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HIGHLIGHTS

Bank taxes have proliferated worldwide since the financial crisis.
We investigate the impact of the Australian Bank Levy on bank net-worth.

We find a significant loss of value for affected banks, following the introduction of the levy.
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ABSTRACT

Since the global financial crisis, the tax treatment, of banks has gained interest in academic and
public policy arenas. In this paper, we investigate the stock price reaction of a small sample of
commercial banks that were affected_by the sudden introduction of a bank levy in Australia. The
results of an event study analysis suggest that there is a significant decline in the returns of affected
banks following the announcement ofithe’bank levy. This suggests that the banks liable to pay the
Australian bank levy lose a considerable percentage (5.2%) of their market capitalisation following its
announcement.
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ABSTRACT

Since the global financial crisis, the tax treatment of banks has gained interest in academic and
public policy arenas. In this paper, we investigate the stock price reaction of a small sample of
commercial banks that were affected by the sudden introduction of a bank levy in Australia. The
results of an event study analysis suggest that there is a significant decline in the returns of affected
banks following the announcement of the bank levy. This suggests that the banks liable to pay the
Australian bank levy lose a considerable percentage (5.2%) of their market capitalisation following its
announcement.
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1. Introduction

In this paper, we investigate_marketjexpectations regarding the effects of the sudden
introduction of a bank levy in Adstralia. Prior research has focused on assessing the incidence of
bank levies in European countries, wWhere they have formed part of a broader range of policy
interventions and regulatory changes (Buch et al., 2016; Capelle-Blancard & Havrylchyk, 2017). The
introduction of these’levies is typically justified as a means of containing excessive risks of banks,
and raising, revenues to augment depleted government coffers following taxpayer funded bank
bailouts ‘that took place during the financial crisis (see Corsetti et al., 2011; Chaudry & Mullineux,
2014)/More specifically, the objectives of the bank levy are to ensure that large banks: contribute to
the government budget in the short- and long-term; make a fair contribution given risks they pose to
the financial system and wider economy; operate on a more level competitive playing field with
smaller banks (Parliament of the Commonwealth of Australia, 2017). The bank levy is expected to

raise AUS6.2 billion over the first four years of its operation.



We augment the recent literature that examines the effects of bank taxation. Moreover, to
the best of our knowledge, we also provide the first assessment of the effects of the Australian bank
levy. In contrast to many European countries where taxpayer funded bailouts left government
finances in a parlous state (Laeven & Valencia, 2013; Correa & Sapriza, 2015; Goddard et al., 2015),
direct taxes on banks were introduced in Australia during relatively buoyant economic conditions.
On May 9th 2017 (during the release of the 2017-18 budget), the government announced a levy
specifically targeted at large banking institutions. The levy is collected quarterly at‘a.rate of '0.015%

on certain liabilities of banks with total liabilities exceeding AUS 100 billion.

Given the prevailing stability in the financial system and economy more generally (and in
contrast to bank levies introduced elsewhere) the Australian bank levy took investors by surprise.
One of Australia’s leading business newspapers, The Australian Financial Review, reported that
‘[Tlhe mood in the banks on Wednesday [is] one of shock and confusion, given there had been no
consultation about the tax ahead of the budget.”" Thé unexpected nature of the announcement of
the Australian bank levy provides an ideal setting to gauge the extent of investors’ surprise via an

assessment of the stock price reactioh of affected banks (see MacKinlay, 1997).

The effect of the Australian ‘bank/levy on the stock returns of affected banks depends crucially
on the extent to which“investors expect banks to internalise the increased costs (arising from the
levy) rather thangpass.these through to depositors or borrowers. As the introduction of the levy
implies that the cost of funding for affected banks increases, it is likely to have implications for the
costs of financial intermediation (Buch et al., 2016). In the short-run to offset higher tax liabilities,
banks may-increase loan rates charged to borrowers or lower the interest rates paid to depositors.
Competitive and political pressures will thereby determine the extent to which banks can pass on tax

costs to bank customers (Kogler, 2016).

! See “Budget 2017: Dismayed bank CEOs say shock 'stealth tax' may weaken banks,” The Australian Financial
Review, May 10, 2017.



Shareholder wealth ultimately depends upon expected after-tax profits, which in turn are in
part a function of bank net interest margins. As a consequence, any negative abnormal returns
observed around the announcement of the levy would imply that shareholders expect the levy to
adversely affect bank profitability. This would be consistent with the view that banks internalise tax
costs. However, if investors anticipate banks will neutralise the costs associated with the levy by
changing their corporate policies, organizational structures, or prices of financial services; then non-
significant or positive abnormal returns could be observed around the announcement of the levy.
Indeed, prior evidence for the banking industry suggests a high degree of pass-through of corporate
income taxes to customers (Demirguc-Kunt & Huizinga, 2001; Albertazzi & Gambacorta, 2010;
Chiorazzo & Milani, 2011; Capelle-Blancard & Havrylchyk, 2017). Ultimately, the impact of the
Australian bank levy on (shareholders) bank stock prices istan empirical question, the answer to

which depends largely on the extent of the pass-through 6ftaxes to bank customers.

The results of our event study analysis (where"we estimate the daily abnormal stock returns
for a sample of banks that were affected’by the levy) indicate a material decline in the returns of
affected banks following the announcement of the bank levy. This suggests that the banks liable to
pay the Australian bank levy lose a'considerable amount of their market capitalisation following its
announcement. The remainder of the paper is structured as follows. Section 2 presents the

methodology and data. Inisection 3 the results are presented. Section 4 provides a brief summary.

2. Methodology and Data

The data used in the present study are drawn from Datastream and comprise daily stock
prices for six commercial banks (four affected, two unaffected) operating in Australia that are also
listed on the country’s stock market. The period of analysis, which spans from April 4, 2016 to May

12, 2017, straddles the announcement of the bank levy on May 9, 2017. The date on which the



Australian government announced its intention to introduce a levy on banks’ liabilities is used as the

event day (t = 0).

To test our hypothesis, we estimate deviations in actual from expected bank stock returns as
a result of the Australian bank levy announcement. Following Brown and Warner (1985) among
others, we estimate daily abnormal stock returns for each bank in our sample using the risk-adjusted

market model:
Rit =a;+BiRy: + & (1)

where R; ; is the daily return of bank i at time t and Ry, ; is the daily return of the benchmark
index on day t. Daily returns are calculated as R;; = In(P; ;/P; (_4), where P; ; denotes the closing
share price of bank i at time t. We use the Australian stock market index as our benchmark index. In
order to check the robustness of our results, we also estimate Equation (1) using a global bank index
as a benchmark. The risk-adjusted market model is\estimated using Ordinary Least Squares over a
260 trading day estimation period from May.3, 2016,to May 3, 2017.> We use the estimates a;, [?l- to

construct abnormal returns for bank i attime t using the following equation:
AR;y = R — (d’i + ,BiRM,t) (2)

Event studies should employ cumulative abnormal returns (CARs) when there is uncertainty
about the exact date at which the information is incorporated in the share price (MacKinlay, 1997).
Therefore, in order to capture any potential leakage of information regarding the bank levy in the
stock market ahead of its announcement by the government, we calculate CARs of various lengths.
Cumulative” average abnormal returns (CAARs) are calculated as the average of individual CARs.

Formally, CARs and CAARs are calculated as follows:

CARL',[TI,‘L'Z] = Zgrl ARy (3)

® The results are robust to the estimation period stopping a calendar month before the bank levy is announced.
This is to ensure that any leaked information related to the introduction of the levy is not incorporated in the
estimation of the parameters of our risk-adjusted market model.



CAAR[Tl,TZ] = Zlivzl CARi,[‘rl,TZ]- (4)

Two parametric tests are employed to determine the statistical significance of a CAAR,
namely the Patell and BMP statistics due to Patell (1976) and Boehmer et al. (1991), respectively.
Since the bank levy applies to a number of banks operating in Australia at the same time, this is likely
to generate cross-sectional correlation in abnormal returns across affected banks that could inflate
the Type | error when testing the null hypothesis of zero CAARs (Kolari and Pynnonen, 2010). In
order to address this issue, we use the adj-Patell and adj-BMP test statistics awhich,are modified
versions of the standardised tests mentioned above (Kolari and Pynnonen,.2010). Kolari and
Pynnonen (2010) show that both the adj-Patell and the adj-BMP statistics account for cross-sectional

autocorrelation in abnormal returns.

3. Results

Table 1 presents CAAR estimates oyver varying event windows for the full sample comprising
four listed banks affected by-the’levy and two banks that remain unaffected. The CAAR for the
affected banks on the 7<day event window [-3, 3] suggests a drop in the affected banks’ value in the
order of 5.2%. This reduction in the market valuation of affected banks is also statistically significant
according to both adj-Pattell and adj-BMP statistics. However, there is no evidence of a decline in
the affected banks’ market valuation in the event window prior to the announcement of the levy
(see'\event window [-3, -1]). This suggests that there was no leak of the news prior to its
announcement and that the levy was largely unanticipated by market participants. Looking at the
unaffected banks, their CAAR in the post-announcement window albeit positive is statistically
insignificant. This implies that market participants do not expect unaffected banks to be able to

benefit from the imposition of the levy.



Overall, these results suggest that banks affected by the imposition of the Australian bank
levy lose a considerable amount of their market capitalisation. As such this lends support to the
contention that market participants consider that affected banks will not be able to pass the cost
associated with the levy entirely onto their customers, but will have to bear part or the full cost of it.
The robustness of these findings are verified by placebo tests whereby we show that CAARs for
either affected or unaffected banks do not change when we falsely assume that the bank levy is
announced on April 10, 2017 (a calendar month before the actual announcement). For these
placebo tests the estimation window has been modified to span from April 4,°2016 to-April 4, 2017.
Further robustness checks are conducted by re-estimating the CAARs Using the“Datastream Global
Banks index as the benchmark index. The results of this analysis.are reported in Table 2 and

corroborate our findings.

4. Summary

Prior research on thedimpact of bank levies has typically focused exclusively on bank
customers as the bearer of tax.costs. In this paper, we investigate market expectations regarding the
effects of the sudden introduction of a bank levy on large Australian banks. We estimate daily
abnormal stoek returns/for each bank in our sample using the risk-adjusted market model. The
cumulative abnormal returns for the banks liable to pay the levy suggest a decline in value of the
order.of 5.2%, which is statistically and economically significant. Overall, our findings indicate that
shareholders bear part of the tax costs that arise from the bank levy. In the medium term
shareholders may also bear the costs of the bank levy in the form of lower dividends. As such our
findings are of interest to policy makers who are charged with designing and monitoring the impact

of bank levies on shareholders, depositors and savers.
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Table 1: Event study analysis \(

Event window Affected banks Unaffect

CAAR adj-Patell adj-BMP adj-BMP
[-3,3] -0.057 -2.863*** -3.552%** -0.393
[-3,-1] -0.017 -1.271 -0.943 -1.131
[0, 3] -0.039 -2.687*** -3.292%** 0.208
[-3, 3] Placebo -0.0004 -0.013 -0.108 0.055
No of banks 4 4 4 2

This table presents the results of an event study analysis. The event date considered il
government announced a plan to introduce a levy on banks with over AU$100 billion in
levy was first announced on April 10, 2017. CAAR denotes cumulative average abnormal r
benchmark for estimating the abnormal returns. Both the adj-Patell statistic (Pa;

adjusted for cross-sectional correlation as recommended by Kolari and Pynnonen (20
respectively.

is May 9, 2017, the day the Australian
placebo window falsely assumes that the
ustralian stock market index is used as the
the adj-BMP statistic (Boehmer et al., 1991) are
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Table 2: Sensitivity check — Event study analysis using alternative benchmark

Capital Injection

&

Event window

Affected banks ected banks

CAAR adj-Patell adj-BMP CAAR \ adj-Patell adj-BMP
[-3, 3] -0.052 -2.196** -3.070%** z ) -0.068 -0.114
[-3,-1] -0.017 -1.080 -0.887 -0.3 -0.457 -1.079
[0, 3] -0.034 -1.970%* -3.013%** ‘wG 0.305 0.708
[-3, 3] Placebo 0.006 0.292 2.731%%* 1007 0.257 0.443
No of banks 4 4

Observations

7, the day the Australian government announced a plan to introduce a levy on banks
falsely assumes that the levy was first announced on April 10, 2017. CAAR denotes
cumulative average abnormal returns. Both atistic (Patell, 1976) and the adj-BMP statistic (Boehmer et al., 1991) are adjusted for

cross-sectional correlation as recommende




