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The Asian crisis and other recent turmoils in world financial markets have revived the 
debate on the pros and cons of the Tobin tax. Two questions arise. Is the plan 
desirable? Is it feasible? 
 
Initially, the proposal made by Nobel-laureate James Tobin in the 1970s intended to 
slow foreign currency speculation by imposing a small tax on foreign exchange 
transactions. These days, its proponents usually add a second element: to use the 
proceeds to reduce poverty in the world. There are estimates by the European 
Commission that a turnover tax of 0.01 per cent to 0.1 per cent would generate 
between $20bn and $200bn a year. 
 
Start, then, with desirability. There is widespread agreement that in facilitating the 
price discovery process and adding the liquidity needed to guarantee smooth 
continuous trading without large disruptions and price variations speculation is 
essential to efficient markets. But, there is equal unanimity that the rising severity and 
frequency of international financial crises, and especially the group of countries 
concerned, in recent years poses a particular problem: In contrast to the earlier 
currency crises, more recent ones are usually  not rooted in, and widely limited to, 
industrial countries but, above all, concern developing countries and emerging 
economies for which the consequences are much harder to bear.  
 
The question is how to solve this problem. A tax on foreign exchange transactions, to 
put it bluntly, is not the right way. In order to see why we have to ask what is known 
about those trades and about the alleged  market volumes on which calculations of 
tax incomes are based.  
 
There are two aspects. The first is availability of data. The only coherent source of 
information on market volumes is a survey conducted every three years by central 
banks and monetary authorities of countries with large and medium-sized foreign 
exchange markets under the auspices of the Bank for International Settlements. But, 
those represent only a small fraction of total foreign exchange business worldwide 
and allow only a momentary glimpse at a market which is permanently in motion and 
where actors,  amounts,  and types of transactions can vary considerably from month 
to month. Participants are asked to report all arm's-length trades which means trades 
in which the dealer is indifferent as to the counterparty. For example, not included are 
in-house deals and deals with other offices of the same institution. Excluded are also 
deals of large globally operating firms within private corporate networks "bypassing" 
banks. 
 
The second aspect concerns tracking. An earlier argument against the Tobin tax was 
that it would be impossible to implement it without the agreement of almost every 
conceivable jurisdiction. But, a more recent one says that with growing use of real-
time-gross-settlement (RTGS) payment systems involving a limited number of 
money-centre banks worldwide this seems no longer valid. The latter argument, 
however, unveils a fundamental ignorance of the mechanics of foreign exchange 



trading: It is not the location of payments that matters in this context, but the deals 
behind – and the two are not the same. 
 
The foreign exchange market is largely an interbank market (Table 1). In London, the 
world's biggest centre of foreign exchange trading, in 2001 interbank trades 
accounted for an estimated 68 per cent of total turnover and trades with other 
financial institutions for another 27 per cent. Most of those trades are short-term spot 
transactions and swaps (Table 2).  
 
A spot transaction is an exchange of two currencies for settlement within two 
business days. Due to established customs, when a currency is bought or sold spot 
in the interbank market, no accounts are debited or credited, that is no money 
actually changes hands, until maturity, and  it is only the difference, i.e. the gain or 
loss, that has to be paid and settled.  
 
A swap is an exchange of two currencies for a specific period and a reversal of that 
exchange at the end of the period consisting either of a combination of a spot and a 
forward leg or of two forward trades with different maturities.  
 
For example, in a euro/dollar spot against forward swap transaction the euro is 
bought (sold) for in two days at an agreed spot rate and simultaneously sold (bought) 
back for a later date. Swaps give the dealer a high degree of flexibility which is one 
reason why their volume has risen so much in recent years and even replaced the 
spot market as the biggest foreign exchange market segment:  
 
Expecting a rise (fall) in the exchange rate a dealer may buy (sell) a currency spot 
and then, if expectations do not fulfil in time or prospects continue to look favourable, 
prolong the position by a swap. The initial spot position is closed with the spot leg of 
the swap – and immediately reopened with the forward leg. The process can be 
repeated again and again. Each time, the forward position from one swap is closed 
with the spot leg of the next one and, again, reopened immediately with the forward 
leg, and so on. In all these cases, accounts are only credited or debited with the 
difference, i.e. the gain or loss occuring once a position is closed.  
 
The policy lessons from these market technicalities are twofold. 
 
First, the lack of information and transparency in the market calls for a modest 
approach, preferably involving the banks themselves in appealing to their overall 
responsibility. In particular in the realm of international finance, there are many cases 
of voluntary self-restraint that may serve as a template. Examples are the Model 
Code of the international association of foreign exchange dealers  (the ACI or 
Association Cambiste Internationale) or, more recently, the Wolfsberg Principles, 
guidelines concerning anti-money laundering established by 12 international banks, 
the sound practices for banks' interactions with highly leveraged institutions issued by 
the Basle Committee on Banking Supervision in 1999, or the Trading Principles 
concerning customer relations in foreign exchange trading leading financial 
intermediaries have agreed on in February 2001 in reaction to mounting public 
worries. 
 
Second, in order to contain currency crises in emerging markets a clear definition of 
policy goals is needed. There is no possibility – and, given the overall efficiency of 



the market, not much need – to control foreign exchange trading at large. Instead, 
efforts should concentrate on emerging market currencies and the small group of 
banks dominating this market segment. Further, mixing power reduction or other 
goals with the aim to stabilise markets only risks rousing desires and sending the 
wrong signals shifting the attention from perhaps more feasible, but less profitable, 
solutions  than the Tobin tax to this popular but highly ineffective, and probably even 
harmful, approach.  
 
 

Table 1: Average Daily Turnover in the UK and the United States  

               by Counterparty 

               (billions of US dollars, in parentheses percentage shares) 

 UK 

    1992       1998         2001 

USA 

 1992           1998            2001 

Net turnover 290 637 504 167 351 254 

     

 of which 

      

Interbank
1
 225 530 341 112 173  

 (78) (83) (68) (67) (49)  

       

Other 

financial 

institutions 

42 61 138 31 107  

 (14) (9) (27) (19) (31)  

       

Non-financial 

customers 

24 47 25 23 70  

 (8) (7) (5) (14) (20)  
1 For the UK cross-border plus net domestic interbank, for the USA reporting dealers. 

Source: Bank of England; Federal Reserve Bank of New York. 

 

 

Table 2: Proportion of Gross Turnover in the UK and the USA  

   by Transaction Type 

              (percentage of total turnover) 

 

Instrument UK 

  1992     1998      2001 

USA 

    1992        1998       2001 

Spot 52 57 30 42 35 41 

Forwards 6 8 11 11 7 14 

FX Swaps 42 35 59 47 58 45 

Source: Bank of England; Federal Reserve Bank of New York. 



 

 

LINKS AND REFERENCES 
 
GENERAL 
 
 A summary of the recent debate on the Tobin tax gives Martin Wolf: Misplaced Hopes in 

Tobin's Tax, in FT, 20 March 2002. 

http://globalarchive.ft.com/globalarchive/article.html?id=020320002356&query=Misplac

ed+hopes+in+Tobin%27s+tax.  

 
 There is a Tobin Tax Initiative on the web where the main arguments and links to 

major  groups supporting the plan can be found 
http://www.ceedweb.org/iirp/projdir.htm. 

 
RESEARCH 
 
 There will be a paper by Beate Reszat on foreign exchange trading as source of 

financial instabilities and policy implications including a proposal of how to contain 
currency crises in emerging market economies that will be presented at a 
conference on East Asian Monetary and Financial Cooperation - Concepts, Policy 
Prospects and the Role of the Yen, from May 29 to 31 2002, in Hamburg. The 
paper can be obtained from the author at request: reszat@hwwa.de 

 
 The mentioned paper stressing the role of settlement systems for the feasibility of 

the tax is Rodney Schmidt: A Feasible Foreign Exchange Transaction Tax, 
available at: http://www.waronwant.org/ftobin.htm. 

 
 Examples of estimates of tax revenues can be found in: Peter Wahl, Peter 

Waldow: Currency Transaction Tax – A Concept with a Future, weed working 
paper: http://www.weedbonn.org/ffd/WEED-TobinTax-Engl.pdf. 

 
 There is a wealth of theoretical and empirical studies on the effects of capital 

controls working like a tax in making capital movements more costly. Here we 
would like to draw the attention to two of the latest works of the WHU Koblenz by 
Michael Frenkel and Georg Stadtmann shows the effects of controls on the risk 
premium in a combination of a monetary macroeconomic model with a standard 
microeconomic noise trader model. The other  by the same authors and Christine 
Nickel (IMF) and Günter Schmidt (WHU) discusses the effects of capital controls 
on exchange rate volatility and output in an extended Dornbusch model of 
overshooting exchange rates referring to some empirical evidence for Malaysia 
compared to Thailand and Korea in the Asian crisis. 

 
 Beside, there are several personal home pages with papers on currency crises, 

contagion and related topics worth reading:  
 
Guillermo A. Calvo http://www.bsos.umd.edu/econ/ciecalvo.htm 

 
Giancarlo Corsetti http://aida.econ.yale.edu/~corsetti/ 

 
Sebastian Edwards http://www.anderson.ucla.edu/faculty/sebastian.edwards/papers.htm 

http://globalarchive.ft.com/globalarchive/article.html?id=020320002356&query=Misplaced+hopes+in+Tobin%27s+tax
http://globalarchive.ft.com/globalarchive/article.html?id=020320002356&query=Misplaced+hopes+in+Tobin%27s+tax
http://www.ceedweb.org/iirp/projdir.htm
http://www.waronwant.org/ftobin.htm
http://www.weedbonn.org/ffd/WEED-TobinTax-Engl.pdf
http://www.bsos.umd.edu/econ/ciecalvo.htm
http://aida.econ.yale.edu/~corsetti/
http://www.anderson.ucla.edu/faculty/sebastian.edwards/papers.htm


 
Michael Hutchison http://econ.ucsc.edu/~hutch/ 
 
Graciela Kaminsky http://gwis2.circ.gwu.edu/~graciela/ 
 
Peter Kenen http://www.princeton.edu/~pbkenen/ 

 
Carmen M. Reinhart http://www.puaf.umd.edu/faculty/papers/reinhart/reinhart.htm 
 
Sergio Schmukler http://www.worldbank.org/research/bios/schmukler.htm 

 
 
DOCUMENTS 
 
 The full text of the Wolfsberg Principles can be found at http://www.wolfsberg-

principles.com/. 
 
 Concerning the advantages and disadvantages of the Wolfsberg Principles and 

related approaches to international money laundering see: Jonathan M. Winer: 
Illicit Finance and Global Conflict: http://www.fafo.no/pub/rapp/380/380.pdf. 

 
 See for the Model Code of the ACI - The Financial Markets Association of foreign 

exchange dealers: http://www.aciforex.com/mktpractice/model_code.htm. 
 
 The sound practices for banks' interactions with highly leveraged institutions were 

issued by the Basle Committee on Banking Supervision in 1999: 
http://www.bis.org/publ/bcbs46.htm#pgtop. 

 
 The mentioned Trading Principles of leading banks are reprinted in: Progress in 

Implementing the Recommendations of the Working Group on Highly Leveraged 
Institutions (HLIs), Note to the FSF by the Chairman of the HLI Working Group, 
March 2001: http://www.fsforum.org/Reports/RepHLIprog.pdf. 

 
 The BIS has just published the latest final global results on foreign exchange 

market turnover and amounts outstanding in early 2002. See 
http://www.bis.org/publ/rpfx02.htm. 

 
 
 

http://econ.ucsc.edu/~hutch/
http://gwis2.circ.gwu.edu/~graciela/
http://www.princeton.edu/~pbkenen/
http://www.puaf.umd.edu/faculty/papers/reinhart/reinhart.htm
http://www.worldbank.org/research/bios/schmukler.htm
http://www.wolfsberg-principles.com/
http://www.wolfsberg-principles.com/
http://www.fafo.no/pub/rapp/380/380.pdf
http://www.aciforex.com/mktpractice/model_code.htm
http://www.bis.org/publ/bcbs46.htm#pgtop
http://www.fsforum.org/Reports/RepHLIprog.pdf
http://www.bis.org/publ/rpfx02.htm

