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Introduction
Do financial markets react to legislated changes in taxes?

Literature on the effect of tax changes on financial markets:
⇒ quantification vs. timing

increase in average tax rate lowers stock market returns (Tavares
& Valkanov, 2003)
improvement of fiscal position increases stock prices (Ardagna,
2009)
no effect of business tax shocks, adverse effects of indirect &
labour taxes (Arin et al., 2009)

Problem:
often based on quarterly data

⇒ no precise timing of tax shocks
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Data & Sample

Analysis spans from December 1978 to January 2018

Tax Shocks:
identification of tax changes via narrative approach
(Romer & Romer, 2010; Cloyne, 2013; Hayo & Uhl, 2014)
⇒ discretionary legislated tax changes in the US, Germany, and UK
⇒ numbers taken from official governmental records Example

⇒ scaled by nominal GDP at time of legislative action

Stock Market Indices:
daily (log-)returns of S&P500, DAX, and FT30

⇒ (future) tax changes precisely dated and quantified
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Method
GARCH(1,1) à la Bollerslev (1986)

We estimate:
rit = γ + δ∆τt + εt (1)

with:

εt = etht (2)

ht = α0 + α1ε
2
t−1 + βh2

t−1 (3)

rit = daily closing (log-)returns of S&P500, DAX, or FT30
∆τ is a vector of domestic and foreign tax shocks
→ general-to-specific testing down procedure (Hendry, 1993)

Identification Hypotheses
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Method (cont.) What does ∆τ contain?

Important legislative steps

USA:
1. Committee on Ways and Means report

revenues can change

2. Senate Committee report

between steps!

3. Joint Committee on Taxation report
4. Implementation

Difference between House and Senate around $110bn

Germany:
1. Draft (Introduction in Parliament)

revenues can change

2. Federal Finance Committee report

between steps!

3. Mediation Committee report
4. Implementation

UK:
1. Draft (Budget Day)
2. Implementation

}
almost all measures become law

Identification Hypotheses
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Results Aggregated Tax Shocks

Table: Aggregated Tax Cuts

(I) (II) (III)
S&P 500 DAX FT 30

USA
House Committee

0.15∗ 0.14∗

Senate Committee
Joint Committee

0.25

Implementation

Germany
Draft

House Committee

0.66∗

Joint Committee
Implementation

UK
Draft

Implementation

No. of obs.

9858 9854 9844

∗ p < 0.01, ∗∗ p < 0.001

Hypotheses Summary Stats Financial CrisisASSA 2022 Annual Meeting
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Results Disaggregated Tax Shocks

Table: Disaggregated Tax Cuts

(I) (II) (III)
Type S&P 500 DAX FT 30

USA

House Committee Business
Personal 0.17*

0.16** 0.29**

Senate Committee Business
Personal -0.30

Joint Committee Business
Personal 0.46**

Implementation Business
Personal

Germany
Business

Draft Personal
Indirect

Business
House Committee Personal

0.71**

Indirect
Business

Joint Committee Personal
Indirect

Business
Implementation Personal

1.73**

Indirect

-1.35** -2.08**

UK
Business

Draft Personal 0.53**
Indirect

-0.38*

Business
Implementation Personal

Indirect

No. of obs. 9858

9854 9844

∗ p < 0.01, ∗∗ p < 0.001
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Conclusion

We find evidence for:

1. discretionary tax legislation to often matter for returns.
2. significant reactions to early steps but also various other steps.
3. the US House Committee stage to be the most important step.
4. S&P 500 returns to react to earlier stages than do DAX returns,

FT30 returns to barely react to domestic tax changes.
5. many more significant effects during the financial crisis (see Appendix).

⇒ might call for more transparent communication in times of crisis
⇒ investors should not only monitor monetary policy
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Thank you!

Thank you for your attention & feedback!

In case of further questions or comments:
mierzwas@staff.uni-marburg.de

ASSA 2022 Annual Meeting
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Appendix
Summary Statistics, Tax Shocks

Table: Size, Variation, and Frequency of Tax Shocks

Type Mean Std. Dev. Observations

USA
Committee on Ways Personal 0.439 0.987 31
and Means Business 0.072 0.318 28

Implementation Personal 0.152 0.394 58
Business -0.007 0.139 68

Germany

Draft
Personal 0.176 0.379 45
Business 0.027 0.146 32
Indirect -0.196 0.266 29

Implementation
Personal 0.101 0.239 78
Business 0.012 0.125 54
Indirect -0.100 0.203 50

UK

Draft
Personal 0.043 0.319 78
Business 0.002 0.120 96
Indirect -0.077 0.290 99

Implementation
Personal 0.023 0.195 174
Business -0.001 0.078 204
Indirect -0.024 0.142 317

Notes:Summary statistics of (a subset of) tax shocks, in per cent of current nominal GDP.

Method Tax Shocks Agg Disag Crisis Conclusion
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Appendix
Identification (from literature on central bank communication)

Cornell (1983, p. 644):
“[a]t the time it is announced, the reported figure does not depend on
the Fed policy, asset prices, or inflation. This means, that if significant
correlations are found between money supply announcements and
changes in the prices of [...] assets, the direction of causation must run
from the announcements to asset prices rather than vice versa.”

Knot de Haan (1999, p. 560):
“[o]ne of the advantages of the announcement effect approach is that it
precludes the necessity of specifying a structural model for interest
rates.”

Method Tax Shocks Agg Disag Crisis Conclusion
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Appendix
Hypotheses

H1a: Stock market returns react the first time information about tax changes is available.

H1b: There is no reaction at the implementation of tax changes.

H2: News about tax decreases raises stock market returns.

H3a: Stock market returns increase with news about lower business taxes.

H3b: Stock market returns increase with news about lower personal income taxes.

H3c: Stock market returns increase with news about lower indirect taxes.

H4: News about foreign income tax decreases increases domestic stock market returns.

Method Tax Shocks Agg Disag Crisis Conclusion
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Results Financial Crisis

Table: Financial Crisis: Cumulative Effects of Tax Decreases

(I) (II) (III)
Type S&P 500 DAX FT 30

USA

Cumulative Effect Business

8.05** 1.81 5.93* 1.20

Personal

-1.82** -1.08 -3.25

Germany
Business

80.48** 6.58 32.05** 2.26 24.98** 1.68

Cumulative Effect Personal

-10.65** -0.96 -5.50** -0.50 7.14** -0.36

Indirect

-98.98** -4.25 8.95 39.92** 1.95

UK
Business

23.33** 0.62 9.00* 0.24

Cumulative Effect Personal

-1.93 -5.47** -0.23

Indirect

-13.58** -0.03 2.32 1.58

No. of obs.

610 613 610

∗ p < 0.01, ∗∗ p < 0.001, values in italics give the effects for average-size tax changes

Hypotheses Summary Stats Aggregated Disaggregated Conclusion
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