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II.3. Assessing the economic impact of 
financial transaction taxes 

The banking and financial crisis of recent years 
has led to a broad debate on financial regulation to 
improve the resilience of the financial sector and 
reduce the likelihood of further crises. Given the 
costs that rescuing financial institutions has 
inflicted on taxpayers, the call for a contribution 
from the financial sector to the financing of crisis-
intervention costs has also gained political voice 
and support. 

The European Commission issued in September 
2011 a proposal for an EU-wide financial 
transaction tax. The aim of the proposal is to 
ensure that financial institutions make a fair 
contribution to the costs of the recent crisis, to 
create disincentives for socially unproductive 
transactions, and to avoid fragmentation of the 
internal market by uncoordinated measures at 
national level. (43) 

A number of Member States have expressed their 
interest for such a tax. Eleven of them have 
submitted a request to the Commission (or are 
about to so) for a proposal to introduce a financial 
transaction tax via enhanced cooperation. 

The Commission proposes levying the tax on a 
broad set of secondary-market transactions 
(shares, bonds, derivatives), but excludes 
refinancing operations with central banks, most 
day-to-day transactions of private households and 
businesses (insurance contracts, mortgage 
lending, consumer credit, payment services) and 
currency transactions. The purpose of a broad tax 
base is to prevent potential tax evasion via the 
creation of alternative instruments as well as to 
contain negative liquidity effects in certain parts 
of the market. A broad tax base also allows 
raising substantial revenue at low tax rates. 

There is little public finance literature on the 
regulatory merits and the revenue potential of 
financial sector taxation to date, (44) but the policy 
debate has also renewed academic interest in this 

                                                        
(43) European Commission (2011), ‘Proposal for a Council 

Directive on a common system of financial transaction tax 
and amending Directive 2008/7/EC’, COM(2011) 594. 
Several Member States (e.g. Belgium, Italy, UK) already 
have transaction taxes on certain types of financial 
operations. See Brondolo, J. (2011), ‘Taxing financial 
transactions: an assessment of administrative feasibility’, 
IMF Working Paper, No 11/185 and Matheson (2011), op. 
cit.. 

(44) Keen, M. (2011), ‘Rethinking the taxation of the financial 
sector’, CESifo Economic Studies, Vol. 57, No 1, pp. 1-24. 

field. Like the Commission proposal, empirical 
and theoretical research frames the debate along 
two main dimensions, namely the regulatory 
merits of transaction taxes and potential side-
effects on capital costs, investment and output. 

Transaction taxes and market volatility 

The transaction tax would be beneficial from the 
regulatory perspective if it reduced volatility in 
the financial and real sector of the economy, to 
the extent that such volatility reflects non-
fundamental ("noise") trading rather than an 
efficient adjustment to changes in economic 
fundamentals. (45) 

By lowering market liquidity, the tax may 
however also amplify the impact of individual 
(fundamental and non-fundamental) transactions 
on market prices. Whether a transaction tax 
reduces volatility in financial markets is 
ultimately an empirical question. The existing 
empirical studies on transaction taxes and market 
volatility are unfortunately non-conclusive, with 
several studies (but not all of them) concluding 
that transaction taxes may increase asset price 
volatility by reducing trading volume in financial 
markets. (46) Furthermore, reducing transaction 
volumes in financial markets does not necessarily 
reduce efficiency from the perspective of market 
volatility if only "excess liquidity" is reduced and 
transaction volumes do not go below the level 
where individual transactions can impact on asset 
prices.  (47) 

Reducing the number and volume of financial 
market transactions can, however, also improve 
economic efficiency by lowering the amount of 
resources devoted to socially non-productive, 
zero-sum transactions. (48) To the extent that 

                                                        
(45) On the concept of noise trading see e.g. Shleifer, A. and L. 

Summers (1990), ‘The noise trader approach to finance’, 
Journal of Economic Perspectives, Vol. 4, No 2, pp. 19-33. 

(46) Baltagi, B., D. Li and Q. Li (2006), ‘Transaction tax and 
stock market behaviour: evidence from an emerging market’, 
Empirical Economics, Vol. 31, No 2, pp. 393-408; Hau, H. 
(2006), ‘The role of transaction costs for financial volatility: 
evidence from the Paris bourse’, Journal of the European 
Economic Association, Vol. 4, No 4, pp. 862-890; Jones, C. 
and P. Seguin (1997), ‘Transaction costs and price volatility: 
evidence from commission deregulation’, American 
Economic Review, Vol. 87, No 4, pp. 728-737. 

(47) The existing empirical studies focus on transaction costs or 
taxes that apply to sub-segments of the financial markets. 
Broad application of a transaction tax narrows the scope for 
tax avoidance and may consequently reduce the negative 
impact of the tax on market liquidity and the related increase 
in asset price volatility. 

(48) Stiglitz, J. (1989): ‘Using tax policy to curb speculative short-
term trading’, Journal of Financial Services Research, Vol. 
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reducing socially wasteful financial transactions 
frees resources for more productive use in other 
sectors, it improves average welfare. 

Potential side-effects of transaction taxes 

The second fundamental issue in the policy and 
academic debate is the tax incidence (i.e. where 
will the tax burden finally be shifted) and its 
potential implications for capital costs, real 
investment, employment and output in the long 
term. 

A transaction tax that reduces the after-tax return 
on investment tends to reduce the amount of 
profitable physical investment. More directly, 
falling asset prices through primary-market 
taxation increase the cost of capital to be raised by 
new issuance of debt and equity. However, even if 
the tax excludes primary markets, secondary-
market taxation may still significantly increase the 
costs of capital. Investors in debt or equity may 
e.g. require a higher risk premium on new 
issuance if lower liquidity in the secondary market 
makes liquidating asset positions in the future and 
insuring against investment risks more difficult or 
expensive. A tax on the secondary market may 
also reduce real investment if firms are credit-
constrained, so that the decline in asset prices 
reduces the available collateral for investment 
loans. 

Empirical studies on the impact of financial 
transaction costs or taxes on share prices support 
the negative link between taxation and equity 
prices that the various theoretical arguments 
suggest. (49) These studies do not, however, assess 
the propagation to investment and economic 
activity in the long term. Addressing these long-
term effects is the specific advantage of a general-
equilibrium perspective. 

                                                                                  
3, No 2-3, pp.101-115; Summers, L. and V. Summers (1989), 
‘When financial markets work too well: a cautious case for a 
securities transaction tax’, Journal of Financial Services 
Research, Vol. 3, No 2-3, pp. 261-286. 

(49) Bond, S., M. Hawkins and A. Klemm (2005), ‘Stamp duty on 
shares and its effect on share prices’, FinanzArchiv, Vol. 61, 
No 3, pp. 275-297; Hu, S.-Y. (1998), ‘The effects of the stock 
transaction tax on the stock market — Experiences from 
Asian markets’, Pacific-Basin Finance Journal, Vol. 6, No 3-
4, pp. 347-364; Jackson, P. and A. O’Donnell (1985), ‘The 
effects of stamp duty on equity transactions and prices in the 
UK stock exchange’, Bank of England Discussion Paper, No 
25; Umlauf, S. (1993), ‘Transaction taxes and the behaviour 
of the Swedish stock market’, Journal of Financial 
Economics, Vol. 33, No 2, pp. 227-240; Westerholm, J. 
(2003), ‘The impact of transaction costs on turnover and asset 
prices: the case of Sweden’s and Finland’s security 
transaction tax reduction’, Finnish Journal of Business 
Economics, Vol. 2, No 3, pp. 213-241. 

Depending on how distortive the transaction tax is 
relative to other taxes, such as capital or labour 
income taxes, the assessment of long-term effects 
might turn more favourable in relative terms to 
the extent that raising transaction taxes would 
allow other distortionary taxes to be reduced at 
the same time. A broad tax base seems warranted 
in order to reduce the scope for tax avoidance, 
although levying a small tax on a broad base 
(especially if going beyond secondary spot 
markets) rather than a higher tax on a smaller base 
to generate a certain flow of tax revenue does not 
necessarily minimise the economic distortions 
involved. (50) 

Transaction taxes in a general-equilibrium 
model 

While empirical research and partial-equilibrium 
models have so far analysed the impact of 
transaction taxes on (a) financial market volatility 
and (b) long-term financing costs separately, the 
general-equilibrium approach can address the two 
dimensions within a single framework and links 
financial market dynamics to real sector volatility 
as well as long-term levels of investment and 
output. 

The assessment of the potential macroeconomic 
impact of introducing a transaction tax on 
secondary market trade in securities (STT) 
presented hereafter is based on a dynamic 
stochastic general equilibrium (DSGE) model. (51) 
In contrast with standard DSGE models that 
assume perfect financial markets, the model used 
incorporates an explicit specification of a 
financial intermediary sector characterised by 
market imperfections. The financial frictions 
considered allow for the discussion of linkages 

                                                        
(50) An illustration of the fact that a low tax rate on a broad tax 

base is not necessarily less distortive than a higher tax rate on 
a narrower base is the cascading effect of transaction taxes in 
business-to-business transactions. If the tax was also levied 
on financial transactions between firms, e.g. payment flows, 
the tax burden on the final product would increase with the 
number of intermediate transactions. This cascading effect 
would provide an incentive for vertical integration in product 
markets, with a tendency to reduce competition at the level of 
intermediate suppliers and final goods producers and increase 
production costs and final goods prices. Against this 
background of cascading effects the Commission proposal for 
the financial transaction tax excludes business-to-business 
transactions from taxation, i.e. it does not penalise transaction 
between independent entities (e.g. between external suppliers 
and producers) in the production process compared to 
transactions within integrated corporations. 

(51) For a detailed description of the overall model see Lendvai J., 
R. Raciborski and L. Vogel (2012), ‘Securities transaction 
taxes: Macroeconomic implications in a general-equilibrium 
Model’, European Economy, Economic Paper, No 450. 
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between trade in secondary financial markets and 
economic activity in the non-financial sector. 
Non-fundamentals-driven financial trade is also 
discussed: it may lead to inefficient use of 
resources and excess volatility in the non-
financial sector. (52) 

In the model, the introduction of the STT affects 
volatility in both the financial and non-financial 
sectors. The tax increases the cost of trading 
activities, which reduces expected returns and 
therefore crowds out some trade in financial 
markets. To the extent that it reduces non-
fundamentals-driven trade, the STT reduces 
economic inefficiencies associated with excess 
volatility in the non-financial sector and resource 
use in non-fundamental financial transactions. 

Beyond the impact on financial and real economic 
volatility, the STT is likely to affect the corporate 
sector, and hence the whole economy, in the 
longer term by increasing the cost of raising new 
capital for investment. This effect is present in 
spite of the fact that the tax is imposed only on 
secondary market transactions. Prices of newly 
issued shares are reduced by lower demand for 
shares due to the higher overall cost of 
transactions for the trading parties. This limits the 
amount of new capital firms are able to tap on the 
market and, in the long run, leads to a fall in 
corporate investment and a lower level of GDP. 

Main simulation results 

The model is calibrated to approximately match 
the empirical shares of demand components in 
GDP as well as certain characteristics of euro-area 
financial markets. 

The results discussed show the impact of an STT 
rate that would raise additional revenue of 0.16 % 
of GDP. The figure corresponds to the midrange 
of historical tax revenues raised with transaction 
taxes in G-20 economies. (53) 

Introducing the STT reduces volatility in the 
financial and non-financial sectors (Table II.3.1, 
first column) in line with the argument that 
transaction taxes would decrease the excess 

                                                        
(52) Non-fundamental transactions in the model are based on the 

noise trader approach, where some of the traders are subject 
to changing sentiments about future asset returns. Noise 
trading leads to non-fundamental volatility in asset demand 
and asset prices. On noise trading see e.g. Shleifer, A., and L. 
Summers (1990), ‘The noise trader approach to finance’, 
Journal of Economic Perspectives, Vol. 4, No 2, pp. 19-33.  

(53) See Matheson, T. (2011), op. cit. 

volatility caused by high-frequency non-
fundamental trading. The decline in volatility is 
especially marked for financial variables, namely 
trading volumes and asset returns. The volatility 
of real variables is much less affected. (54) 

The STT also affects the long-run levels of 
financial variables (see Table II.3.1). Trading 
volumes and share prices fall by 13 % each in 
response to an STT rate raising revenues by 
0.16 % of GDP. Pre-tax returns on shares have to 
increase by 2 pp to compensate financial investors 
for the tax payment. As the decline in financial 
activity reduces the average use of resources in 
non-fundamental transactions by 0.1 percentage 
point of GDP, the tax also has a positive 
efficiency effect. 
 

Table II.3.1: Impact of an STT to raise 0.16 % of 
GDP (1) 

std/mean (pp) mean level (%)
output 0.0 -0.3
capital 0.0 -0.7
investment -0.1 -0.6
consumption -0.1 -0.1
employment -0.2 -0.1
wage 0.0 -0.2
trade -32.6 -12.8
share price -0.1 -12.8

std/mean (pp) mean level (pp)
return on share -13.1 2.0
risk-free return -42.5 0.0
return on capital -0.1 0.1
transactions costs/GDP -0.1 -0.1  

(1) The table reports the impact of a securities transaction tax 
raising revenues by 0.16 % of GDP. The first column reports the 
percentage-point (pp) change in the standard deviation of each 
variable normalised by its mean. The second column gives the 
percentage (%) change in the long-run mean level of aggregates 
and prices and percentage-point (pp) changes in the long-run 
mean of (annualised) returns, and the resource costs of trading to 
GDP. 
Source: Commission services 

 

Everything else being equal, the impact on asset 
prices and capital costs does, however, also affect 
real variables in an economy with financial 
constraints, with negative side-effects for real 
activity. In the example in Table II.3.1, the tax 
decreases the output level by about 0.3 % in the 
long run. Long-term levels of capital and 
corporate investment decline by about 0.6 %, 
while employment and wages are less strongly 

                                                        
(54) The smaller impact on the volatility of real variables is partly 

due to the fact that fluctuations in real variables are also 
driven by productivity shocks in the model. The STT on 
secondary market transactions as implemented in the model 
has no impact on such fundamental-driven volatility. 
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affected. Finally, the introduction of the STT 
appears to have little impact on consumption. (55) 

Table II.3.2 compares the effects of different 
sources of government revenue by comparing the 
output losses from increasing the Value-Added 
Tax (VAT), Personal Income Tax (PIT) and 
Corporate Income Tax (CIT) rates to raise the 
same additional tax revenue of 0.16 pp of GDP. 
The result of this exercise illustrates the standard 
ranking of different taxes according to the 
distortions they create. VAT is not very distortive; 
additional VAT revenue of 0.16 pp of GDP would 
reduce long-run output by only 0.02 %. An 
increase in PIT has a similar, albeit somewhat 
larger, negative effect (a 0.1 % GDP drop). 
Among the ‘traditional’ taxes, CIT is the most 
distortive, with a long-run fall in the output level 
of circa 0.3 %. The simulations suggest distortive 
effects of the STT on real variables similar to 
those of corporate income taxation, with a similar 
long-run GDP effect of around -0.3 %. This 
implies that using STT revenues to reduce VAT 
or PIT would have a negative impact on economic 
activity while using it to reduce CIT would be 
more or less neutral. 
 

Table II.3.2: Comparison of different fiscal 
measures (1)(2) 

tax/measure effect on GDP level (%)
VAT -0.02
Personal Income Tax -0.1
Corporate Income Tax -0.3
STT -0.3
Government Investment (increase)
         output elasticity( 2 )  = 0.09 0.4
         output elasticity( 2 )  = 0.05 0.2  

(1) Impact of fiscal measures increasing government revenue by 
0.16 pp of GDP. 
(2) Output elasticity with respect to government investment. 
Source: Commission services 

 

Instead of a comparison with other taxes that 
might be reduced to offset the revenue effect of 
introducing an STT, one can also consider the 
aggregate effect if the STT revenue were devoted 
to increasing government investment expenditures 
(results in the second part of Table II.3.2). As can 
be seen, the output effect of higher government 
investment depends on the assumed degree to 
which government investment improves private 
productivity: specifically, the elasticity of output 

                                                        
(55) This last result seems, however, to depend quite strongly on 

the modelling assumptions. In other versions of the model it 
has been found that consumption could fall by up to 0.3 % in 
the long run. 

with respect to government investment. (56) 
Assuming an optimistic value (0.09) of this 
elasticity, the GDP effect of higher government 
investment is 0.4 % of GDP. When the elasticity is 
reduced to half (0.05), the impact is reduced to 
0.2 % of GDP. The findings suggest that using 
STT revenues to increase productive government 
spending, the policy could result in a net GDP 
increase only under fairly optimistic assumptions 
about the productivity of government investment. 
However, even in this case, raising revenues for 
public investment with the consumption or 
income taxes considered would lead to larger 
gains. 
 
 

Conclusions 

The simulation results with the general-
equilibrium model developed to study the effects 
of introducing an STT point to non-negligible 
effects of a securities transaction tax on the 
economy. 

The securities transaction tax reduces financial 
trading and dampens volatility, especially of 
financial sector variables. Volatility in the real 
sector is less affected by the transaction tax, partly 
due to the fact that real volatility is also driven by 
fundamental shocks that are not dampened by the 
tax on secondary market transactions. 
Introduction of the tax also brings some efficiency 
gain as the amount of resources devoted to non-
fundamental financial transactions in the economy 
declines. However, the size of the efficiency gain 
in the STT is rather limited for the low tax rates 
envisaged.  

In an economy with financing constraints for real 
investors, the STT does, on the other hand, also 
have negative side-effects for financing costs, 
productive capital and output in the long run. In 
the example of the tax on secondary spot market 
securities transactions that would generate around 
0.16 % of GDP in revenue, long-term GDP could 
decline by about 0.3 %. This long-term impact 

                                                        
(56) There is a wide range of uncertainty around these parameter 

estimates. Acknowledging the lack of consensus on the 
productivity of government investment, Leeper, E., T. 
Walker and S.-Ch. Yang (2010), ‘Government investment 
and fiscal stimulus’, Journal of Monetary Economics, 
Vol. 57, No 8, pp. 1000-1012, take 0.05 as a benchmark 
value. The table also reports the effects with the elasticity 
estimate of 0.09 reported by De la Fuente, A. (2010), 
‘Testing, not modelling, the impact of cohesion support: a 
theoretical framework and some preliminary results for the 
Spanish regions’, CESifo Working Paper, No 2918. This 
should be considered the upper bound. 
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makes the distortive effects of the tax similar to 
those of corporate income taxation, which are 
above those of personal income and value-added 
taxes. 

Overall, these results suggest that the Commission 
proposal may succeed in making the financial 
sector contribute to the costs of the recent crisis as 
well as to create disincentives for socially 
unproductive transactions. Also, these results are 
likely to be achieved more effectively if the 
introduction of the financial transaction tax is co-
ordinated among EU Member States. At the same 
time, the results indicate that achieving these 
objectives comes at the cost of a negative impact 
on economic activity. Recent IMF studies reach 
similar conclusions while also mentioning that 
alternative taxes, such as a financial activity tax or 
a bank levy e.g., might be more effective tools to 
achieve the stated goals. (57)  

When using the results of the model to inform the 
policy debate, the limitations of the model 
structure should be kept in mind. The tax that is 
considered in the model does not apply to trade in  

                                                        
(57) IMF (2010), ‘A fair and substantial contribution by the 

financial sector: final report for the G-20’, IMF, Washington, 
D.C.; Matheson, T. (2011), ‘Taxing financial transactions: 
issues and evidence’, IMF Working Paper, No 11/54. 

derivatives, which accounts for a large share of 
overall financial trade in securities and, hence, 
even if taxed at a very low rate, could generate a 
higher amount of tax revenues. Moreover, the 
model looks at a closed economy with a simple 
financial structure, which excludes a discussion of 
relocation effects (when entities are moved abroad 
to avoid the application of the tax) and 
substitution effects (when entities change their 
portfolio structure to minimise the burden of the 
tax). In practice, broad application of the tax with 
respect to the geographical scope and the 
segments of the financial market covered would 
help to minimise such relocation and substitution 
effects. Finally, the effects of an STT on public 
finances critically hinge on the technical design of 
the tax, e.g. the application of the source or the 
residence principle for taxation. Some of these 
issues could in principle be addressed in a more 
complex multi-country general-equilibrium 
framework. The results that have been presented 
in this section are from a tractable model that 
avoids such complexity in favour of a better 
understanding of main transmission channels. 


