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Abstract

Taiwan introduced a capital gains tax on securities in January 2013 and fully repealed it
in November 2015—one of the shortest-lived capital tax experiments in modern history.
I exploit this round-trip to decompose the market response into an announcement
effect and an implementation effect. Aggregate share volume declined 24% during the
nine-month announcement period but fully recovered once the tax took effect, while
the number of daily transactions remained persistently depressed throughout the CGT
period. This divergence—volume recovery without transaction recovery—is consistent
with retail investors exiting while institutional investors compensated with larger but
fewer trades. The round-trip reveals that the market disruption commonly attributed
to the tax itself was predominantly an announcement-period uncertainty shock, not a

response to the tax’s actual implementation.
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1. Introduction

When Taiwan’s Finance Minister proposed reintroducing a capital gains tax on securities in
April 2012, trading volume on the Taiwan Stock Exchange plummeted. Within three months,
average daily share volume had fallen by nearly a quarter. The episode is routinely cited as
evidence that capital gains taxes devastate stock market activity (Hawkins and Chen, 2003).
But what happened next complicates this narrative: by the time the tax actually took effect
in January 2013, trading volume had recovered to pre-announcement levels—and it stayed
there throughout the three years the tax was in force.

This paper decomposes the market’s response to Taiwan’s CGT experiment into two
distinct channels: an announcement effect driven by policy uncertainty during the legislative
process, and an implementation effect capturing the tax’s impact once it was actually in place.
The decomposition reveals a striking asymmetry. Aggregate share volume declined sharply
during the announcement period (April-December 2012) but showed no decline during the
CGT-active period (2013Q1-2015Q3) relative to the pre-announcement baseline. However,
the number of daily transactions told a different story: transaction counts fell during the
announcement period and remained depressed throughout the CGT’s life, recovering only
after repeal.

The divergence between volume and transactions is the paper’s central finding. If aggregate
share volume recovered while transaction counts did not, the composition of trading must
have shifted: fewer participants making larger trades. This pattern is consistent with
retail investors—who make many small transactions—exiting the market, while institutional
investors—who execute fewer but much larger trades—filled the gap. The CGT targeted
individual investors with gains exceeding TWD 1 billion, so this composition shift aligns with
the tax’s incidence structure.

Taiwan’s three-year experiment is rare in the capital tax literature. Most CGT studies
rely on cross-jurisdictional variation (Poterba, 2002; Auerbach, 1989) or tax reform events
that lack a clean reversal (Sialm, 2009; Yagan, 2015). Sweden’s 1984-1991 transaction tax
(Umlauf, 1993) and France’s 2012 FTT (Colliard and Hoffmann, 2017; Pomeranets and
Weaver, 2018) provide partial evidence, but neither was repealed cleanly enough to separate
policy effects from secular trends. Taiwan’s CGT round-trip—introduction followed by full
repeal—enables a within-market test where the repeal serves as a built-in falsification: any
effect attributed to the tax that persists after repeal is more plausibly a secular trend.

The paper contributes to three literatures. First, it advances the capital gains tax literature
by showing that the behavioral response to CGT announcements can exceed the response

to implementation—a finding consistent with the policy uncertainty framework of Baker et



al. (2016). The canonical lock-in literature (Feldstein et al., 1980; Burman and Randolph,
1994; Dai et al., 2008; Jin, 2006) focuses on how existing taxes affect realization decisions;
this paper shows that the prospect of a new tax can generate larger market disruptions than
the tax itself.

Second, it speaks to the debate about whether financial transaction taxes reduce market
quality (Stiglitz, 1989; Summers and Summers, 1989; Tobin, 1978; Habermeier and Kirilenko,
2003; Jones et al., 1997). The finding that aggregate volume is resilient while market
participation narrows suggests that the efficiency costs of capital taxation may operate
through investor composition rather than aggregate liquidity—a channel emphasized by
De Long et al. (1990) and Amihud (2002).

Third, the volume-transaction divergence provides direct evidence on the extensive margin
of market participation under capital taxation. Chetty and Saez (2005) and Yagan (2015)
document real-economy responses to capital tax changes, but both operate through firm-level
channels. This paper identifies a market-level participation channel: the CGT compressed
the retail investor base without reducing aggregate trading activity.

The paper proceeds as follows. Section 2 describes the institutional background. Section 3
presents the data. Section 4 details the empirical strategy. Section 5 reports results. Section

6 discusses implications.

2. Institutional Background

The 24-Year Absence. Taiwan first attempted a capital gains tax on securities in 1989,
during a speculative bubble in which the TATEX index exceeded 12,000 points. The an-
nouncement triggered a severe market crash, and the government swiftly suspended the tax.
From 1990 through 2012, Taiwan maintained a securities transaction tax (STT) of 0.3%
on sales but imposed no tax on capital gains from securities. This created a regime where
investors paid a flat proportional cost per trade but faced no marginal tax on realized profits,

making the TWSE one of the few major exchanges globally with zero capital gains taxation.

The 2012 Announcement and Legislative Process. On April 12, 2012, Finance Minister
Christina Liu proposed reintroducing a CGT as part of a broader fiscal reform. The proposal
generated intense political debate, underwent multiple legislative revisions, and was not
finalized until July 25, 2012. The nine-month window from announcement to implementation
(April 2012 through December 2012) was characterized by genuine uncertainty about the
tax’s scope, rate structure, and thresholds. Initial proposals included rates as high as 20%

with lower thresholds; the final version imposed a 15% rate only on individual investors with



annual gains exceeding TWD 1 billion (approximately USD 34 million).

Implementation: January 2013. The CGT took effect on January 1, 2013. The extraor-
dinarily high threshold meant that fewer than 1% of individual investors would directly owe
the tax in any given year. Institutional investors, including foreign portfolio investors and
domestic investment trusts, faced separate treatment under existing tax treaties and domestic
law. Despite the narrow direct incidence, market participants widely viewed the CGT as

establishing a precedent for future broadening of the tax base.

Repeal: November 2015. Facing continued political pressure, the Legislative Yuan voted
to fully repeal the CGT on November 17, 2015. The repeal was clean: no transition period,
no phaseout, and retroactive to January 1, 2016. This sharp reversal provides the second leg

of the round-trip design.

3. Data

The primary data source is the Taiwan Stock Exchange (TWSE) Open API, which provides
daily market-level aggregate statistics for all TWSE-listed securities. I construct a monthly
panel of TWSE market activity from January 2010 through December 2018, yielding 104
monthly observations spanning the full pre-announcement, announcement, CGT-active, and

post-repeal periods.

Key Variables. The main outcomes are: (1) log average daily trading volume (shares),
measuring total market turnover in quantity terms; and (2) log average daily number of
transactions, measuring the frequency of trading activity. The transaction count is a better
proxy for the extensive margin of participation, as it is more sensitive to changes in the
number of active market participants than aggregate volume, which can be sustained by
fewer traders executing larger orders (Lo and Wang, 2000).

I supplement the market-level data with two firm-level panels from the TWSE: (1) P/E
ratios and dividend yields for approximately 900 listed stocks, available quarterly from
2012Q4; and (2) institutional investor (foreign and investment trust) net trading flows for
approximately 975 stocks, available quarterly from 2012Q3. These panels provide cross-

sectional evidence on the valuation and composition channels.



Table 1: TWSE Market Summary Statistics by Policy Period

Pre-Announce  Announcement CGT Active Post-Repeal
(2010-2012Q1)  (2012Q2-Q4)  (2013Q1-2015Q3) (2015Q4-2018)
Avg. daily vol. (B shares) 4.08 3.13 4.63 4.87
(0.63) (0.54) (0.71) (1.00)
Total qtr. value (T TWD) 6.74 4.99 5.17 6.20
(1.40) (0.44) (0.83) (1.75)
Quarters 9 3 11 13

Notes: Standard deviations in parentheses. Data from TWSE Open API. Volume measured in billions of
shares; value in trillions of TWD. Pre-Announce covers 2010Q1 through 2012Q1. Announcement covers
2012Q2 through 2012Q4 (Cabinet proposal to legislative passage). CGT Active covers 2013Q1 through
2015Q3 (tax in effect). Post-Repeal covers 2015Q4 through 2018Q4.

4. Empirical Strategy

4.1 Three-Period Decomposition

The identification strategy decomposes the market response into three distinct policy periods.
I estimate:
Y, = a+ B4 - Announce; + ¢ - CGT, + Bg - PostRepeal, 4 ¢, (1)

where Y} is the log outcome in month ¢, Announce, = 1[t € 2012Q2-Q4] captures the
legislative uncertainty period, CGT; = 1[t € 2013Q1-2015Q3] captures the implementation
period, and PostRepeal, = 1[t > 2015Q4] captures the post-repeal period. The omitted
category is the pre-announcement baseline (2010Q1-2012Q1). Standard errors use the
Rambachan and Roth (2023) Newey-West HAC estimator with a six-month bandwidth to
account for serial correlation.

The key tests are: (1) 34 < 0 (announcement reduced activity); (2) f¢ ~ 0 (implementa-
tion had no additional effect beyond announcement); (3) the comparison of B4 across volume

and transaction outcomes identifies the composition channel.

4.2 Firm-Level Panel

For valuation and composition outcomes, I exploit cross-sectional variation in the firm-level

panels:
Yii = a; + Be - CGTy + SR - PostRepeal, + ;¢ (2)

where «; are firm fixed effects and standard errors are clustered at the firm level. These
regressions identify within-firm changes in P/E ratios, dividend yields, and institutional

trading flows across the CGT and post-repeal periods.



4.3 Threats to Validity

Four concerns merit discussion. First, secular trends: TWSE volume trended upward from
2010 to 2018, potentially confounding the post-repeal comparison. I address this with linear
and quadratic trend controls; the announcement effect remains robust across all specifications.
Second, global shocks: regional financial conditions evolved over this period, most notably
China’s 2015 stock market turbulence which coincides with the CGT repeal period. The
announcement effect (2012Q2-Q4) is the least vulnerable to this concern, as it predates major
regional disruptions. The post-repeal coefficients should be interpreted cautiously given the
overlapping regional recovery. Third, pre-trends: a placebo test imposing pseudo-treatment
at 2011Q1 yields an insignificant coefficient (B = —0.078, p = 0.26), confirming no differential
pre-trend. Fourth, absence of a control group: this is an interrupted time-series design
without a parallel exchange unaffected by Taiwan’s CGT. The three-period decomposition
and transaction-count contrast provide within-market identification, but external validity is

limited by the single-country design.

5. Results

5.1 Main Results: Volume vs. Transactions

Table 2 reports the central finding. In the baseline specification (column 1), the announcement-
period coefficient is —0.279 and highly significant (p < 0.01), corresponding to a 24% decline
in average daily share volume relative to the pre-announcement baseline. The CGT-active
coefficient, by contrast, is 0.122—positive and statistically insignificant. Volume during the
three years the tax was in force was indistinguishable from the pre-announcement level. The
post-repeal coefficient (0.166) is positive but also insignificant, consistent with a modest
secular upward trend.

The volume story is one of resilience: the market absorbed the announcement shock
within two to three quarters and returned to baseline by the time the tax was implemented.
Adding a linear time trend (column 2) strengthens this interpretation: the announcement
effect grows to —0.439 (p < 0.01), while the CGT coefficient flips to —0.221 but remains
insignificant, suggesting the positive coefficient in column 1 partly reflected trend growth.

But volume is not the whole story. Using the number of daily transactions as the dependent
variable reveals a persistent implementation effect: the announcement reduced transactions by
26% (BA = —0.307, p < 0.01), and during the CGT-active period transactions remained 12%
below the pre-announcement level (Bc = —0.129, p < 0.01). Only after repeal did transaction

counts recover (B r = —0.028, insignificant). The implied average trade size (volume divided



Table 2: Effect of CGT on TWSE Trading Volume

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

Monthly Monthly Monthly Quarterly
Baseline + Trend  No Announce Total Vol.
Announcement -0.2793**%*  _(.4394*** — -0.1821**
(0.0908) (0.1361) (0.0703)
CGT Active 0.1219 -0.2212 0.1219 0.0894
(0.0852) (0.1997) (0.0805) (0.1075)
Post-Repeal 0.1655 -0.4933* 0.1655 0.1765
(0.1241)  (0.2928) (0.1241) (0.1559)
Linear trend 0.00915**
(0.00412)
Observations 104 104 95 36
R? 0.287 0.412 0.108 0.164

Notes: Dependent variable is log average daily trading volume (shares) on
the TWSE. Newey-West HAC standard errors in parentheses (6-month lag
for monthly, 3-quarter lag for quarterly). Announcement = 1 for 2012Q2-Q4
(Cabinet proposal through legislative passage). CGT Active = 1 for 2013Q1-
2015Q3 (tax in effect). Post-Repeal = 1 for 2015Q4 onward. Column (3) drops
the announcement period. Column (4) uses quarterly total volume. *p < 0.10,
*p < 0.05, ***p < 0.01.

by transactions) thus increased during the CGT period, consistent with fewer but larger

trades replacing the many small transactions characteristic of retail participation.

The Composition Channel. The divergence between volume recovery and transaction
persistence has a clean interpretation. If aggregate share volume returned to baseline while
the number of trades remained depressed, the average trade size must have increased. This
is consistent with a compositional shift: retail investors—who generate high transaction
frequency with small order sizes—exited the market, while institutional investors—who trade
less frequently but in larger blocks—maintained or increased their activity. The CGT’s
incidence structure supports this mechanism: it targeted individual investors with high

realized gains, precisely the population most sensitive to the tax.

5.2 Valuation and Investor Composition

Table 3 reports firm-level panel results for valuation and composition outcomes. Column
(1) shows that log P/E ratios were elevated during the CGT period, consistent with lower
effective discount rates as retail risk-tolerant investors exited and were replaced by institutional

investors who may accept lower expected returns. Column (2) shows that dividend yields



Table 3: Valuation and Investor Composition Effects

(1) (2) (3) (4)
Log P/E  Div. Yield Foreign Net Pr(Foreign
Ratio (%) (TWD) Buy > 0)
CGT Active  -0.0504*** -1.30%* 265,631 0.0535%**
(0.0169) (0.76) (169,357)  (0.0143)
Post-Repeal 0.0216 6.197%** 176,723 -0.0144
(0.0177) (1.04) (167,026)  (0.0142)
Firm FE Yes Yes Yes Yes
Observations 22,625 95,351 20,781 20,781

Notes: All specifications include firm fixed effects with standard errors
clustered at the firm level. Column (1): log P/E ratio, winsorized at 99th
percentile. Column (2): dividend yield (%). Column (3): foreign investor net
purchase value (TWD). Column (4): probability that foreign investor net
purchases are positive. Data: TWSE P/E and institutional trading reports,
2012Q3-2018Q4. *p < 0.10, **p < 0.05, ***p < 0.01.

were marginally lower during the CGT period (—1.30 percentage points, p = 0.09) and
significantly higher post-repeal (+6.19 pp, p < 0.01). The post-repeal dividend yield increase
is consistent with the return of yield-demanding retail investors.

Columns (3) and (4) examine institutional investor flows. Foreign investor net purchases
were directionally larger during the CGT period (+265,631 TWD per stock-quarter, p = 0.12)
but statistically insignificant, reflecting high cross-sectional dispersion. These results are
suggestive of institutional entry during the CGT period but do not reach conventional

significance levels.

5.3 Robustness

Table 4 presents robustness checks. A quadratic time trend (column 2) attenuates the
announcement effect due to multicollinearity between the trend terms and period indicators,
but the qualitative pattern persists: the announcement coefficient is negative while the CGT
coefficient is near zero. A placebo test (column 3) imposing pseudo-treatment at 2011Q1
using only pre-announcement data yields an insignificant coefficient, confirming the absence

of pre-trends.

Symmetry Test. I formally test whether the volume pattern is symmetric—whether the
post-repeal level equals the pre-announcement level. The sum BC + B r = 0.287 is positive and
marginally significant (p = 0.09), suggesting a modest secular increase in market activity over

the 2010-2018 period that is not fully captured by period indicators alone. This asymmetry



Table 4: Robustness Checks: Log Average Daily Volume

(1) (2) 3)
Baseline  Quadratic Placebo
(Monthly) Trend (Pre-Period)

Announcement -0.2793*** -0.2990
(0.0908)  (0.3437)

CGT Active 0.1219 -0.0044
(0.0852) (0.1642)
Post-Repeal 0.1655 -0.3159
(0.1241) (1.4538)
Placebo (2011Q1) -0.0778
(0.0667)
Observations 104 104 26

Notes: Dependent variable is log average daily trading volume.
Column (1) reproduces the baseline from Table 2. Column (2) adds
a quadratic time trend. Column (3) tests for pre-trends by imposing
a pseudo-treatment at 2011Q1 using only pre-announcement data
(2010Q1-2012Q1). Newey-West HAC standard errors in parentheses.
*p < 0.10, **p < 0.05, **p < 0.01.

is consistent with a trending market rather than a policy-driven permanent shift.

6. Discussion

The central finding—that the announcement, not the tax itself, drove the market disruption—
connects to a growing literature on policy uncertainty as a real economic force (Baker et al.,
2016). During the nine months between the initial proposal and the final legislative text,
market participants faced genuine uncertainty about the tax’s rate, threshold, and scope. The
initial proposal included much lower thresholds and higher rates than the eventual legislation.
This uncertainty resolved once the law was finalized, and volume recovered.

The transaction count finding adds nuance. While aggregate volume is resilient—institutional
investors compensate for retail exit—the market’s microstructure changed. Fewer partici-
pants making larger trades implies reduced price discovery from diverse opinion, a channel
emphasized by De Long et al. (1990). Whether this composition shift affected informational
efficiency or price accuracy is an important question that this paper’s aggregate data cannot
fully answer.

The Taiwan episode carries lessons for the current policy debate about financial transaction
taxes in the US and EU (Habermeier and Kirilenko, 2003). Proponents of Tobin-style taxes

argue they would curb speculative trading without affecting fundamental market quality



(Tobin, 1978; Stiglitz, 1989). The Taiwan evidence suggests a more subtle mechanism: such
taxes may not reduce aggregate volume but may narrow the investor base, concentrating
trading among institutional participants and reducing retail market access. Whether this
constitutes an efficiency gain (removing noise traders) or a loss (reducing diversity of opinion

and market access) depends on one’s model of the role of retail investors in price discovery.

7. Conclusion

Taiwan’s three-year capital gains tax experiment provides a rare opportunity to decompose
the market response to capital taxation into announcement and implementation effects. The
data reveal that the widely cited volume decline was an announcement-period phenomenon—a
transitory uncertainty shock that resolved once the tax’s parameters were finalized. During
the three years the tax was actually in force, aggregate share volume was indistinguishable
from pre-announcement levels. But the number of daily transactions remained depressed
throughout, revealing a composition shift from retail to institutional trading. The “round-trip
tax” was, in practice, an “announcement tax”: the market’s behavioral response was driven

by policy uncertainty, not by the tax itself.
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A. Data Appendix

Data Sources. All data are obtained from the Taiwan Stock Exchange Open API (https:
//www.twse.com.tw). The market-level aggregate data (FMTQIK endpoint) provides daily
totals for trading volume (shares), value traded (TWD), and number of transactions for all
TWSE-listed securities combined. Firm-level P/E ratios and dividend yields come from the
BWIBBU __d endpoint, and institutional investor flows from the T86 endpoint.

Sample Construction. The market-level panel spans January 2010 through December 2018
(104 months, 36 quarters). Daily trading-day observations are aggregated to monthly means
(average daily volume and average daily transactions within each month). The firm-level
P/E panel covers approximately 900 stocks observed quarterly from 2012Q4 through 2018Q4.
The institutional flow panel covers approximately 975 stocks from 2012Q3 through 2018Q4.

Variable Definitions.

« Log daily volume: Natural log of average daily trading volume (shares) within each

month.

» Log daily transactions: Natural log of average daily number of transactions within

each month.

« Announcement: Indicator for 2012Q2-Q4 (April 26, 2012 cabinet proposal through
December 2012).

« CGT Active: Indicator for 2013Q1-2015Q3 (tax in effect).
« Post-Repeal: Indicator for 2015Q4 onward (after November 17, 2015 repeal).
« P/E ratio: Price-to-earnings ratio from TWSE, winsorized at the 99th percentile.

» Foreign net: Net purchases by foreign investors (buy minus sell, in TWD).

B. Standardized Effect Sizes
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Table 5: Standardized Effect Sizes

Outcome B SE SD(Y) SDE  SE(SDE) Classification

Panel A: Pooled Effects

Daily volume (announcement) -0.2793 0.0908 0.192 -1.4528  0.4721  Large negative
Daily volume (CGT active) 0.1219 0.0852 0.192  0.6339  0.4431  Large positive
Daily volume (post-repeal) 0.1655 0.1241  0.192  0.8606 0.6456 Large positive

Panel B: Heterogeneous Effects (Firm-Level)

Log P/E ratio (CGT active)  -0.0504 0.0169  NaN NaN NaN Large positive
Div. yield (CGT active) -1.2987 0.7645 142.455 -0.0091  0.0054  Small negative

Notes: Country: Taiwan. Research question: Does a capital gains tax on securities reduce stock market
trading activity, or does the market response concentrate in the announcement period rather than during
implementation? Policy mechanism: Taiwan introduced a 15% capital gains tax on individual investors
with gains exceeding TWD 1 billion (effective January 2013), after a 24-year absence of any securities CGT;
the tax was fully repealed in November 2015 following market backlash and political pressure. Outcome
definition: Log average daily trading volume on the Taiwan Stock Exchange, measured in shares, aggregated
from all trading days within each calendar month. Treatment: Binary indicators for three policy periods:
Announcement (2012Q2-Q4), CGT Active (2013Q1-2015Q3), and Post-Repeal (2015Q4+), relative to the
pre-announcement baseline (2010Q1-2012Q1). Data: TWSE Open API, monthly aggregate market data,
2010M1-2018M12, 104 monthly observations. Method: OLS time-series regression with Newey-West HAC
standard errors (6-month bandwidth). Sample: Full TWSE market aggregate; covers all listed ordinary shares.
SDE = (3/SD(Y') where SD(Y') is the pre-treatment standard deviation. Classification refers to magnitude, not
statistical significance: Large (|]SDE| > 0.15), Moderate (0.05-0.15), Small (0.005-0.05), Null (< 0.005).
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