, since they will sell if prices are too high and buy if 

they are too low15.  

 

Figure 2.2 shows how the market will adjust towards the market fundamental level after 

some external chock has driven the market to a temporary disequilibrium. Path 2 shows 

the market fundamental level and paths 1 and 3 show the adjustment process from some 

disequilibrium points. 

 

 

     

                                                 
14 Cooper, I, [1997], p 23. 
15 Davidson, P, [1998], p 647. 
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Figure 2.1 The ergodic view. 
Source: Own application of Scarth, W, M, [1996], p 125. 

 

The opposing view to the efficient market theory is the non-ergodic theory. According 

to this uncertainty view, current information can never be expected to provide a reliable 

basis for calculations of future outcomes16. This theory explains why asset prices do not 

always reflect the true value derivable from market fundamentals. The explanations for 

these divergences are mainly psychological. Agents on the financial market are, besides 

market fundamentals, also affected by what other agents on the market are doing. An 

investment trend towards a certain industry or region can cause a bandwagon effect 

where a large amount of agents follow a market trend, which may not be completely 

justified by market fundamentals17. In this way the agents on the market can in 

themselves create future outcomes that could not have been predicted from market 

fundamentals. This bandwagon effect does not only involve single speculators going 

where the wind blows, it also involves institutional agents concerned with producing a 

result in par with or better than the market index. If the main part of the institutional 

investors on the market invests in a certain industry or region then, with fear of 

producing a lower result than the market index, the remaining agents tend to follow the 

trend even though they might see more promising opportunities elsewhere18.  

 

                                                 
16 Davidson, P, [1998], p 654. 
17 Davidson, P, [1998], p 646. 
18 Eklund, K, [1999], p 16. 

1.

2. 

3.

Price

time
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Figure 2.3 shows the possible paths the market can take, from a given point in time, in a 

non-ergodic model. Path 2 shows the market fundamental level and paths 2 and 3 

illustrate how market prices can deviate from fundamental levels due to interaction 

effects among agents.      

 

 

 

 

 

 

 

 

 

 

Figure 2.2 The non-ergodic view. 
Source: Own application of Scarth, W, M, [1996], p 126. 

 

The differing conclusions from each theory are that in the efficient market theory the 

market will always return to the predictable equilibrium after temporary divergences, 

while in the non-ergodic theory there are several possible equilibrium outcomes from 

any given point in time. These conclusions are interesting because they provide 

different explanations to the existence of volatility, which is discussed in the next 

section.  

 

2.5 Volatility and speculators 

Volatility refers to the fluctuations occurring in asset prices and exchange rates on the 

financial market. These fluctuations are generally considered as something damaging to 

economies. Large fluctuations in exchange rates can have effects on the real economy 

of countries. It will affect import and export prices as well as domestic interest rates, as 

discussed in section 2.3. Stability on the financial market is therefore desirable.  

 

The cause of volatility is a widely debated issue. The efficient market theory ascribes 

volatility to external disturbances such as oil crisis and political changes that can cause 

temporary disequilibriums (where prices do not fully reflect market fundamentals). This 

Price

time

1.

2.

3.
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theory assumes that the market strives towards an equilibrium reflecting the real 

economic values on the market. When market prices diverge from market fundamentals, 

speculation will ensure that prices are returned to the correct equilibrium. According to 

this theory, speculation will cater for stable prices.  

 

In the non-ergodic theory volatility is, apart from external disturbances, also ascribed to 

bandwagon effects among market agents. This theory assumes that the market is not 

striving towards an equilibrium reflecting only market fundamentals. Prices are also 

believed to reflect psychological and trend effects among agents. Due to the uncertainty 

and unpredictability of such effects, markets have the potential of ending up in many 

different equilibriums. In this model, speculation can cause large deviances from market 

fundamentals. Such movements are known as speculation bubbles, illustrated by path 1 

in figure 2.2. This means that speculation can have a destabilizing effect on prices and 

therefore cause volatility on the market. 

 

Tobin, among others, believe in the non-ergodic theory and therefore ascribes volatility 

to short-term speculation that tends to follow market trends with little relation to the 

underlying real economic value of the asset. Whether this view of short-term capital 

movements is correct depends on how one assesses the behaviour of speculators. One 

view described by the former World Bank chief economist J.E. Stiglitz, and held by 

Tobin among others, is that speculators can be divided into two groups19. The first one, 

called noise traders, are said to be irrational agents using the global financial system as 

a casino. These traders disregard market fundamentals in their belief that they can �beat 

the market� and make profits where there are no fundamental basis for such profits. The 

�gambling� of these agents cause volatility. The other, much smaller, group consists of 

rational agents with extensive knowledge of market fundamentals. These agents 

counteract, and feed of, the irrational fluctuations caused by the first group and as a 

consequence the market may be returned to the correct equilibrium (as advocated by the 

efficient market theory). 

 

A conclusion that can be drawn from Stiglitz view is that because speculators both 

cause and counteract volatility, they are on a whole unnecessary for a well functioning 

                                                 
19 Davidson, P, 1998, p 651. 
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financial system. This conclusion is not in accordance with two of the main purposes of 

the financial market as described in section 2.2, namely risk spreading and efficient 

investment allocation. Without the liquid20 market provided by risk taking speculators, 

it would be harder for risk avert agents to spread their risks. Furthermore, the liquid 

market provided by speculators ensure the possibility for agents to easily enter and exit 

between different investments and hence allowing funds to be allocated to the most 

productive investments. Tobin�s view on the issue of efficient investment allocation is 

addressed in section 4.4.  

 

2.6 Financial crisis 

One of the most publicly known and feared attributes of the financial market is its 

ability to cause currency crises, which can lead to financial crises affecting whole 

economies. In these cases, agents on the financial market withdraw funds from a 

country in a very rapid and sometimes panic like manner. The effects on the national 

economy of the country struck by such a capital outflow is often devastating. The 

question of interest here concerns the triggering causes of such processes. A much-

debated issue is whether crisis can be traced to market fundamental weaknesses, or if 

they are the result of speculative bubbles. The truth is probably a combination of both. 

A speculation bubble can cause real effects on national economies. However, the extent 

of the damage caused when the bubble bursts depends on how well-managed the 

national economy of the affected country is. High credibility (see section 2.3), 

attainable through low inflation, sound state finances and low foreign debts, will reduce 

the extent of the crisis.21  

 

A recent example of a severe financial crisis affecting the global economy is the Asian 

crisis of 1997-98. Market fundamentals had a significant role in this crisis. It started off 

with a large optimism among investors around the world towards the fast growing and 

promising economies of Southeast Asia. This caused a very large capital inflow into the 

region, resulting in an unrestrained expansion of industries. The optimistic atmosphere 

and booming economy concealed underlying flaws in the national economies. The 

                                                 
20 A liquid market is a market with a large amount of buyers and sellers, ensuring the possibility to buy 

and sell any asset instantaneously. 
21 Eklund, K, 1999, p 19-22. 
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problems involved overvalued currencies, lots of badly covered loans, lack of 

transparency in the financial sector and trade balance deficits. When the fragile 

conditions of the economies became apparent, the bubble burst and a huge capital 

outflow followed. The crisis spread to other parts of the world, inflicting heavy pressure 

on countries in South America and leading to the Russian crisis in August 1998.22      

 

 

 

                                                 
22 Soros, G, 1998, p 160-198. 
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Chapter 3 

THE TOBIN TAX 

 

 

 

 

Professor James Tobin�s proposal for an international monetary reform, in the shape of 

a Tobin tax, was first presented in a lecture at Princeton in 1972. It did not attract much 

attention at that time, but was further addressed in an article by Tobin in The Eastern 

Economic Journal in 1978. Until the 1990s the proposal received only limited attention 

in economic literature. Due to a series of currency crisis and the emergence of the 

international A.T.T.A.C. movement, it has recently enjoyed a revival. This chapter 

describes the background, purpose and design of the Tobin tax, as advocated by James 

Tobin.  

 

3.1 Background 

The breakdown of the Bretton-Woods system spurred a discussion regarding exchange 

rate regimes. One problem with the fixed exchange rates was the balance of payment 

adjustment mechanisms, which forced countries to take loans to finance trade deficits. 

Another difficulty related to fixed exchange rates was the liquidity problem caused by 

the need of foreign currency reserves to uphold the exchange rate. The transition to 

floating exchange rates made balance of payments adjustments more smooth. When the 

exchange rate is allowed to move, balance of payments deficits or surpluses will be 

worked out through depreciation or appreciation of the currency (which affects exports 

and imports).  

 

However, Tobin claims that the debate on exchange rate regimes obscures the essential 

problem of the international monetary system. According to Tobin, it is the excessive 

international mobility of private financial capital that is the main problem. The trouble 

originated in the establishment of complete convertibility among currencies and the 

deregulation of financial markets. This enabled financial capital to quickly move from 

one country to another, seeking the highest return. The limiting effect this has on the 

economic policies of a country was described in Policy issues in chapter 2.  
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A more thorough analysis of the effects of internationally mobile financial capital can 

be made from the fact that financial markets adjust much more quickly to international 

price signals, than goods and labour markets do. This means that exchange rates (which 

is a price on the financial market) will adjust much quicker to changes in global demand 

and supply of goods and services, than national labour wages and prices of goods and 

services will.23 An increased demand for a specific export sector of a country will 

generally lead to an appreciation of the country�s exchange rate, instead of an increase 

in the relative prices in the sector. The currency appreciation will affect the whole 

economy of the country, hence causing unwanted side effects24 on other sectors of the 

economy. This process is a fact that is hard to change and Tobin does not intend to do 

so. Instead he focuses on increasing the effectiveness of the means for coping with the 

side effects such as unemployment or inflation. The use of monetary policy to deal with 

the side effects will, under floating exchange rates, change the exchange rate and 

thereby risks causing the same side effects as mentioned above. Tobin writes that 

�when some markets adjust imperfectly [goods and labour], welfare can be enhanced by 

intervening in the adjustment of others [financial market]�25. He therefore believes that 

there is a need to restrain short-term capital movements, and thereby allow interest rate 

adjustments to take place without a simultaneous exchange rate change and the 

following side effects of that.  

 

Tobin sees two solutions to the problems caused by capital mobility. The best solution 

would be a total global economic integration with a common currency and common 

economic policies. In such a world, capital movements could not cause the negative 

disturbances originating from fluctuations in exchange rates. However, under a 

common currency, the possibility of exchange rate adjustments in response to balance 

of payment pressures would not be possible. The solution to regional depressions 

therefore requires that labour can and will move to areas of high demand, along with a 

                                                 
23 Tobin, J, [1978], p 154. 
24 Export sectors that are not experiencing the increased demand will suffer from the currency 

appreciation, since their exports will become more expensive. This could, at least in the short run, lead to 

unemployment before the high demand export sector starts to expand. In the case of a depreciation of the 

currency the import sector will suffer and inflation will rise. These issues were discussed in section 2.3. 
25 Eichengreen, B, Tobin, J, Wyplosz, C, [1995], p 164. 
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well functioning price mechanism.26 Clearly, this solution lies far into the future. 

Because of this, Tobin proposes an alternative solution consisting of a tax on currency 

transactions. The tax would create a greater financial segmentation between nations, 

creating a larger space for national monetary policies. Since the tax would apply both to 

transactions into and out of a currency, the gains from short-term roundtrips27 would 

decrease while long-term investment activities would be less bothered.  

 

Tobin�s view of short-term capital movements as dispensable comes from his non-

ergodic view of the financial market. He thus believes that the price signals on the 

financial market are a poor basis for investment allocations, economic policies and 

production choices28. This is the reason why he thinks it is necessary to �throw some 

sand in the wheels of our excessively efficient international money markets�29. 

 

3.2 Purpose 

The purpose of the Tobin tax is to curtail the short-term capital movements that, to a too 

large extent, restrict the monetary policy autonomy of countries. The problematic 

effects of monetary policy under floating exchange rates were described in section 2.3. 

Tobin�s view is that �monetary policy becomes, under floating rates, exchange rate 

policy�30. It is this bond between interest rate and exchange rate that Tobin seeks to 

loosen.  

 

The purpose of the tax is not to prevent currency crisis, for this it is a to minor 

obstacle31.  

 

                                                 
26 Dimand, R,W, Dore, H,I, [2000], p 524. 
27 The term roundtrip refers to transactions into and out of a foreign currency with a short or long time-

span in between.  
28 As described in section 2.4, prices are not assumed to reflect market fundamentals and can therefore 

not service as a reliable guide for economic decisions.   
29 Tobin, J, [1978], p 154. 
30 Tobin, J, [1978], p 156. 
31 The reason for this is explained in section 4.1. 
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3.3 Design 

The design of the tax is important for the effects it will have and for its efficiency in 

accomplishing the intended results.  

 

3.3.1 What will be taxed? 

Tobin proposes an internationally uniform tax on �all purchases of financial instruments 

denominated in another currency � from currency and coin to equity and securities�32. 

In other words, the Tobin tax will target all purchases and sales of foreign currencies.  

 

3.3.2 Size of the tax 

The tax would be an ad valorem tax, thus proportional to the size of the transaction. 

Tobin has only briefly commented the actual percentage rate of the tax. In the original 

proposal he gives an example of a one percent tax rate. Later additions mention tax 

rates between 0.1 percent33 and 0.5 percent34. The following example illustrates how 

short-term roundtrips are more affected by the tax than long-term roundtrips. A one 

year roundtrip, under a 0.5 percent tax rate, gives a total tax of one percent of the entire 

transaction value. If the roundtrip were conducted quarterly, the tax rate would translate 

to an annual rate of four percent. 

  

3.3.3 Revenues 

Tobin did not make any estimates of the revenues raised by the tax and did not put 

much emphasis on the issue either. The reason for this is that the revenue is simply a 

side effect of the tax, and not important for its purpose. Other contributors have 

estimated the revenues to be between 70 and 175 billion dollars annually35. The 

difficulty in calculating the revenues lies in estimating how much the tax base (total 

turnover) will diminish, since a reduced tax base will result in lesser revenues. 

 

                                                 
32 Tobin, J, [1978], p 159. 
33 Raffer, K, [1998], p 533. 
34 Eichengreen, B, Tobin, J, Wyplosz, C, [1995], p 164. 
35 Eklund, K, [2001], p 7. 
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The tax revenues could, according to Tobin, be paid into the IMF36 or the World Bank. 

Others have suggested that the revenues should go to everything from tax cuts to third 

world aid.  

   

3.3.4 Implementation 

An essential aspect of the Tobin tax is the global implementation required for reaching 

the intended result. Tobin states that the tax would be �administered by each 

government over its own jurisdiction�37. Major banks would, under the surveillance of 

national regulatory authorities, have a significant role in the enforcement of the tax. 

Global surveillance of national enforcement could be made by multilateral agencies 

such as IMF or BIS38.  

 

One of the main criticisms against the tax is that it would be very difficult to implement 

globally, due to disagreements between countries. If some countries refused to 

implement the tax, geographic tax evasion would be a problem. Tobin has responded to 

such critiques by reminding that ��another organisation, the GATT39, has succeeded 

rather well at enforcing much more complex rules of international economic conduct�40. 

 

The multitude of financial instruments available today might also be a source of tax 

evasion, as traders change to instruments that are more complex and thus more difficult 

to tax41. But, as Tobin points out, �since these will not be costless either, the main 

purpose of the plan will not be lost�42.  

 

 

 

                                                 
36 IMF is short for International Monetary Fund. 
37 Tobin, J, [1978], p 158. 
38 Eichengreen, B, Tobin, J, Wyplosz, C, [1995], p 165. 
39 GATT: General agreement on tariffs and trade. Currently the WTO (World Trade Organisation). 
40 Eichengreen, B, Tobin, J, Wyplosz, C, [1995], p 166. 
41 Eklund, K, [2001], p 5-6. 
42 Tobin, J, [1978], p 159. 
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Chapter 4 

EFFECTS OF THE TOBIN-TAX 

 

 

 

 

This chapter analyses the effects a Tobin tax would have on a few important parts of the 

global financial market. To examine these effects is a complicated process that does not 

always result in a single conclusion. 

 

4.1 Effects on volatility 

The Tobin tax�s effect on volatility is uncertain. Clearly the tax would increase the 

transaction costs and, due to this, to some extent decrease the liquidity of the market. In 

other words, higher transaction costs are likely to reduce the total turnover on the 

financial market. However, there are no empirical data showing that volatility is related 

to turnover. The volatility on the financial market has been largely the same since the 

1970s, despite large increases in the currency trade volume43. Hence, there does not 

seem to be any relationship between turnover and volatility.  

 

A reasonable consequence of the tax is that it would implement limits within which no 

transactions would take place. This effect is shown in figure 4.1. The pre-tax exchange 

rate line in the figure shows fluctuations in the exchange rate that would no longer take 

place under a Tobin tax. However, when the profitability of a transaction reaches the 

point where it exceeds the cost of the tax (outside the tax limits in figure 4.1), a large 

amount of transactions would take place at once. This is likely to lead to larger 

fluctuations in exchange rates, thereby increasing the volatility on the market. For 

simplicity, this effect is not shown in the figure. Since the tax would not prevent 

transactions with a profitability higher than the tax rate, it would not offer protection 

against speculative attacks where the expected profits are much higher than the tax rate. 

 

 

 

                                                 
43Eklund, K, [2001], p 1-2.  
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Figure 4.1 The Tobin tax’s effect on volatility.  

 

The no-transaction span created by the tax would allow a larger interest rate difference 

between countries. This would give more room for monetary policies, which could lead 

to more stable44 national economies and thereby less speculation over future variations 

in exchange rates.  If this were the case, the exchange rate volatility should be reduced. 

However, if the increased room for monetary policies does not succeed in creating more 

stable economies, the volatility is likely to increase. 

 

4.2 Speculators 

Short-term roundtrips into other currencies would be most affected by the tax, this 

effect was described in section 3.2.2. To conclude that short-term speculation, to some 

extent, would be deterred by the tax is therefore correct. Tobin views speculators as 

having a destabilizing effect on prices. Critics of the Tobin tax often have the opposite 

view that speculation helps stabilize prices. Whether speculation is stabilizing or not is 

not relevant for the tax�s success in creating greater monetary policy autonomy for 

countries, since this goal does not depend on a reduction of volatility.45 The tax�s means 

to achieve its purpose is through elimination of capital movements between currencies 

                                                 
44 A stable economy refers to an economy that does not experience high unempolyement or high inflation 

depending on the business cycle. In relation to this, see section 2.3 for an explanation of stabilization 

policy. 
45 Eichengreen, B, Tobin, J, Wyplosz, C, [1995], p 165. 

Exchange rate 

time 

Market fundamental exchange rate 

Upper tax limit  

Lower tax limit 

Pre-tax exchange rate 
fluctuation 

No-transaction area 



 23

due to small interest rate changes. This would be accomplished regardless of the tax�s 

effect on volatility.  

 

4.3 Effects on trade 

However, speculation is not the only agenda behind short-term roundtrips. Risk 

spreading and hedging of goods and service trade contracts also involve short-term 

roundtrip transactions.  

 

It has been suggested that a real trade transaction may involve four or more hedging 

financial transactions. When an importer or exporter engages in a trade contract with a 

foreign partner, there is usually a time lag between agreement over price and delivery 

and actual time of payment. During the time between agreement and payment, the 

exchange rates may change which could render the trade transaction more expensive for 

one of the parts. To deal with this uncertainty over incomes and expenditures, the 

parties can use the forward exchange market to financially protect themselves against 

fluctuations in exchange rates. On the forward market a company can obtain the right to 

sell or buy a certain sum of the foreign currency at a predetermined rate and time. This 

operation is made through a bank. The company has now transferred the currency risk 

to the bank, which in turn needs to deal with it. This will be done through swap 

transactions with other banks. The risk hedging of the international trade transaction has 

now resulted in at least four financial transactions, which would be taxed under a Tobin 

tax. This means that a real trade transaction may be taxed four times, while a 

speculative financial transaction only would be taxed twice.46  

 

Tobin recognizes that the tax would impede on real trade transactions, but claims that 

�it would be too small relative to ordinary commercial and transportation costs, to have 

much effect on commodity trade�47. He also takes into account that the margins on the 

financial market has decreased since the 1970s, and now recommends a tax between 0.1 

and 0.25 percent48. Even though global trade to some extent would be reduced, Tobin 

                                                 
46 Davidson, P, [1997], p 678-679. 
47 Eichengreen, B, Tobin, J, Wyplosz, C, [1995], p 165. 
48 Raffer, K, [1998], p 533. 
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still believes that the losses incurred from reduced trade would be outweighed by the 

benefits from greater monetary policy autonomy.  

 

The need for risk hedging in goods and service trade transactions comes from the 

uncertainty over future developments of economic factors, mainly exchange rate 

changes. As described in section 4.1, the Tobin tax could provide for more stable 

exchange rates. If this were the case, then the need for insurance against exchange rate 

changes would be reduced. In this case the tax might not affect trade as much as 

otherwise. 

   

4.4 Effects on investment 

As Tobin claims, long-term investments are not likely to be very deterred by the tax49. 

This is because such investments usually involve larger profit margins than short-term 

capital movements. If the profit margin is large, the deterrent effect of the tax would be 

smaller. However, the fact remains that in competition with domestic investments, the 

yield of a foreign investment has to outweigh the roundtrip effect of the tax.  

 

Regarding the question of a liquid market (discussed in section 2.5) providing for a fast 

entry/exit possibility between investments and thereby an effective investment 

allocation, Tobin provides an interesting point. The tax would increase the cost of 

switching between investments in different currency areas and should therefore reduce 

the effectiveness of investment allocations. However, Tobin claims that the since the 

price signals on the financial market do not reflect market fundamentals in a correct 

way, they are a poor guide for investment allocations and he therefore sees little harm in 

this effect.  

 

4.5 Who pays the tax?  

As previously explained, agents involved in short-term currency transactions would pay 

the largest part of the tax burden. Banks are the main agents making these transactions. 

However, there may be a lot of companies and consumers indirectly engaged in these 

transactions. Banks, fund managers and other financial institutions often act on behalf 

of companies and consumers for the purpose of insuring trade and manage savings. 

                                                 
49 Tobin, J, [1978], p 155. 
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Increased costs for institutions to carry out such tasks would probably be transmitted to 

the clients in the form of higher fees.  

 

4.6 Monetary policy autonomy 

If the Tobin tax was implemented, the formula for domestic interest rate described in 

section 2.3 would be extended with an additional variable accounting for the Tobin tax, 

as shown in equation 4.2.  

 

r = rf + ė + α + β        (4.2) 
 

r = Domestic interest rate  

rf = Foreign interest rate  

ė = Expected exchange rate change  

α = Risk premium  

β = Tobin tax 

 

Assume, for simplicity, that there is no expected exchange rate change and no risk 

premium. Then the domestic interest rate span can be calculated from the foreign 

interest rate and the Tobin tax rate. If, for example, the foreign exchange rate is five 

percent and the Tobin tax is 0.2 percent, then the one year domestic interest rate of the 

country can vary between 4.6-5.4 percent without motivating interest arbitrage 

activity50. This means that an interest rate change within the limits of the span would 

not affect the exchange rate.  

 

The Tobin tax thus gives governments the possibility to, without affecting the exchange 

rate, use interest rate adjustments for the purpose of affecting domestic consumption, 

savings and investments. However, the tax would not make countries independent of 

foreign interest rate levels. The policy autonomy would only apply within the tax span. 

Adjustments outside the span would still inflict the traditional exchange rate effects. 

 

                                                 
50 Upper limit calculation: 5+0.2+0.2=5.4 

   Lower limit calculation: 5-0.2-0.2=4.6 

The Tobin tax of 0.2 percent is added/subtracted twice due to the roundtrip effect.  



 26

The size of the interest rate span created by the Tobin tax will depend upon the size of 

the tax rate. For example, a one percent tax would give an annual domestic interest rate 

span of +/- 2 percent. In the example with a foreign interest rate of 5 percent, the one-

year domestic interest rate could vary between 3-7 percent. Under a 0.1 percent tax rate 

the span would be substantially smaller, varying only between 4.8-5.2 percent.51 The 

usefulness of the span created by the tax is uncertain. Suvanto et al claims that the span 

created by a tax between 0.1-0.25 percent would not be sufficient to give an evident 

effect on consumption and investment. Tobin obviously disagrees with them and the 

issue contains an important subject for future studies.   

                                                 
51 Suvanto, A, et al, [2000], p 55. 
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Chapter 5 

CONCLUSIONS 

 

 

 

 

To draw conclusions of the Tobin tax�s effects on complex phenomena such as trade, 

volatility and monetary policy is difficult due to the ambiguous interaction effects 

appearing when these are studied closely. It is thus hard to say for sure what the effects 

on a specific activity would be, since this always depends upon how related factors are 

affected. 

 

5.1 Volatility 

It is obvious that capital movements with a profitability less than the roundtrip tax rate 

would cease. Since currency speculation is usually short-term, it would be reduced. The 

extent of this reduction depends on the size of the tax rate. Larger rates would have a 

more deterrent effect.  

 

Capital movements with the purpose of interest arbitrage would require a larger interest 

rate difference to be profitable. Such activity would therefore also be effectively 

deterred within the span of the tax.  

 

The reduction of short-term capital movements could increase the volatility on the 

financial market. This is due to the more large-scale movements that would take place 

when the profitability exceeds the roundtrip tax rate. However, the increased monetary 

policy autonomy created by the tax could provide for more stable national economies, 

which would reduce speculation over future variations in exchange rates. Such a 

development could reduce volatility. 

 

The effect on volatility is thus dependent on whether the tax would increase or decrease 

the uncertainty on the financial market. 
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5.2 Trade 

Since the international trade of goods and services involve currency transactions, it 

would not be unaffected by the Tobin tax. In fact, trade might even be more restrained 

by the tax than pure financial transactions. The reason for this is that a real trade 

transaction can involve four or more hedging financial transactions, with the purpose of 

insuring against various risks. Hence, as a result of increased transaction costs, trade 

would probably be reduced by a Tobin tax. However, if the tax would lead to increased 

stability in exchange rates, the need for risk hedging would decrease and trade might 

not be affected to the same extent. The effect on trade therefore also depends upon 

whether the tax would increase or decrease the uncertainty on the financial market. 

 

5.3 Monetary policy autonomy 

The Tobin tax would create an interest rate span in which interest rate adjustments 

could be made without the infliction of a following exchange rate change. This would 

increase the monetary policy autonomy of countries. It would thus give governments 

the opportunity to affect domestic savings, consumption and investment without 

causing the negative effects connected with an exchange rate change. Increased 

monetary policy autonomy is Tobin�s main intention with the tax and this purpose has 

often been overlooked or misunderstood in previous studies of the tax. 

 

How large the interest rate changes would have to be to result in a noticeable effect on 

the mentioned variables is uncertain. Tobin�s original proposal of a one percent tax, 

with a corresponding interest rate span of +/- 2percent, would likely provide for a 

meaningful monetary policy autonomy. However, the significantly smaller tax rates 

between 0.1-0.25 percent discussed today would generate a much smaller interest rate 

span. Whether this would be sufficient for the practise of an effective monetary policy 

is less certain.  

 

 5.4 Final words 

A key factor for the evaluation of the tax�s effects on trade and volatility has appeared 

to be the effectiveness of the monetary policy autonomy created by the tax. If the 

increased capacity of monetary policy would result in a more stable economic climate, 

the tax�s effects on trade and volatility would be favourable. In this case Tobin�s 

ultimate goal with the tax, to increase the welfare of countries, would be achieved.  
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The authors� conclusion about the Tobin tax is that the idea offers a somewhat dated 

solution to the problem of free capital movements. The reason for this is that the tax rate 

required for creating a meaningful interest rate span would risk damaging the needed 

functions of the financial market to a too large extent.  

 

Further studies of the Tobin tax should focus on the potentiality of monetary policy 

autonomy under a small interest rate span.  
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