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Abst r a ct 

Th i s  paper looks at the e f fe ct wh i ch stamp dut y ,  on pu rchases of OK equ it i e s , 

has on the vol ume of t r a nsact i ons i n  the OK equ ity ma r k et .  The r es u lt s  

i nd i cate that a change of one pe r centage po i nt i n  t h e  r ate of stamp d uty h a s  a 

l on g - r u n  e f fect on the vol ume of equ ity t r ansact i ons of 0 . 7  and a n  e f fect on 

the g e n e r a l  level of equ ity p r i c e s  of 0 . 1 .  These r es u lts suggest that the 

19 8 4  r educt i on in stamp dut y ,  f r om 2% to 1% , cou l d  i n c r ease the vol ume of 

e q u ity t r ansact i ons by a r ound 70 % over a 4 - ye a r  pe r i od ( w ith most of the 

e f f ect hav i ng ta k e n  pl ace a l r eady ) and that equ ity p r i ce s  cou l d  have been 

i n c r eased by about 10 % .  
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0 1 0 3 F  

T H E  EFFECTS O F  STAMP DUTY ON EQU I TY TRANSACT IONS AND PR I C ES I N  T H E  U K  STOCK 
EXCHANGE 

1 The pu rpose of t h i s  pape r is to p r esent some qua nt i t at i ve e s t imates of the 

e f f ec t s  wh ich the s t amp duty , c h a r g ed on p u rchases of U K  eq u i t i e s , has on the 

vol ume of t r ansac t i on s  in t h e  equ i ty ma r k et and the level of eq u i ty pr ices . 

Sect i o n  I p r o v i des a br i e f  g u ide to t h e  r elevant i ns t i t u t i on al bac k g r ou n d . 

The second sect i on p r e s e n t s  a s i mple economic model of the vol ume of 

t r a nsact i o n s . S ect i o n  I I I  looks at t h e  k i nds of r ules u s ed by some f u n d  

manag e r s  and explo r es how t he i r beha v i o u r  may be a f f ec t ed b y  changes i n  

t r ansac t i ons cost s .  The def i n i t ion o f  t h e  va r i ables i s  s e t  out i n  S ect i on I V  

and the economet r ic spec i f ic a t i on of the model used to es t i ma t e  t h e  e f f ect o f  

t r ansact i ons costs on the volume of t ra d i ng i s  e xpl a i ned and t h e  r esul t s  a r e 

p re s e n t ed i n  S ec t i on v. S ec t i on V I  de r i ves some t h e o r e t ic al p r e d ic t i o n s  

a b o u t  the e f f ect of c hang i ng s t amp d u ty on equ i ty pr ice s .  The r es ul t s  o f  a 

s i mple r a t i onal expec t a t i on s  model expl a i n i ng changes i n  sha r e  pr ices a r e  used 

t o  t e s t  t h e  theory and t o  quan t i f y  the e f fec t s  of changes in s t amp d u ty ( f or 

e x ample the hal v i n g  of the duty in the 1 9 8 4  Budg et ) o n  the r a t e  of g r owt h of 

s h a r e  p r ices . 

concl u s i on s . 

F i nall y ,  S ect i o n  V I I  c on t a i ns a s umma ry of t h e  ma j o r  

I The UK S t oc k  E xchang e and Compa r a t i ve T r ansac t i on s  Cos t s  

2 The London S t oc k  E xchange i s  t h e  t h i r d  l a r g e s t  e xchange i n  t h e  world i n  

t e rms o f  both ma r k et value and t u r nove r , and t h e  fou r th l a r g e s t  i f  the U S  

over-t h e-coun t e r  ma r k e t  ( NASDAQ) i s  i ncluded . B u t  i n  t e rms of t u r n o v e r  p e r  

s t oc k  i t  r a n k s  only ten t h , lag g i ng beh i nd many con s i d e r ably small e r  

exchanges . The cont r a s t  w i t h  t h e  US ma r k e t s  i s  pa r t ic ul a rly s t r i k i ng .  A t  

p r e s e n t  eac h  sha r e  changes h a n d s  o n  a v e r age only once e v e r y  f i ve o r  s i x  yea r s  

i n  t h e  London ma r k e t ,  w h e r eas t h ey change hands o n  a v e r a g e  e ve ry two y e a r s  i n  

t h e  NYSE a n d  almos t  e v e r y  yea r  i n  NASDAQ . T u r nove r as a pe rce n tage of ma r k e t  

value was s i m il a r  t o  t h a t  i n  N e w  Yo r k  i n  1 9 7 4 , b u t  o v e r  t h e  l a s t  d ecade i t  h a s  

r emai ned a t  a r ound t h e  same level w h ile t h e  f i g u r e  f o r  t h e  NYSE h a s  almost 

t r ebled . 



TAB LE 1 :  M a r k e t  value and t u r n o v e r  i n  eg u i t i es i n  t h e  NYSE 

Tok;r::o and London s toc k e xchanges and the NASDAQ ma r k e t  

( £  bn ) 

M a r k e t  val u e  Tu r no v e r  Tu r no v e r  as a 
(end yea r ) p e rcentage of 

ma r k et value 

1 9 7 4  1 9 8 3  1 9 7 4  1 9 8 3  1 9 7 4  1 9 8 3 
( % )  ( % ) 

NYSE 2 0 5 . 4  1,0 4 8 . 0  4 1 . 5  5 2 6 . 9  2 0 . 2  5 0 . 3  

Tokyo 5 1 . 3  3 6 9 . 9  1 7 . 6  1 6 0 . 4  3 4 . 3 4 3 . 4  

NASDAQ 1 5 8 . 1  1 2 9 . 7  8 2 . 0  

London* 3 1 . 1  1 5 5 . 7  6 . 3  2 8 . 1  2 0 . 3  1 8 . 0  

s o u rce : The S t ock E xchange Fact Book (M a rch 1 9 7 5 ) ,  t h e  S toc k E xchange 
Of f ic i al Year Book ( 1 9 8 4 - 8 5 ) and NASDAQ . 
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* T u r nover h a s  b e en h al ved f or compa r a t i ve p u rposes bec a u s e  both p u rc h a s e s  
and sales a r e  i ncl u d ed i n  t h e  u s u al UK s t a t i s t ics , wh e r e a s  only o n e  s i de o f  
a t r ansact ion i s  i ncl uded i n  t h e  u s  a n d  Japa n e s e  s t a t i s t ics . 

3 The pa t t e r n  of sha r e  own e r sh i p i n  t h e  U K  i s  ma r k edly d i f fe r en t  f r om t h a t  

i n  t h e  USA . I n  t h e  UK t h e  p r opor t i on of s h a r es h eld by p e r sons h a s  been 

d ecl i n i ng for many yea r s  wh e r eas t h e  p r opor t i on h el d  by i n s u r ance compa n i es 

a n d  pen s i o n  f un d s  has been r i s i n g .  I n s t i t u t i ons now h ol d  5 8% o f  s h a r e s  

w h e r eas i n d i v i du al s  h ol d  only 2 8% ( s e e  Tabl e  2 ) .  

Table 2 :  D i s t r i bu t i on of Bene f ic i al S h a r ehold i ng s b;r:: ma r k e t  val u e  

1 9 6 3  1 9 6 9  1 9 7 5  1 9 8 1 ( % ) 

Pe r son s  5 4 . 0  4 7 . 4  3 7 . 5  2 8 . 2  

I ns u r a nce c ompa n i es 1 0 . 0  1 2 . 2  1 5 . 9  2 0 . 5  

Pens i on F u n d s  6 . 4  9 . 0  1 6 . 8  2 6 . 7  

U n i t  t r u s t s  1 . 3  2 . 9  4 . 1  3 . 6  

I nv e s tme n t  t r u s t s  a n d  
o t h e r  f i n a nc i al compa n i es 1 1 . 3  1 0 . 1  1 0 . 5  6 . 8  

B a n k s  1 . 3  1 . 7  0 . 7  0 . 3  

o v e r se a s  7 . 0  6 . 6  5 . 6  3 . 6  

O t h e r* 8 . 7  1 0 . 1  8 . 9  1 0 . 3  

Total 1 0 0 . 0  1 0 0 . 0  1 0 0 . 0  1 0 0 . 0  

Total ma r k e t  val ue (£bn ) 2 7 . 7  3 7 . 8  4 4 . 5  9 9 . 4  

* Cha r i t i es ,  i ndu s t r i al and comme rc i al compa n i es and t h e  publ ic sec t o r  

S o u rc e : S toc k Exchange s u r vey of Sh a r e  o wn e r s h i p .  
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I n  con t r a s t , i n  t h e  USA , i n s t i t u t ions hold a much smalle r  p r opo r t i on of sha r e s  

t h a n  i n d i v i duals ( 3 5% a g a i n s t  6 0% ) a n d  t h e r e  h a s  b e e n  l i t tle change i n  t h e  

p a s t  ten yea r s. 

4 The i nc r ea s e  i n  t h e  p r opo r t i on of sha r es held by i n s t i t u t i on s  i n  t h e  UK 

ma r k et has been r e flec t ed in a r i s e  in the a v e r age v alue of equ i ty b a r g a i ns. 

I n  1 9 7 8  t h e r e  we r e  a r ound 4 m ill i o n  ba r g a i n s  and the val u e  of all sales and 

p u rchases was abou t £ 2 0  b ill i on .  I n  1 9 8 4  t h e r e  w e r e  j u s t  u n d e r  5 mill i o n  

b a r ga i n s  but the val u e  of sales and pu rchases had i nc r eased to £ 7 3  bill i on .  

5 The g r ow i ng pr edomi nance of i ns t i t u t i on s  i n  t h e  UK ma r k e t  cannot , h oweve r , 

be an explana t i on f o r  t h e  lac k  of g r owt h i n  t u r no v e r  i n  the London ma r k e t. 

I ns t i t ut i ons a r e  mo r e  act i ve t r ad e r s  ( r ela t i ve t o  the i r  h old i ngs ) than 

i nd i v i d u al s. I n  1 9 8 1 ,  UK i n d i v i d u al s  accounted f o r  only a r ound 2 5% of 

t u r nover whe r eas t h ey h eld a r ound 2 8% of the sh a r es . UK I ns t i tu t i on s  i n  

con t r a s t  accounted f o r  6 6% o f  the t ra d i n g  act i v i t y  compa r ed w i th 5 8% o f  the 

s tock . I ns t i t u t i ons h old t oo g r e a t  a p r opor t i on o f  the s h a r e s  of i n d i v i d u al 

compa n i e s  to be abl e  t o  engage i n  ma j o r  r ealloc a t i on s  of the i r  po r t fol i os 

w i t h o u t  mov i ng p r ices a g a i n s t  t h emselves . 

t r ad ed elemen t  to t h e i r po r t fol i os .  

B u t  t h ey do have a n  act i vely 

6 One pos s i bl e  e xplana t i on f o r  the l ac k  of g r owt h i n  t u r no v e r  may be the 

l evel of t r a nsac t i on s  cos t s  on t h e  London e xc h a nge . Compa r a t i ve t r ansact i o n s  

cos t s  a n d  t u r no v e r  r at e s  i n  t h e  NYS E , Tokyo , London and NASDAQ a r e  shown i n  

Table 3 .  Cle a rly London i s  a t  a d i sadvantage c ompa r ed w i t h  i ts ma j or 

compe t i to r s .  

Tabl e 3 :  T u r no v e r  and T r ansac t i on s  Cos t s  i n  t h e  NY S E , Tokyo , NASDAQ a n d  
London i n  1 9 8 3  

T u r nove r  a s  a T r ansac t i on s  C o s t s  of which 
percentage of (£ 1 0 0 , 0 0 0  d e al ) t a x  
ma r k e t  val u e  Purchase & Sal e  

NY S E  5 0 . 3  1% 
Tokyo 4 3 . 4  1 3/4% l/2% 
NASDAQ 8 2 . 0  1% 
London 1 8 . 0 3 1 / 4% ( now 2 1 / 4% ) 2% ( now 1% ) 

The t r ansact i on s  c os t s  on t h e  purchase and s al e  o f  £ 1 0 0 , 0 0 0  wor t h  o f  equ i t i e s  

t h r ou g h  t h e  London S toc k E xchange cu r r en tly amou n t  to a r ou n d  2 l / 4  % ,  
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compr ised of 1 %  s t amp d u ty a n d  1 1 / 4 %  commiss i on. B e f o r e  t h e  h a l v i ng o f  

s t amp d u t y  i n  t h e  1 9 8 4  Budge t ,  t h e  t r ansact i ons cos t  f i g u r e  was 3 1 / 4 %. ( T he 

o t h e r  e l emen ts of t h e  t r ansact i ons cos ts a r e  r e l at i ve l y  m i n o r ; t h e r e  is a csr 

l evy of 6 0p on t r a nsa c t i ons ove r £5 , 0 0 0  and up un t i l  the 1 9 8 5  Budget t h e r e  was 

a con t r ac t  s t amp of up to 6 0p . ) I n  con t r as t , t r a nsac t i ons cos ts on a s i m i l a r  

d e a l  amoun t  to a r ound 1 %  i n  t h e  USA a n d  1 3 / 4 %  i n  Tokyo. None of t h ese 

t r a nsac t i ons cos t  f i g u r es mak e any a l l owance f o r  t h e  s iz e  of the m a r k e t-ma k e rs 

t u r n , wh i c h  i n  London , depen d i n g  on t h e  e x a c t  stock and the s t a t e  o f  the 

ma r k e t , may be a r ou n d  1 / 2 %. 

7 T h e  r ed u c t i on i n  commiss i on l evels i n  the NYSE , a f t e r  t h e  end of f i x e d  

c ommiss i ons i n  May 1 9 7 5 ,  was probably a c on t r i b u t o r y  f a c t or to t h e  substant i a l  

g r ow t h  i n  t u r n ov e r  seen i n  t h e  l as t  t e n  yea rs. Between Apr i l  1 9 7 5  and t h e  

e n d  of 1 9 8 1 ,  c omm iss i o n  r a t es f o r  i ns t i tu t i ona l d e a ls f e l l b y  a r ound 5 0 % a n d  

comm iss i on r a t es f o r  i n d i v i d u a ls ' d e a ls f e l l by a r ound 2 0 %.* 

8 T r a nsa c t i ons c os ts can have a subs t a n t i a l  i mpact on the e xpected r e t u r n  

f r om a n  i nv es t me n t  a n d  t h e r e f o r e  o n  t h e  f r equency w i t h  w h i c h  i nv es t o rs 

r ea l l o c a t e  t he i r  por t f o l i os. A l t hough each l is t ed eq u i ty is t r aded on 

a v e r ag e  once e v e r y  f i ve or  s i x  years , t h e r e  is a wide d ispa r i t y  in act i v i ty in 

v a r i ous segme n ts of t h e  ma r k e t. s ome i ns t i t u t i ons base the i r  t r a d i ng 

d e c i s i ons on t h e  expe c ted r e t u r n  ove r a pe r i od as sho r t  as t h r ee mon t hs. 

Th e r e f o r e ,  be f o r e  the change i n  s t amp d u ty i n  the Budget l as t  yea r , they wou l d  

h a v e  been l oo k i ng f o r  ga i ns of 1 3 %  p a  j ust to cov e r  t h e  t r a nsac t i ons cos ts and 

g a i ns o f  2 0 %  pa be f o r e  t h ey cons i d e r e d  t h a t  a deal was wor t h  the e f f o r t. 

9 The pu r pos e o f  o u r  r es ea r ch was to see the e f f ec t  of t r a nsa c t i ons cos ts on 

t u r n o v e r. I n  pa r t i c u l a r , we we r e  i n t e r es t ed i n  d iscover ing t h e  e x t e n t  t o  

w h i c h  s t amp d u t y  a f f e c t ed t h e  vol ume of t r ansa c t i ons. We have t h e r e f o r e  

a t t empted t o  mod e l  t h e  l ev e l  o f  eq u i ty t u r n ov e r  wh i c h  i s  l i ab l e  f o r  s t amp 

d u t y. ( Th is means t h a t  t r ans a c t i ons c l osed w i t h i n  t h e  S t o c k  E x change ' s  

t wo-wee k a c c o u n t  pe r i od a n d  t r a nsa c t i ons i n  l e t t e rs o f  al l otme n t  a r e  e x c l uded 

as both a r e  e x empt f r om s tamp duty. ) But i n  o r d e r  to meas u r e  accu r a t e l y  the 

e f f e c t  o f  c h a n g es i n  s t amp d u ty we n eeded to k n ow what o t h e r  f a c t ors w e r e  

l i k e l y  to i n f l u e n c e  t u r no v e r. Th is is the sub j ec t  of t h e  nex t sect i on ,  wh i ch 

d e v e l ops a s i mp l e  e c o n om i c  mode l of equ i ty t u r nove r. 

* ' Commiss i on r a te t r en ds ,  1 9 7 5 - 1 9 8 1 ' by t h e  D i r e c t o r a t e  o f  Econ om i c  a n d  
P o l i cy Ana l ys is of t h e  Secu r i t i es and E x change C omm iss i on. 
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1 0  I t  is a lso l i ke l y  that a r ed u c t i on i n  s t amp d u ty w i l l  i n c r ease t h e  

r e l a t i ve a t t r a c t i veness of equ i t i es a n d  hence r a ise t he i r  p r i c es. Th is 

e f f e ct is cons id e r ed in s e ct ion VI. Most of t h e  emp i r i ca l  work uses d a ta 

cove r i ng t h e  pe r i od 1 9 6 4  to 1 9 8 4 , d u r i ng wh i c h  s t amp d u t y  was i nc r eased f r om 

1 %  to 2 %  i n  May 1 9 7 4  and r edu ced to 1 %  a g a i n  i n  Apr i l  1 9 8 4. some r esu l ts a r e  

a lso p r ov i ded i n  Annex 1 cov e r i ng a l o n g e r  pe r i od - f r om 1 9 5 7  t o  1 9 8 4 - wh i ch 

a l l ows the e f fects of the c u t  f r om 2 %  t o  1 %  i n  s t amp d u ty i n  Au gus t  1 9 63 to be 

i n c l u d ed i n  t h e  ana lys is. 

I I  An Econom i c  Mod e l  of the Vo l ume of Tr ansa c t i ons 

1 1  We s t a r t  f r om a cons id e r a t i on of the m i c r o-econom i c  f a c t o rs t h a t  m i g h t  

l ead t o  t r ansac t i ons i n  equ i t i es. T r ad i t i ona l m i c r o  t h e o r y  h as l i t t l e  t o  

o f f e r  on t h is s u b j ect. Supply and d emand a na l ys is can p r ov i d e  i nd i c a t i ons o f  

the e f f e c t  of changes i n  t r ansact i ons costs o n  p r i ces ( t h is ques t i on is 

tac k l ed in S e c t i on VI ) ,  but s i nce most a na l yses are c once r n ed w i th e xp l a i n ing 

compa r a t i ve equ i l ib r i a ,  they a r e  of no help i n  exp l a i n i ng why ( o r how many ) 

t r a nsact i ons w i l l  t a k e  p l ace. 

1 2  One of t h e  few a t t empts to f i l l  t h is gap is C ope l a nd ' s  ( 1 9 7 9 ) ana l ys is of 

l i q u i d i ty changes f o l l ow i ng stock sp l i ts.
1 

H e  pos t u l a t es t h a t  t h e  v o l um e  

of t r a nsac t i ons i s  a f unct i on of c u r r en t  ' i n f o rmat i on ' ( I  ) and p r ev i ous l y  
2 

t 
g e n e r a ted n ews 

( I  
1 

• • •  I ) .  
t - t-n 

1 3  The impo r ta nce of news and i ts r e l a t i onsh i p  w i t h  t r a nsac t i ons cos ts a n d  

v o l ume a r e  i l l us t r a t ed i n  f i gu r es 1 and 2. The s h a r e  has a n  eq u i l i b r i um 

pr i c e  b at t im e  pe r i od t ,  wh i c h  r e f l e c ts i nvest o rs ' va l ua t i on of t h e  stock , 

w h i c h  i n  t u r n  r e f l e c ts t h e i r  e xpecta t i ons r eg a r d i n g  f u t u r e  g a i ns. H owe v e r, 

not a l l  h o l d e rs of the sha r e  necessa r i l y  r eg a r d  b as t h e  t r ue val ue of t h e  

sh a r e .  The spr ead between t h e  h i ghes t  a n d  l owest v a l ua t i on i n  t h e  m a r k e t  i s  

g i ven b y  a c  o r  T, and , i n  a n  e f f i c i en t  market , t h is is s imply t h e  l e v e l  o f  

t r a nsact i ons cos ts. For e x amp l e ,  pote n t i a l  h o l d e rs v a l u i ng the s h a r e  a t  m o r e  

than c wou l d  b e  a b l e  t o  buy i t  at a pr ice wh i c h  wou l d  enab l e  t h em t o  be be t t e r  

1 T E C ope l and ' L i qu i d i ty changes f o l l ow i n g  s t o c k  spl i ts ' , Jou r n a l  o f  F i n a n c e  

M a r c h  1 9 7 9. We a r e  g r a t e f u l  to Col i n  Maye r f o r  b r i n g i ng t h is a r t i c l e t o  
o u r  a t t e n t i on. 

2 The r es t  of t h e  mode l was of l im i ted appl i cab i l i ty - t h e  v o l um e  of 
t r a nsact i ons in share j is expl a i n ed as a funct ion of m a r k e t  vol um e  and t h e  
i n f o rma t i on te rms a r e  i ncorpo r at ed w i t h i n  t h e  e r r o r  te rm. 
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of f ,  even a f t e r  payi ng the t r a nsa c t i ons cos ts. The f i g u r es b e l ow s h ow the 

d is t r i bu t i on of i nv es t o rs ( t h e  numb e r  we i g h t e d  by t h e i r buy i n g/se l l i ng powe r ) 

v a l u i ng t h e  s t o c k  a t  the p r i ces shown on the h o r izon t a l  ax is .  

F i g u r e  1 

a b c 
� T ----� 

F i g u r e  2 

T+X 

1 4  Now c ons i d e r  the e f f ect o f  news on s h a r e  p r i c es. F o r  s i mp l i c i ty imag i n e  

a n  announcement t h a t  l e f t  t h e  p r i ce s e t  by t h e  ma r k et mak e rs unchanged but 

caused i n d i v i du a l  s h a r e h o l d e rs to change t h e i r v a l u a t i ons. This m i g h t  be t h e  

r es u l t  of an announ cemen t that a p l a nned i nv es tmen t b y  a f i rm wou l d  i nv o l v e  

l ess e xpend i t u r e  i mmed i a t e l y  b u t  r a t h e r  more a t  a l a t e r  d a t e. I nd i v i d u a l  

r esponses to t h is announcement m i g h t  we l l  b e  d i f fe r en t  s imp l y  because 

d i f f e r en t  owne rs had d i f f e r e n t  d iscount r a t es. I nd i v i d u a ls h ol d i ng p r i c e  

expec t a t i ons a t  e wou l d  have an i n ce n t i v e  t o  p u r chase la r ge vol umes o f  stock 

w h i ch wou l d  tend to move t h e  ma r k et p r i ce above b. B u t  i f  they w e r e  r is k  

a v e rse t h ey wou l d  have l i m i ts o n  t h e  p r opor t i on of t he i r  po r t f o l i os wh i c h  they 

were p r ep a r ed to i n ves t in a p a r t i c u l a r  s t o c k ; many i ns t i t u t i ons h ave t a r g e t  

p r opo r t ions f o r  t h e i r  hol d i n gs of i nd i v i d u a l  comp a n i es ' s h a r es and some have 

e xp l i c i t  l im i ts on t h e  p r op o r t i on o f  t h e  sh a r es of a s i n g l e  c omp a ny which they 

a re w i l l i n g  t o  h o l d , wh i l e  o t h e rs have s e t  l im i ts on the p r opo r t i on of the i r  

p o r t fo l i os w h i ch t h ey a r e  w i l l i ng t o  i nves t  i n  a s i ng l e  c ompany ' s  eq u i ty .  

The s i tu a t i on m i g h t  become l i k e  t h a t  shown i n  f i g u r e  2 .  I n  t h e  t r a ns i t i on 

p e r iod , b e f o r e  t h e  ma r k et h as a d ap t ed to t h e  news , s ome i n d i v i d u a ls e xp e c t  t o  

ma k e  g a i ns b y  pu r chas i ng ex t r a hol d i n gs wh i l e  o t h e rs exp e c t  to ma k e  ga i ns by 

s e l l i ng t h e i r  h o l d i ngs. 

f i g u r e: 

The f ol l ow i n g  r es u l ts a re f a i rly obvi ous f r om the 

( i )  any news i t em wh i c h  ca uses t h e  r a n g e  of valu a t i ons to be g r ea t e r  t h a n  

t h e  l ev e l  of t r ansa c t i ons cos ts w i l l  i nd u c e  t ra d es i n  t h e  r e l evant 

sh a r es ,  even t h ough there may be no change in t h e  ma rket p r i ce ;  and 

( i i )  a n  i n c r ease in t r ansa ct i ons cos ts w ill r ed u c e  t h e  amoun t  of t ra des 

r es u l t i n g  f r om ' i mpo r t a n t ' n ews announcements ( wh e r e  ' i mpor t a n t ' i mp l i es 

n ews t h a t  w i d ens t h e  sp r ead o f  v a l ua t i ons ) .  
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1 5  The p r o b l em i s  to f i nd some way o f  meas u r i ng h ow much n e w  i mpo r t a n t  

i n f o r ma t i on ,  wh i ch wou l d  change e xpect a t i on s ,  i s  r e c e i ved b y  t h e  ma r k et i n  

e a c h  pe r i od. one poss i b i l i ty i s  t h a t  t h e  amount of n ews can be mea s u r e d  

i nd i r ec t l y  t h r ou g h  i t s  i mpact o n  p r i ces. N e w  i n f o r mat i on can be expected to 

l ead to c hanges i n  pr i ces. Ma j o r  news i t ems , such as t a k eover r umou r s ,  wou l d  

lead to subs t a n t i a l  changes i n  p r i ce. P r i ces can a l so be rega r d ed as 

c a r r y i ng v i t a l  i n f o r ma t i on on supply and demand in the ma r k e t  i.e. o t h e r  

mar k e t  pa r t i c ipan t s ' ac t i v i t i es. Thu s  pr ice movements o f t en f e e d  on 

t hems e l ves p r oduc i ng spec u l a t i ve bubb l e s. The r a t i on a l e  f or t h i s  i s  tha t 

i nv e s to r s ,  i n t e r ested i n  sho r t - t e r m  ga i ns ,  second g u e s s  the behav i o u r  of o t h e r  

ma r k e t  pa r t i c ipants and u s e  c u r r e n t  buying or  s e l l i ng as a g u ide t o  f u t u r e  

behavi o u r. on t h e  othe r h a nd , as t h e  ea r l i e r  examp l e  showed , i t  i s  pos s i bl e  

that i n f o r ma t ion c o u l d  i n duce t rades w i t h o u t  a l t e r i ng pr i ces. 

1 6  The a c t u a l  v o l ume of sha r e s  t r aded on t h e  UK Stock E x change i s  a l so 

l i k e l y  t o  be a f f e ct ed by a n umber of o t h e r  f a c t o r s ,  name l y :  

( i )  the numb e r  and v a l u e  of sha r es i n  t h e  ma r ke t  ( TQ )  

( i i )  t h e  net i n f l ows and l iq u i d ity of t h e  l i fe a s s u r a n ce a n d  pens i o n  

f und s , wh i c h  a r e  t h e  dom i na n t  i nves t o r s  ( N I ) 

( i i i ) 

( i v )  

(V) 

me r g e r  and a cq u i s i t ion a ct i v i ty ( M )  

capi t a l  g a i n s  t a x  r u l es ( G ) 

t r an s a c t i on s  cos t s  ( TC )  

17 The f i r st f a c to r , t h e  s ize of the mar k e t , p r o v i d e s  a sca l i n g  meas u r e. 

As t he v o l ume of sh a r es q u o t ed on t h e  S t o c k  E x c h ange g r ows so we m i g h t  e xpe c t  

t h e  vol ume of t r ansac t i on s  to g r ow. S h o r t e r - r un va r i a t i on s  m i g h t  a l so be 

e xpected to r espond t o  the net i n f l ows i n to the L i f e  A s s u r ance and P e n s i on 

F u n d s  ( LAPFs ) .  N e t  i n f l ows i n t o  LAP F s , wh i c h  amo u n t ed to £1 6 l / 2  b i l l i on i n  

1 9 8 4 , a r e  l i k e l y  t o  b e  a n  i mpo r t a n t  f a c t o r  i n  d e t e r mi n i ng t h e  d emand f o r  

s h a r es. W i t h  a r ap i d l y  g r owi ng ba l ance s h ee t , LAP Fs m u s t  con d u c t  a l a r g e  

v o l ume of sh a r e  t r a n s a c t i on s , e a c h  yea r ,  j u s t  t o  ma i nt a i n  t he i r  s h a r e  of t h e  

tota l po r t f o l i o  a t  a des i r ed l ev e l. A q u a r t e r  of LAP F  a s s e t s  a r e  i nv e s t ed i n  

UK. o r d i na r y  s h a r e s .  

1 8  M e r ge r ac t i v i ty i s  a l s o l i k e ly to s t i mu l at e  t r ansac t i on s  n o t  o n l y  

d i r e c t l y  b u t  i n d i r e c t l y  as the p r ocess of a b i d ,  w h e t h e r  s u c c es s f u l  o r  not , 

gene r at e s  unce r ta i n ty wh i c h  aga i n  w i d en s  t h e  sp r ead of v a l uat i on s  - a l though 

i t  is  not poss i b le t o  c on s t r u ct a v a r i ab l e  which i n c l udes u n s u cc e s s f u l  as we l l  

as s u c c es s f u l  b i d s. 
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1 9  The cap i t a l  g a i ns t a x  r e g i me is a lso l i k e ly t o  have a f f ec t e d  t r ansac t i ons 

v o l umes - cap i t a l  g a i ns t ax a f f e c ts i n d i v i d u a l  i nves t o rs and i ns u r a n c e  

compa n i es ( pens i on f u n ds a r e  ex empt ) a n d  i n  the ea r l y years i t  a lso a f f ected 

i nves t ment t r usts and u n i t  t r us ts , a l though they were g i ve n  f a v o u r a b l e  

t r e a t me n t . A sh o r t - g a i ns t a x , at the ma r g i n a l  i n come t a x  r a t e , ( on g a i ns 

r ea l ised i n  u n d e r  6 months ) was i n t r odu ced i n  1 9 6 2. A f u l l y  f l edged l ong-

t e rm capi t a l  g a i ns t a x  was i n t r od uced i n  1 9 6 5. The changes i n  the reg ime f o r  

i nd i v i du a l  i nves t o rs , pa r t i c u l a r l y  cha n g es i n  the l e v e l  o f  e x empt i o ns ,  may 

have had a s i g n i f i c a n t  e f f e c t  on t r ansa c t i ons vol umes i n  the pe r i od s i nce the 

i n t r od u c t i on of these t a x es .  A t  the i n t roduct i o n  o f  cap i t a l  g a i ns t a x  i n  

1 9 6 5 ,  l on g - t e r m  g a i ns we r e  assessed a t  3 0 % , o r  pa r t i a l ly assessed as i ncom e ,  

wh i l e ,  under the sh or t - g a i ns t a x , g a i ns made w i th i n  t we l ve months w e r e  

assess ed whol ly as i ncome . I n  1 9 7 1 , the d i s t i nct i on between sho r t  and 

l on g - t e r m  g a i ns was r emov ed and a l l  g a i ns were ch a r g ed a t  30% o r  pa r t i al ly as 

i ncome . I n  1 9 7 7 ,  the f i rs t  £ 1 , 0 0 0  was made e xempt and a r a t e  of 1 5 %  was 

ch a r g ed on the n e x t  £ 4 , 0 0 0  and the opt i on to cha rge s ome g a i ns as i ncome was 

r emoved . A f u r th e r  change came i n t o  f o r ce i n  Q l  1 9 8 1  w i th a £3 , 0 0 0  e x empt i on 

l i m i t  but no l owe r - r a t e  p r ovis i ons . Th e £ 3 , 0 0 0  was i nc r eased t o  £ 5 , 0 0 0  i n  Q l  

1 9 8 2  a nd the r e a f t e r  the l imi t was i n c r eased b y  £ 3 0 0  pe r annum and i nd e x a t i on 

was i n t r od uced . I n  a dd i t i on ,  the r emov a l  of d ispos a ls on d e a th f r om the 

amb i t  of the t a x  i n  1 9 7 1  cou l d  have had a s i g n i f i ca n t  e f f ec t  on the 

t r a nsa c t i ons beh a v i o u r  of i n d i v i d u a ls . The e f f ects a re c omp l i ca t e d  by the 

f a c t  th at a ma j o r  f a l l  i n  equ i ty pr i ces can mean that the ma r k e t  is sh e l t e r ed 

f r om pay i ng t a x  f or many y e a rs to c ome . 

2 0  I t  has not been poss i bl e  t o  d e v ise a sat is f a c t o r y  method o f  mode l l i n g  a l l  

these cha n g es . va r i ous comb i n a t i o ns of d u mmy v a r i a b l es w e r e  t r i ed b u t  the 

o n l y  s i g n i f i ca n t  e f f e c t  was obt a i n ed f r om a dummy va r i a b l e t a k i ng the v a l u e  1 

i n  Q l  each y e a r  f r om Q l  1 9 8 1. Th is r e f l e c ts the i n t r od u c t i on o f  the 

subs t an t i a l  e x empt i on l im i ts in tha t  yea r , wh i ch encou r a g ed i nd i v i d u a ls t o  

t a k e  g a i ns or l osses ( to use u p  the l im i ts )  b y  the end o f  the f i na nc i a l  ye a r . 

2 1  Hence the va l u e o f  t r a nsac t i ons can b e  exp r essed as : 

I n f o r mat ion a t  t i me t is l i k e ly t o  d epend upon the c u r r en t  a n d  r e c e n t  pas t 

beh a v i ou r  of pr i ces : 

I
t

= g ( lllnP , llln P  
t 1

, • • •  llln P  
t 

) • • • • •  ( 2 )  
s t  s - s - n  
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Comb i n i ng ( 1 ) and ( 2 ) ,  d e f i n i ng the equat i on i n  te rms of t r ansact i ons vol ume, 

and t a k i ng a l og l i nea r f o rm g i ves :  

n 
+a ln (NI /P ) +. E 8. (6lnP ) . . . . . • . ( 3 )  5 s t 1=0 1 s t-1 

where P denotes an i ndex of sha r e  p r i ces and P r e f e rs t o  consumer 
s c 

p r i c es .  

Ill Mode l l i ng fund manag e rs ' beh a v i our 

2 2  T h e  vast b u l k  of the va l ue of UK eq u i ty t r a nsac t i ons i s  ca r r i ed o u t  by 

manag e rs of l a r ge po r t f o l i os. A numbe r of these mana g e rs ope r a t e  va r i ous 

t r ad i ng r u l es w h i c h  a r e  d es i g n ed to max i mise t he i r  n e t  r e t u r ns .  I t  is not 

ou r p u r pose to i nv es t i g a t e  t h e  r a t i ona l i t y of such r u l es ,  b u t  to cons i d e r  how 

t h ey wou l d  a f f ect t r ad i ng vol umes. F i g u r e  3 is s upposed t o  i l l us t r a t e  how 

one of the commones t  t r ad i n g  r u l es ope r a t es. At t h e  s t a r t  of each wee k , 

equ i ty dea l e rs wou l d  be g i ve n  buy and se l l  pr i ces f or s h a r es he l d  i n  t h e  

f un d ' s  po r tf o l i o. The t r igg e r  l ev e ls a r e  shown as dot t ed L i nes on the 

f i g u r e. T h ese t r i gg e r  l e ve ls a r e  an a i d  to swi f t  d e c is i on ma k i ng. T h e  

mana g e r  deci d es i n  advance at w h a t  pr i ce h e  wou l d  be p r epa r ed t o  b u y  a s t oc k ,  

g i ven t h e  e xpected r et u r ns a n d  t h e  t r a nsact i on cos ts ,  and a t  what p r i ce he 

wou l d  be p r epa r ed to se l l  i t. I f  t h e  of f e r  pr i ce i n  t h e  ma r k e t f a l ls t o  h is 

buy p r i c e  or i f  the b i d  pr i ce r ises t o  h is se l l  p r i ce h e  pl aces a n  o r d e r. 

The w i d t h  of the t r i g g e r  l im i ts is l i k e l y  to be s e t  acco r d i n g  to the sha r e's 

past v o l a t i l i ty as we l l  as the l ev e l  of t r a nsa c t i ons cos ts. A r ed u c t i o n  i n  

s tamp d u t y  m i g h t  the r e f o r e  r educe t h e  l im i ts not on l y  d i r e c t l y  but i n d i r e c t l y  

t h r ou gh i ts a f f ect on r ed u c i n g  t h e  v o l a t i l i ty of equ i ty p r i c es - m o r e  act i v e l y  

t r aded s toc ks t e n d  to have l owe r p r i ce vo l at i l i ty. 



1 0  

F ig u r e  3 

S h a r e  P r i ce 

S e l l  

A c t u a l  p r i ce 

Buy 

T ime 

2 3  Econom i s ts tend t o  b e  scept i c a l  a bo u t  e x p l a n a t i o ns wh i ch r e l y  o n  

non- opt imis i ng behav i ou r .  H owe ve r ,  i t  c o u l d  b e  a rg u ed that t h ese r u l es s e r ve 

as r eason a b l e  app r ox im a t i o ns t o  opt imal behav i our, pa r t i c u l a r ly f o r  f u n ds w h i c h  

m a k e  s t r a t eg i c  d e c i s i ons cen t r a l ly a n d  t h e n  w a n t  to i ns t r u c t  t he i r  d ea l e rs to 

a c t  in a way t hat is cons i s te n t  w i th t h e  o ve r a l l  s t r a t egy. 

IV The Def i n i t i ons of t h e  Va r ia b l es
* 

2 4  The eq u i ty t ra nsa c t i ons va r i a b l e  i nc l ud ed o n l y  t h os e  t ra nsa ct i ons on wh i ch 

s t amp d u t y  was p a i d  ( s e e  pag e  4 ) .  The t r a nsac t i ons costs used i n  t h e  m o d e l  

we r e  t h e  c os ts on a d ea l , c o ns is t i ng of a b u y  a n d  a s e l l. The m a i n  

t r a nsac t i ons cos ts o n  a pu r chase a r e  s t amp d u t y ,  b r o k e rs ' comm iss i on a n d  h a l f  

t h e  j obbe rs' b i d  a n d  o f f e r  sp r ea d  - t h e  d i f f e r en c e  between t h e  p u r c h ase pr i ce 

and t h e  m i d- p r i c e . The ma i n  t ra nsac t i ons costs on a sa l e  a r e  j us t  t h e  

c omm iss i o n  p l us h a l f  t h e  j obbers ' spr ead. N o  a l l owance was made f o r  t h e  

j obbe rs ' spread i n  t h e  t ra ns ac t i ons c os ts i n  t h e  m a i n  equ a t i on ( al t h o u g h  t h e  

s e ns i t i v i ty o f  t h e  r es u l ts to t h e  i nc l us i on o f  a n  est im a te d  sp read was t es t e d , 

s e e  A n n e x  1 )  b u t  a f i g u r e  was i n c l ud ed f o r  comm iss i on. The cu r re n t  

comm iss i on r a t e  on a n  a v e r ag e  s iz e  ba r g a i n  ( £1 7 , 0 0 0 )  is 1 % ,  wh i ch wou l d  g i ve 

c omm iss i o n  o f  2 %  o n  a buy a n d  s e l l.  Bu t t h is a v e r age is d is t o r t ed by the 

l a r g e  n um b e r  of sm a l l  ba r g a i ns ,  wh i ch accou n t  f o r  a r e l a t i ve ly sm a l l  propo r t ion 

*the data sourc es are shown in Annex 3 
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t r a nsact i ons. For a r ou n d  7 5 %  of t r a nsact i ons , by va l u e , the c ommiss i on is 

l ess than 1/2 % .  We i n c l uded a f i g u r e of 3 / 4 %  f o r  the c ommiss ion on a dea l  

( buy a n d  s e l l ) . This is of cou rse a r ough es t i mate bec ause f i xed commiss i on 

r a tes h ave been a l t e r ed at va r i ous t i mes. 

2 5  The sca l e  va r i ab l e ,  w h i c h  was i n c l uded i n  t h e  mode l ,  was the ma r k e t  va l u e 

of compa n i es '  s h a r es l is t ed on t h e  Stock Exchang e ,  d e f l a ted by the consumer 

p r i ce index - wh i c h  app r ox i ma t es the r e a l  wor th of the sha r es. The me r g e rs 

act i v i ty meas u r e  was the total e xpend i t u r e  on me r g e rs and acquis i t i ons by 

i ndust r i a l  and comme r c i a l  compani es. The CGT d ummy va r i a b l e  took the va l ue 0 

up t o  1 9 8 0 ; t h e r e a f t e r  i t  was set equal t o  1 i n  Q l  and 0 o t h e r w is e. 

V The Economet r i c  Spec i f i c a t i on 

2 6  The pu rpose o f  the empi r i c a l  w o r k  was t o  obt a i n  a r e l i a b l e  est imate o f  the 

e f f e c t  of s t amp d u ty on equ i ty t r a ns a c t i ons. The v a l u e  of t r a nsa c t i ons 

d e f l ated by t h e  F i na n c i a l  T i mes A l l Sha r e  I nd e x  is shown i n  Cha r t  1 .  

Chart 2 shows t h e  r ea l  v a l ue of equ i t i es q u o t ed on the S t o c k  Ex change . 

Tog e t h e r  t h e  cha r ts i l l us t r a t e  that the r e  is n o  s i mp l e  co r r e l at i on between 

g r ow t h  in t h e  s ize of t h e  ma r k et a n d  g r ow t h  in t ra nsact i ons. 

2 7  The econom i c  mode l p r es e n t ed i n  sec t i on I I  s u g g es t e d  es t imat i n g  a n  

equa t ion of t h e  f o r m :  

n n n 1 1 ln (V/P) =a +.L: ex:. l n  (V/P) .+.L: B.L'llnP t .+.� y. (il'llnP t . ) 
s t 0 1= 1 1 s t-1 1=0 1 s -1 1-0 1 s - 1 

n n n 
+.l: o.ln (NI/P) .+.l: n.ln (TQ/P ) t .+.l: M. (lnTCt .) 

1 =o 1 s t-1 1 =o 1 c. -1 1 =o 1 -1 

+.2 W.ln (M/P ) .+a 1 G + seasonal dummies . . . . . . . . . . . . . ( 4) 
1=0 1 s t-1 t 

(see paragraph 1 6  for an explanation of the notation . )  

2 8  Th is f a i r ly g e n e r a l  u n r es t r i c ted mod e l  was es t imated s et t i ng n e q u a l  t o  

4 .  Oth e r  l ags w e r e  t es t ed , n was also s e t  equ a l  t o  5 ,  and t h e  r esu l ts we r e  

l i t t l e  d i f f e r e n t. The equat i o n , l is t ed i n  Annex 1 ,  appe a rs to be r easona b l y  

we l l  spec i f i ed. T h e  usu a l  p r oce d u r es f o r  t es t i ng down to a pa r s imon i ous f o r m  

w e r e  a dopted. The p r ope r t i es of t h e  f i na l  equa t i on ,  se l ec ted by means of 

i mpos i ng r es t r i ct i ons that did not v i o l a t e  t h e  da t a ,  a r e  shown in table 4. 

( Th e  d e t a i l ed r es u l ts are s h own in Annex 1. ) 

2 9  G i ven o u r  be l i e f  t h a t  t h e  l e v e l  o f  t r ansa c t i ons is p r i ma r i ly r e l a t e d  t o  

news a nd t h a t  c h a n g es i n  s h a r e  p r i ces m i g h t  not b e  a g ood p r o x y  f o r  n ews , t h e  

d e g r ee of f i t  i s  s u r p r is i ng l y  h i g h. (R2= 0. 8 6 5  a n d  t h e  s t a n d a r d  e r r o r  o f  
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1 3  

t h e  r e g r ess i on is 2 %  of the mean v a l u e  of the dependent va r i ab l e . ) As Cha r t  1 

revea l ed ,  t h e  dependent va r i ab l e  is ce r ta i n l y  not dom i na t ed by t r end e f f ects as 

is o f t e n  t h e  case i n  t i me s e r i es wo r k. 

Tab l e  4: I mpact and long- r un e f fects on t r ansac t i ons 

I mpact E f f e c t  Long- r un e f f e c t  

T r a nsac t i ons costs : - 0. 4 8  - 1. 6 5 

I nc r ease i n  pr i ces : 1. 1 1  3. 2 0  

Fa l l  i n  p r i ces :  - 0. 0 4  - 1. 9 3  

R e a l  me r g e rs and 

acqu is i t i ons: 0. 0 6  0. 1 3  

R e a l  net i n f l ows 

t o  LAPFS 0. 3 4  0. 7 6  

CGT e f fect : 0. 1 3  0. 2 8  

s iz e  o f  ma r ke t : 1. 3 6  0. 6 3  

Q 3  seasonal dummy : - 0. 09 - 0. 2 0  

3 0  The long - r un s ize-of -ma r ke t  e f fe c t  seems q u i t e  p l a us i b l e. I t  i mpl i es 

t h a t  a 1 0 %  i nc r ease i n  ma r k et cap i t a l isa t i on w i l l  i nc r ease t ra nsa c t i ons v o l ume 

by a r ound 6 1/ 2 %. I t  is not s u r p r is i ng to f i n d  a n  e l as t i c i ty of l ess t h a n  

u n i ty o n  t h e  ma r k et s ize v a r i ab l e , because t r ad i ng a c t i v i t y  i n  a n y  pe r i od 

t en ds to be concen t r at e d  i n  pa r t i c u l a r  sha r es r a t h e r  t h a n  even ly sp read ov e r  

t h e  w h o l e  ma r ke t. The s h a r es of l a r g e  UK mu l t i na t i on a ls t e n d  t o  be 

pa r t i c u l ar l y  ac t i ve l y  t r aded , pe r haps beca use more i n f o r ma t i on is ava i l a b l e  on 

such compan i es. The s h o r t - r un e l as t i c i ty pr obably r e f l e c ts a n ew iss ues 

e f f e c t  - new iss ues tend to be heav i l y  t r ad ed f o r  a pe r i od un t i l  the ma r ke t  

h as s e t t l ed d own. 

3 1  The CGT d ummy f o r  Q l  sugges ts t h a t  t h e r e  a r e  mo r e  t r a nsa c t i ons i n  t h a t  

qua r t e r  as a g e n ts use up t he i r  capi t a l  g a i ns a l l owances. T h e  Q3 season a l  

dummy sugges ts t h a t  t h e r e  i s  l ess a c t i v i t y  i n  J u l y  to S ept emb e r  - p r esumab l y  

becaus e  b r o k e rs and i nd i v i du a l  h o l de rs a r e  on h o l i day. 

3 2  The me r g e rs a c t i v i ty e f fe c t  h as t h e  r i g h t  s i g n  and is f a i r ly sma l l  as 

m i g h t  be e xpect ed. On t h e  o t h e r  hand , t he e f f e c t  of h i g h e r  n e t  i n f l ows t o  

LAPFs is q u i t e  l a r ge. LAPFs devote on l y  abo u t  3 0 %  o f  t he i r  cash f l ow t o  

p u r c h as i ng equ i t i es b u t  t h e  e f f ect o f  h i g h e r  i n f l ows o n  t h e  v o l ume o f  

t r a nsact i ons i s  est i m a t e d  t o  be o v e r  t w i ce as l a rg e. This v a r i a b l e  i s  
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p r obably pi c k i ng up two e f f e c ts - t h e  o r i g i n a l  a l l oc a t i on of t h e  net i n f lows 

i n t o  LAPFs , need ed t o  mai n t a i n  a cons t a n t  po r t f o l i o  sh a r e ,  and a lso the ef fect 

t hat g r ow i ng i ns t i t u t i onal sha r e  own e rsh ip h as on ove r a l l  t u r nove r , because 

the i nst i t u t i ons a r e  mo r e  ac t i v e  t r a d e rs than o t h e r  h o l d e rs ,  pa r t i c u l a r l y  

i nd i v i du a ls . 

3 3  The e f f e c t  o f  r is i ng p r i ces is e x t r emely powe r f u l. F a l l i ng pr i ces tend 

to r educe the l ev e l  of t ransa c t i ons p r esumably because of unwi l l i ng n ess to 

r e a l ise l osses and o t h e r  t a x  and psych o l og i ca l  f a c t o rs. 

3 4  B u t  o u r  par t i c u l a r  c once r n  is w i t h  the t ra nsa c t i ons cos t  e l as t i c ity . 

Our es t i ma t es i mp l y  that a c u t  i n  s t amp d u t y  f r om 2 %  to 1 %  w i l l  i n c r ease 

t ra nsact i ons by a r ou n d  7 0 %  in t h e  long r u n. The l on g - r u n  e f fect is d e f i n e d  

as the r a t i o  of t h e  s um of t h e  coef f i c i e n ts on t r ansac t i ons costs to o n e  mi nus 

the s um of t h e  c oe f f i c i e n ts on t h e  l agged dependent v a r i ab l e. This r a t i o  

d oes n o t  f o l l ow any s i mp l e  d is t r i bu t i o n , b u t  i t  i s  poss i b l e  t o  obt a i n  a 

con f i dence i n te r va l  f o r  i t  us i ng meth ods e xp l a i n ed i n  C r i tch l ey ,  O ' Donn e l l  and 

S wa l es ( 1 9 7 9 )
1

• The ( at l east ) 9 5% con f i dence i n t e r v a l  for t h e  long- r un 

e f f e c t  of - 0. 7 ,  is f r om - 0. 4 t o  -1.2. This p r o v i d es f u r th e r  e v i dence t h a t  

t h e  st amp d u t y  e f f e c t  i s  u n l i k e l y  to be sma l l. 

3 5  I t  wou l d  be unw ise t o  p l ace t oo much f a i th on t h e  r es u l ts of an equat i o n  

es t i mated o v e r  a s i n g l e  pe r i od. To t es t  t h e  s t a b i l i ty of t h e  t r a nsac t i ons 

c ost e f f e ct we r e- es t i ma t ed t h e  eq u a t i on f r om 1 9 6 4  onwa r ds each t ime d r opp i ng 

out the e a r l i es t  yea r up to 1 9 7 1. The r es u l ts ,  shown i n  T a b l e  5 ,  a r e  

r ema r k ab l y  s t a b l e. ( De t a i ls of t h e  s t ab i l i ty of t h e  o t h e r  e l as t i c i t i es a r e  

g i ve n  i n  Annex 1 ;  t h ey a r e  a l s o  r eas onably s t ab l e. ) 

T a b l e  5 :  T r a nsact i on cos ts a n d  S t amp D u ty E f fe c ts o n  Vol ume 

S t a r t  d a t e  f o r  
es t i ma t i on pe r i od 
( F i n ish date is 
1 984 Qi) 

1 9 6 4  
1 9 6 5  
1 9 6 6  
1 9 6 7  
1 9 6 8  
1 9 6 9  
1 9 7 0  
1 9 7 1  

E l as t i c i t i es 

I mpact Long 

- 0. 5 - 1. 6 
- 0. 4 - 1. 6 
- 0 . 5  - 1. 7 
- 0. 5 - 1. 6 
- 0. 5 - 1. 5 
- 0. 5 -1. 3 
- 0. 5 - 1. 5 
- 0. 6 -1. 3 

r u n  

I mpl i ed e f f e c t  on 
v o l ume of a f a l l  
i n  s tamp d u t y  f r om 2 %  t o  
1 %  

- 0. 7 
- 0. 7 
- 0. 8 
- 0. 7 
- 0. 7 
- 0. 6 
- 0. 7 
- 0. 6 

1 ' On ca l c u l a t i ng t h e  opt i m a l  s iz e  of f i r ms: a n  i nf e r e n c e  me t h od f o r  r a t i os' , 
m i me o ,  U n i v e rs i ty of G l as g o w ,  A u g ust 1 9 7 9. 
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3 6  T h e  speed w i t h  wh i ch t h e  va r i ous e f f ects comes t h r ough i s  sh own i n  t h e  

cumu l a t i ve r esponse d i a g r ams i n  Ch a r ts 3 a n d  4 .  About t wo t h i r ds of t h e  

e f f ect of a change i n  t r a nsact i ons cos ts c omes t h r ough w i t h i n  a ye a r .  T h e  

f u l l  e f fe c t  i s  f e l t  a f t e r  a r ound f o u r  yea rs . 

37 Ch a r t  5 shows a dynam i c  t r ack of t h e  es t i ma t ed equ a t i on .  The f i t  is 

q u i t e  i mp r ess i ve but a st ronger test is to es t i mate the equat i on up to , say , 

1 98 3  Q l  and see how we l l  i t  f o r ecas ts the e f f e c ts of the change i n  s t amp d u t y  

i n  the 1 9 8 4  Budget . The p r e d i cted and act u a l  val ues can be compa r ed us i n g  

t h e  C h ow and the m o r e  s t r i ngent H e n d r y  f o r ecast i ng tes ts . 

3 8  As Tab l e  6 shows , the f o r ecas ts pass both t h es e  tes ts and appe a r  to be 

unbi ased . 

T a b l e  6: S t a t i c  and Dynam i c  p r ed i c t i ons of the vol ume of t r a nsa ct i ons 

( a )  STAT IC 

F o r ecas t  Ac t u a l  F o r ecas t  E r r o r  S t a nd a r d  E r r o r  
o f  f o r ecast 

1 9 8 3  Q2 5 . 0 9 0 1  5 . 0 9 6 1  - 0 . 0 0 6 1  0 . 1 1 3 0  
1 9 8 3  Q 3  4 . 9 5 0 4  4 . 9 9 9 6  - 0 . 0 4 9 3  0 . 1 1 3 3  
1 9 8 3  Q 4  5 . 0 0 3 2  4 . 9 7 9 2  0 . 0 2 4 0  0 . 1 1 4 4  
1 9 8 4  Q l  5 . 3 4 4 6  5 . 2 5 0 2  0 . 0 9 4 4  0 . 1 3 2 3  
1 9 8 4  Q 2  5 . 3 7 7 3  5 . 4 1 0 6  - 0 . 0 3 3 3  0 . 1 7 9 7 
1 9 8 4  Q3 5 . 0 9 8 5  5 . 0 8 8 6  0 . 0 0 9 9  0 . 1 9 1 0  

Mean e r r o r  - 0 . 0 0 6 6  
Root mean squ a r ed e r r o r  0 . 0 4 6 8  

T h e i l's U 0 . 0 0 4 6  

H e n d r y  Tes t  x 2 ( 6 )  1 .  2 4  
9 5% S i g n i f i cance L e v e l  x 2 ( 6 )  1 2 . 5 9  
Chow Tes t F ( 6 , 5 8 )  0 . 1 4 1  
9 5 %  S i gn i f i cance l e ve l F ( 6 , 58 )  2 . 2 5 
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( b )  DYNAM I C* 

Standa rd e r r or 

F o r ecast A c t u a l  F o r e c a s t  E r r o r  of f o r ecast 

1 9 8 3Q2 5 , 0 9 0 1  5 , 0 9 6 1  - 0 . 0 0 6 1  0 . 1 1 3 0  

1 9 8 3 Q3 4 . 9 4 7 0 4 . 9 9 9 6  - 0 . 0 526 0 . 1 1 3 3  

1 9 8 3 Q 4  4 . 9 7 42 4 . 9 7 92 - 0 . 0 0 5 0  0 . 1 1 4 5  

1 9 8 4 Ql 5 . 3 4 1 9  5 . 2 5 02 0 . 0 9 1 6 0 . 1 323 

1 9 8 4Q2 5 . 427 8 5 . 4 1 0 6  0 . 0 1 72 0 . 1 7 9 7  

1 9 8 4 Q3 5 . 1 0 8 0  5 . 0 8 8 6  0 . 0 1 9 4  0 . 1 9 0 1  

Mean e r r o r: - 0 . 0 1 0 8  

Root mean squa r ed e r r or: 0 . 0 4 4 6  

The i l ' s  U :  0 . 0 0 4 3  

H e n d r y  T est X2 ( 6 )  1 . 12 

9 5% S i g n i f i c a n c e  l e v e l: X2 ( 6 ) 12 . 5 9 

Chow T e s t  F ( 6 , 6 5 8 ) 0 . 1 4 1  

9 5 % S i g n i f i c a n c e  l evel: F ( 6 , 58 )  2 . 25  

* Th ese f o r ec a s t s  u s e  the p r ed i c t ed v a l ues of the lagged d ependent v a r i ab l e , 

not the a c t ua l v a l u e s  used f o r  the s t a t i c  f o r ec a s t s .  

V T r a n s a c t i on s  cos t s  a n d  Sh a r e  P r i ces 

3 9  A r ed u c t i on i n  st amp d u t y  shou l d  l e ad t o  a n  i n c r e a s e  i n  equ i ty p r i ces 

because i n v e s t o r s  w i l l  take i n to account the e xp e c t ed t r an s a c t i on s  c o s t s  as 

we l l  as the exp e c t ed r e t u r n  wh e n  dec i d i ng whe th e r  t o  i nv e s t  i n  equ i t i es r a the r 

than a n  a l t e r na t i ve a s s et . The f u t u r e  s t r eam of t r ansact i on c o s t  paym e n ts is 

t a k e n  i n t o  accou n t  i n  the p r i c e  wh i ch a n  i nv e s t o r  e xp e c t s  to r e c e i v e  wh e n  the 

e q u i t i es a r e  sol d .  The e f f ect o f  a r ed u c t i o n  i n  t r a n sa c t i ons c o s t s  on ma r k et 

l i qu i d i t y wou l d  a l so have a n  e f f ec t  on the r e l at i ve a t t r a c t i ve n e s s  of 

eq u i t i es .  I n  o r d e r  t o  g e t  some i dea of the l i k e ly s ize of the i nc r ea s e  we 

c a l c u l at ed the p re s e n t  va l u e  of the sa v i ng in t r ansa c t i o n s  c o s t s  as a resu l t  

of a g i ven t a x  cha nge . 

app r ox i ma t e l y  g i ven by: 

I n  g e ne r a l  the p r e sent v a l ue of t h e  s a v i n g  i s  

00 i 
PV=LnP l: 1 / (l+d/ s) . . . . .  (5) 

0 i=l 



where 6 T i s  t h e  change i n  the t a x  r a t e  

P i s  t h e  o r i g i na l  pr ice o f  the share 0 

2 3 

d i s  t h e  a n n u a l  d i scount r a t e  m i n u s  t h e  nom i n a l  g r owt h r a t e  of sha r e  

p r i ces 

s i s  t h e  t u r nover of the sha r e  each yea r . 

I t  i s  easy to s h ow that ( 5 )  i mp l ies t h a t  t h e  pe r centage i nc r ease i n  p r i ce i s  

g i ven by : 

PV/P =6T / [ l - 1 / ( l +d/ s ) ] . . . . . . .  (6 ) 
0 

4 0  We can obta i n  a m i n i mum v a l u e  f o r  PV by eva l uat i ng t h i s  f o r m u l a, s e t t i ng 

t h e  or i g i na l  p r ice equ a l  t o  1 0 0  and i n c l u d i ng e s t imates f o r  t h e  r a t e  of 

t u r nover and the a n n u a l  d i scount r a t e  m i n u s  the nom i n a l  g r owt h r a t e  of sha r e  

pr i ce s . We have a s sumed t h a t  t h e  n om i n a l  d i scount r at e  i s  3 %  g r ea t e r  t h a n  

t h e  n om i n a l  g r owt h o f  sha r e  pr i ce s . The app r opr i a t e  v a l ue of s can be t a k e n  

f r om t h e  t u r nover r at e  i n  t h e  m a r k e t . o ve r  t h e  per i od 1 9 6 3  to 1 9 8 4, UK 

s h a r e s  w e r e  t r aded on ave r ag e  a r ound once every 5 1/2 yea r s . Th i s  v a l u e  of s 

( i . e .  0 . 1 8  per yea r ) i mp l i e s  t h a t  a r ed u ct ion i n  s t amp d u ty f r om 2 %  t o  1% 

wou l d  i n c r ease pr i ce s  by a r ound 7 % . ( I f we had a s s umed t h a t  t h e  d i scount 

rate was o n l y  2%  g r ea t e r  t ha n  t h e  g r ow t h  of share p r i c e s, we wou l d  have 

p r ed i c ted t h a t  t h e  s t amp d u t y  c u t  wou l d  have i nc r eased p r i ce s  by 1 0 % . ) 

41 A mod e l  of equ i ty p r i ce s  i s  requ i r ed t o  t e s t  t h i s  t h eo r e t i c a l  

p r ed i c t i on . The r e  a r e  good reasons f o r  expec t i ng that t h e  s e a r c h  f o r  a n  

equat ion t h a t  acc u r a te l y  p r ed i c t s  equ i t y  pr i ce c h a n g e s  may be f r u i t le s s . I f  

ma r k e t s  a r e  ef f i c i en t  t h e n  e x  a n t e  o u r  best g u e s s  i s  t h a t  pr i ces w i l l  r ema i n  

a t  t h e i r c u r r en t  ( r e a l ) l e ve l . B u t  f o r t u n a t e l y  t h i s  does not i mply t h a t  i t  

w i l l  b e  i mpos s i b l e  t o  d e r i ve a n  equa t i on t h a t  e x p l a i n s  t h e  pa s t  beha v iour of 

pr i ce s  a n d  o u r  ob j e c t i ve is the f a i r ly l im i ted one of d e t e r mi n i ng ex post h ow 

much p r i ce s  c h a ng e  a s  a r e s u l t  of s t amp d u t y  changes . 

4 2  A model w h i c h  a c h i eves t h i s  a im i s  d e r i ved and e s t i ma t ed i n  Annex 2 .  

The expl anat o r y  v a r i ab l e s  u sed t o  expl a i n  changes i n  r e a l  s h a r e  p r i c e s  a r e  t h e  

change i n  t h e  2 0- y e a r  par y i e l d  on g i l t s  a n d  t h e  t ra n sa c t i on s  cost mea s u r e . 

We have not spe n t  much t i me sea r ch i ng f o r  t h e  best pos s i b l e  f i t  b u t  o u r  

l im i ted expe r i ence w i th o t h e r  spec i f i ca t i on s  sugges t s  t h a t  t h e  s ize of t h e  

t r ansac t i on s  c o s t  e f f ec t  i s  f a i r ly s t a b l e .  The i mp l i c a t i on o f  the est i ma t e s  



i s  t h a t  a cut f r om 2 %  to 1 %  i n  st amp duty wou l d  i n c r ease pr i c e s  by a r ound 1 0  

p e r  cen t . Th i s  i s  i n  l i n e  w i t h  o u r  e s t imate o f  the e f f e c t  on p r i ce s  of the 

d i s coun t ed f l ow of t r a n s a c t i ons costs payme n t s . 

V I I  Summary 

4 3  Th i s  pape r h a s  shown that changes i n  s t amp duty have s i g n i f i ca n t  e f f e c t s  

b o t h  on the v o l ume of t r a nsact i on s  and o n  t h e  l ev e l  of s h a r e  p r i ces . M e r g e r  

a c t i v i t y ,  t h e  l ev e l  o f  i n f l ows to LAP F s , t h e  s i ze o f  t h e  ma r k et and i nc r eases 

in p r i ces a r e  a l l  found to s t i m u l a t e  t r a n s a c t i on s .  Red u c t i ons in s t amp duty 

h a v e  a s i mi l a r  e f f ect , w i t h  a c u t  f r om 2% t o  1 %  p r ed i c t ed t o  i n c r ease the 

v o l ume of t r a n sa c t i ons by a r ou n d  7 0 %. S u c h  a c u t  i s  a l so e s t imated t o  l ea d  

to a r i s e i n  pr i ce s  o f  pos s i b l y  as much as 1 0 % .  A l l t h e s e  e s t imates a r e  

s u b j e c t  t o  r easonably w i d e  ma r g i n s  of e r r or b u t  t h ey e s t a b l i sh t h a t  t h e  

e f f e c t s  o n  tu r no v e r  a n d  p r i ces a r e  f a r  f r om neg l i g i b l e .  



ANNEX 1 :  THE TRANSACT IONS EQUATION 

The e s t i ma t es of t h e  gene r a l  u n r es t r i c t ed equat i on a r e  sh own i n  Tab l e  A2 . 1 .  

They a r e  b r oadly s a t i s f actory a l t h ough t h e r e  i s  some e v i dence of r e s i du a l  

f o u r th o r de r  aut oco r r e l at i on .  The p r ef e r r ed pa r s i mon i o u s  equat i on i s  shown 

in T a b l e  A2 . 2 . The r e  i s  s t i l l  some e v i dence of f o u r t h  o r d e r  autocor r e l a t i o n  

but i n  most ot h e r  r espe c t s  t h e  equat i o n  pe r f o rms wel l .  The i mpl i ed long- r u n 

e l a s t i c i t i e s  a r e  s h own i n  Tab l e  A2 . 3 . Th i s  t a b l e  s h ows h ow t h e  e s t ima t ed 

l ong- r un e l a s t i c i t i e s  v a r y  as t h e  es t ima t i on pe r i od i s  amended t o  d r op the 

ea r l i e r  yea r  f r om the s t a r t  of t h e  r e g r e s s i on . The e l as t i c i t i e s  on the f a l l 

i n  p r i ces and t h e  s i z e  of the ma r k e t  a r e  the l ea s t  s t a b l e  b u t  they a r e  i n  a l l  

cases s i gn i f i ca n t l y  d i f f e r e n t  f r om z e r o  and o f  the e xpected s i gn . 

A s  a f i na l  c h e c k  on t h e  spec i f icat i on we w e r e  ab l e  t o  obt a i n t r ansac t i on s  d a t a  

back t o  1 9 5 5 . Unfortunately r e l i ab l e  qu a r t e r ly d a t a  f o r  e xpend i t u r e  o n  

m e r ge r s  and acqu i s i t ions and net i n f l ows t o  LAPFs we r e  not avai l ab l e .  But we 

e s t i ma t ed a s i mp l e  equa t i on ,  e x c l u d i ng t h ese v a r i ab l e s ,  over the e x t e n d ed 

pe r i od 1 9 5 5Q 3  - 1 9 8 4 Q 3  wh i c h  i nc l udes a r ed uc t i on f r om 2 %  t o  1 %  i n  st amp d u t y  

i n  A u g u s t  1 9 6 3 .  The r es u l t s  a r e  g i ve n  b e l ow : 

ln (V/PJ =0 . 74+0 . 86ln (V/PJ _ 1 +0 . 2 2 Q 1 CGT - 0 . 5 1  ln (TC) t t (3 . 2) ( 1 8 .  7) 
t (2 . 7) (2 . 4) 

+ 1 . 00 ln (TC) t_ 1 - 0 . 6 1 ln (TC) _ + 1 . 02 ( \ 6lnPt l ) -0 . 92 ( 1 61n�t- 1 I )  
(3 . 5) (2 . 6) 

t 2 (3 . 2) 
s (3 . 0) 

+0 . 40�lnP +0 . 36�lnP 1 -0 . 3 7�lnPt 2 st st- s -
(2 . 1 ) ( 1 . 8) (2 . 0) 

- 2  
R = 0 . 8 2 

S . E . =  0 . 1 5 
L .  M ( 1 )  : 4 . 52 
L . M  (4) : 16 . 3 2 

The i mp l i ed l ong- r un t r a n sac t i on s  c o s t  e l as t i c i ty i s  - 0 . 9 ,  s u g g es t i n g  t h a t  a 

c u t  f r om 2 %  t o  1 %  i n  s t amp d u t y  wou l d  i nc r e a se t r a n sa c t i on s  by a r ou n d  4 0 % .  

The l owe r e l a s t i c i ty i s  not a l t og e t h e r  s u r p r i s i ng .  The om i s s i on of two 

i mpo r tant v a r i ab les a lmost c e r t a i n ly means t h a t  the mod e l  is m i s - spec i f i ed a n d  

t h e  e l as t i c i ty e s t i m a t e s  a r e  the r e f o r e  l i k e ly t o  be b i ased ( i n a n  u n k n own 

d i r e c t i on ) . I n  e a r l i er wor k  one of u s  e s t i ma t ed a mod e l  d e s i g n ed s imp l y  t o  
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quant i f y  t h e  ef f e c t  of the ha l v i ng of the d u t y  in 1 9 6 3 .  The r e s u l t s  imp l i ed 

t h a t  t h e  c u t  i n  d u t y  i n c r eased t ra n s ac t i on s  by j u st u n d e r  7 0 %  i n  the l ong r u n  

much t h e  s ame a s  o u r  e s t i ma t e  f o r  t h e  1 9 7 4  a n d  1 9 8 4  changes . 

S i mu l t ane i ty P r obl ems 

It is q u i te poss i b l e  t h a t  t h e  pr i ce v a r i a b l e s  in t h e  t r a n s ac t i o n s  equat ion a r e  

s im u l t a n e o u s l y  d e t e rmi n ed i f  ma r k et par t i c i pants d e r i v e  t he i r  pr i ce 

e x pe c t a t i on s  i n  pa r t  f r om obs e r v i ng t h e  vol ume of act i v i ty .  I n  f a c t  

wu - H a usman e x ogene i ty t e s t s  sugges t ed t h a t  t h e s e  t e rms c o u l d  be t r ea t ed a s  

e x ogenous but such t e s t s  a r e  k nown to be of f a i r ly low powe r .  We t h e r e f o r e  

r e - e s t i ma t ed t h e  t r a n s a c t i ons equa t ion r ep l a c i n g  the c h a n g e  i n  s h a r e  p r i ces 

( i n the a c t u a l  a nd abs o l u t e  t e r ms ) and the sha r e  pr i c e  d e f l a t o r  u sed to 

c a l c u l a te real n e t  i n f l ows a n d  r ea l  me r g e r  a c t i v i ty ,  by t h e  app r op r i a t e  

p r ed i c t i on s  f r om t h e  sha r e  pr i ce equ at i on d e sc r i bed i n  Annex 2 .  The l ong- r u n  

e l a s t i c i t i es f r om t h i s  i ns t r ume n t ed equa t i on a n d  t h e  OLS e s t ima t e s  a r e  s h own 

i n  Tab l e  A 2 . 4 .  The e s t imates a r e  v e r y  s i m i l a r  apa r t  f r om t h e  ef fect of a 

f a l l  i n  p r i ce s . The t r an s a c t i on s  cost e la s t i c i ty i s  a l i t t l e  b i gg e r  a n d  

i mp l i e s  t h a t  a r ed uc t i on f r om 2 %  t o  1 %  i n  s t amp d u t y  wou l d  event u a l ly i n c r ease 

t r a n s a c t i ons by a r ou n d  8 0 % . 

I n  S ec t i on I we po i n t ed out t h a t  t h e  s i ze of t h e  j obbe r s ' t u r n  v a r i es w i t h  the 

state of t h e  ma r k et . N o  t ime s e r i e s  i n fo r ma t i on i s  a v a i l ab l e  o n  t h e  amount 

of t h e  j ob be r s ' t u r n .  B u t  even if it d i d  ex i s t  it is n o t  c l e a r  that it wou l d  

be app r opr i a t e  t o  u s e  i t  because of s im u l ta n e i t y  p r o b l ems . T ra nsact i on s  

cos t s  wou l d  t h e n  v a r y  w i t h  t h e  r a t e  of change of pr i c e s  w h i c h  a r e  d e t e r m i ned 

s im u l t a n e ou s l y  w i th t r a n sa c t i on s . O u r  meas u r e  of t ra n sa c t i on s  cost c a n  

t h e r e f o r e  be d e f ended a s  a n  accu r a t e  ' pu r g e d ' i n s t r umen t of the l e v e l  of cos t s . 

We d e c id ed t o  t e s t  t h e  s en s i t i v i ty of t h e  s t amp d u ty e f fe c t  t o  t h e  i nc l u s i on 

of a n  a s s umed f i g u r e  f o r  non - s tamp d u t y  cos t s  of 1 1 /4 % .  Th i s  r e f l ec t ed the 

c omm i s s i on c h a r g e s  ( 3/ 4 % ) a n d  a f u r th e r  1 / 2 %  a s  a r ou g h  e s t i ma t e  o f  the 

j obbe r s  t u r n . Th i s  had n o  e f fe c t  on t h e  e s t i ma t e s  of t h e  e l as t i c i t i e s  o t h e r  

t h a n  t h a t  f o r  t r a ns a c t i on s  c os t s  w h i c h  became - 2 . 2 .  Th i s  i mp l i e s  t h a t  a c u t  

i n  s t amp d u t y  f r om 2 %  t o  1 %  wou l d  r a i se t r a n s ac t i on s  b y  8 0 % ,  [ � l n  ( TC )  i s  

n ow o n l y  0 . 3 7 )  a l i t t l e  above o u r  cen t r a l  e s t i ma t e . 



PREC I S E  DEF I N I T I ONS OF VARI ABLES USED I N  THE ECONOMETR I C  ANALY S I S  

Not a t i on 

LNVP 

LTC l n ( TC )  

DUM3 

Q l CGT (G) 

PDOT (6lnP5 ) 

ABSPDOT 

LPC 

LN I P  ln ( N I /P5 ) 

LTP ln ( M/P sl 

DRU K 2 0  6r 

Def i n i t ion 

The l og o f  t r ansact i on s  on wh i c h  s t amp duty i s  

p a i d  d e f l a t ed b y  FT a l l  s h a r e  pr i ce i nd e x  

T h e  l og of t r ansac t i on s  c o s t s  ( d e f i ned a s  3/4 %  

p l u s  t h e  r a t e  o f  s t amp d u t y ) 

A qua r te r l y  seasona l dummy t a k i n g  the va l ue 1 i n  

the t h i rd qu a r te r  

A dummy t a k i n g  t h e  va l ue 1 i n  Q l  f r om 1 9 8 1  onwa r d s  

T h e  c h a n g e  i n  t h e  p r e v i ous q u a r t e r  i n  the l og o f  

t h e  FT a l l  sha r e  i nd e x  

T h e  absol u te v a l ue o f  t h e  c h a n g e  i n  t h e  l og o f  

the FT a l l  sha r e  i nd e x  

T h e  l o g  o f  t h e  ma r k et va l ue o f  eq u i t i es quoted o n  

the London S t oc k E x ch a n g e  d e f l at e d  b y  t h e  

con sume r ' s  pr i ce i nd e x  

T h e  l og of net i n f l ows t o  LAPF ' s  d e f l a t e d  by t h e  

FT a l l  sha r e  i nd e x  

The l og o f  expend i t u r e  on mer g e r s  a nd 

acqu i s i t i on s  d e f l a t ed by t h e  FT a l l  s h a r e  i nd e x  

The change o n  t h e  p r e v i o u s  q u a r t e r  i n  t h e  2 0  y e a r  

pa r y i e l d  on g i l t s  



TABLE A2 . 1 :  U NRESTR I CTED MODEL OF TRANSACT I ON S  VOLUME 

Dependent v a r i a b l e  is the l og of t r a n s ac t i on s  def l ated by the sha r e  pr i ce ( LNVP ) 

The e s t i ma t ion per i od i s  1 9 6 4Q l  - 1 9 8 4Q 3  

ORD I N ARY LEAST SQUARES 

R I GHT-HAND 
VAR I ABLE 

CON S T . 
LNVP 
LNVP 
LNVP 
LNVP 
LTC 
LTC 
LTC 
LTC 
LTC 
DUM ) 
Q l CGT 
P DOT 
PDOT 
PDOT 
P DOT 
P DOT 
LPC 
LPC 
LPC 
LPC 
LPC 
ABSPDT 
ABSPDT 
ABSPDT 
ABSPDT 
A BSPDT 
L N I P  
LN I P  
LN I P  
LN I P  
LN I P  
LTP 
LTP 
LTP 
LTP 
LTP 

( l ag ) 

( - 1 )  
( - 2 )  
( - 3 )  
( - 4 )  

( - 1 )  
( - 2 )  
( - 3 )  
( -4 )  

( - 1 )  
( - 2 )  
( - 3 )  
( - 4 )  

( - 1 )  
( - 2 )  
( - 3 )  
( - 4 )  

( - 1 )  
( - 2 )  
( - 3 )  
( - 4 )  

( � 1 )  
( - 2 )  
( - 3 )  
( - 4 )  

( - 1 )  
( - 2 )  
( - 3 )  
( - 4 )  

G o od n e s s  of F i t  

ESTI MATED 
COEFF I C I ENT 

- 0 . 2 2 
0 . 5 2 
0 . 0 5 
0 . 0 6 

- 0 . 0 7 
- 0 . 5 1 

0 . 7 4 
- 1 . 0 3 
- 0 . 0 3 

0 . 0 6 
- 0 . 1 0 

0 . 1 2 
0 . 4 5 
0 . 6 5 

- 0 . 3 9 
0 . 3 5 

- 0 . 0 0 
1 .  3 0  

- 2 . 7 1 
2 . 3 6 

- 0 . 9 3  
0 . 2 8 
0 . 6 0 

- 0 . 7 7 
0 . 4 7 

- 0 . 0 3  
- 0 . 0 4 

0 . 2 7 
0 . 0 9 

- 0 . 0 4 
- 0 . 0 1 

0 . 0 4 
0 . 0 5 
0 . 0 1 

- 0 . 0 2 
0 . 0 1 
0 . 0 1 

- 2 
R : 0 . 8 2 4  
Amemiya ' s  P r ed i ct i on C r i t e r ion : 0 . 7 6 6  
Log- l i k e l i h ood : 8 8 . 5 4 8  
S t a n d a r d  e r r o r  a s  a % of t h e  
mean of t h e  d epend e n t  v a r i a bl e : 2 . 3 % 

F i g u r es i n  b r a c k e t s  a r e  9 5 %  
s i g n f i ca n c e  l e v e l s  o r  t h e  t h eo r e t i c a l  
f i g u r es f o r  a n o r m a l  d i s t r i b u t i o n . 

T-STATI STI C 

- 0 . 3 0 
3 . 8 8 
0 . 3 2 
0 . 4 4 

- 0 . 5 6 
- 1 . 9 9 

2 . 3 2 
- 2 . 3 1  
- 0 . 0 8 

0 . 2 0 
- 2 . 1 5 

1 . 4 9 
1 . 8 5 
2 . 1 9 

- 1 . 1 4 
1 .  0 4  

- 0 . 0 1 
1 .  9 4  

- 2 . 0 0 
1 .  7 3  

- 0 . 7 6 
0 . 4 8 
1 .  5 9  

- 2 . 2 1  
1 .  2 5  

- 0 . 0 7 
- 0 . 0 1 

1 . 4 1 
0 . 5 4 

- 0 . 2 2 
- 0 . 0 7 

0 . 2 2 
1 . 0 6 
0 . 1 7 

- 0 . 4 0 
0 . 3 1 
0 . 3 1 

A u t oc o r r e l a t i on 

Lag r an g e  mu l t ip l i e r x
2

( 1 )  0 . 0 1 ( 3 . 8 4 )  
x 2 ( 4 )  1 2 . 5 3  ( 9 . 4 )  

Godf r ey T r emayne 4 t h  o r d e r  
ve r s i on o f  ou r b i n ' s  h = 1 . 5 0 4  

N o r ma l i ty of Res i d u a l s  
S k ewne s s  - 0 . 5 8 8  ( 0 )  
K u r to s i s  3 . 4 7 9  ( 3 )  



TABLE A2 . 2 :  PREFERRED MODEL OF TRANSACTI ONS VOLUME 

Dependent va r i ab l e  is LNVP 

The e s t i ma t i on p e r i od i s  1 9 6 4 Q l  - 1 9 8 4 Q 3  

ORD I NARY LEAST SQUARES 

R I GHT HAND ( l ag ) 
VAR I ABLE 

CONST 
LNVP 
LTC 
LTC 
LTC 
DUM3 
Q l CGT 
PDOT 
PDOT 
PDOT 
PDOT 
LPC 
LPC 
LPC 
ABSPDT 
A BSPDT 
ABSPDT 
LN I P  
LTP 

( - 1 )  

( - 1 )  
( - 2 )  

( - 1 )  
( - 2 )  
( - 3 )  

( - 1 )  
( - 2 )  

( - 1 )  
( -2 )  

G oodness o f  F i t  

- 2  

ESTI MATED 
COEFF I C I ENT 

- 0 . 2 7 
0 . 5 5 

- 0 . 4 8 
0 . 7 4 

- 1 . 0 1 
- 0 . 0 9  

0 . 1 3 
0 . 5 3 
0 . 5 7 

- 0 . 3 7 
0 . 4 3 
1 .  3 6  

- 2 . 4 5 
1 .  3 8  
0 . 5 7 

- 0 . 7 7 
0 . 4 9 
0 . 3 4 
0 . 0 6 

R 0 . 8 6 5  
Amemiya ' s  p r ed i c t i on c r i t e r i on 0 . 8 3 2  
Log l i k e l i hood 8 5 . 2 6 6  
S t a n d a r d  e r r o r  a s  a % o f  

T-STATI STI C 

- 0 . 5 8  
7 . 0 7 

-2 . 4 4 
2 . 9 5 

- 4 . 4 9 
- 2 . 8 7 

2 . 1 9 
2 . 8 7 
3 . 4 6 

- 2 . 1 1  
2 . 8 7 
3 . 1 3 

- 3 . 0 0 
3 . 1 3 
2 . 2 5 

- 2 . 9 9 
1 .  9 4  
4 . 2 9 
2 . 0 5 

Autoc o r r e l a t i o n  

L . M  ( 1 )  
L . M  ( 4 )  
Du r b i n ' s  h 
God f r ey-T r emayne 

1 . 0 1 ( 3 . 8 4 )  
1 1 . 3 4 ( 9 . 4 9 )  

1 .  0 4  

mean o f  dependent va r i a b l e 2 . 0 3 %  4 t h  o r d e r  ve r s i on o f  h 2 . 0 5 5  

Norma l i ty 

S k ewness - 0 . 5 0 2  
K u r t o s i s  3 . 4 5 6  

( 0 )  
( 3 )  



TABLE A 2 . 3 :  LONG RUN ELASTIC ITIES : RECURS IVE ESTIMATES 

R ec u r s i v e  e s t imates of e l as t i c i t i e s  of the v o l ume of t r a n s a c t i on s  
w i th r e spect to : 

S t a r t  Y e a r  Capi t a l  Inc r e a s e  F a l l  S i ze Net Me r g e r s  T r a n sac t i ons 
for G a i n s  i n  i n  of I n f l ows Costs 
R eg r e s s i on s  E f fect P r i ces Pr i ces Ma r k e t  

1 9 6 4  0 . 2 8 3 . 20 - 1 . 9 3 0 . 6 3 0 . 7 6 0 . 1 3 - 1 . 6 5 

1 9 6 5  0 . 2 6 3 . 2 6 - 1 . 8 7 0 . 6 3 o .  7 1  0 . 1 2 - 1 . 5 6 

1 9 6 6  0 . 2 9 3 . 0 7 - 2 . 6 4 0 . 7 0 0 . 7 8 0 . 1 2 - 1 . 7 5  

1 9 6 7  0 . 2 9 3 . 0 9 - 1 . 9 4 0 . 5 6 0 . 7 0 0 . 1 0 - 1 . 6 0 

1 9 6 8  0 . 2 6 2 . 9 0 - 1 . 5 2  0 . 5 3 0 . 6 7 0 . 1 1 - 1 . 5 0 

1 9 6 9  0 . 2 3 3 . 5 8 - 0 . 9 5  0 . 3 9 0 . 5 6 0 . 1 4 - 1 . 3 3 

1 9 7 0  0 . 2 6 4 . 0 7 - 1 . 4 6 0 . 4 3 0 . 6 3 0 . 1 5 - 1 . 4 9 

1 9 7 1  0 . 2 1 3 . 1 9 - 0 . 7 2 0 . 3 6 0 . 5 3 0 . 1 3 - 1 . 3 3 

TABLE A 2 . 4 :  OLS AND INSTRUME NTAL VARIABLES EST IMATES 

C ap i t a l  Inc r e a s e  F a l l  S i ze N e t  Me r g e r s  T r a n sa c t i ons 
G a i n s  i n  i n  of I n f l ows Costs 

E f f e c t  P r i ce s  P r i ce s  M a r k et 

OLS 
E s t i ma t es 0 . 2 9 3 . 2 2 - 2 . 0 9 0 . 6 4 0 . 7 4 0 . 1 3 - 1 . 6 2 

I n s t r ume n t a l  
va r i a b l e  
E s t i ma t e s  0 . 26 3 . 1 7 - 1 . 0 7 0 . 5 9 0 . 8 1 0 . 1 4 - 1 . 7 9 
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ANNEX 2 

A S I MPLE MODEL OF SHARE PR I CES 

Rat i on a l  e x pe c t a t i on s  i mpl i e s  that sha r e  pr i ces in a ze r o- i n f l a t i on wor l d  a r e  

g i ve n  by : 

P =P 1 e u i t . . . . . . ( A . l )  
s , t  s , t-

whe r e  t h e  e r r o r  t e r m  i s  spec i f i ed mu l t ip l i ca t i v e ly f o r  conven i ence . 

I t  i s  l i k e l y  t hat g e n e r a l  i n f l a t i on w i l l  a f f e c t  s h a r e  pr i ces a l though g i ve n  

v a r i ou s  f e at u r es of t h e  UK t a x  sys tem i t  i s  not obv i ou s  that changes i n  

n om i n a l  s h a r e  pr i ces w i l l  r i se one f o r  one w i t h  i n f l a t i on .  

a l l ows f o r  a n  i n f l at i on e f f e c t : 

P /P = ( P  /P ) er eU2t 
. . . . . . ( A2 )  

s , t  s , t- 1  c , t  c , t- 1  

T a k i ng loss g ive s 

�lnP = er� l nP +U2 . . . . . . . . .  ( A3) 
st e t  t 

Equa t i on ( A2 )  

Wh i l e  t h i s  may be t h e  ex a nt e  r e l at i on s h i p ,  i t  i s  u n l i k e ly t o  f i t  past d a t a  

because unexpected c h a n g es may d i s t o r t  t h e  r e l a t i ons h i p .  The most l i k e l y  

c a u s e s  of s u c h  unexpected e ven t s  a r e  c h a n g e s  i n  t a x e s  and c h a n g e s  i n  othe r 

3 2 

a s s e t  p r i ces . We have f oc u s s ed on changes i n  t r a n sa c t i ons c o s t s  as t h e  ma j o r  

unexpected t a x  change a n d  h a v e  u s e d  t h e  a c t u a l  change i n  g i l t  y i e ld s  a s  a 

mea s u r e  of t h e  u n e xpec t ed movemen t  i n  t h e  pr i ce of s u bs t i t u t e  a s se t s . 

s u g g e s t ed a n  equ a t i on of t h e  fo r m :  

� l nP = er � l n  P - 8 � l n r  
t

- y� l n  TC
t 

+ u 3 t 
. . . . . .  (A4 ) 

s t  c , t  

Th i s  

F o r  empi r i ca l  pu r pos e s , r i s  t a k e n  t o  b e  t h e  pa r y i e l d  on a 2 0-year g i l t , Pc 

i s  t he consume r pr i c e  d e f l a t o r  a n d  TC d e n o t es t r a n sa c t i on s  c o s t s . G e n e r a l  

u n r e s t r i c t e d  dynam i c  v e r s i on s  of ( 4 )  we r e  e s t i ma t ed w i t h  e r r o r  c o r r ec t i on 



t e rms but the p r ef e r r ed equa t i on s h own b e l ow ,  t u r n ed out t o  be ex t r eme l y  

s i mp l e . 

( 0 . 2 1 )  ( 7 . 2 )  

DW = 1 . 7 6 

Box P i e r ce x
2

( 1 ) = 0 . 9 8 ;  x
2

( 4 ) = 6 . 7 8 

LM x
2

( 1 ) = 1 . 0 2 ;  X
2

( 4 )  = 9 . 4 9  

( 2 .  4 )  

2 2 
9 5 %  l eve l s  X ( l )  = 3 . 8 4 ;  X ( 4 )  = 8 . 4 0 

l 9 6 3Q2 - 1 9 8 4 Q 3  
2 

R = 0 . 4 1 

S E  = 0 . 0 7 4  

S k ewness 0 . 1 8 ( 0 )  

K u r t os i s  2 . 4 3 ( 3 )  

3 3 

I n  o r d e r  t o  c h e c k  the s ta b i l i ty of t h e  t r ansact i ons cost e f fect , the equa t i o n 

was r e- es t i mated ove r t h e  pe r i od 1 9 6 3Q 2  - 1 9 8 3Q l . Th i s  pe r i od i n c l udes two 

changes in s tamp d u ty but e x c l udes the cut f r om 2 %  to 1% i n  the 1 9 8 4  Budget . 

The es t i ma t ed equat i on ( g i ven b e l ow )  was t h en u sed to f o r ec a s t  changes i n  r e a l  

equ i ty p r i ce s  o v e r  t h e  p e r i od l 9 8 3Q 2- l 9 8 4 Q 3 . S omewha t  s u r p r i s i ng l y  the 

equa t i on passes w i t h  ease both the Chow t e s t  and the mor e  s t r i ngent H e n d r y  

te s t . 

� l n  ( p  /P ) 
st et 

0 . 0 0 1 7  - O . O S�r - 0 . 2 8� l n  TC 

( 0 . 2 0 )  ( 6 . 9 )  ( 2 .  4 )  

- 2  
R = 0 . 4 1 

S E  = 0 . 0 7 6  

Chow : F ( 7 . 7 7 )  = 0 . 5 5 

Hend ry : x
2 

( 7 )  = 4 . 1 6 
2 

9 5 %  l ev e l , X ( 7 )  = 1 4 . 0 7 

The equ a t i on e s t i ma t ed over the w h o l e  pe r i od i s  the one r e f e r r ed t o  i n  t h e  

pape r and w a s  u s e d  to e s t i ma t e  t h e  e f f e c t  of a l owe r i ng of s t amp d u t y  f r om 2 %  

t o  1 % .  S uch a change wou l d  ma k e  � l n ( TC )  eq u a l  to - 0 . 4 5 ,  hence r e a l  s h a r e  

p r i ces a r e  e s t i ma t ed to i n c r ea s e  b y  2 3 x 0 . 4 5  pe r cen t , i e  1 0 . 3 5 % . 
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ANNEX 3 

Data Sour ces 

T r ansa c t i on s  ( V )  

Sha r e  P r i ce 

i ndex ( P  ) 
s 

Ma r k et S i ze ( TQ )  

Def i n i t i on 

The v a l ue of eq u i ty 

t r ansac t i on s  on wh i c h  st amp 

d u ty is p a i d  

F T  a l l  sha r e  p r i ce i n d ex 

The ma r ke t  v a l u e  of eq u i t i es 

quoted on t h e  London S t o c k  

E x c hange 

LAPFs ' I n f l ows ( NI ) Net i n f l ows to L i fe A s s u r ance 

and Pens i on F u n d s  

G i l t  y i e ld s  ( r )  

M e r g e r s  and 

acqu i s i t i on s  ( M )  

2 0 -y e a r  pa r y i e l d  on UK g i l t s 

T o t a l  e xpend i t u r e  on 

acqu i s i t i on s  a n d  me r ge r s  of 

i nd u s t r i a l  and comme r c i a l  

compa n i e s  w i t h i n  t h e  U n i ted 

K i ngdom 

35 

sou r ce 

I n l and Revenue 

( unpub l i shed ) 

F i n a n c i a l  S t a t i s t i c s  

( Ta b l e  1 3 . 7 , s e r i e s  AJMA ) 

A n n u a l  Abs t r act of 

S t at i s t i cs , T a b l e  1 7 . 1 1 

F i n a n c i a l  S t a t i s t i c s  

( Ta b l e  7 . 1  s e r i e s  AALV ) 

F i na n c i a l  S t a t i s t i c s  

( Ta b l e  1 3 . 5  s e r i es AJLX ) 

F i nanc i a l  S t a t i s t i c s 

( Tab l e  8 . 8  s e r i es A I HB )  
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9 The sterling/doUar ra1e in the floating rate 
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intervention I D Saville 
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1 5  Influences o n  the profitability o f  twenty-
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