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There has been considerable interest in financial transactions taxes (FTTs) in the United States and other wealthy

countries in the years since the financial crisis. An FTT can be a way to both raise a large amount of revenue and also

rein in the financial sector. This report examines the evidence on the potential for raising revenue through an FTT, its

impact on the economy, and also the possibility of using the revenue to defray in particular the cost of higher education.

The report argues:

A financial transactions tax could likely raise over $105 billion annually (0.6 percent of GDP) based on 2015 trading

volume. This estimate is roughly in the middle of recent estimates that ranged from as high as $580 billion to as low

as $30 billion.

The full amount of this tax would be borne by the financial industry, and not individual holders of stock or pension

funds and other institutional investors. Evidence suggests that trading volume is elastic with respect to price,

meaning that any drop in trading volume resulting from the tax would reduce costs for end users by a larger amount

than the tax would increase them.

It is reasonable to believe that the industry would be no less effective in serving its productive use (allocating capital)

after the tax is in place. This means that one of the primary effects of the tax would be to reduce waste in the financial

sector, reducing costs while having little or no effect on its principal purpose: to allocate capital effectively.

The revenue raised through an FTT would easily be large enough to cover the cost of free college tuition (among

other social programs), although if nothing were done to stem the growth rate of college costs, it would eventually

prove inadequate.

The report also notes that the financial sector is the main source of income for many of the highest earners in the

economy. This means that downsizing the industry through an FTT could play an important role in reducing income

inequality.

Introduction

Financial transactions taxes (FTTs)—levies on a nation’s monetary transactions, such as securities trading—can be an

effective way to raise large amounts of revenue. And they can do so without harming the workings of financial markets.

Since the 2008 financial crisis, in the United States and abroad, there has been growing interest in FTTs, both as a

source of revenue and as a tool for reining in the financial sector.
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Ten countries in the eurozone have been trying to work through the details of a multi-tiered tax that would apply

differing tax rates to various financial instruments. In the meantime, both France and Italy have jumped ahead, imposing

a financial transactions tax of 0.2 percent and 0.1 percent, respectively, on equity trades.

In the United States in 2010, then-Senator Tom Harkin and Representative Peter DeFazio put forward a bill that would

tax most financial transactions at a 0.03 percent rate. More recently, Senator Bernie Sanders made a financial

transactions tax one of the centerpieces of his presidential campaign, proposing a multi-tiered tax as a mechanism to

finance his plan to make college education free.

There are a variety of reasons for advocating for FTTs. The most obvious one is to raise revenue. Clearly, FTTs can raise a

substantial amount of revenue, although there is considerable dispute around the plausible range. At the high end, a

recent study by Robert Pollin, James Heintz, and Thomas Herndon at the Political Economy Research Institute of the

University of Massachusetts (referred to simply as PHH from here on) calculated that a financial trade transaction tax

along the lines proposed by Senator Sanders could raise more than $340 billion annually, or just under 2.0 percent of

GDP.  A study by Austrian economist Stephan Schulmeister calculated that a tax could raise 3.2 percent of GDP, which

would be almost $580 billion in the 2016 U.S. economy.

A study by the Leonard Burman and his colleagues at the Tax Policy Center of the Brookings Institution and the Urban

Institute (referred to simply as Burman from here on) came in with a much lower figure, concluding that a tax would

likely raise less than $40 billion annually.  The Joint Tax Committee projected that the more modest tax proposed by

Harkin and DeFazio could raise $30 billion a year.

It is also worth noting the other rationales that have been put forward for FTTs. In addition to the revenue potential,

many have argued for FTTs as a way to reduce volatility in financial markets. The argument is that by discouraging

short-term trading, the volatility in markets would be reduced. Yet another argument is that by reducing the volume of

trading, FTTs would reduce the resources wasted in the financial sector. If the reduction in trading volume does not

impede the ability of financial markets to serve the real economy, then an FTT would effectively make the sector more

efficient. Finally, FTTs are sometimes suggested as a way to reduce short-termism. The argument is that by lengthening

the time horizon of actors in financial markets, FTTs would also lengthen the time horizon of corporate management,

leading to better management decisions.

This report will briefly discuss these other rationales, but focuses first on the revenue-generating potential of the tax. The

first section provides a detailed assessment of the basis for the differences in revenue projections across studies and

produces its own set of projections. The second section discusses the way in which FTTs reduce waste in the financial
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sector. This has been a topic of much confusion and deserves a careful treatment. The third section discusses the

economic impact of an FTT and whether it will affect capital investment and other related economic issues. The fourth

section discusses the implications of Senator Sanders’ proposal used as a case study, to cover the costs of making public

colleges tuition free.

Section I: The Revenue Potential of Financial Transactions Taxes

This section provides a short summary of existing research and evidence on the revenue potential of FTTs. Based on this

analysis, this report models a tax on stock trades of 0.2 percent, a tax on bond trades of 0.1 percent, and a tax on

derivative trades of 0.002 percent of their nominal value. In total, this report estimates such a tax will raise $120 billion

in the first year, as noted above.

Financial transactions taxes are hardly new to the world, or even the United States. Most countries with stock markets

have imposed FTTs for most of their existence. The United Kingdom began imposing a stamp tax on stock trades in

1694. Traders paid to get the stamp from the government, which was necessary to have a legal transaction. This stamp

tax continues to the present, with a rate of 0.5 percent per trade. The tax raises an amount of revenue that averages more

than 0.2 percent of the U.K.’s GDP (the equivalent of $36 billion annually in the United States in 2016). Until the early

1990s, Japan imposed a multi-tiered tax that applied across most financial instruments. At the peak of Japan’s stock

bubble in 1990, the tax raised more than 1.0 percent of GDP.

The United States also has experience with FTTs. Until 1966, it imposed a stamp tax of 0.04 percent on stock trades and

0.1 percent on newly issued shares of stock. Although this tax was removed, the Securities and Exchange Commission

(SEC) continues to be funded by a tax of 0.0042 percent on stock trades.  This tax raises roughly $500 million annually.

Given this history, proposals to use FTTs to raise larger amounts of revenue should not seem radical.

Table 1 shows a subset of FTTs that are now in place around the world or have been in place in recent decades.
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Table 1 is useful because it shows that FTTs have been effective in raising a substantial amount of revenue in a wide

variety of countries. It also provides some insight into the potential revenue that can be raised from an FTT in the

United States. The example of the U.K. is instructive. The tax only applies to stock trades, not to derivatives or bonds. Yet
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it consistently raised an amount of revenue that was well over 0.2 percent of GDP in the years from 2000 to 2008, with

a peak of 0.45 percent at the height of the stock bubble in 2000.  In the context of the U.S. economy in 2016, the peak of

0.45 percent of GDP would be equal to $81 billion.

The highest figures are the 1.07 percent of GDP shown for Taiwan in 2007 and the 2.1 percent of GDP shown for Hong

Kong in 2008. The latter figure seems to be somewhat of an outlier, since revenue in Hong Kong from the tax fell to 1.3

percent of GDP the following year.  Even excluding the Hong Kong figure for 2008, the table indicates that it has been

possible to collect revenue in excess of 1.0 percent of GDP from an FTT. In addition to the high revenue collections

shown for Hong Kong and Taiwan, the revenue collected from Switzerland in the years in the table since 2000 averaged

well over 0.5 percent of GDP. This means that if a U.S. FTT is as effective as collecting revenue as the Swiss tax, then it

would raise close to $90 billion in the 2016 economy. If the tax were as effective as the taxes in Taiwan and Hong Kong,

then it could raise more than 1.0 percent of GDP, or $180 billion in the 2016 economy.

There are four main factors in determining the potential revenue from an FTT:

1. The current volume of trading;

2. The current level of transactions costs;

3. The elasticity of trading volume with respect to transactions costs; and

4. The tax rate applied and the design of the tax.

These factors are discussed primarily in the context of the recent studies by Burman and by PHH. The assessment here

is that the first study produces an estimate of potential revenue that is too low, because it understates the actual volume

of transactions in financial markets. The latter study overstates potential revenue from an FTT, primarily because it

overstates current transactions costs, which leads it to underestimate the extent to which trading volume would fall in

response to an FTT.

There can be large differences in assumptions on trading volume and transactions costs because our data in these areas

is not very good, since much of this information is not publicly available. As a result, it is necessary to rely to some extent

on proprietary sources and inferences from other data. The fourth factor noted above—the optimal tax rates and the

design of the tax—depends in large part on the prior three factors. In order to determine the optimal tax rate, it is

essential to have some idea of the current level of transactions costs as well as the elasticity of trading volume with

respect to costs.  These issues are addressed in order below.
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Current Trading Volume

Table 2 shows the underlying trading amounts assumed in the revenue calculations in PHH and in Burman, the most

careful analyses of the revenue potential for an FTT in the United States.

The data for PHH are for 2015, while the data for Burman are from 2014. This difference in years can explain some of

the difference in the assumptions on current trading volume. As can be seen, the two studies use very similar

assumptions for bond trading volume, with the difference quite plausibly attributable to the different years used. The

PHH study assumes that trading in stock is nearly 50 percent higher than in Burman. Fortunately, there seems to be a

simple explanation for most of this difference. PHH included trading volume from all the exchanges for which the

Securities Industry and Financial Markets Association (SIFMA) provides data. By contrast, Burman appears to only

have data on trading from the NYSE and NASDAQ.

Including trading volume from the other exchanges makes up most of the gap between the two assumptions on trading

volume. SIFMA provides data on average daily trading volume by month.  Multiplying the average daily volumes by 21

days (implying 252 trading days in a year) gives a figure of $44,956 billion in trading for 2015.

While determining the basis for the differences in assumptions on trading volume for stock is relatively easy, the problem

with derivatives is far more difficult. Burman obtained data on trading by type of derivative by using the sources and

methods described in a 2009 study by the Center for Economic and Policy Research.  This led them to use an

assumption of $235.6 trillion for the notional value of trades in the U.S. derivative market in 2014. By contrast, PHH

derives a figure of $5,250 trillion for the notional value of derivative trades in the U.S. market in 2015, a number that is

more than an order of magnitude larger.
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Fortunately, PHH describes in detail the derivation of its assumption on trading volume. The study uses data on turnover

and outstanding positions for exchange traded derivatives from the Bank for International Settlements (BIS) data on

Exchange Trade Derivatives.  It then gets data on outstanding positions on over-the-counter (OTC) derivatives from the

BIS Global Derivative Statistics.  While this source provides data on outstanding positions, it does not provide data on

turnover. PHH assume that the turnover in the over-the-counter market is half as frequent as for exchange traded

derivatives. The assumed turnover in the OTC market accounts for the bulk of the trading of derivatives in PHH.

There is actually data available from BIS on turnover in the OTC derivative market.  These data show that OTC

derivatives actually trade at between one-tenth and one-twentieth the frequency of exchange traded derivatives. This

leads to a considerably smaller trading volume than assumed by PHH. Taking the value of exchange traded derivatives in

the United States for 2015 and adding the value of OTC trading for 2013 gives $1.3 trillion.

There is some room for uncertainty around this figure, but it seems clear that the assumed trading volume for derivatives

in Burman is too low and the volume in PHH is too high. As noted earlier, there is also a substantial gap in the amount

of turnover of equities assumed between the two studies, which is easily explained by the fact that Burman did not

include data on turnover from two relatively new markets.  In both areas, the PHH study appears closer to the mark.

Transactions Costs

Unfortunately there is no standard source of data on the transactions costs for various financial instruments, so it is

necessary to rely on estimates generated from various studies. There is a considerable range in these estimates, which is

a problem since the percentage by which a tax increases transactions costs will hugely affect the reduction in trading

volume.

To take a simple example, if current trading costs for stock average 20 basis points (0.2 percent) then an FTT of 10 basis

points would amount to a 50 percent increase in trading costs. By contrast, if trading costs average 40 basis points (0.4

percent), then an FTT of 10 basis points imply an increase in trading costs of just 25 percent. The reduction in trading

volume attributable to the tax would be far larger in the former case than in the latter.

The assumptions in trading costs used in Burman are derived from a report by Stephan Schulmeister.  In the case of

equity trades, Burman assumes average trading costs of 12 basis points, or 0.12 percent.  For bonds, the study appears

to assume average trading costs of 10 basis points, or 0.1 percent, and for derivative trades it assumes average trading

costs of 0.01 percent, or 1 basis point. (These numbers are shown in column 1 of Table 3.)
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The PHH study is considerably more explicit in describing the basis for its assumptions on trading costs. It compiles

data from a variety of sources giving the range of estimates obtained. The sources lead to a wide range of estimates of

transactions costs. Column 2 in Table 3 shows the low-end estimate of costs for each asset, while Column 3 shows the

high end estimate of costs.

There is clearly a large gap between the assumptions on trading costs used in the two studies. This difference matters a

great deal for calculating the revenue potential from an FTT since a higher level of trading costs implies that the same tax

rate will lead to a much smaller reduction in trading volume. While there is not a generally accepted source to provide

authoritative data on trading costs, there is a way to provide a general check on these numbers. As noted in the prior

section, the aggregate trading costs incurred by actors in these markets are income for the financial industry, and more

specifically for the securities and commodities trading sectors. The assumptions on trading costs and volume must be

consistent with the Bureau of Economic Analysis’s National Income and Product Accounts (NIPA) data on the income

earned in the sector.

The NIPA data imply that the income for the entire sector was $356.1 billion in 2014.  This should give a rough cap on

the size of total expenditures on transactions. The trading volume and transactions costs figures used in Burman imply

total trading costs of $246 billion as shown in Table 4.

21

22

PAGE 9



ed Trading Expenses

: 171–216

The figures in Burman appear reasonable, but perhaps slightly low, given the size of the sector. By contrast, the PHH

figures are almost certainly too high. The implicit trading expenses in the low PHH scenario, which uses the lowest

estimates of transactions costs, would still be $830 billion, more than twice the size of the securities and commodities

trading sector. The implied costs in the high PHH scenario, which uses the high end assumptions on trading costs, are

more than $3 trillion. This is clearly inconsistent with the NIPA data on the size of the sector.

Obviously, this range of estimates indicates a considerable degree of uncertainty about the size of transactions costs for

each asset. Much of the problem likely stems from the fact that different traders face radically different cost structures.

Smaller traders and modest size mutual funds almost certainly face far higher costs than the largest traders who

exchange enormous volumes of assets on a regular basis. A 1997 paper from the Federal Reserve Bank of New York

(FRBNY) provides useful information on the costs faced by these very large traders.  According to this study of trading

in the bond market, banks faced trading costs in the range of 0.13–0.25 basis points. This analysis implies that the largest

banks could exchange a vast amount of bonds at almost no cost.

There are two reasons why the FRBNY study is especially informative. First, it provides insight into the workings of a
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very high volume low cost market. It is likely that the vast volume of trading of derivatives follows the same pattern, with

the bulk of these trades being carried through at extremely low cost. Most derivative trading is also conducted by large

money center banks, so presumably the market for the most widely traded derivatives is similar to the market for

government bonds.  The other reason this study is noteworthy for this purpose is its date. The analysis is referring to the

bond market as it existed in 1994, more than two decades ago. With the advances in technology over this period, trading

costs would almost certainly be even lower today on the most highly traded assets. In addition, many of the assets that

were less frequently traded two decades ago are now likely traded with great frequency today.

Given the wide range of estimates on transactions costs, it is clear that any estimate of averages will require a

considerable amount of guesswork. Table 5 uses the assumption on trading volumes from PHH for reasons discussed

above. It also shows a set of assumptions on average transactions costs and the implied total trading costs for each class

of asset. The assumption for average trading costs for stock is 0.20 percent. Clearly, stock trades involve considerably

higher costs than bonds and derivatives. While many of the estimates cited in PHH put the cost considerably higher

(more than 1.0 percent for small cap stocks), the vast majority of trades must take place at considerably lower cost. An

average of 0.2 percent would include a large volume of high-frequency trading on the new exchanges that turn over at

extremely low costs, combined with more traditional types of trading that would incur a much higher cost. The implied

total cost of stock trades would be $96 billion, based on 2015 trading volume.
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It is assumed that bonds turn over with an average trading cost of 0.05 percent (5 basis points). This would reflect a

large volume of the sort of rapid low-cost trading described in the FRBNY study, coupled with a substantial amount of

more traditional transactions. The implied expense of these trades would be $90 billion. The assumption for derivative

trades is based on a similar logic. Again, a vast amount of trades must occur at extremely low cost. Alongside these trades

there would be a more traditional market with far higher trading expenses. The average trading cost for derivatives

assumed in Table 5 is 0.005 percent (0.5 basis points) for implied total trading costs of $65 billion, based on 2015

volume.

The combined expense for trading from these three assets using these cost assumptions is $251 billion. This is a level

that is consistent with the size of the industry, recognizing that fees are also collected for other purposes. It is unfortunate

that it is not possible to be more precise about trading costs for each type of asset, but the enormous range of estimates

cannot really provide a basis for more exact numbers. It is clear that any FTT will have very different effects depending

on the type of trader. Even a very modest tax is likely to devastate the sort of market described by FRBNY, if these traders

are not exempted from it. Taxes of the sizes being suggested would likely increase their cost of trading by several

hundred percent. By contrast, retail traders would face a considerably smaller proportionate increase in trading costs.

While this would also lead to a substantial reduction in trading volume, the impact would be comparatively minor.

Elasticity of Trading Volume with Respect to the Tax

There has been a substantial amount of research on the elasticity of trading volume with respect to the cost of trading

which has produced a wide range of estimates. (Elasticity is the ratio of the change in trading to the change in the cost of

a trade.) A paper produced by the International Monetary Fund (IMF) summarized much of the existing research (see

Table 6).25
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As can be seen, the elasticity estimates range from 0.1 in the case of wheat futures to as high as 2.7 in the case of

Deutschemark futures. These estimates mean that, in the case of wheat futures, a 10 percent increase in trading costs

leads to a 1 percent decline in trading. A 10 percent increase in trading costs leads to a 27 percent drop in trading in the

case of Deutschemark futures. In addition to these estimates, there have also been some more recent studies based on

the impact of transactions taxes imposed in the French and Italian stock markets. These studies originally found a

substantial falloff in trading volume with the French tax, although volume had recovered by the end of the period of

analysis.

Based on its assessment of the research in the IMF study, Burman assumed an elasticity of 1.25 as its central estimate,

although it also did projections that assumed elasticities of 1.0 and 1.5 in order to test for the sensitivity to this

assumption. The PHH analysis did not formally apply an elasticity assumption, but constructs projections assuming 50

percent declines in trading volume. Since the tax rates applied in the study are considerably larger in the case of stocks

and bonds than its low end assumption on trading costs (albeit smaller in the case of derivatives), the 50 percent decline

in trading volume would imply a relatively inelastic response of trading. However, against the high-end trading cost

assumptions, this decline would imply an elasticity considerably greater than 1 (in absolute value).

While the existing research does provide a basis for considerable uncertainty about elasticity, there is an important point

that would suggest the demand for trading is in fact elastic. The share of the economy devoted to trading securities and

commodities has risen enormously as the price of these trades fell. This seems to indicate that the demand is elastic, even

if there still may be considerable uncertainty on the degree of elasticity.  On this basis, and given the range of estimates

produced by the research, the 1.25 assumption used by Burman is probably reasonable.

The Structure of the Tax
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How can we calculate the most effective tax rates? One study suggested that the tax rates applied to various instruments

would be set in proportion to the current levels of transactions costs.  The reason for using current transactions costs as

a guide was to not bias the market for or against specific instruments with the tax. The target in that analysis was setting

the tax at levels that were equal to current transactions costs, effectively doubling them. This seemed a reasonable target,

given the sharp decline in costs over the prior three decades. A tax that doubled transactions costs would have raised

them back to their level of fifteen or twenty years earlier. The doubling of transactions costs still seems a reasonable

target for tax rates in 2016. Since transactions costs have continued to decline, doubling current costs would still only

raise them back roughly to their level of one or two decades ago.  For this reason, the target is to set the tax rate at the

average level of current transactions costs.

There are two points on this target which are worth noting. First, as noted earlier, there are substantial differences in

transactions costs across traders, with the largest traders likely seeing costs that are less than half of the costs incurred by

smaller traders. This means that if a tax doubled average trading costs, it would far more than double the costs for the

largest traders, while being a considerably smaller share of trading costs for smaller traders. In the case of the largest

traders, this increase in costs would make many current trading practices unprofitable.

The other point is that different assets in the same asset category trade with different margins. Specifically, in the case of

stocks, the shares of smaller, less frequently traded companies will typically have much higher trading costs, usually in

the form of larger bid-ask spreads, than the shares of the largest companies. This means that a tax on stock trades that is

based on average costs will raise the trading costs for more illiquid stocks by a considerably smaller percentage than for

the largest companies. This is a desirable outcome, since it means that taxes of the size being debated will have a limited

impact on the liquidity of the least liquid stocks, even though it may sharply reduce the trading volume on the most

frequently traded shares.

There are a couple of additional points of importance in the design of the tax. First, many FTTs have exempted market

makers from the tax. (A market maker is an intermediary who acts to ensure the stability of the market. The market

maker buys an asset when there are no other buyers in the market, and sells from that purchased inventory when there

are no sellers. Market makers make their profit by maintaining a small gap between their buy and sell prices.) The

argument is that market makers are providing liquidity to the market, which is a service we would not want to

discourage with the tax. Furthermore, any costs imposed on market makers will inevitably be largely passed on to end

users, since the market makers will still need to cover their costs and make a normal profit.
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While the logic of this argument is correct, it does not follow that it is necessary to exclude all trades by a market maker

from an FTT. The problem is that market makers can trade on their own account, in addition to trades carried through

to support the market. The better path would be to require a market maker to pay the tax on all trades, and then file to

have the tax rebated on trades that were carried through in order to support the market. Since there should already be a

solid accounting record of all trades the market maker conducted, there should be little extra bookkeeping required to

turn this information over to the taxing authority at regular intervals. Verification of individual trades would prove

difficult; however, if a market maker was abusing this exemption by listing large numbers of trades carried through on

the maker’s own account, the ratio of market making trades to overall trades in the market should be notably out of line

with that of other market makers. With this approach, it should be relatively easy to detect efforts at evasion by focusing

on outliers. Small-scale evasion through this route will of course be possible, but that should not be a major cause of

concern.

A second point that has been raised in discussions of FTTs is that there could be a cascading effect, with a tax being

applied to both derivative instruments, such as options and futures, as well as the underlying assets. This would mean

that the effective tax on someone buying the derivative instrument would be considerably larger than just the tax

imposed on the derivative. This may discourage the use of some types of derivatives.

While this problem is worth noting, it need not be a major cause of concern. Even a tax applied at multiple points would

still only impose a very limited cost on a derivative purchase at the rates being proposed. If the tax ended up destroying

the market for some classes of derivatives, we can infer that these derivatives did not actually offer much value to end

users. After all, there are many types of insurance that most people opt not to buy. This does not necessarily indicate a

market failure. Derivatives often serve as a type of insurance. If the rise in the price due to the imposition of an FTT

discourages marginal buyers from purchasing certain derivatives, it need not be any greater cause for concern than, say,

the decline in insurance policies for air travelers.

In fact, insofar as the cascading impact of the tax leads some financial instruments to be less widely used, the effect could

even prove to be positive. Securitization of mortgages and other assets would be somewhat more costly with an FTT in

place. While an FTT of the size discussed in this report surely would not be large enough to end securitization, it would

make the option somewhat less attractive. This would give mortgage issuers somewhat more incentive to hold loans,

although the vast majority would almost certainly still be securitizied even with an FTT in effect.

In terms of the parties covered by the tax, the FTT being considered by the EU provides a good model. This tax would

apply to all nationals of the countries who are parties to the FTT. It would apply to their trades regardless of the location.

It would also apply to the stocks, bonds, and derivative instruments issued by corporations registered in these countries,
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The assumption on current trading volume is largely taken from PHH, as discussed in the prior section. The revenue

projections assume alternatively elasticities of trading of -1.0, -1.25, and -1.5. The third column in Table 7 shows

projected revenue. The total based on 2015 trading volumes would be $125.5 billion, 0.7 percent of GDP in the case

where elasticity is -1.0; $105.5 billion, or a bit less than 0.6 percent of GDP for elasticity of -1.25; and $88.7 billion or just

under 0.5 percent of GDP where elasticity is assumed to be -1.5.

The last column in Table 7 shows the projected reduction in trading expenses in each scenario. In the middle scenario,

where the elasticity is assumed to be -1.25, the reduction in trading expenses is $145.5 billion, an amount that is more

than one-third larger than the projected tax revenue. The fact that the decline in trading expenses is larger than the

revenue raised follows directly from the assumption that elasticity of trading is greater than 1. In other words, trading

volume will fall more than the tax increase itself. This difference has an important economic meaning, which will be

discussed at greater length in the next section. It implies that the burden of the tax will, at least immediately, be fully

born borne by the financial industry. This means that end users will, on average, be spending less on trading, even

including the tax, than they did before the tax was put in place. The additional cost per trade, as a result of the tax, is

more than offset by the reduction in trading volume. Note that this result follows even using the unrealistic assumption

that the industry is able to fully pass on the full cost of the tax in each trade. More realistically, this sharp reduction in

trading volume will almost certainly mean that the industry must accept lower wages and profits on each trade, partially

absorbing the tax rather than passing it on in full to end users.

Section II: A Financial Transactions Tax and Waste in the Financial
Sector
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There is a great deal of confusion on the nature of the potential tax burden associated with an FTT; therefore, we will

outline the issues here. It is important to recognize that there has been an enormous increase in the share of the economy

devoted to the narrow financial sector defined as commodities and securities trading. This sector increased from 0.44

percent of GDP in 1970 to 2.1 percent of GDP in 2015.  This increase of 1.66 percentage of GDP corresponds to $290

billion a year in additional spending in the 2016 economy.

The increase in the size of the sector is the additional cost associated with allocating capital from savers to those who

want to borrow and/or invest in 2015 compared to 1970. This cost takes the form of people working in the financial

sector, many of whom are highly paid, in addition to the capital they use, such as computers and office space. If the

increased relative cost of the sector has been associated with a better allocation of capital and/or households being more

secure in their savings, then there would be an offsetting benefit that could justify the additional expense of operating the

financial sector. But if the financial sector is not better serving the productive economy today than it did forty-five years

ago, this additional cost would be a waste from the standpoint of the economy as a whole. From this vantage point, any

policy that reduced the size of the sector would actually be making it more efficient.

In this way, the financial sector should be seen as comparable to any other sector that produces intermediate goods and

services, such as trucking. To carry through the analogy, suppose that the size of the trucking sector had quintupled

relative to the size of the economy over the past four decades. If the expansion of the sector was associated with goods

getting to their destination more quickly and/or with less damage, then the additional burden the trucking sector

imposed on the economy may be justified by the additional benefits it provides. However, if the additional cost of the

sector was due to the fact that truckers were simply driving circuitous routes, needlessly adding to their distance and

billing us for the mileage, then the additional cost of the trucking sector would simply be a drag on the economy.

There is no doubt that a non-trivial FTT would substantially reduce the size of the financial sector. The key question in

assessing its merits is whether this downsizing is primarily eliminating wasteful transactions that do not affect the ability

of the financial sector to serve the productive economy. This would be comparable to finding a way to monitor truckers

to ensure that they only take the most direct routes to get to their destination. Alternatively, the downsizing may

seriously impede the financial sector’s ability to effectively allocate capital or to ensure the security of households’

savings. Insofar as this is the case, the FTT would be imposing a substantial cost on the economy.

To make this point more clearly we can contrast how a tax on the financial sector would affect consumers and producers

with the way a tax on normal consumption goods would. Figure 1 below shows how a tax on new cars, that raises $100

billion a year in annual revenue, would affect the car market, as well as the distribution of the tax burden between car

buyers and car manufacturers.
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The top line shows the effective price to consumers, once the tax has been imposed. As a result of the tax, the price paid

by consumers will be somewhat higher than it had been previously. However, the rise in car prices will also mean that

consumers buy fewer cars. This means that car sellers will receive less money both because they are selling fewer cars,

but also because the reduction in demand as a result of the tax will lead to a situation where they get less money per car.

So the reduction in revenue to the auto industry will be the combined effect of selling fewer cars and getting less money

for each car they sell.

The extent to which the before-tax price falls and the quantity is reduced depends on the relative shape of the supply and

demand curves. (These curves are drawn in an arbitrary manner for purely illustrative purposes.) In this case, the tax of

$5,000 per car is shown to be evenly shared between consumers and producers. The average price paid by a consumer

rises from $25,000 without the tax to $27,500 with the tax. The average price received by auto manufacturers falls from

$25,000 to $22,500. The gap of $5,000 per car is the tax revenue raised by the government.
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This tax is associated with a drop in sales from 22 million to 20 million. The loss in revenue to manufacturers comes to

$100 billion a year, the difference between selling 22 million cars at $25,000 each, or $550 billion, and selling 20 million

cars at $22,500 each, or $450 billion. In this case, consumers are paying $2,500 more for each car they buy, but because

they are buying 2 million fewer cars, their total spending on cars is unchanged at $550 billion.

In terms of assessing winners and losers, consumers clearly end up worse off to the extent that they valued the 2 million

cars that they end up not purchasing as a result of the tax. Also, the consumers who do buy cars will have less money to

spend on other items as a result of having to pay $2,500 more for each car they buy.

There will similarly be a burden imposed on car manufacturers. Since they are producing fewer cars, they will employ

fewer workers and need a smaller amount of parts, materials, and capital equipment. This means fewer people will be

employed both directly in the auto industry, and also indirectly in the various industries that produce inputs for the auto

industry. The car manufacturers are also likely to see a reduction in profits due to the decline in both prices and sales.

The extent of the negative impact of the displaced workers will depend on their ability to get other jobs at comparable

pay. If the pay at auto manufacturers and their suppliers is comparable to the pay in other sectors where these workers

can find jobs, then the decline in car sales will have little impact on their standard of living once the adjustment process

is completed. However, if the auto industry is a source of relatively high paying jobs for these workers, then the decline in

sales would imply a reduction in their standard of living as they are forced to accept lower paying jobs in other sectors.

While the same sort of story would apply to any other industry that produced consumer goods or services, it is important

to understand that the situation is notably different in an industry like finance that is primarily producing intermediate

goods. Figure 2 shows the impact of a tax of $100 billion a year in the financial sector. (Again, these lines are drawn

arbitrarily for illustrative purposes.)
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Figure 2 is drawn to show a decline in trading volume that is the same as the decline car volume shown in Figure 1, with

the increase in the after-tax cost per trade equal to the increase in the after-tax cost of a car. (To be more realistic, these

can be thought of as blocks of 1 million trades.) This leaves all the dollar sums the same as in Figure 1; however, the

meaning on the consumer side is qualitatively different in a very important way.

In Figure 1, consumers saw a cost from the tax both because they paid more per car as a result of the tax, and also

because they bought fewer cars. Cars are a consumption good, so the expectation is that if consumers ended up buying

fewer cars as a result of the tax, they would be in some way worse off. By contrast, trading is not a good that directly

provides value for consumers. Trading is only valued as a way to increase wealth. Any individual trade will have a winner

and a loser, but these are offsetting. On average, investors are not made worse off by engaging in fewer trades.

Figure 2 is drawn so that the decline in trading volume fully offsets the impact of the tax in raising the cost per trade to

consumers. This means that consumers spend no more on trading, including the tax, than they did before the tax was

put into place. In this scenario the consumer feels no direct impact of the tax. When we look at a tax on cars, the portion

of the tax borne by consumers depends on the extent to which the price to consumers rises due to the tax. In the case of a
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tax on trading, there is no reason to care about the per-trade price, we care about the total amount spent on trading. If

that does not increase, as shown in Figure 2, consumers will only see an impact from the tax if a lower volume of trading

reduces the ability of the financial sector to serve the productive economy. (This issue will be addressed in the third

section.)

This point is important. If an increased volume of trading does not lead to an increase in the efficiency of the productive

economy, then consumers on aggregate cannot gain from the increased trades. There will be winners and losers on any

individual trade, but in aggregate this would net out to zero. This means that many of the trades currently being

undertaken by the people managing our 401(k)s, our IRAs, and our pension funds are wasteful. The people who

undertake these trades earn money off of them, but on average, investors do not. In this case, if we can reduce the volume

of trading, as would be the case with an FTT, we are saving investors and the economy money.

The impact of the tax from the standpoint of producers is unambiguous. It leads to both a reduction in trading volume

and less money on each trade. This would imply that many fewer people will be employed in the industry and also that

those who remain employed are likely to receive lower incomes. As noted in the example of a hypothetical tax in the auto

industry, the impact on the displaced workers from the financial sector will depend on the difference between pay in the

industry and pay in other sectors. Since the financial sector pays considerably more on average than other industries,

displacement is likely to mean a substantial loss of income for workers in the financial sector, or at least the higher paid

workers in the sector. (Displaced custodians and office assistants might not see much reduction in pay.)

The key point to be recognized is that, unlike a tax on other consumer items, a tax on the financial sector is generally not

born borne directly by consumers. The immediate impact of the tax will be on suppliers of financial services; there will

only be an impact on consumers if the downsizing of the industry reduces its ability to serve the productivity economy. If

a smaller financial sector can serve the productive economy as well as a larger one, then the burden of the tax will be felt

mostly or entirely by the industry.

The idea that a large financial sector might be a drag on growth has been supported by recent research from the Bank of

International Settlements and the International Monetary Fund, which found an inverted U-shaped relationship

between the size of the financial sector and the rate of growth of productivity.  They found that for countries with

under-developed financial sectors, a deeper financial sector was associated with more rapid growth. However, once the

financial sector reached a certain level, further expansion relative to the size of the economy was associated with slower

growth. This is consistent with the idea that the financial sector is pulling resources away from productive uses.

These analyses imply that people who could be employed productively in other sectors of the economy are doing tasks in

the financial sector that provide little or no value. The excessive trading, which is the immediate focus of an FTT, would
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be one example of how resources could be wasted. However, the proliferation of complex financial instruments would be

another aspect of the same problem. As noted in the first section, an FTT may make some types of financial instruments

more costly and possibly eliminate the market for them altogether. If these instruments provide little benefit to the

productive economy, then this would be another way in which the tax would make the financial sector more efficient.

Section III: The Implications of a Smaller Financial Sector

Liquidity, Trading Costs, and Interest Rates

The most immediate way in which higher transactions costs could affect the economy is through higher interest rates.

The tax will reduce effective returns on assets, with the impact dependent on the volume of turnover. To take a simple

case, if the before-tax return on an asset is 5.0 percent annually (net of other turnover costs) and the holding time is on

average six months, a tax of 0.1 percent will reduce the return (holding turnover constant) by 4.0 percent.  Of course, if

the holding time increases more than in proportion to the tax, as implied by the assumption of a trading elasticity

greater than 1.0, then the effect of the tax on returns is actually positive. As noted above, the total amount spent on

trading is actually less as a result of the tax, which means other things equal, total returns would increase.

However, there can be a possibility that investors actually are willing to forego a substantial portion of their returns in

exchange for increased liquidity. This would imply that interest rates are lower than would otherwise be the case

precisely because investors have the option to trade frequently at low costs.

This impact could be substantial. For example, if there has been a reduction in average trading costs in the stock market

of 0.5 percentage points over the last four decades (probably a low estimate of the actual reduction) and shares are

traded on average twice a year, this would imply that the reduction in trading costs would be the equivalent of 20 percent

of annual returns, using an assumption of 5.0 percent real returns. Comparable reductions in trading costs for bonds and

other instruments would imply a similar impact on returns.

While this sort of impact cannot be ruled out a priori, few, if any, models of interest rate determination include

transactions costs as a major factor. If trading costs did have a substantial impact on interest rates, we would expect real

interest rates in the 1950s, 1960s, and 1970s to be far higher, other things equal, than they are today. Certainly there has

been no obvious downward path for real interest rates in the United States and other countries as transactions costs have

fallen.
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One reason that there may not be a return premium corresponding to the change in average trading costs is that active

traders are far from the typical investor. If most investors trade little, while a small minority trade a great deal, then

average trading costs would have little relevance for most investors. In that case, a rise in transactions costs matters a

great deal to active traders, but very little to more typical investors.

This is a factor with regard to the decision on whether to include government debt in the mix of assets subject to the tax.

Burman suggests excluding government debt from the tax with the logic that any revenue derived from the tax will

simply be offset by the higher interest rates that the government will have to pay on its debt. As noted above, it is not

evident that changes in transactions costs are fully passed on in interest rates, but even assuming they are passed on, it

does not follow that it would be desirable to exclude government debt from the tax.

Suppose that applying the tax to government debt would raise $30 billion annually (roughly the amount implied in the

calculations above). The assumption of an elasticity of trading volume greater than 1.0 implies that trading costs will

actually be reduced by an amount greater than $30 billion as a result of the tax. This reduction in trading volume

corresponds to an actual reduction in resources used in the financial sector. Workers currently employed in the trading of

government debt will instead be freed up to work in other areas. In fact, if we use the assumption in Burman of an

elasticity of 1.25, then applying the tax to bond trades would have freed up more than $40 billion a year in resources for

productive economic activity.

Under the assumption that the rise in interest rates fully offsets the impact of the tax on trading costs, the government

will have no more revenue than if it had not taxed government debt. This means that the larger interest payments to

bondholders would be roughly equal to the money it raised from applying the FTT to government debt. But these higher

interest payments will now be supporting pension funds, 401(k)s, and other shareholders rather than financing the more

rapid trading of bonds by the financial industry.

The only downside to the tax is that investors would know that their debt holdings would be somewhat less liquid. Again,

this will matter more to the most active traders than the typical holder of government debt. In this scenario, the

government effectively ends up increasing the resources available to the productive economy, while leaving its own

revenue little changed, at the cost of somewhat lower liquidity in the market for government debt. An alternative way of

posing the issue is that, in this example, the financial industry imposes a tax on the economy of $30 billion a year for the

additional liquidity the markets provide on government bond sales compared to the liquidity provided in the 1990s. One

can argue whether or not this additional liquidity would be worth this price, but it is important to be clear on the terms

of the trade-off.

In addition to the question of liquidity, there is also an issue of whether the rise in transactions costs resulting from the
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tax would impair the ability of financial markets to allocate capital to its best uses. This would be an argument that

higher transactions costs could lead to larger divergences between the market price of assets and their “true” price based

on economic fundamentals, and that these divergences had measurable consequences for the allocation of capital. The

first part of this argument is arguably true, but the question of the consequences is far from certain.

The first part depends on the impact of trading costs on volatility. There is fair bit of research on this topic. While the

results are far from conclusive, a fair reading of the literature would probably support the view that lower trading costs

are associated with reduced volatility.  However, most of the research on the impact of trading costs and volatility is

focused on short-term movements in asset prices, such as the average change in the price of a share of stock over the

course of a day.

These short-term fluctuations in asset prices are really providing more information on the liquidity of markets than the

ability of markets to direct capital to its best uses. If there are larger intra-day fluctuations in the price of stock or other

assets, it increases the risk to an investor that they may buy the asset at a temporarily inflated price or sell at a

temporarily depressed price (these deviations should average out, so on net the typical investor is neither helped nor

hurt), but it is difficult to believe that it would have a measurable impact on the effective allocation of capital.

If a stock spends another hour or two 0.5 percentage points above or below its fundamental value (assuming that the

market tends towards the fundamental value), it seems implausible that it would affect the flow of productive investment

in a noticeable way. It seems unlikely that, except in the rarest of cases, such modest misalignments of prices would

cause a company to undertake an investment it would not otherwise take or not to carry through an investment that

would have been profitable. The same would apply to other assets like oil or corn. If the price of a barrel of oil is 0.5

percent higher than the fundamentals would imply for a few hours, it is difficult to envision a large amount of capital

committed to drilling that would not be profitable at the price dictated by the fundamentals.

In this respect, even with a sharp reduction in trading volume, there is still likely to be far more liquidity in the market

than existed just two decades ago. Figure 3 shows a measure of market depth, the average value of shares available to be

bought or sold, since 2003. It shows that depth has more than tripled for the most highly traded stocks, indicating that if

it fell by back by two-thirds, it would still be higher than it was in 2003. In other words, we are still likely to see more

market depth in 2017 financial markets that have an FTT than in the 2003 market without an FTT.
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While longer term and larger divergences between prices and fundamentals can affect the allocation of capital, the

evidence in this area is far more uncertain. There have been several occasions in the last three decades where there were

sharp movements in price that bore no obvious relationship to the fundamentals in the economy. The most obvious was

the flash crash in 2010, which was due to a misreported price that triggered a sell-off by programmed trading. The main

market indexes plunged by close to 10 percent over the course of 30 minutes. While this was reversed in a matter of

hours, it is difficult to envision such swings being driven by human trading.

Similarly, no one ever found an explanation in market fundamentals for the crash in October 1987. This was also driven

by program trading. It took close to two years to completely reverse this slide, although half of the loss was recovered in

most markets within a week. It is not clear that the modest increase in trading costs associated with the sorts of FTTs

being discussed would reduce the likelihood of large swings in prices caused by fluke events, but clearly these large

swings would have more impact on the efficiency of markets in serving the productive economy than the modest

deviations from fundamental values that may be associated with a decline in market volume and a corresponding

reduction in liquidity. In other words, it is not clear that an FTT of the size being proposed here can have a sizable
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impact on destabilizing speculation. However, the fact that we have seen extraordinary and unexplained swings in prices

in periods of low trading costs and high volumes suggests that reducing trading volume with an FTT is not likely to

destabilize financial markets.

On the issue of the relationship between transactions costs and growth, modeling practices among macroeconomic

forecasters generally do not assume that future growth will be faster as a result of declines in transaction costs in the

financial sector. That practice may be mistaken, but modelers in the 1970s, 1980s, and 1990s, did not project an

acceleration in growth rates in their forecasts as a result of predictable declines in transactions costs in financial

markets.

While it has not led to faster economic growth, the explosion in the size of the financial sector since 1970 has been

associated with an explosion in compensation in the industry. Compensation has always been higher in the financial

sector than elsewhere in the economy, but in 1970 the gap was not nearly as large as it is now. In 1970, the average

compensation for a full-time employee in the financial sector was less than 50 percent higher than the average for the

economy as a whole. In 2014, compensation in the financial sector was almost 270 percent higher than the average for

the economy as whole, as shown in Figure 4.  Research has shown that as much as 18.4 percent of primary taxpayers in

the top 0.1 percent of the income distribution are employed in finance.
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It is likely that the sort of downsizing of the industry that would be associated with a moderately sized FTT would lead to

a substantial reduction in pay for many of the high earners in the financial sector. Many would undoubtedly move to

other sectors, where their skills may still command a high wage, but likely less than they are currently earning in the

financial sector. The workers who remained in the sector may still earn considerably more than the average for workers

in other sectors, but the gap would almost certainly be less than it was before the tax. In effect, in order to maintain their

share of shrinking market, workers in the financial sector would be forced to forego a substantial portion of their

compensation.

Section IV: Using the FTT for Reducing or Eliminating College
Tuition
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In principle, tax revenue is fungible. Revenue raised from any source can be used for whatever purpose Congress

designates. However, many proposals for an FTT have suggested designating the revenue for a specific purpose. Most

notably, in his presidential campaign, Senator Bernie Sanders proposed using the revenue from an FTT to make public

colleges tuition free. Financing college tuition is just one possible use of tax revenue. The projected $105.5 billion in

revenue is almost fifteen times the projected annual cost of President Obama’s Preschool for All Initiative.  It is also

about 5 percent more than the current level of federal spending on infrastructure.  It can be helpful, however, to hold up

the Sanders’ example to get a better sense of the impact of the tax on the economy.

Sanders estimated the cost of his proposal for free college at $75 billion a year.  This suggests that a financial

transactions tax along the lines discussed in the prior section could easily cover the cost of free tuition. However, there

will be important issues going forward. If the rate of growth of college costs continues to hugely outpace the overall rate

of inflation, then at some point in the not distant future, the revenue from a financial transactions tax would not be

sufficient to cover the cost. In addition, eliminating tuition at public colleges inevitably would also increase demand and

thus enrollment at these schools.

Neither of these developments would necessarily be bad. One of the main points of the proposal is presumably to make

college more accessible. And, achieving more socioeconomic integration in higher education (a very likely result of

eliminating tuition at state schools) should generally be viewed as a positive development. Nonetheless, both outcomes

will increase the cost of making public colleges free. If mechanisms are not put in place to restrict the growth of

attendance and the cost of public higher education, then even the large sums that can be raised through a financial

transaction tax will not be adequate.

However, there is an efficiency argument for free college that should be noted. There are very substantial costs associated

with the sort of means-testing under the current system, in which tuition is high, but lower-income students are eligible

for financial assistance. This requires a costly bureaucracy that has to review filing from students and their families. The

situation is further complicated by the fact that many students come from families where parents are separated and one

or both might seek to avoid any financial responsibility for their child’s college education. This can lead to situations

where students are either assessed large tuition payments based on the income of a parent who is unwilling to support

their education, or they are forced to spend a great deal of effort demonstrating this fact. Either situation is clearly

unfortunate from the standpoint of trying to make college accessible to students regardless of their family background.

The other problem with even a generous system of financial aid is that many lower income students are likely to not

recognize the potential benefits to them from such a system. One study found that less-educated and low-income parents

often had little knowledge of the cost their children would face in attending college.  They often overestimated the costs
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by a factor of two or three. This problem was especially prevalent among African American and Hispanic parents.

In principle, the lack of knowledge can be overcome by effectively providing information on financial aid to lower-

income and minority parents, but this has not proven to be an easy task. Even with the most aggressive efforts at

outreach, it is likely that many lower-income and minority students will still end up not attending college because they

overestimate the costs they would face.

This would be a strong argument for making public colleges and universities tuition free. Replacing a complex system of

financial aid with a simple system of free tuition would likely be the sort of change that would be widely recognized and

understood. This should go far toward overcoming the information barrier that is preventing many otherwise qualified

students from attending college.

However, even if we reject the goal of free college tuition, there is still a strong argument for increasing the public

resources devoted to higher education. Attendance and graduation rates have risen very slowly in the past three decades

among men. It is likely that the fear of incurring large debt, coupled with the large variance in earnings among

graduates, has been a major factor.  Furthermore, with many recent college graduates continuing to face a weak labor

market, student debt from college loans is likely to be a substantial burden well into their careers. For these reasons,

measures to reduce the cost of college offer large benefits for students from low- and-middle income families. And, of

course, a more educated workforce will be a more productive workforce. By shifting resources from unproductive uses in

the financial sector to education, we will be very directly increasing the productivity of the economy.

Conclusion

The evidence compiled in this report indicates that it should be possible to raise a substantial amount of revenue from

an FTT, without disturbing the finance sector’s ability to serve the productive economy. Since there has been a sharp

decline in the cost of transactions over the past four decades, even with a tax in place, transactions costs would still likely

be lower than they were just two decades ago. This was a time the United States already had a robust financial market, so

costs at this level should still be consistent with deep capital markets.

Furthermore, evidence on the elasticity of trading volume suggests that the reduction in volume will likely more than

offset the increase in costs due to the tax for a typical trader. This means that most traders will actually see a reduction in

total trading costs as a result of the implementation of an FTT. Instead, the burden of the tax will be borne by the

financial sector, which is likely to become considerably smaller even in response to a modest sized FTT. There will only

be a cost to households if the tax impeded the ability of the financial sector to efficiently allocate capital.
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If the tax is dedicated to funding higher education, as some have suggested, this would amount to transferring resources

from the financial sector to the education sector. This is likely to be a far more productive use of those resources.
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