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The recent financial crisis has caused public fsgaeconomists to rethink how the financial
sector should be taxed. Before the crisis, it g@serally assumed that no special tax regime
for financial services was necessary, and thatrgareces from the general tax regime were
likely to be distortive. For example, the IMF geally recommended against having a higher
rate of corporate income tax on the financial seethich some countries impdséecause it
can distort the allocation of capital and deteaficial sector development. It was recognized,
however, that imposing a standard credit-invoiceTVén the financial sector is difficult,
because payment for financial services is ofterdlathinto a financial margin, such as loan
or deposit interest, which obscures the VAT taxebasor this reason, financial services have

generally been exempted from the VAT.

Things changed with the financial crisis: Firsg trisis produced a desire to recoup revenues
lost due to the crisis by taxing the companies gnatipitated it. In the years leading up to
the crisis, the financial sector logged exceptilpnhigh levels of profit and compensation,
which in retrospect reflect its assumption of latgierisks. Realization of these risks during
the crisis, coupled with implicit public guarantdes too-big-to-fail institutions, imposed a
heavy burden on public coffers: The direct costdaifing out financial institutions in the
most affected countries averaged about 7 perce@DOf® through 2012, slightly more than

half of which has been recovered for a net co&t®fpercent of GDP.

Second, the apparent inadequacy of existing fimdmegulations to curb excess leverage and
risk-taking in the financial sector raises the dguesof whether tax policy can be used to help
achieve that goal. The crisis made apparent the¢sskwe risk taking had caused severe
externalities, and raised the issue of whether goWRian tax should be introduced to

internalize these externalities. But, even leawimg aside, it has long been known that the

 Currently, Algeria, Bangladesh, Jamaica, Jordasrddco, Panama, Sudan and Tunisia have highera®§ for financial firms.

2 Modern VATSs, such as those in New Zealand andi8africa, also minimize the VAT exemption for fingial services by taxing all fee-
based services.

3 Countries include Belgium, Cyprus, Germany, Gretretand, Netherlands, Spain, UK, US.
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standard corporate income tax, which gives a demtudor interest payments but none for
dividends, encourages non-financial companies éfeprdebt over equity finance. A recent
study by Keen and de Mooij (20£Zhows that this also applies to banks, which lgeatry

more than minimal regulatory capital and are tmilsiénced at the margin by the tax benefits

of interest deductibility.

It was in this context that the G-20 charged thd- Iivith designing a plan for a “how the
financial sector could make a fair and substamigtribution toward paying for any burden
associated with government interventions to refiarbanking system.” In response, IMF
(2010) proposed two new tax instruments to helpigaiish this goal: a financial stability

charge (FSC) on bank leverage and a financial iactiax (FAT) on financial sector profits

and compensation. The 2010 report also examinesfibets of a third tax widely considered
to raise revenue and regulate financial marketBerwake of the crisis: a financial transaction

tax (FTT), but, as we noted in our report, we rdgar FTT as a much weaker option.

A broad-based FTT has been widely promoted in thkewof the crisis as a means of raising
revenue and reducing financial sector risks. FEMisch are quite common through both
developed and developing countries, are imposed wide variety of transactions ranging
from real property transfers to bank deposits/wilndhls to securities trading. Post-crisis
debate has focused on security transaction tax€$s{Swith numerous governments and
civil society organizations supporting introductiarf a multilateral transaction tax on

securities and derivatives trading to prevent fitarises and help pay for the past one.
Imposition of new STTs reverses the trend of th& pao decades toward reducing financial
transaction taxes: Since the 1990s, most majorgeano countries have eliminated their FTTs
on equity trading in an effort to develop theirdirtial markets. (A notable exception to this
is the UK, which maintains its stamp duty at theyaiigh rate of 50 basis points; however, it

has a fairly narrow base insofar as all market-msa&ad equity derivatives are exempt.).

Belief that STTs can reduce risk is a major redsotheir promotion following the crisis, but
the evidence for this is at best mixed. Numerdudiss confirm that imposition of an STT,

like any increase in transaction costs, reducest gsgces and trading volume or liquidity.

4 M. Keen and R. de Mooij (2012), “Debt, Taxes armhBs,” IMF Working paper 12/48.
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The more controversial question is whether they realuce price volatility, and hence one
form of financial risk. Numerous studies relatading volume positively to price volatility,
so in theory a tax that reduces trading volume c&caabuce volatility as well. However,
reduced trading volume is also associated withageduiquidity and wider bid-ask spreads,
which can also result in higher price volatilit$§o the relationship between an STT and price
volatility is unclear, and it may be non-linearsmall STT in a highly liquid market may
reduce short-term price volatility, while a larggTSmay reduce liquidity sufficiently to
increase volatility. Major price swings, or finaakcibubbles, are believed to be driven by
excessive leverage, not by trading activity. SiBdd's do not in general reduce leverage—
and depending on their design may even increasg is-unlikely that they would reduce the
risk of bubbles.

The revenue-raising capability of an STT dependsonty on trading volume, but also on the
availability of substitute assets and trading plaitfs. Imposition of an STT eliminates trades
that do not yield at least the increase in tramsaaosts related to the introduction of an STT,
especially short-term trading. If close substsufier the taxed security (such as derivatives)
are available, or the security also trades on witgxdatforms (such as offshore exchanges),
then some of the trading volume will be displacet ithose activities. For example, the 50
basis point U.K. stamp duty on share trading ha®emged the growth of the market for
“contracts for difference” (CFDs), or daily-settlequity swaps; and Sweden’s imposition of
transaction taxes on stock and bond trading iredrly 1990s displaced stock trading activity

to London. Thus, base elasticity can underminatitipated revenues from an STT.

The EU’s FTT proposal seeks to limit this form edpdacement by design. The proposed tax
would be imposed on a wide array of financial pidu-both equity and fixed income

securities as well as their derivatives—which woalirdit displacement between instruments.
The EU FTT would also seek to limit geographicaptticement of trading by taxing all

trading in securities issued by EU-headquarteragarations, regardless of where in the
world it takes place. While this would in theomepent transactions from migrating outside
the EU to escape tax, it is likely that the taxextraterritorial transactions would be very
difficult to enforce. Concern that a European R¥duld drive trading outside of Europe is a

major reason for the UK’s opposition to a EuropEait.
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Indeed, opposition by some EU members, Swedenditiaa to the UK, led an 11-country
coalition to pursue a reduced version of the predoBTT under the EU framework for
“enhanced cooperation”. This narrowing of geograpsicope lowered the estimated revenue
from the FTT from approximately EUR 57 billion toUR 30-35 billion. Although the
official proposal is still for a 10 basis point tax stocks and bonds and 1 basis point on
derivatives (levied on both buyer and seller), mln@ted versions are reportedly being
discussed, which could reduce the expected reviepas much as an order of magnitdde.

The new STTs introduced by France and Italy coeldortedly serve as models for this
reduced-form STT, so it is worth examining theisige and impact in greater detail. They
have many similarities: Both tax transactions ie #hares of domestically headquartered
companies and their derivatives, regardless of alnethe world they are traded. The tax
charged on equity trades is generally much highen the tax charged on derivatiVedew
share issues and market maker trading are exemptethvatively, both FTTs also levy a

very low-rate transaction tax on high-frequencylimg in the domestic markét.

Despite their fairly modest rates, the French aaflah FTTs can be expected to depress
trading activity. Early empirical studies of thefest of the French FTT on the market for
French equities show that it reduces trading volbsnabout 15 percent and decreases market

depth; however, no appreciable effect on share etadatility was found.

The French and Italian FTTs increase to some exristing tax incentives for leverage.

Taxing equity but not debt trading increases thiatike cost of equity finance, thus

® “Europe Rows Back on FTT Plans,” Daily Telegraltay 30, 2013

® France charges a 10 basis-point tax (on both taneiseller) on equities issued by French companitbsat least EUR 1 billion in market
capitalization, and 1 basis point tax (on buyer aeler) on transactions in their derivatives.ylteharges a 10 basis-point tax (on buyer
only) on equities issued by ltalian registered canigs; the rate is doubled if the shares trade-thvecounter, and in 2013 only an
additional 2 basis points is charged on all traBesivatives of equities subject to the Italian FarE taxed with a series of flat fees that rise

with the notional value of the underlying secustie

" The effective rate of both taxes is 2 basis poiritee French FTT also levies a 1 basis point tasnaked” (unhedged) sovereign credit

default swaps (CDSs).

8 M. Haferkorn and K. Zimmerman (2012), “Securitransaction Tax and Market Quality — the Case ahEe”, mimeo; S. Meyer and M.
Wagener (2013), “Politically Motivated Taxes in &ntial Markets: the Case of the French Financiah3action Tax”, mimeo. Given the

recent introduction of the Italian FTT, no empitisaudies are yet available.
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compounding the debt bias of the corporate incaame tevying a substantially higher tax
rate on equities than on their derivatives encasdrading in the latter; and since derivatives
carry inherent leverage, this may increase findmoaket risk. A uniform tax rate based on
notional value would discourage use of leveragetiuments, but would disproportionately
raise transaction costs in derivatives marketsclwlare generally much lower than those in

securities markets.

One major difference between the French and It&iEhs and the proposed EU FTT is their
treatment of market makers: While the French aatal taxes, like the UK stamp duty,
provide a broad exemption for market makers (exoepite case of HFT), the EU proposal
would fall in particular on taxable transactioneexted by financial institutions, regardless of
whether they were proprietary or on behalf of aosdcparty. The EU proposal would
potentially produce significant “cascading”, or iiple taxation of a single economic
transaction, since some financial arrangements asalmit trusts can introduce intermediate
entities between final transactors. The unususigdeof the EU FTT appears to be aimed at
reducing the size of the financial sector and disaging financial complexity, whereas the
more conventional exemption for market-makers alalwe FTT to function more as a

realization-based wealth tax on securities holders.

These new FTTs offer a couple of innovative featwréh quasi-regulatory impact. Both the
French and the ltalian FTT target high-frequen@&ditig in particular. Despite their very
low-rate, these taxes should be sufficient to elate most HFT due to its high speed and
ultra-thin margins. Although high speed and auteomai@re not inherently pernicious—
indeed the majority of algorithmic trading is usedimprove execution for third parties—
proprietary HFT is frequently associated with piceg that can distort markets. Although it
can improve liquidity, it is also thought to pro@uhigher short-term volatility and sudden
cascades (such as the “flash crash” of May 201Bpwever, since the HFT taxes are

territorial, they will likely just displace HFT ositle of France and lItaly.

Another innovative feature of Italy’s FTT is itsdwer tax rate on OTC trades. This may
have quasi-regulatory benefits of channeling eqtrigling to organized exchanges, which

offer greater transparency and control. This wolikely offer the greatest benefit to
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securities other than equities, since equitiesvaost likely already to be traded on organized

exchanges.

However, the Italian derivatives tax could argudidybetter designed. The series of flat rates
charged according to the level of the notional gabfithe underlying security leads to sharp
discontinuities in the effective tax rate. Andtlas underlying value gets larger, the effective
rate goes to zero. A flat rate, such as the twssbpoints that Italy levies on HFT, would

arguably make more sense for derivatives as well.

Altogether, the specific design of FTT does aftbeir effectiveness and distortionary effects,
as this discussion has shown. Not all FTTs are Iggga@od or bad (depending on the

standpoint. This said, the IMF remains of the vidat, if the goal of these new financial

taxes is to raise revenues and reduce systemis, tiskre are better options than FTTs. In
particular, in our report to the G20 we gave prefee to two different taxes, which we called
the financial stability contribution (FSC) and tiveancial activities tax (FAT).

An FSC is a Pigouvian tax on bank balance shedtaleted at internalizing bank incentives
to use excessive leverage and at raising revenoéfdet the costs of potential bailouts. If
deposits, a relatively stable source of funding pared to interbank loans, are adequately
insured then they should be excluded from the bdstarger institutions are more likely to
rely on excessive debt due to market percepticamamplicit government guarantee, the rate
of the FSC can be progressive to offset this effébtF (2010) estimates that too-big-to-fail
institutions have a funding advantage of 20-60 $asints over smaller institutions, which

can serve to indicate an appropriate top tax @tari FSC on larger banks.

FSCs, or bank levies, have been widely adoptece dime financial crisis, particularly across
Europe. The most common base for these taxedaadeasheet liabilities net of equity and
insured deposits, although there is significantatean: Portugal and Cyprus include deposits
in the tax base; and France, Hungary and Slovexiaifferent types of assets rather than
liabilities, and thus do not alter financing indgas. Korea’'s bank levy is based specifically
on cross-border short-term funding in order to d&iesign exchange risk. Several countries

(Austria, Germany, Hungary, Netherlands, and the) Uy progressive rates, imposing
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higher burdens on larger banks, and the UK and &aiso offer reduced rates for longer-

term debt, reflecting its reduced refunding risk.

However, existing bank levies appear modest in $esimincentives and revenue yields: The
tax range for these levies runs as high as 53 Ipasns, but is typically much lower: Only

three countries in Europe (France, Hungary and &iay have a top rate above 10 basis
points. On average, they thus appear too low &rmadize the implicit government guarantee
of the large banks. Expected revenues from thé lb@nes are quite modest: In Europe,

median yield should be around 0.14 percent of GDP.

Nonetheless, preliminary analysis shows that barmle$ have been successful in increasing
bank reliance on equity and deposits as fundingcesu Analyzing data for European banks,
Devereux et al. (2013) show that each basis pokrease of the levy rate increases bank
equity by approximately one quarter of a percentpgmt. Similarly, each basis point

increase in the levy rate raises the ratio of gustodeposits to total assets by about one half
of a percentage point. However, the results is plaiper also shows that, in tandem with this
reduction in funding risk, banks increased theinisks of their assets: A one basis point
increase in the levy rate increases the ratiosfweighted to total assets by one third of a

percentage poirt.

As | noted, our report also proposes a “financaivities tax” (FAT), which comes in three
different versions: The most comprehensive vergiohl-1) would be levied on total cash-
flow profits and compensation in the financial sectand thus would be equivalent to an
addition-method VAT. This version of the FAT woubd most useful for addressing the
potential under-taxation of financial services daoetheir exemption under current VATS.
Because this tax would probably not be credited aomper-transaction basis, it would
contribute to VAT cascading on business purchasdmancial services; however, it would
correct for the under-taxation of consumer finahsexvices under VAT exemption. Keen
and others (2012) estimate that the tax base ®w#rsion of the FAT averages just under 5
percent of GDP among developed countries, but saidstantially depending on financial

9 This result is driven by banks for which regulgtoonstraints on risk-weighted assets were inytiaihding.
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sector development, from as much as 23 percenuukermbourg to less than 2 percent in

Finland.

Iceland introduced the first FAT-1 in 2012, impagia 5.45 percent tax on payroll and a 6
percent tax on profits above one billion Icelankliona in the financial sector. In contrast to
an ideal FAT, the base of the profit tax is accountather than cash-flow profits—that is,
investment is depreciated rather than expensed+s$axeés the normal return to capital.
Moreover, the FAT is imposed on top of Iceland’grpd tax for VAT-exempt businesses, so
it serves more to raise revenues than to correc?Ad exemption. It was expected to raise
0.28 percent of GDP in 2012.

Depending on how it is structured, an FAT can asove as a Pigouvian tax aimed at
correcting financial sector externalities. As notélde implicit bailout option encourages
excessive risk-taking that produces abnormally hogbfits and compensation for large
financial firms in good years, and large losselkad years, which are put to the public sector.
A surtax on abnormal profits and compensation & financial sector could reduce this
incentive, as well as generate a fiscal bufferfteed abnormal losses in bad years. This is the
idea behind the “FAT-2" and “FAT-3" versions of tRAT. A FAT-2 is levied on financial
sector cash-flow profits and extraordinary compgasaabove a certain level, however
defined. Like a FAT-2, a FAT-3 would also tax extrdinary compensation, but would also
exempt a certain level of cash-flow profits, taxiogly the extraordinary profits associated
with excessive risk assumption in the financialteec Keen and others (forthcoming)
estimate that the average base of a FAT-2 amonglajgsd economies is about 2.5 percent of
GDP, while that of a FAT-3 is about half as large.

No countries thus far have introduced a full-fledlgéAT-2 or FAT-3, but the bonus taxes
enacted after the crisis can be viewed as parfidisFon compensation. The UK and French
taxes, at 50 percent of variable compensation, sigemable but temporary, levied for a year
or less beginning in 2009. The Italian bonus ®pérmanent, but much more modest in
scope: It imposes a 10 percent tax rate on borthaegxceed three times fixed remuneration.
In contrast to an FAT, which would tax extraordinamompensation regardless of form, a

bonus tax affects only incentive compensation (smwhetimes only bonuses paid in cash or
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options, rather than stock). Financial instituarould thus avoid it by increasing regular

compensation, which is fact what was observedentk.*°

Let me conclude by noting that achieving the rigatance of taxes on the financial sector
requires that the role of taxes in determining tage or risk-taking must be coordinated with
the role of financial regulation. With full informtion, and where revenue is irrelevant, either
instrument could be used, but these restrictioms cearly unrealistic. The focus of the
international community has been so far on theafigegulation to address financial stability
issues. Broadly speaking this is appropriate. Bitirik that not enough attention has been
paid to looking at the implications of taxation ferancial sector decisions. Much more work

is needed in this area.

2 M. von Ehrlich and D. Radulescu (2012), “The Tamtof Bonuses and its Effect on Executive Comptmsaand Risk Taking —
Evidence from the UK Experience,” mimeo, April 6120



