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I.  Introduction
The papers prepared for this volume focus on the

important elements of the debate over transactions taxes for
foreign exchange and international capital markets.  The value
added of this paper is intended to lie in drawing out the
implications of the arguments for policy.  The case for
transactions taxes rests on judgments about a sequence of
conditions, each of which is necessary in order to support the
case for government intervention in these markets.  The
evidence reviewed below suggests that the joint probability
that these conditions are met is very low.  It follows that a
new initiative to distort international capital markets with
such taxes would be an unusually bad policy choice. 

The necessary conditions for a welfare improving tax on
all foreign exchange transactions or cross border capital
account transactions include:
1.  An existing distortion in international capital markets
must be identified.
2.  The proposed intervention must be effective in
discouraging the welfare reducing private behavior.
3.  The intervention must not discourage welfare enhancing
private behavior.
4.  The intervention must not be entirely avoided.
5.  The intervention must not to be used by governments to
increase distortions in other markets.

My reading of the evidence suggests that none of the
links in the chain of evidence necessary to support a
transactions tax is satisfied with a probability of more than
one half.  Moreover, the odds in favor of two or three links
are much smaller than one half.  Since each of these
conditions seems independent of the others, and since the tax
must pass all the tests to meet its objectives, the
probability that a transactions tax will be good public policy
is at least thirty-two to one against.  This "accounting" is
of course arbitrary.  Some observers would raise the odds on
some components and lower the odds on others.  Suppose, for
example, that a generous interpretation of the evidence
reduces the odds to eight to one.  Even this seems to me a
poor policy choice. 

We argue below that the weakest link is the assumption
that a tax on transactions will fall differentially on
"speculators" that base their positions on price dynamics as
compared to "speculators" that base their positions on
fundamentals.  In the context of markets for foreign exchange,
international economists have generally accepted the
proposition that international transactions initiated by
direct investors are based on fundamentals and have longer
holding periods as compared to other speculators.  In
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contrast, hot portfolio investment is thought to be motivated
by price dynamics and held for short time periods.  The
presumption that "hot" short term capital flows are based on
different behavior as compared to long term and direct
investment is the basis for the balance of payments reporting
system for capital flows and has frequently been the basis for
controls over short-term capital flows. 

There is no way to directly measure subjective time
discount rates for various classes of investors.  But it is
possible to measure holding periods.  Recent empirical work
reported in Claessens, Dooley and Wagner (1995) suggests that
holding periods of direct investors and international holders
of "long term capital" (as defined in balance of payments
statistics) are in fact not longer, more persistent over time
or predictable as compared to investors in short term capital.
 In particular, it is argued below that direct investors are
likely to be the first out of a country or a currency when
market sentiment turns against the country for good or bad
reasons.

The fact that types of capital flows do not have
predictable holding periods may not be important for the
effectiveness of transactions taxes.  Some advocates of the
tax would probably be comfortable with the possibility that
the tax might fall disproportionately on direct investment or
other types of capital flows often assumed to be welfare
enhancing.  Others, however, might view this posibility as an
important objection to the tax.  Our point is simply that a
transactions tax designed to discourage short holding periods
would have no predictable effect on the composition of capital
flows. 

The plan of the paper is as follows.  In the next section
we review the theoretical arguments that suggest that
distortions exist and can be identified.  Section III deals
with the issue of whether or not a transactions tax is likely
to limit undesirable capital flows or transactions.  Section
IV explores the possibility that transactions taxes that
discourage destabilizing speculation also discourage
stabilizing speculation.  Section V takes up the problem of
enforcement.  Finally, section VI reviews the political
economy of capital controls.         

II.  Theory and Market Failures

The private benefit from access to international capital
markets for both savers and borrowers is a basic conclusion of
welfare economics.  Free capital movements tend to allocate  
    capital to its most productive uses across countries and
allow residents of different countries to engage in welfare-
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improving intertemporal consumption smoothing.  In a
competitive model with perfect foresight and complete markets,
the welfare benefit from intertemporal trade is identical to
the welfare benefit from international trade in goods and
services.  This general conclusion is not sensitive to the
exchange rate regime (Helpman, 1981).

While this general result imposes considerable discipline
upon the search for optimal limits on capital mobility,
economic theory also suggests that exceptions to this general
rule are possible in cases where preexisting distortions
violate the assumptions necessary to support a "first-best"
competitive equilibrium.  The basic idea is quite simple.  If
the economy is assumed to suffer from one distortion, it is
possible to improve welfare through the judicious introduction
of another distortion.   
Pathological speculation

Many of the disagreements about the desirability of
capital flows can be traced to different assumptions
concerning the efficiency of private intertemporal decisions.
 While most economists argue that markets work well for static
allocation of resources, there is a strong tradition of mis-
trusting so-called "speculative" behavior as being contrary to
the collective interests of the community.  This has led to
proposals for "throwing sand in the wheels" of international
capital movements.

Tobin (1978) proposed such a tax and the arguments are
updated in Summers and Summers (1989) and in Eichengreen,
Tobin and Wyploz (1995).  The basic idea is that adjustment in
international goods and labor markets is slow and restricted
and "when some markets adjust imperfectly, welfare can be
enhanced by intervening in the adjustment of others"
(Eichengreen, Tobin and Wyploz, p. 164).  An important aspect
of the argument that distinguishes this from the other capital
control programs is that a turnover tax is designed to slow
the adjustment speed of capital flows and the exchange rate,
but not to distort the stock of net flows or the level of the
exchange rate over the long run. 

This class of models posits the existence of private
investors that are motivated by rumors, noise trading, band
wagons, bubbles, and so forth.  In a way these are the most
straightforward arguments in favor of transactions taxes.  In
this case the capital flow is itself the source of the
disturbance to the competitive equilibrium.  It follows that
controlling these kinds of capital flows restores a first-best
competitive equilibrium.  The difficulty, of course, is to
discriminate in the capital control program between
stabilizing and destabilizing capital flows.

Van Wijnbergen (1985) provides a more explicit link
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between variability of government policies and less than
optimal domestic investment.  The unnecessary variance causes
underinvestment because investors will value the option of
waiting until the uncertainty is resolved.  Tornell (1990)
develops a model in which the increased variance resulting
from private capital transactions results in less that optimal
real investment because investors value the option to wait
till more settled times before making irreversible real
investments in a country.  Finally, Aizenman and Marion (1993)
provide some evidence that uncertainty has a measurable
negative effect on capital formation. 

Pathological speculation: empirical evidence

There is substantial evidence that foreign exchange
markets do not behave as predicted by simple models of
efficient markets.  A large body of empirical work indicates
that forward premia are systematically biased and in fact
"predict" changes in spot exchange rates that are in the
opposite direction to those actually observed.  Moreover, the
bias seems to be economically meaningful in that simple
trading rules that account for transactions costs and interest
rate differentials have consistently yielded profits that
appear to be quite large relative to the risks involved
(Dooley and Shafer, 1982).  In addition, several
characteristics of the distribution of exchange rate changes,
for example the fact that rates seem to be more volatile when
trading is open, suggest that "private information" has some
influence on exchange rates.  The private information may be
about fundamentals or bubbles but this evidence suggests that
more than fundamentals may be at work (Ito, Lyons and Melvin,
1996). 

Messe (1986) provides interesting evidence that the joint
hypothesis that exchange rates are determined by a simple
monetary model and no bubbles is rejected by the data. 
However, Flood, Mathieson and Rose (1991) suggests that the
evidence for bubbles is quite weak. 

There is little agreement concerning the likely source of
these departures from the simple efficient markets model. 
Speculation based on observing and reacting to price data is
an obvious possibility.  But since a joint hypothesis is
always tested, several other possibilities are equally likely.
 First, assets denominated in different currencies might not
be perfect substitutes.  Second, governments' foreign exchange
market intervention might be the source of speculation
unrelated to fundamentals.  Finally, because floating exchange
rates are a relatively new and evolving regime, it is likely
that the "fundamentals" are themselves evolving over time. 
This makes it difficult to identify an adequate model with the
short time series available.  The fundamentals typically
included in econometric models explain none of the out of
sample behavior of exchange rates.  Given such weak models of
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the "economic determinants" of exchange rates it is very
difficult to interpret deviations from these models as driven
by speculation or by fundamental factors that are omitted or
poorly measured.

Another bit of evidence in favor of the view that price
dynamics dominate exchange rate determination can be found in
surveys of traders expectations concerning exchange rates. 
Frankel (this volume) points out that surveys of investors'
expectations suggest that short horizon forecasts are
dominated by so called technical models that reflect exactly
the idea that speculators watch other speculators rather than
the fundamentals.  This is an interesting direct test of the
behavior of some speculators but it does not indicate that
such behavior dominates exchange rate determination.    

Domestic credit market distortions

A distortion that has recently been emphasized as a
rational for capital controls in emerging financial markets
arises from government insurance of the liabilities of
domestic financial intermediaries.  Dooley (1994, 1996)
discuss the possible role of capital controls in offsetting
government insurance.  The most obvious example of a domestic
credit market distortion is deposit insurance for banks, but
even in the absence of formal insurance, governments
frequently intervene to protect creditors of institutions that
are believed to be "too large to fail".  The usual reason for
such intervention is to prevent "contagion" of doubts about
the solvency of large institutions from generating runs on
solvent institutions and associated general declines in asset
values.

The well-known problem with this policy is that it
encourages financial institutions to reach for risk.  The
argument is simply that profits from favorable outcomes are
paid out to owners of the institution while losses are shared
with the government.  The usual prudential regulations
designed to limit the government's exposure to losses include
requirements that the institution maintain adequate capital,
that is, that current accounting profits are not immediately
paid to equity holders, and various restrictions on the nature
and concentration of assets held.

There is nothing unique about international capital flows
in this context except that new types of assets and therefore
new types of risks are opened to insured intermediaries when
they are given access to international capital transactions. 
Mathieson and Rojas-Suarez (1993) argue that opening markets
can generate important efficiency gains but that "potential
official credit risks arising from the institutional failures
that can be created by the mispricing of risk or widespread
fraud provide a strong case for improving the domestic system
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of prudential supervision" (pages 343-344).  Dooley (1995a)
argues that commercial banks in the United States acquired
claims on individual developing countries in the 1970s that
exceed the concentration ratios that were enforced for
domestic lending.  The problem was that regulators did not
enforce country lending limits, a decision that was justified
by the erroneous view that loans to many entities within a
country provided a diversified portfolio.  Kane (1995) argues
that the unwillingness of the authorities to force a write-
down of debt following the 1982 debt crisis validated the
assumption that the government would provide "free" equity to
insured institutions in the event of a bad outcome for their
investments.  Finally, Dooley (1996) develops the argument
that the combination of a strong guarantee of a fixed exchange
rate and the domestic currency value of banks' liabilities
will generate capital inflows roughly equal to the expected
net worth of the government.  Such inflows are clearly
unrelated to fundamentals.  

 Corbo, de Melo and Tybout (1986) cite the stabilization
in Chile as an example of a case where a weak banking system
generated inefficient capital inflows.  Akerlof and Romer
(1993) argue that exchange risk provides a vehicle for banks
to exploit government insurance in developing countries. 
Using Chile during the 1979-81 time period as a possible
example, they argue that the expectation that the peso might
be devalued led domestic firms and domestic banks to enter
into dollar-denominated loans at interest rates that did not
fully reflect the risk that the firms would be unable to repay
the dollar liability in the event of a devaluation of the
currency.

Domestic credit market distortions, empirical evidence

Frankel and Rose (1996) present evidence that successful
speculative attacks are less likely to occur in countries with
a relatively high share of direct investment inflows.  One
interpretation of this evidence is that in countries where
foreign investors bypass domestic financial markets,
particularly banks, foreign savings are more likely to be
transformed into productive capital.  This tends to support
the view that imperfections in domestic financial markets
would justify measures that discourage portfolio capital
flows.  However it is equally possible that some other feature
of direct investment, for example transfer of technology,
accounts for these results. 

Multiple equilibria

Not all arguments for government intervention in
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international capital markets are based on second-best
considerations.  A quite different exception to the general
rule that government constraints on capital mobility are
welfare reducing arises in cases where stable, multiple
equilibria are predicted.  Turmoil in the ERM that emerged in
1992, and the more recent breakdown of a fixed exchange rate
regime in Mexico, has generated a resurgence in interest in
models of "self-fulfilling" speculative attacks.  It has long
been recognized that changes in the policy regime that are
expected to prevail following a successful attack can generate
a successful speculative attack even if the government follows
policies preceding the attack that are consistent with no
change in the regime.  If multiple equilibria are possible it
follows that the first-best equilibrium might be attained or
maintained through government intervention in capital markets.

This is a much more recent contribution to the debate
concerning transactions taxes.  In reviewing these arguments
it is important to clarify the very special circumstances
under which such theoretical arguments are valid. 

A self-fulfilling attack is one in which the change in
the exchange rate regime itself generates a "fundamental"
change in the optimal path for policy.  For example, if the
private sector expects a more expansionary monetary policy
following a successful attack, it is possible that such
expectations can generate a collapse of a system that is
otherwise fully viable.  A stringent condition for such a
model is that a plausible assumption concerning the
government's objectives implies that the expected change in
policy following a successful attack is optimal given the
change in the economic environment generated by the attack.  

The lesson from these models is that the exchange rate
regime is secondary to the monetary policy the government is
expected to pursue, not just in the short run, but over the
indefinite future.  If the speculative attack is interpreted
by the private sector as a signal that the government will
also abandon monetary restraint in the future then, by the
usual arguments, speculation in financial markets will result
in capital movements today in anticipation of this perhaps
distant event.  It seems to follow that capital controls might
significantly slow the onset of the attack.  Moreover, an
optimistic assessment of the potential role of capital
controls might be that the conditions that generate the
multiple equilibria will change.  For example, the government
might find a way to recommit to not altering its behavior
following an attack. 
 

It is ironic that the first clear statement of these
issues was heavily conditioned by the warning that
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an announced commitment to a regime, in this model a
commodity "standard" rather than an exchange rate
"standard", was unlikely to alter the private
sector's expectations about monetary policy over the
long run.  Flood and Garber (1984) is worth
repeating at length.  "Behind the sequential
transitions from one monetary regime to another...
must lie a political economy that we have ignored. 
Such political economic forces determine the
complete dynamic panorama of the monetary process...
 A commodity system can be interpreted as a
discipline imposing rule only if the commodity
standard's permanence is somehow guaranteed.  As
there is no means to ensure such performance, the
notion of a commodity standard as a stabilizing rule
is a chimera" (page 105). 

Flood and Garber (1984) and Obstfeld (1986) show that if
governments are assumed to follow more expansionary monetary
policies following a successful speculative attack on the
fixed exchange rate regime, policy regimes that are otherwise
viable can be forced to collapse by self-fulfilling private
expectations.  Obstfeld (1994) refines the argument by
specifying the political economy that might account for the
government's behavior before and after an attack.  The
analysis sets out a rational government that seeks to maximize
a plausible objective function.  Since the government's
objectives are the same in any exchange rate regime it follows
that policy setting under different regimes must reflect
changes in the economic environment rather than arbitrary
assumptions concerning the government's behavior.  

For example, one model developed by Obstfeld assumes that
government values price stability and the ability to offset
negative shocks to output.  A sudden shift in expectations
concerning the government's preferences for high levels of
employment can trigger an attack on a regime which is viable
under different expectations.  These models are interesting
because the government's decision to abandon the peg is fully
consistent with an objective function that is the same under
both regimes.  The only thing that changes over time is
private expectations concerning the viability of the regime. 
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Eichengreen and Wyplosz (1993) argue that the benefits of
membership in a European Economic Union made it rational for
governments to pursue conservative monetary policies.  An
important condition for membership was the maintenance of a
stable exchange rate for two years preceding membership. 
Thus, a successful attack made membership in the first round
impossible and perhaps implied that future membership would be
more costly to attain.  Once this opportunity was removed by a
successful speculative attack on the currency, it was then
rational for the authorities to relax monetary policy.  Thus,
the speculative attack generated the subsequent government
behavior that validated the attack. 

Multiple equilibria: empirical evidence

Eichengreen, Rose, and Wyplosz (1994) offer empirical
evidence that the fundamentals behaved differently in the
months leading up to the ERM crisis as compared to a sample of
crises in other fixed exchange rate regimes.  In particular,
they argue that the ERM crisis was not preceded by excessive
money growth, growth in domestic assets, fiscal deficits, or a
number of other variables usually associated with inconsistent
policies.
 

A weakness in their interpretation of the evidence, as
the authors acknowledge, is that a variety of factors might
rationally lead to an expected change in the government's
behavior but leave no evidence leading up to the attack.  In
particular they consider, but are not persuaded by, the
possibility that rising unemployment associated with tight
monetary policy in Germany might have generated expectations
that monetary policy in other countries would be eased in the
future as the political cost of unemployment accumulated.   

III.  Would Transactions Taxes Reduce Undesirable Capital
Flows?

Effectiveness: pathological speculation

The idea that transactions taxes would prevent the
emergence of destabilizing speculation as defined by one of
the three arguments presented in the previous section is
nicely summarized by Eichengreen, Tobin and Wyplosz (1995). 

"The hope that transactions taxes will diminish
excess volatility depends on the likelihood that
Keynes's speculators have shorter time horizons and
holding periods than market participants engaged in
long-term foreign investment and otherwise oriented
toward fundamentals.  If so, it is speculators who
are the more deterred by the tax."
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Once the speculators are taxed out of the foreign exchange
business, fundamental traders will emerge as the dominant
market force. 

It is not possible to directly examine the effects of
transactions costs on observed exchange rate variability. 
There is clear evidence that transactions costs as measured by
bid-ask spreads in foreign exchange are positively related to
the volatility of spot exchange rates.  Moreover, adjusting
for volatility, there has been no apparent trend in
transactions costs for foreign exchange under floating rates
(Glassman, 1987). It would be foolish to argue that the
increases in transactions costs caused the increase in
volatility of exchange rates. 

In other speculative markets, however, it is possible to
evaluate the effects of independent changes in transactions
costs.  Roll (1989) studied equity markets in 32 countries
from 1978-1989 and found no relationship between volatility of
prices and transactions costs. A reasonable interpretation of
this evidence is that while transactions costs discourage
short holding periods it is not clear that short holding
periods are associated with desirable (fundamental) or
undesirable (speculative) investment objectives.  Housing and
land markets are characterized by high transactions costs but
seem no less volatile than markets with low transactions
costs. 

In foreign exchange markets the evidence from filter
rules discussed above can be interpreted as evidence that
private speculation is dominated by speculation based on price
dynamics.  But this does not imply that a transactions tax
would discourage such speculation.  The problem is that even
though such trading rules are based on short horizon
forecasts, profitable trading rules do not, in fact, call for
frequent transactions.  In general the noise traders following
a filter rule hold their positions for fairly long time
periods.  It is not clear that higher transactions costs would
tend to discourage these speculators as compared to those
betting on fundamentals.

The assumption that speculation, or investment, based on
fundamentals is associated with long holding periods is also
suspect.  The image of direct investment as factories that are
difficult to move from country to country or a long term bond
that is held to maturity seems to provide the intuition behind
the association between motives and holding periods.  (Even
passing familiarity with the behavior of domestic bond traders
in the United States should be sufficient to throw some doubt
on this hypothesis.  delete)

In fact, direct investors are not constrained by the
nature of their assets in quickly responding to changes in
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market conditions.  Since factories are clearly difficult to
move and since returns to physical assets depend upon economic
and political conditions in the host country, direct investors
can and do hedge this exposure.  The most obvious hedge is
borrowing from local credit markets.  If a direct investor
must exit a country quickly, she simply leaves the factory and
the local bank loan behind.  Moreover, as equity markets index
trading and derivatives in these indexes have developed it is
now possible in most emerging markets to hedge risks common to
equity positions in that country without credit market
transactions.  If they read the academic literature direct
investors might take it as an insult to their intelligence
that they are assumed to passively accept the risks associated
with exploiting the advantages of production in different
countries.  Direct investment may be special for many reasons,
an example is probably technology transfer, but direct
investors are not passive investors that ignore the market and
focus on long-run fundamentals.  To the contrary they are
often the better informed and more enthusiastic participants
in capital markets. 

Claessens, Dooley and Wagner (1995) examine the
volatility of different types of capital flows for a sample of
industrial and developing countries.  Their interpretation of
the data is that the labels assigned to various types of
capital flows are of no value in predicting their time series
behavior.  Direct investment is no more persistent over time
than is short term capital.  Perhaps more important knowledge
of the composition of capital flows is useless in predicting
the time series behavior of net capital flows. 

Experimental data reported by King et. al. (1990) are
interpreted by the authors as showing that transactions costs
had no effect on the likelihood that bubbles would be
generated in experimental setting in which such bubbles were
common.

Transactions taxes and multiple equilibria

The role of capital controls in preventing self-
fulfilling speculative attacks is also far from obvious.  It
is possible that effective transactions taxes would prevent
the demise of a "good" regime that suffered a spontaneous
change in private expectations.  The extended life for the
good equilibrium made possible in this case by taxes on
capital flows would presumably be desirable.  This assumption
is reinforced if it is assumed that the ultimate destination
for the regime is a credible common currency since the control
program would then be temporary.   

Nevertheless, the contrary argument is equally plausible.
 If the private sector knows that the system is protected by
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controls, they would be less impressed by observed stability.
 Lane and Rojas-Suarez (1992), for example, argue that the use
of controls has ambiguous implications for credibility of a
monetary policy regime. 

The role of capital controls is also problematic because
self-fulfilling attacks can go in the opposite direction.  For
example, a spontaneous decline in private inflationary
expectations could set in motion a sequence of falling
interest rates and fiscal deficits that generate a good
equilibrium.  It is perhaps informative that there seem to be
few examples of changes in private expectations generating
self-fulfilling virtuous responses by governments.  Countries
that start from a bad equilibrium should shun capital controls
since they would delay adjustment to the new more optimistic
private expectations.

A number of papers have exploited the idea that controls
themselves might be powerful signals concerning the
government's future policies.  Dellas and Stockman (1993) show
that a speculative attack might be generated by the
expectation that capital controls will be introduced.  If the
government can commit not to introduce controls the fixed rate
regime is sustainable.  In this model a regime that is
otherwise viable becomes vulnerable to expectations that
controls will be imposed in response to the attack.  This
increases interest rates before the attack and generates the
conditions for a self-fulfilling devaluation.

Laban and Larrain (1993) argue that removing controls on
capital outflows generates capital inflows because controls on
outflows make investment irreversible.  Thus, by altering
expectations concerning the terms on which investments can be
reversed, the decontrol of capital flows helps generate
welfare-increasing capital inflows.

Bartolini and Drazen (1994) develop the idea that
controls themselves are a signal that affects private sector
expectations concerning the government's future treatment of
investors.  In their model the removal of controls signals to
investors that the government is less likely to tax foreign
capital income, or reimpose controls once the capital inflow
is in place.

  
Finally, Obstfeld (1986) shows that capital controls can

generate multiple equilibria where none exist with capital
mobility.  In this model multiple equilibria are a feature of
a maximizing model with effective capital controls.  Residents
of the controlled economy maximize the utility of real money
holdings and consumption over time subject to their balance
sheet constraint.  Owing to effective capital controls
residents can accumulate real money balances only through
current account surpluses, which have as a mirror image
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increases in the central bank's net foreign assets.  Because
the net foreign asset position of the central bank earns the
world interest rate, a current account surplus generates an
increase in the expected permanent income of residents.  An
unstable equilibrium occurs if the increase in real money
balances, and the associated increase in expected income is
not more than matched with an increase in current consumption.
 If not, the current account surplus increases and money
balances and income continue to rise until a
stable equilibrium is reached.  This is not an argument for or
against capital controls.  It only demonstrates that when the
domestic interest rate is distorted through a capital control
program the usual assumptions that generate convergence to a
unique steady state equilibrium are not sufficient.

This literature presents a genuine problem for the policy
implications of capital controls.  On the one hand, an
effective capital control program might buy enough time for
the government to move the fundamentals to a region where
self-fulfilling speculative attacks are less likely.  The
implication seems to be that controls might be a temporary
measure to buy time for a virtuous government to establish its
reputation.  On the other hand, it is easy to show that the
fact that controls might be introduced in the future can
generate attacks where none would be observed otherwise.  

IV.  Does a Transactions Tax Suppress Stabilizing Speculation?

Would a transaction tax that discourages destabilizing
speculation generate benefits that outweigh the costs? 
Proponents of the tax generally agree that transactions for
trade in goods and services and stabilizing capital flows
would also have to be taxed thereby reducing the value of
temporal and intertemporal international trade.  

Comparisons of costs and benefits are difficult, but a
recent paper by Kupiec (1996) makes a point that is very
damaging to the case for transactions taxes.  The argument is
that even in a model where the presence of destabilizing noise
trading is assumed, the general equilibrium welfare effects of
a transactions tax are likely to be negative.  The model first
shows that noise trading generates a more volatile path for
market prices of a security traded between generations in
order to smooth consumption.  A transactions tax clearly
reduces this volatility bringing prices closer to the optimal
path.  But the model also takes into account the fact that the
transactions tax necessarily reduces the market price of the
assets by the present value of expected transactions taxes. 
For a range of plausible tax rates the model suggests that the
reduction in price volatility is dominated by a reduction in
the price of the traded asset so that the volatility of
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holding period yields is increased by the transactions tax. 
In almost any utility framework volatility of returns is a
better measure of welfare effects as compared to price
volatility. 

 The problem with less formal commentary on the costs of
transactions taxes is that the small size of proposed taxes is
thought to make the welfare costs small.  But the present
value of a string of expected future taxes is not small and
small taxes also generate small reductions in volatility. 
This result is model dependent but it springs from a framework
that appears to be consistent with the pattern of distortions
that proponents of the transactions tax have in mind. 

V.  Could a Transactions Tax Be Enforced?

A tax on all transactions involving foreign exchange

Proponents of a true transactions tax agree that such a
tax would have to be universal.  One very large computer on
one small island could clear most of the foreign exchange
transactions currently undertaken.  What is perhaps less
obvious is that a tax high enough to discourage speculation
would also provide a very large incentive for tax competition.
 Moreover, there are enough potential entrants to make
continuous bribes or threats to discourage entry into the tax
haven business impractical.  Existing centers for foreign
exchange trading--New York and London come to mind--are
unlikely to be enthusiastic about such a tax. 

Much more problematic is the fact that speculators need
not buy or sell spot foreign exchange in order to take a
speculative position in a currency.  If there are noise
traders out there they probably are unfamiliar with spot
positions.  If derivative portions are not taxed, and it is
worth recalling that forward exchange and swap transactions
were common derivative positions before we knew they were
derivatives, there will be very little tax collected and that
will be from tourists and traders in goods and services.  But
if derivatives are taxed we will need a very large police
force to keep up with the new institutions and forms of such
transactions.  Garber and Taylor (1995) discuss examples of
the inventiveness of derivative traders. 

The only effective rule would be that any financial
contract that alters the economic exposure of the transactor
to exchange rates is taxed according to the spot exchange
equivalent of that transaction.  Right away there will be an
argument about what this cash equivalent is.  Suppose I offer
a "runway" contract that pays off as long as the spot rate
stays within a stated interval but is worthless if the spot
rate moves outside that interval? There are a set of
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equivalent spot transactions but it would be very difficult to
design a tax that did not move all transactions from the spot
market to the derivative market or the reverse. 

It is clear that the existing pattern of foreign exchange
and derivative trading would be dramatically altered by a
transactions tax but it is probably impossible to predict how
the equilibrium will be affected.  The interbank market which
now accounts for much of the volume would probably be much
reduced and this alone would call into question the effect of
the tax on efficient trades that spread risk among market
participants.   

Perhaps more important, effective tax regimes are for the
most part self enforcing.  The private sector must at some
level believe that the tax is fair and necessary.  My guess is
the financial sector would consider efforts to avoid a
transactions tax as little short of their moral and patriotic
duty.  Advocates of the tax sometimes argue that a few heavy
fines will insure compliance but neglect the problem that
enforcement depends on wide acceptance of the taxes' fairness
and necessity.

A tax on residents of one country.

Traditional capital controls on transactions that involve
residents of one country might be sufficient to limit multiple
equilibria or to discourage private capital inflows to
emerging markets. Dornbusch (1996) argues that a transaction
tax on net or gross cross-border capital flows would not share
the apparently fatal requirement that it be universal.  In
fact, such a tax is equivalent to a large number of capital
controls currently in place in both industrial and developing
counties.  Experience suggests that such taxes can be
effective if the incentives for avoidance are limited.

Empirical work on the "effectiveness" of capital controls
has suffered from the lack of a widely accepted definition of
what constitutes an effective control program.  At one end of
the spectrum, evidence of effectiveness has been defined as
the ability to detect over extended time periods different
average behavior of selected economic variables for countries
with and without capital control programs.  At the other
extreme, effectiveness has been defined as the ability to
maintain an inconsistent macroeconomic policy regime forever.

For this reason observers have examined the same or
similar data sets and reached very different qualitative
conclusions concerning the "effectiveness" of controls.  Those
who see controls as a short-term device to allow the
government time to react and adjust other policy tools
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generally argue that controls can be effective.  Those who
study the collapse of regimes and observe that these events
are often preceded by the imposition of controls argue that
controls are not effective.

The reading here of the extensive empirical literature
for the industrial and developing countries is that it
generally supports the conclusion that governments can drive a
"small" wedge between domestic and international yields on
similar short-term financial instruments for extended time
periods.  This is similar to the conclusions of recent surveys
by Epstein and Schor (1992) and Obstfeld (1995).  Thus,
capital control programs have had measurable "effects" on
economic variables.  Control programs have also generated
"large" yield differentials for a few weeks or months but
these seem to diminish over time as the private sector invests
in techniques to avoid the controls. 

Perhaps the most direct evidence for the effects of a
control program in the very limited sense described above is
the spread between the commercial and financial spot exchange
rates in dual exchange rate systems.  Gros (1988) reports the
spread for the Belgian franc over the 1979-87 time period and
the Mexican peso from 1982-86.  His interpretation of both
these data sets is that the authorities were able to sustain a
sizable differential for about one year before the private
sector found ways to avoid the controls.           

Cairncross (1973) provides data for the United Kingdom
investment currency market from 1961-72.  This data indicates
that the control system was effective in the narrow sense in
that the investment currency premium remained in excess of
20 percent for several years and at times reached nearly
50 percent.  Nevertheless, Cairncross finds little evidence
that the intended restriction on private capital outflows was
effective. 

For currencies with extensive offshore markets for bank
deposits another simple and informative test of the effects of
controls is a comparison of returns on domestic bank deposits
and similar deposits offered by offshore branches of the same
or very similar banks.  An early attempt to measure the
effectiveness of controls using this data is reported in
Dooley and Isard (1980).  This paper presents a model in which
onshore and offshore interest rates on bank deposits
denominated in the same currency are related to the extensive
capital controls program introduced by the German government
over the 1970-74 time period and to the risk that such
controls might be intensified.  A problem for tests of the
effectiveness of control programs is that they are complicated
legal programs that are difficult to quantify.  In this paper
the controls are quantified according to a qualitative
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evaluation of the size of penalties or taxes on individual
types of transactions as well as the extensiveness of the
controls in terms of the types of transactions subject to
control.  This data suggests that the authorities managed to
generate a 4 percentage point differential for a brief time
during which virtually all private capital inflows were
prohibited. 

In this respect the controls had clearly measurable
effects.  Nevertheless, a speculative attack on the currency
generated a very large--by 1970s standards--increase in
Germany's international reserves and the fixed exchange rate
was abandoned.  As the models reviewed above suggest, the
control program does appear to have slowed down the demise of
the system but could not preserve the par value system.

Gros (1987) reports spreads between Euro and domestic
deposits for Italy and France from 1979-86.  He interprets
these differentials, that were for short time periods as high
as 20-24 percentage points, as consistent with his model that
predicts that controls are temporarily effective in
restraining large changes in investor's positions.  That is,
during times of turbulence in the ERM, private speculators
were not able to adjust their open positions costlessly. 
Nevertheless, over longer horizons the interest differentials
rapidly returned to very low levels. 

Similar evidence for five industrial countries from 1982-
92 is reported in Obstfeld (1994).  He concludes that for
industrial countries the links between on- and offshore
markets are very close but that, "The data also show that
actual or prospective government interventions remain a
significant factor in times of turbulence" (page 217).  This
data decisively rejects the view that capital controls are
always ineffective.  But the data also suggests that either
the governments involved quickly removed the incentives for
speculation, through policy changes, or that speculators
simply retreated to await another attack. 

Browne and McNelis (1990) provide a careful study of the
imposition of controls over capital flows in Ireland from
1979-86.  Forward exchange rates are available for this data
set and the study is unusual in that it considers a number of
domestic and international interest rates.  The relative
importance of domestic monetary conditions and the yield on
similar UK instruments are compared before and after the
imposition of controls in December 1978. 

Their results suggest that there was a jump in the
importance of domestic monetary factors in determining some
interest rates in Ireland immediately after controls were
imposed.  However, as with the other studies, the effects of
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monetary conditions were short-lived, on average only about
six months.  The usual story emerges that the central bank
gained some independence for a short time.

 The evidence also suggests that interest rates in
domestic financial markets that are poorly integrated with
other domestic markets are much more sensitive to domestic
money shocks than are bank deposit markets.  For example,
Browne and McNelis find that changes in "domestic" monetary
conditions had no impact on yields on bank deposits.  Yet they
find significant influence for domestic conditions on rates of
return in relatively noncompetitive domestic loan and mortgage
markets.  

Fieleke (1994) compares short-term Euro interest rates to
similar domestic interest rates for Spain, Ireland, and
Portugal during the 1992 ERM crisis.  In each case the
authorities enforced controls on capital outflows as part of a
defense of the exchange rate arrangement.  Although the
controls did result in measurable deviations between onshore
and offshore interest rates, in the end controls did not
prevent a change in the exchange rate.  

Fieleke also points out that ERM members that did not
utilize controls, Norway and Sweden, experienced much larger
fluctuations in domestic interest rates in trying to maintain
their exchange rate targets.  He concludes that, "...it may be
that Spain and Portugal did acquire some temporary insulation"
(page 34).

Eichengreen, Rose, and Wyplosz (1994) challenge this
interpretation of the ERM experience.  They make the point
that focusing on actual devaluations biases the sample toward
episodes in which capital control programs have failed.  To
overcome this, they examine the behavior of a number of
economic variables during crisis and noncrisis periods to see
if there are systematic differences in the experience of
countries with controls as compared to countries without
controls.  This they argue is a more useful measure of the
"effectiveness" of controls.  During crisis periods countries
with controls experienced higher inflation, higher rates of
money growth, and higher growth of domestic assets.  Controls
did not seem to affect the loss of reserves, interest rate
differentials, or fiscal imbalances.  During noncrisis
periods, controls appear to affect all the macroeconomic
variables tested except reserves. 

Their conclusion is quite consistent with the literature
surveyed above.  "Controls do not allow countries which pursue
policies inconsistent with a peg to keep their exchange rate
unchanged forever.  They do not prevent attacks, nor do they
permit countries to avoid reserve losses or interest rate
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increases when attacks occur.  Controls merely render expan-
sionary monetary policies viable for a longer period by
attenuating the link between crises and exchange rate regime
collapse" (page 8).

VI.  Would Governments Remain Virtuous After the Tax Is In
Place?

The literature has generally not focused on the question
of whether or not observed capital control programs actually
mitigate the effects of well-defined distortions.  Recent
empirical work has attempted to relate countries' use of
capital market restrictions to a variety of structural
characteristics of the economy.  This literature views policy
regimes as endogenous responses to institutional and political
features of the economy.  Alesina, Grilli, and Milesi-Ferretti
(1994) test the relevance of a number of rationalizations for
the use of capital controls outlined above by looking for
common characteristics of OECD countries that seem to be
related to the utilization of controls.  Their reading of the
theoretical literature suggests that the use of controls
should be related to the exchange rate regime, to the desire
to tax capital income, and to the desire to tax money
balances.  They find that highly managed exchange rate regimes
seem to be associated with the use of controls. 

Preferences for taxing capital income and money balances
are, in turn, related to a variety of attributes of the
political system.  For example, inflation might result from
weak governments that cannot enforce other types of taxes or
strong governments that decide to tax capital income. 
Governments with independent central banks might resist both
inflation and controls designed to preserve the inflationary
tax base.  Their findings suggest that countries with strong
governments and dependent central banks are likely to utilize
controls, presumably to generate revenue from inflation and to
reduce real debt service. 

They also test the impact of controls on other
macroeconomic variables.  Controlling for political stability,
they find that controls have a negative effect on the stock of
government debt.  This is consistent with models discussed
above that suggest that revenue from inflation is enhanced by
controls and that domestic real interest rates kept below the
world rate might limit debt service costs.  The structure of
the economy also seems to be an important determinant of the
use of controls.  The data also suggest that, controlling for
initial income levels and political stability, controls do not
seem to influence growth rates.
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Grilli and Milesi-Ferretti (1995) find similar results
for a sample of 61 developing and developed countries.  In
particular, over an extended time period countries with
controls seem to experience high rates of inflation,
relatively high shares of government revenue from seigniorage,
and relatively low real interest rates.  These recent results
suggest that fiscal considerations are the most important
determinants of the use of capital controls and that the
controls, or some factor highly correlated with the use of
controls, have measurable effects on government revenues. 

It is interesting to speculate about how governments
would utilize this new form of taxation.  If existing capital
controls are used to protect revenues that arise from
financial repression why would an international application of
the same tax be used differently?  Proponents of such taxes
assume that the proceeds would be devoted to international
good works.  This begs the question of why more traditional
taxes are not now employed in these pursuits.  It seems
extraordinarily unlikely the governments would find it optimal
to devote all the proceeds of a new revenue to a single policy
objective, especially one chosen by an international
organization.

Before we arm governments with another distortion and
charge them to "go forth and do good" we should carefully
examine the historical record of what governments have
actually gone forth and done.  The record is not encouraging.
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