
5. Conclusions 

This study examines whether the Tobin tax can reduce the foreign 

exchange market volatility. We highlight the analytical method of 

McCafferty and Driskill (1980) and explain the market volatility by the 

speculators’ holding adjustment considering which effect of shocks 

dominates. From our discussion, we have the following conclusions. 

(1) When there are only current account shocks, the speculators would 

decrease their holdings with an expectation of falling exchange rates. In 

this case, as the tax rate rises, the speculators will sell more which put 

more downward pressure on the spot rate toward the long run 

equilibrium. Therefore, the Tobin tax can decrease market volatility 

because of speculators’ more selling and result in less volatile of 

exchange rates. 

(2) When there are only interest differential shocks, the speculators would 

increase their holdings with an expectation of rising exchange rates. In 

this case, as the tax rate rises, the speculators will buy more which put 

more upward pressure on the spot rate toward the long run equilibrium. 

Therefore, the Tobin tax increases market volatility because of 

speculators’ more buying and result in more volatile of exchange rates. 

(3) When both types of shocks occur, we conclude that these mixed effects 

on exchange rate volatility depend on which effect dominates. If the 

effect of current account shocks dominates the effect of interest 

differential shocks, speculator’s more selling leading the spot rate 
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deviate less from the equilibrium; therefore, the imposition of tax will 

stabilize the currency. Taxation is a good policy the authorities can use 

to lessen the exchange rate volatility. On the contrary, if the effect of 

interest differential shocks dominates, speculators’ more buying let the 

spot rate deviate more from the equilibrium. Thus, the imposition of tax 

will destabilize the currency. The best policy in this case is to allow 

capital freely move in the world. 

Our analysis provides an explanation of the relationship between the 

Tobin tax and exchange rate volatility; however, some aspects are worth 

future study. Our paper focuses on the implications of the Tobin tax for 

exchange rate dynamics without considering whether changes in those 

dynamics benefit or harm speculator’s welfare. In addition, the welfare 

function is only defined for the rational speculators in our model. Thus, the 

welfare for the other type of agents is ignored. The further study can make 

up this gap. 
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