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EXECUTIVE
SUMMARY

1. This report is a response to the request of the
Taskforce on International Financial Transactions
for Development to assess the feasibility of
innovative financing options to address global
developmental and environmental challenges.

2. The aim of the report is to address a forgot-
ten financial crisis: the vast shortfall in finance
required to meet international development and
environmental commitments. Estimates for this
funding gap are in the range of $324-336 bn
per year between 2012 and 2017 ( $156 bn for
climate change, $168-180 bn for ODA — Official
Development Assistance). Compounding the chal-
lenge, the global financial crisis and recession, and
the resulting fiscal consolidations, have seriously
undermined governments’ ability to meet their
pre-existing commitments. The recent sovereign
debt crisis in Europe has only served to underline
the severe pressure which is continuing to be
placed on the fiscal positions of many countries.

3. This report links the funding crisis directly to
what is termed the “global solidarity dilemma”.
Put simply, the growth of the global economy has
not been matched with effective means to levy
global economic activity to pay for global public
goods. If the global community fails to fund the
required mitigative and adaptive measures, we
face a shared risk of global economic, financial,
social and environmental instability, which would
undermine the foundations of globalisation. In the
view of the Committee, resolving this dilemma is
central to addressing the funding gap in a sustai-
nable way.

4. Given this context, there is a clear need to inves-
tigate innovative ways of financing development
and environmental goals. Given the scale of the
funding gap, these will need to be of significantly
larger scale than previously established innovative
financing mechanisms. Our focus, therefore, is
on mechanisms that can enable the wealth of the
global economy to be channelled at a scale that
can make a meaningful contribution to the crisis
facing the funding of global public goods. This
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should be in a form that addresses the global
solidarity dilemma and causes the least distortion
to the real economy. Innovative finance, which we
define as mechanisms based on global activities
that can help to generate substantial and stable
flows of funds, have a growing record of success.
Notable examples include the air ticket solidarity
levy and the International Finance Facility for
Immunisation.

5. The Committee believes that the financial sector
is the most appropriate point to levy such an inno-
vative financing mechanism. The architecture of the
sector is intertwined with the globalised economy,
is a primary beneficiary of the growth of the global
economy, and — with the liberalisation of the capital
markets — has been pivotal to the development of
the global economy. As such, the financial sector
is uniquely placed as a channel to redistribute
some of the wealth of globalisation towards the
provision of global public goods.

6. This report analyses financing options against
a number of criteria: sufficiency (where potential
revenues are sufficient to make a meaningful
contribution); market impact (where market distor-
tions and avoidance are within acceptable limits);
feasibility (where legal and technical challenges
can be feasibly addressed); and sustainability and
suitability (where the flow of revenues would be
relatively stable over time, and the source suited
to the role of financing global public goods). All
the options considered are technically credible and
have already been analysed, in different degrees
of details, by respected economists and scholars.
The purpose of the analysis is therefore to assess
the following options against the set criteria.

= A financial sector activities tax
= AValue Added Tax (VAT) on financial services.
= A broad financial transaction tax

= A nationally collected single-currency tran-
saction tax

s Acentrally collected multi-currency transac-
tion tax
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7. As with the recent IMF report, the option of
a “Financial Activities Tax” (FAT) levied on the sum
of the profits and remuneration of financial institu-
tions, and paid to general revenue is considered.
While a FAT has many merits and is well suited to
the IMF’s remit, the Committee concludes that, it is
not appropriate to the remit set by the Taskforce on
Innovative Financing for Development. In particular,
a FAT would leave the global solidarity dilemma
unresolved. Moreover its broad implementation,
designed to avoid a misallocation of resources
and dislocation, would require time consuming
(and possibly politically unachievable) elaboration
of a commonly agreed taxable basis, tax rate and
taxing assessment procedures. This is incompa-
tible with the urgency facing the financing of global
development and environmental challenges.

8. Although financial services have traditionally
been exempted from VAT for technical reasons,
advances in information technology have weakened
the technical obstacles to such a tax. A financial
services VAT based on the users of financial
services might now be possible to implement.
However divergent views on the notion and the
scope of financial services (e.g. on the capital
remuneration component) would require political
choices at the international level. With respect
to the remit of this Committee, the option has
similar merits, but suffers from similar problems
as a broad-based financial transactions tax (FTT).

9. In addition to traditional asset markets, a broad
FTT would apply to nearly all financial transactions,
such as futures and options as well as bonds, equi-
ties and commodities. The majority of the revenues
would therefore be drawn from transactions that are
already taxed in a number of countries. The FTT
has the clear advantage of comprehensiveness,
so that the revenues raised could be very high,
but avoidance could be difficult to cope with. While
this could be addressed in time, the technical and
legal feasibility of such a wide-ranging mechanism
remains uncertain. More importantly from the
perspective of the Committee, the FTT is vulne-
rable to the issue of, what the Committee terms,
“geographical asymmetry in revenue collection’,
as well as the “domestic revenue problem”.
Therefore, whilst an FTT might be appropriate
within particular jurisdictions for specific fiscal or
regulatory purposes, it is less well suited to the
task of funding public goods at the global level.

10. A single-currency transaction tax (CTT),
levied unilaterally, by a tax raising jurisdiction
and its Central Bank through its Real Time
Gross Settlement (RTGS) or similar settlement
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infrastructure (e.g. EU’s TARGET), has the advan-
tage of political feasibility. To be viable, it would
not have to be universally adopted and enforced
and so could be introduced unilaterally by any
country, group of countries, or currency zone that
wished to do so. It is also technically feasible.
The national basis of collection, however, raises
issues of revenue stability, as the tax base may
be subject to erosion over time due to domestic
financing pressures.

11. A global currency transaction tax (CTT)
would apply to foreign exchange transactions
on all major currency-markets at point of global
settlement. An attractive feature of this option
is that it appears to resolve the global solidarity
dilemma. Although the financial sector, which
benefits disproportionately from the globalisa-
tion of economic activity, would pay a significant
contribution, the burden of payment would also
ripple out from settlement institutions across
global financial and economic activity. Revenue
would not be raised in an asymmetrical manner
by the nations with global financial centres, but
would be spread across global activity to pay for
global public goods. Global collection mecha-
nisms also avoid the domestic revenue problem,
enhancing stability. Despite these advantages,
a global CTT has challenges. Principally, the tax
would have to be scaled and other incentives
weighed so that it did not lead to avoidance of
centralised settlement. However, the Committee
has concluded that these would not be difficult
to introduce and are consistent with the direction
of regulatory reforms currently being discussed
to encourage centralised settlement, as well as
with market trends in the same direction.

12. Following the assessment of options against
criteria, the report concludes that a global CTT
is the most appropriate financing mechanism
for global public goods. The report reviews the
complex legal and technical issues that surround
the implementation of a Currency Transaction Tax
at the point of settlement, and concludes that the
implementation of a global CTT is technically and
legally feasible.

13. There are two major policy tools to limit the
scope for avoidance of a CTT. First, in a compa-
rable to the UK technique of non-enforceability
on relevant contracts untaxed by the Stamp Duty,
the legal monopolies held by the Central banks of
the currencies exclusively issued by those Central
Banks offer a unique opportunity to frustrate, if
not eliminate, geographical tax avoidance in an
efficient way. Second, the Committee supports the
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policy trend towards increased central settlement
of foreign exchange transactions and proposals for
regulators to apply an additional capital adequacy
requirement for counterparties whose transactions
are not settled through an approved settlement
arrangement and, as a consequence, represent
increased risk to the financial system. As the
impact of such additional capital requirement would
exceed the cost of the CTT proposed, it would
discourage evasion of the CTT, even though its
main aim would be prudential.

14. This option is recommended as it best meets
the criteria as the most appropriate source of
revenue to fund public goods and share the wealth
generated by globalised economies. In the knowle-
dge that financial institutions will pass on part of the
cost of the levy, it would be distributed across global
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financial and economic activity. Proportional to their
involvement, the economic market participants
that participate in and benefit from globalisation,
including the financial sector, would therefore pay
a small fee to fund the global public goods that
underpin and provide stability to the globalisation
process. For this reason, we term our proposal
a “Global Solidarity Levy” (GSL).

15. The proceeds of the GSL would be paid into
a dedicated fund. The governance of both the
levy raising authority and the fund must uphold
principles of accountability, representation and
transparency. This report evaluates the governance
and operational requirements for the distribution
and administration of the funds, and proposes the
establishment of a new Global Solidarity Fund
financing facility for global public goods.
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TERMS OF
REFERENCE

B This reportis the response of the Committee

of Experts on Innovative Financing for global
developmental and environmental challenge to the
request of the Taskforce on International Financial
Transactions for Development to assess the feasi-
bility of innovative financing options for funding
international development and environmental
crises, including climate change mitigation and
adaptation.

On 22 October 2009, twelve countries agreed
to set up a Taskforce to explore several
options for financing development based on an
assessment of the feasibility of an approach
focused on international financial transactions.
The creation of the Taskforce on International
Financial Transactions for Development built on
the 2004 Declaration on Action Against Hunger
and Poverty and recommendations of the Leading
Group on Innovative Financing for Development
and complements the work of the Taskforce on
innovative financing for health systems.

To support the Taskforce report to the Leading
Group, the Taskforce convened a committee of nine
Experts (“‘the Committee of Experts”) with compe-
tence in macroeconomics, tax, financial markets,
development financing and legal matters to provide
a report on the feasibility of different financial levy
options to fund international development and
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climate change by June 2010. The Committee
was asked to examine:

s how the levies would operate in practice;
s their conditions for implementation;

s their effects (cost/benefit analysis, possible
risk of distortion);

= their coherence with existing development
financial instruments and the objective
sought (raising additional resources for
development);

= The risks of distortion of competition and
circumvention;

For more details on the terms of reference of the
Committee of Experts, please see Appendix 2.

To produce this report, the Committee of Experts
reviewed a large body of existing literature on
financial transaction levy options and engaged
in a programme of consultation with interested
stakeholders, across London, Brussels, Paris,
Washington and New York. The consultation
programme included representatives of financial
services and industry, civic society, and interna-
tional and national financial and development
authorities.

For more details of the Committee consultation
schedule please see Appendix 3.
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INTRODUCTION:

THE GLOBAL
SOLIDARITY
DILEMMA

The world seems entangled in an ever denser

web of crises, spanning an ever wider gamut
of policy concerns—global warming, poverty and
inequity, failed and failing states, international
terrorism and excessive financial volatility and
crisis, caused to an important extent by under-
regulated financial markets. In many countries,
there is risk of flagging, if not negative, economic
growth due to the effects of the continued financial
crisis. Real or perceived fiscal constraints limit the
ability of governments to maintain or increase their
spending on financing development or mitigating
climate change.

The world is passing through a transformation.
Increasing openness of national borders and
market integration have led to a growing volume
of cross-border economic activity, and deepening
policy interdependence among countries. As
happened during earlier periods of major trans-
formation, the reform of governance processes
today, particularly in areas such as regulation and
taxation, is lagging behind the change in private
sector and commercial activity. The reform backlog
leads to an accumulation and exacerbation of
emerging inconsistencies and imbalances, so that
lingering problems can assume crisis-proportions.

This is the situation in which we find ourselves
today. It is a situation that urgently calls for policy
innovation. In many actual and potential crisis
areas new policy approaches have been identified.
Just think of the many innovations in the field of
mitigating, and adapting to, climate change, or the
fight against global communicable diseases. So
far, however the mobilisation of financial resources
— finding for each respective challenge the right
amount and right type of money, at the right
time — has remained an important stumbling block.

Yet, globalisation has not only contributed to many
of the challenges we are facing today. It also offers
new opportunities for meeting these challenges.
One such opportunity is to recognise that while
less crisis-prone, more balanced and sustainable
globalisation benefits all, it is particularly true for
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those most engaged in transborder economic acti-
vity-international business corporations, investors,
traders, shippers, as well as travellers. They have
a major stake in such global public goods as open
economies and enhanced global stability and secu-
rity. For example, airlines and maritime transport
companies would benefit from averting the risk
of storms and turbulences that might accompany
global warming; and so would their clients, mainly
international traders, investors and other travellers.
Similarly, an outbreak of a communicable disease
like SARS or avian flu could seriously jeopardize
transnational economic and financial activity; and
so would episodes of hunger and mass starvation
in poorer countries due to droughts or flooding
and other factors that could lead to a spiking of
commodity prices. Furthermore, less and smaller
financial crises would make the world economy
a far more stable and prosperous place for inves-
tors, workers and consumers. Finally, there is also
a broader argument that those benefiting from
global economic activity have some responsibility
to contribute towards social and environmental
stability at the global level'.

Studies on the costs of various crises have shown
that inaction or delayed corrective action is often
significantly higher than the costs of corrective
action and prevention.

Globalisation and the growing human footprint
on the natural environment have created a new
operational international cooperation agenda: the
provision of global public goods. This new strand
of international cooperation calls for a new strand
of financing.

One option for mobilising additional resources for
this purpose would be to tap national budgets;
and to the extent that joint, collective efforts at the
international level have to be funded, to pool these
resources internationally. But, although national
funding for global challenges has increased in
recent decades, it still falls short of what has been
identified as being required for the most pres-
sing problems, such as meeting the Millennium
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Development Goals (MDGs), halting environmental
degradation, or preventing the spread of commu-
nicable diseases.

One reason for this shortfall is that the provision
of global public goods is still a relatively new and
not yet fully developed and institutionalised strand
of operational international cooperation. A further
factor could be that voters no doubt prefer that
their governments spend nationally collected
revenue at home. National public goods suffer
from such collective action problems. Individual
actors and business corporations may not reveal
their true preferences for a public good, because
they prefer others to step forward and contribute
to the financing of the good, which, once provided
and in the public domain, they will then enjoy for
free, without having contributed their fair share.

Global public goods suffer from even greater collec-
tive action problems, which tend to arise among
states because of the nationally oriented focus of
their policymakers and delegations to international
negotiations. Although understandable and rational
from a national perspective, this fact has often led
to an under-financing of global challenges and
allowed global problems to linger and assume
crisis proportions. This represents what we call
the Global Solidarity Dilemma.

The time is ripe for extending principles that are
well-established within the national context to the
international level. These are the “ability to pay”
and the “beneficiary pays” principles.

Globalizing Solidarity : The Case for Financial Levies

Based on these principles, it can be argued that the
main beneficiaries of more balanced globalisation
should contribute to meeting the funding needs
of global challenges, which, if left unaddressed,
could seriously disrupt the efficient functioning of
transnational economic activity.

Newly erupted crises tend to loom large initially
and to grab at least for some time, the spotlight
from earlier, yet still unresolved problems. This
is also happening now. Policymakers and their
constituencies are rightly pre-occupied with the
current financial and economic crisis, which
remains unresolved. However, this takes political
attention away from issues like climate change or
the fact that the MDGs will not be met in many
countries by the target date of 2015.

There is a risk that the other crises will deepen,
because they have been moved backstage by
the current financial turmoil and its effects on
national real economies. But, neglect of these
crises demonstrates a lack of responsibility and
may have irreversible and costly implications. It
may place additional financial burdens on states
and non-state actors at a time when they already
face serious resource constraints.

If the world is not to enter into an ever-faster
downward spiral of crises, we have, therefore,
today to seek to tackle several of the most pressing
global challenges.

For this reason, the search for new, additional
finance sources is imperative.

Leading Group on Innovating Financing for Development



REPORT

1 The Funding Gap:
development,
environment and global
public goods

The funding gap for international develop-

ment and environmental challenges can be
seen in the broader context of the international
community’s inability to fund “global public goods”.
The Committee believes that this failure can be
explained, to some degree, by the “global soli-
darity dilemma” described in the introduction to
this report. The ability of nations to meet funding
commitments can be stymied by free-rider effects
and first-mover disadvantage in the international
sphere, and undermined, particularly at the current
time, by political and budget pressures at home.

Although in Monterrey in 2002 the developed world
agreed to contribute 0.7% of Gross National Income
(GNI) towards development spending and meeting
the Millennium Development Goals (MDGs), this
was a reconfirmation of a 25-year old commitment,
which remains unmet. In December 2009, the
Copenhagen Accord agreed on actions to prevent
an increase in global temperature above 2 degrees
Celsius relative to pre-industrial times. Estimates
suggest that this will require annual funding of $30
bn from 2010 to 2012 and $100 bn a year by 2020
to address the needs of developing countries alone.
Despite the scale of the funding required, some
studies have demonstrated that the costs of inaction
or delayed corrective action are significantly higher
than the costs of acting now (Stern, 2006).

Combining the funds needed to meet the MDGs by
2015, the Official Development Assistance (ODA)
target of 0.7 percent of GNI, and Environmental crisis
targets, the resource gap is in the range of $324-
336 bn per year between 2012 and 2017 ( $156 bn
for climate change?, $168-180 bn for ODA).

Compounding the challenge, developed country
governments are now struggling with vast fiscal
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consolidations as a result of the financial crisis
and the global downturn it precipitated. The IMF
estimated the net direct cost to advanced econo-
mies of the recent support to the financial sector
at $862 bn, or 2.7% of GDP, which is likely to
increase as result of new phase of sovereign
debt crisis in Europe. In November 2009, the
OECD predicted unprecedented post-war levels of
government budget deficits and public debt for the
coming decade. Total OECD government budget
deficits and public debt are forecast to exceed 7.6
and 103% of GDP respectively by 2011, compared
with 1.3 and 73% in 2007.

Based on UN estimates and its own projection for
the ODA gap, the Trade Union Advisory Committee
to the OECD recently estimated the resource gap
in financing development and climate change
at $324 bn per year for the 2011-2015 period
(OECD, 2010a).

Against this backdrop of a quantifiable crisis of
public funding in general, and for global public
goods in particular, “innovative financing” has
been receiving even more widespread interest as
a source of predictable, sustainable and additional
finance. This was clearly recognised by world
leaders at Doha:

We recognize the considerable progress made since
the Monterrey Conference in voluntary innovative
sources of finance and innovative programmes linked
to them...We encourage the scaling up and the imple-
mentation, where appropriate, of innovative sources
of finance initiatives. We acknowledge that these
funds should supplement and not be a substitute for
traditional sources of finance, and should be disbur-
sed in accordance with the priorities of developing
countries and not unduly burden them. We call on
the international community to consider strengthening
current initiatives and explore new proposals

(The Doha Declaration
on Financing for Development, 2008)

Innovative financing mechanisms have demonstra-
ted their potential for securing additional resources
for distribution to low-income countries. The
success of the air ticket solidarity levy, as well as the
governing body of revenue (UNITAID, International
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Drug Purchase Facility) has shown it is possible
to meet long-term needs through non-traditional
financing mechanisms. Other innovations have
demonstrated the ability of financial mechanisms
to bring forward and focus long-term funding to the
present (e.g. the International Finance Facility for
Immunisation [IFFIm]), while the Advance Market
Commitment pilot project (AMC) can be seen as
an innovative way of using resources.

The air ticket solidarity levy

After 13 different countries expressed their
interest in introducing this tax at the Pa-
ris conference held in March 2006, France
was the first country of the Leading Group
to implement it (July 2006), followed by ten
other countries. The air ticket solidarity levy
is charged to passengers taking off from
airports in the countries implementing the
scheme. The contributions levied at national
level are then co-ordinated internationally for
allocation, for the most part, to the UNITAID
international purchasing facility.

The rate of the levy can be differentiated ac-
cording to the level of development of par-
ticipating countries and there is an additio-
nal option that enables to link the amount
of the levy to the flight distance and/or the
travel class. Rates can also be differentiated
between domestic and international flights.
In Niger, for instance, the amount of the
levy for economy tickets is $1.20 for regio-
nal flights (within West Africa), and $4.70 for
international flights. In the case of business/
first class tickets, the levy is $6 for regional
flights, $24 for international flights.

France is the main promoter of the airline tic-
ket solidarity levy. All passengers taking off
from French airports and travelling economy
are charged €1 for European flights, €4 for
international flights. The amount is ten times
higher for business/first class tickets ( €10 for
regional, €40 for international). The fee has
enabled France for example to generate an
extra €160 million in conventional aid in 2009,
of which 90% were dedicated to UNITAID in-
ternational purchasing facility.

Passengers could theoretically try to evade
the contribution by moving to another airport
located in a non participating country. In
practice however, the air ticket levy has had
no significant effect on the growth of the air
traffic of participating countries. The contri-
bution was set with such a low rate that the
cost of evasion would be much higher than
paying the contribution. Moreover transit
passengers are exempted from paying the
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levy. This way, the contribution is neutral as
to the choice of the route between departure
and final destination. Exemption also ensures
neutrality between companies whether they
operate direct routes or not: hubs located
in participating countries are not penalised
as compared to others in non participating
countries. Exemption of transit passengers
did not raise any legal or practical difficulty.
The implementation of the levy did not raise
any major practical or legal difficulty. It is
paid by passengers when buying their tic-
kets as an additional fee to airport taxes. Air-
line companies are responsible for collecting
the contribution which is added to the fees
and charges already part of the plane ticket
final price. Collecting costs are minimal.
International air transport is regulated by the
Chicago Convention as well as bilateral trea-
ties and agreements. None of those treaties
prohibits the creation of a flat contribution
on air tickets, whether on domestic or inter-
national flights. European regulations and
WTO agreements also allow for such a flat
contribution given that it is non discriminato-
ry. The mechanism is based on territoriality,
not nationality. All airline companies, whate-
ver their nationality, have to levy the contri-
bution if departing from an airport located in
a participating country.

Given the scale of the funding crisis, this Committee
was required to examine innovative financing
models of significantly larger scale and different
character than previously established. The criteria
for assessment are elaborated in the next section.

2 Innovative financing
mechanisms:

criteria for assessment
and primary areas

of focus

2.1 Criteria

Based on the term of its enquiry, the
Committee has identified four criteria for
assessing innovative financing options:

= Sufficiency

= Market impact

= Feasibility

» Sustainability and suitability

Leading Group on Innovating Financing for Development



First and foremost, options must be capable of
generating annual revenues on a scale sufficient
to make a meaningful contribution that achieves
visible impacts. As well as addressing the funding
gap detailed above, this would also contribute to
the task of restoring confidence in the effectiveness
of global development cooperation.

Any mechanism that is likely to meet the revenue
raising sufficiency requirements, particularly in
relatively concentrated markets, can be expected
to create distortions and incentives for avoidance.
Consequently, market impact should be minimised,
in terms of both undesirable changes in the way
financial markets operate and the possibility of
avoidance.

Third, the mechanisms must be both technically
and legally feasible. Infrastructure should exist or
be feasible to establish, and it should be operatio-
nally and legally possible to raise revenues at a low
administrative cost. Key issues include whether
the option is technical feasible; whether global
agreements for revenue raising cooperation are
required, including avoiding multiple taxation and
tax avoidance; and whether the option compati-
bility with existing regulation and international
obligations.

Fourth, annual revenues must be sustainable in
that they are predictable and stable over time, and

suitable in that the source and its mechanisms
should be appropriate to the financing of global
public goods.

Those that operate within the global economic
architecture receive significant financial benefits.
It is therefore appropriate that funding for public
goods to support the economic and social stability
that underpins the global economy should come
from those who benefit most from participation
within it.

Based on this analysis and its remit, the Committee
believes that the international financial system is
the most suitable source of revenue to fund global
public goods. International finance has grown enor-
mously in recent decades, far outstripping growth
in world trade and production. The profitability of
the sector has also increased, so that in the United
States, for example, finance represents 40% of
all corporate profits. Given its role at the centre of
the globalisation process, innovative mechanisms
applied at the level of the global financial system3
would not just tax an activity that has relatively
low taxation and concentrates a great deal of
wealth, but would also ripple out through the world
economy, so that global economic activity would
be the ultimate source of funding for global public
goods.

Annual FX transactions vs. Global GDP and Global Exports
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As is shown in the chart above, the growth in
foreign exchange transactions alone has far
outstripped that of world trade or global GDP. In
1992, the foreign exchange market was around
8 times larger than total world output. By 2007, it
had grown to more than 14 times the size of the
real economy.

2.2 The broader debate:
multiple financial
sector taxation

Financial sector taxation is not new or “inno-

vative” in its own right. There is a long and
distinguished economic theoretical tradition arguing
in favour of financial taxes, starting with Keynes
and Tobin, but also including Nobel Prize winners
Joseph Stiglitz and Paul Krugman, as well as
Lawrence Summers, John Williamson and Barry
Eichengreen, amongst others. While the financial
sector is already subject to traditional national
taxes, such as income and corporation tax, this is
not the case with VAT, suggesting that the sector
may be under taxed.

Following the financial crisis, a number of countries
have instituted or are evaluating financial sector
taxation as a means to fund public support for
the financial sector or as an insurance resolution
fund for future crises at a national level. Examples
include: the “Financial Crisis Responsibility levy”
proposed by President Obama in the US; legisla-
tion in France and the UK for temporary taxes on
financial sector bonuses; a stability fund paid for
by the financial sector liabilities levy in Sweden;
a proposed financial sector levy in Germany; and
recent proposals for a EU bank Resolution Fund
financed with ex ante levies on assets, liabilities
or profits.

Responding to the G20 Pittsburgh Communiqué,
the IMF evaluated the issue of financial sector
taxation in response to the financial crisis. In line
with its remit of recouping the cost of support for
the financial sector and reducing the probability of
future crises, the Fund’s Interim Report suggested
the need for two mechanisms, alongside better
regulation and supervision:
= a “Financial Stability Contribution” (FSC)
— initially applied at a flat rate on liabilities
and assets, to pay the cost of supporting
the financial sector. The FSC would accrue
to general revenue.
= a “Financial Activities Tax” (FAT) levied on
the sum of the profits and remuneration of
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financial institutions, and paid to general
revenue (IMF, 2010).

The proposals made by the IMF have significant
merit for their specific purposes of containing
systemic risk and repaying the cost to national
exchequers of the financial bail-out. However,
addressing the development and environmental
funding crisis presents very different, but equally
important, challenges, and so is likely to require
different solutions.

These challenges appear to exceed existing
unilateral, bilateral and multilateral funding arran-
gements, and have been hugely exacerbated by
the financial crisis and the anticipated period of
global fiscal consolidation.

As these traditional channels seem ill-suited to the
task of funding global public goods, the Committee
has identified the global financial sector, rather than
the respective financial sector in each country, as
the most suitable source of revenue in this regard,
not least because of the ability of financial sector
taxation to spread the burden of payment of global
public goods throughout the global economy. In
contrast to the IMF, and reflecting our differing
remits, options that can be expected to partially
share the burden beyond the financial sector to the
globalised economy as a whole are not considered
inappropriate by the Committee. Furthermore,
given the concentration of wealth and income in
the financial sector, it is appropriate that a greater
contribution is made by those most able to bear
this. Financial sector taxes are therefore likely to
be more equitable than alternatives.

3 Innovative financing
options evaluations

The following parts of this report assess

innovative financing options against the
criteria described above. While each presents
different technical or legal challenges, we have
restricted this assessment to proposals that have
been reviewed by other respected bodies and
have been assessed as technically credible. What
follows are the summary conclusions drawn from
the Committee’s in depth analyses.

The following levies are analysed on the basis of
the criteria described above

= Afinancial sector activity tax

= A VAT on financial services

= A broad financial transactions tax (FTT)
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= A nationally collected single-currency tran-
saction tax

= A centrally collected global multi-currency
transaction tax

3.1 A financial sector activity
tax on (excess) profits and
remuneration

It should be noted that proposals to recoup the

cost of public support for the financial sector
and from subsequent economic crises, and/or to
create an insurance fund to protect against future
crises, are designed for a purpose distinct from that
which is under investigation by this Committee.
Our focus here is on proposals for more general
taxation on the profits and remuneration of the
financial sector to fund development and envi-
ronmental goals.

Options to be considered within this category are
the Bank Payroll Tax legislation implemented in
the UK, the Bonus Tax in France, and the taxes
proposed by the IMF, which were described above.

3.1.1 Sufficiency

The revenue potential of a profit/bonus tax

depends on the rate and the behavioural
effects created by the higher tax burden in the
financial sector. However, it is undoubtedly the
case that there is significant revenue potential,
as illustrated by the speed with which institutions
have moved to pay-back government support and
the return to high profitability across the banking
sector.

Despite initial expectation that the UK Bank Payroll
Tax would raise £550 million, tax receipts are now
expected to be between £2 to £2.5 bn. The Fund
estimates that a financial activities tax of 2% on
British banks (with all salaries included into the
base) would raise about 0.1-0.2% of UK GDP
(£1.4 bn to £2.8 bn).

The French tax of 50% on bonuses above €27,500
paid to bank employees in 2010 is expected to
raise €360 million (ibid).

The European Commission estimates that
a surcharge of 5% on the tax burden for the finan-
cial sector could lead to additional tax revenue in
an order of magnitude of €3-4 bn per year in the
EU (European Commission, 2010).

Given that the proposals are designed for domestic
purposes, the scope for additional funds to be
made available for development and environmental
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crises is relatively low, if not zero. The funds poten-
tially available are considerable but have already
been earmarked for financial resolution funds or
have flowed to general budget.

3.1.2 Market impact

Approximating to a tax on rents or “excess”

in the financial sector, proponents argue
that the taxation of profits would not interfere with
current regulatory reforms or with the pattern of
market transactions (IMF, 2010).

That said, depending on its design a tax on
bonuses could affect this pattern, by disincentivi-
sing excessive risk-taking. If this were the case,
beneficial effects in terms of market stability could
accrue (Griffith-dJones and D’Arista, 2010).

From the perspective of avoidance, there is
a risk of the financial sector shifting profits and
remuneration to low-tax jurisdictions or alternative
compensations to avoid the tax. Proponents argue,
however, that if applied at a low rate, the tax would
not significantly influence current incentives for tax
planning, particularly if adopted at broadly similar
rates in a range of countries (IMF, 2010).

3.1.3 Feasibility

Perhaps the greatest single of advantage

of proposals of this kind is that they rely on
existing tax bases and systems. There are also
historical precedents for taxing the sum of profits
and remuneration in the financial sector. Israel
applies such a tax; the province of Quebec in
Canada has a related tax; Italy applies a tax with
broadly similar structure to all activities, including
finance and insurance. France levies an additional
tax on remuneration for firms, including financial
(IMF, op cit).

However, there are considerable legal feasibility
issues flowing from the need to internationally
agree on a common tax basis and avoid multiple
taxation. This can be related to the classic interna-
tional legal problems of residence based taxation,
such as the multiple international intra-group
taxation and avoidance®.

If global implementation of this option is to avoid
a misallocation of resources and dislocation,
it would require time consuming (and possibly
unachievable) elaboration of a commonly agreed
taxable basis, tax rate and taxing assessment
procedures. This is incompatible with the urgency
facing the financing of global development and
environmental challenges.
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3.1.4 Stability and suitability

The more broadly (in terms of institutions)

and universally (in terms of jurisdictions)
the mechanism is applied, the more stable the
annual revenue streams are likely to be. However,
past experience would strongly suggest that tax
revenues would move in cycles reflecting the
cyclicality of the financial sector itself.

For the purposes of this Committee’s enquiry,
however, the proposal suffers from two problems with
regard to suitability. First, revenues would be dispro-
portionately high in countries that host the (capital
basis of) financial groups, which can be termed the
“asymmetry of revenue collection” problem. Second,
a significant part of the revenues would be drawn
from the taxation of “domestic” financial transactions
in large financial centres and would be nationally
collected. Over time, therefore, political pressure
to devote these resources to pressing domestic
needs could be expected to grow, thus eroding the
tax base for the financing of development. We term
this, “the domestic revenue problem”.

As a source of revenue for domestic purposes
(fiscal or financial stability), as suggested by the
IMF and other proponents, these issues do not
apply. Such mechanisms thus seem well suited
for the purposes proposed by the IMF, which differ
from those of this Committee.

3.2 A VAT on financial services

Value Added Tax (VAT) is a major source of

tax income not only for the European Union
but for most countries in the world, with the notable
exception of the United States. VAT is a broad tax
applied to most forms of consumption, though
different countries often exempt particular goods.
However, for technical reasons discussed below,
most financial services have been exempt from
VAT in all countries.

3.21 3.2.1 Sufficiency

Estimating the revenue potential of a VAT

on financial services is not an easy task, as
indicated by the limited work to date. For the EU as
a whole, Huizinga (2002) estimates that the exten-
sion of VAT to financial services could raise €12
bn, while for Germany alone, Genser and Winker
(1997) estimated net revenues of DM 10 bn ( €5
bn). Given growth in economic output and financial
activity, and the expansion of the European Union,
since these estimates were made, it is likely that
these estimates would be larger today.
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3.2.2 Market impact

One of the aspects of VAT that is often cited in

favour of VAT is that it is difficult to avoid and
non-distortionary. There is no reason to assume
this would not be the case with a VAT on financial
services. Indeed, the fact that financial services are
traditionally exempt has itself created significant
economic distortions®.

The level of avoidance would be influenced by the
extent to which a financial VAT was harmoniously
designed and universally applied. While VAT is
difficult to avoid within a given jurisdiction, and this
would remain the case for financial activities that
are unavoidably domestic, more mobile financial
activities or transactions, particularly those deta-
ched from real economy activities, would be likely
to relocate to jurisdictions where financial VAT was
not imposed®. The best way to reduce the scope
of these opportunities would be the adoption of
comprehensive financial-sector VAT applied to all
institutions by a relatively large set of countries.

3.2.3 Feasibility

Technically, the main difficulty concerns the

determination of the value added from each
single transaction. For instance, in the case of
a spread between bank’s borrowing and lending
rates, it is difficult to distinguish between the value
added from intermediation, the return on capital
and the risk premium (which some argue should
not be taxed). As a result, the financial services
that can be taxed are those remunerated by fees,
like brokerage services, safekeeping boxes, or
investment advisory services. Financial services
remunerated by spread, such as the acceptance
of deposits, lending, money transmission services,
guarantees and commitments, generally remain
untaxed’.

While practicality has been the justification of the
exemption of VAT for financial services, this may
no longer be the case. Both academic papers
and feasibility reports suggest that it is technically
feasible to implement a VAT tax system on financial
services based on a cash-flow methodology and
zero-rating for business-to-business financial
services (Huizinga, 2002; European commission,
1996). While this is the case for any individual
country, there remain significant challenges to
implementation across the European Unioné.

Perhaps because of these difficulties, a number
of countries, including France, have opted for
a tax on financial sector wages as a substitute
for financial VAT.
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3.2.4 Stability and suitability

As VAT is designed to be passed on to the
end-users or final consumers, the cost of
the levy option is likely to be distributed across
global financial and economic activity. All users of
financial services, including households but also
capital providers, would be taxed. In other words,
if VAT on financial services was used to finance
global public goods, the wealth redistributed would

come from all end-users of financial services.

Since the financial VAT would be integrated into the
regular VAT system, the legal feasibility should not
be problematic. Moreover the international spread
of the VAT model® has encouraged internationally
harmonised taxation without the need of stringent
international legal agreements.

Financial VAT, if not properly designed, may be
subject to both the “asymmetric revenue collection”
and “domestic revenue” problems. Countries with
disproportionately large VAT end users of the
financial sectors would pay a correspondingly
high level of tax. As VAT on non-financial products
is @ major contributor to the national budgets of
countries where such a system exist, it is unlikely
that a financial VAT collected at the national level
would be earmarked for the financing of global
public goods.

3.3 A broad financial
transaction tax

3.3.1 Sufficiency

While there are a number of FTT proposals
currently being debated this Committee
focuses its analysis on a broad FTT, as it has the
potential to raise most revenue and proponents
have asserted that it is possible. Proposals of this
form are best described in Schulmeister (2009)
where the FTT would be applied to all non-retail
markets, including foreign exchange, exchange-

traded and OTC derivatives.

Given the breadth of the proposed application, it
is unsurprising that revenue estimates are very
high. Schulmeister suggests that a rate of 0.01%
would reduce trading volumes by 65%, but still
raise up to 2% of global GDP, or $1,060 bn.
Worldwide, a tax at 0.1% would generate reve-
nues equivalent to 1.688% of world GDP: that
is roughly $917 bn, $650 bn at a 0.05% rate
and $286 bn at 0.01% (ibid).

In reviewing the Schulmeister proposal, both
the IMF and European Commission question
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the estimates of total taxable volumes, and the
resulting revenue estimates. For derivatives, which
account for between 80 and 90% of total revenue
estimates, the IMF has questioned whether the
entire notional value of such transactions would
constitute the tax base. Without the contribution
from derivatives traded on OTC markets and
exchanges the remaining tax revenue from spot
transactions on exchanges would be between $72
bn, and $80 bn, or 0.15% and 0.17% of global
GDP (IMF, 2010; European Commission, 2010)10.

3.3.2 Market impact

Broad FTT proposals generally intend to

modify the market, by disincentivising what
is termed “speculative trading”, which proponents
argue would contribute to market and therefore
macroeconomic stability. However, both the recent
IMF and European Commission reports highlight
the concern that an FTT could lead to increased
short term volatility of asset prices by reducing
liquidity. A review of the existing theoretical and
empirical literature is beyond the scope of this
report, but the findings are quite mixed on this
point and turn on the time-horizon being considered
(short-term volatility vs. medium-term cycles, with
the latter being far less affected) and the mix of
trading strategies in a given market (i.e. propor-
tions of momentum vs. contrarian). Most studies,
however, suggest that very low taxes would either
reduce volatility or maintain it, especially when
viewed over the medium term. Furthermore,
some studies (e.g. Stiglitz, 2010) suggest that,
when combined with adequate regulation and
supervision, a small tax would contribute to finan-
cial stability by discouraging excessive level of
transactions. In a review of the empirical literature,
Schulmeister (2008) finds that 15 out of 21 relevant
studies suggest that transaction taxes would be
likely to reduce volatility.

The IMF also highlights the likelihood of geographi-
cal avoidance, through trading activity relocating
to untaxed countries. The case is underlined by
the example of Sweden’s adoption of a financial
transaction levy in the mid 1990s, which led to
a high proportion of the securities trading activity
in Sweden moved to London and other financial
centres. While factually correct, this criticism
seems overstated, as the Swedish tax was set at
a relatively high rate and is widely seen as having
significant design problems'2. Clearly, careful
design to prevent geographical avoidance and
asset and product substitution is essential to avoid
major unintended consequences. This is shown
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by the far more successful experience of the UK
with the stamp duty on shares.

3.3.3 Feasibility

Correctly, the IMF concludes an FTT should

not be dismissed on grounds of administrative
practicality as most G-20 countries already tax
some financial transactions.

As pointed out by proponents of a broad FTT,
the growth of the electronic communication and
settlement of financial transactions undoubtedly
make it more feasible to identify and tax tran-
sactions than was formerly the case. Feasibility
is further strengthened by the increasing trend
towards central settlement of OTC derivatives,
driven by reduced risk and cost. OTC practitioners
estimate that only a third of OTC will ultimately
remain bilaterally settled.

From a legal perspective, the proposals on the
table would need further refinement. Since unila-
teral introduction bears the risk of conflicts of
taxing rights and multiple taxation, the appropriate
framework for such regulations should be a multi-
lateral treaty and/or regional instrument containing
the basic tax characteristics, definitions and mutual
assistance which States could than implement
and integrate in their domestic legislation.

A proposed legal framework
for a broad FTT

States would have to agree' to allocate
among themselves their taxing rights/powers
so as to distribute adequately the revenue
collected according to agreed factors'4 by
doing so they would also need also to agree
to avoid double (or multiple) taxation.

In order to reduce tax driven geographical
avoidance and asset and product substitu-
tion it would be better if States agree to an
adequate common design of the tax inclu-
ding a harmonised definition of the taxable
transactions' and assets'®, the taxable
events, tax basis'” and a range of tax rates,
the taxpayers'® and the criteria to recognise
the financial intermediaries to be mandated
and instructed to collect the tax™®.

The framework agreement would need to
imply the mutual authorisation and mandate
to collect each others’ FTT through domes-
tically based intermediaries?®, backed by
domestic tax-collection authorities coopera-
ting internationally?!. Centralised collection
of the FTT through the (registered) payment
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and settlement institutions could facilitate
compliance, since any alternative for tax
collection through centralised settlement/
payment institutions would imply additional
compliance burdens?2,

Legal techniques could also contribute to the
minimisation of the tax avoidance risks, such
as the UK technique to make the enforceabi-
lity of the transactions with shares issued by
UK incorporated companies dependent on
the payment of the stamp duty. Such a tech-
nique could be generalised, to include all
transactions, which would encourage finan-
cial actors to pay the tax.

Overall, there remain important legal feasibility
concerns around this option, particularly cross
border intra and extra EU free movement of capital
and the EU and WTO General Agreement on
Trade in Services (GATS) liberalisation of financial
services. The specific requirements for compatibi-
lity are considered later in this report, but it is clear
that the explicit aim to modify market practice by
discouraging “speculative” transactions and the
proportionality tests developed in ECJ case law
should thus be carefully scrutinised.

3.3.4 Stability and suitability

Auniversally applied FTT could, in principle,

raise significant sums. In practice, however,
the Committee believes the same factors outli-
ned previously in this report could undermine the
stability of these revenues over time, as well as
calling into question the suitability of the proposal
for funding global public goods. First, not all finan-
cial transactions and underlying assets/product
are equally linked into the globalised economy.
Second, although there would be global benefits in
terms of improving the efficiency of collection, the
FTT could be seen as disproportionately affecting
those countries that play host to major internatio-
nal financial centres. This is largely an issue of
perception, however, as global financial centres
host institutions from around the world with client
bases spread broadly. Consequently, the impact
of the FTT would be more widely distributed than
a tax focused on purely domestic issues. Third, the
revenues would be collected at the national level,
making the proposal vulnerable to the “domestic
revenue problem”. However, at a later stage when
implementation issues are overcome, a broad FTT
could be a valuable source of finance, especially
for domestic purposes. Thus it could ultimately
complement options more appropriate to finance
global public goods.
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3.4 A nationally collected
currency transaction tax

This proposal is for a single-currency tran-

saction tax, levied unilaterally by a tax raising
jurisdiction with authority over Real Time Gross
Settlement (RTGS) settlement infrastructure. While
supporters assert that a currency transaction tax
(CTT) could be levied unilaterally, most proposals
argue for a coordinated series of CTTs agreed by
the major trading currencies.

3.4.1 Sufficiency

Assuming daily turnover of a little over $3

trillion, Schmidt (2008) suggests thata 0.005%
CTT just on UK sterling would raise $4.98 bn, per
year, Japanese Yen $5.59 bn, Euro 12.29 bn, and
US dollar $28.38 bn The same research found that
a co-ordinated transaction tax levied on all four
major currencies would yield $33.41 bn annually,
while a CTT on all major currencies except the
dollar would raise $16.52 bn.

Other relatively recent estimates have produced
similar figures. For example, when estimating
revenues from a combined CTT of all major
currencies, Nissanke (2004) suggests a range
of $17-31 bn, while Spratt (2006) estimates total
revenues at $24 bn.

3.4.2 Market impact

Proponents of the tax seek to clearly differen-

tiate the proposal from the original Tobin Tax,
which deliberately sought to modify the market by
disincentivising short-term, “speculative” transactions.
Many recent incarnations have argued for a CTT
purely on revenue-raising grounds, with the proposed
rates being set very low so as to minimise market
impact. Commonly, the proposed rate is 0.005%, or
half of one basis point. However, as pointed out by
Schmidt (op cit), the 0.005% rate applies to each
leg of the currency trade (i.e. the currency bought
and the currency sold), so that the combined rate
on a total transaction is one basis point.

Each of the three studies cited above attempt
to take account of the impact of the CTT on
volumes. Schmidt estimates elasticity across the
market at — 0.41, while the implied elasticity’s for
Nissanke and Spratt are —0.12to—0.23 and - 0.11
respectively.

While designed to minimise impact, supporters
accept that there would be a reduction in volumes,
though they argue that the effect will be concen-
trated on high-frequency trading (more associated
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with destabilising effects on the financial sector
and the macroeconomy), rather than low-frequency
(more associated with pension funds or trade-
related activities).

Schmidt (op cit) estimates the volume reduction on
the basis of the ratio of the CTT to the spread, so
that for currency pairs where spreads are tighter
the reduction in volume would be greater.

Table 1. Average bid-offer spreads

Currency pair 2005-20066 2009-2010
$/Euro 2.95 2.42
$/Yen 3.39 2.30
$/£ 2.59 3.44
Euro/Yen 4 3.55
Euro/Sterling 5 2.67
Sterling/Yen 9 5.86

However, as shown in table 1, spreads have fallen
in most markets since 2005/2006, with the results
that the volume impact of a 0.005% CTT will be
larger than that estimated by Schmidt, and the
corresponding revenue estimates lower.

However, this needs to be set against the fact
that total trading volumes have risen over the
same period. Consequently, while Schmidt’s
estimates may underestimate the proportional
reduction in volume from a 0.005% CTT, they also
underestimate total transactions in the market.
The net result of these changes in considered in
subsequent sections.

It is likely that different trading strategies would also
be differentially affected by a CTT, which could affect
market behaviour. In particular, it is suggested that
algorithmic trading?® would be severely impacted by
a CTT, even at a very low rate, and that this would
have a significant effect on total market liquidity.
To the extent that algorithmic trading is higher-
frequency than other approaches, the impact of
a CTT would be greater. The actual impact this
would have on volumes is less clear-cut, however,
and in the view of the Committee would be focused
on high-frequency, momentum-based strategies?*.

On balance, it is probable that certain forms of
algorithmic trading would be substantially affected
by a CTT, but others would not. Also, it is difficult to
justify the claim that market liquidity in general is
dependent upon a form of trading activity that only
came into existence a few years ago. Furthermore,
many regulators and analysts are concerned about
potential negative effects of algorithmic trading
on financial stability; thus, some reduction of this
activity may be beneficial for financial stability
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3.4.3 Feasibility

Supporters of a unilateral CTT argue that

a combination of the move to RTGS systems,
through which a significant proportion of FX
transactions are settled, and the automation and
computerisation of the foreign exchange markets
greatly increases the technical feasibility of a CTT,
making it relatively straightforward to implement
within any jurisdiction, and practically impossible
to avoid for any individual currency regardless of
where the transaction takes place?s.

In simple terms, currencies are held and ultimately
settled within their own jurisdiction. Despite all
the complexities of trading in different parts of
the world, dollar holdings are held in US banks,
Sterling in UK banks, Euros in Euro-area banks,
and so on. Offshore currencies such as Eurodollars
or Eurosterling are also ultimately based upon
domestically held dollars or Sterling respectively.

Connecting the different components of national
and international payment settlement systems are
electronic message providers such as SWIFT?5,
Which supporters argue could be used to transfer
details of transactions to national revenue collection
agencies, with revenues collected from settlement
accounts held at the respective central bank??.

The alternative to settling foreign exchange tran-
sactions through national RTGS systems is to use
the Continuous-linked settlement (CLS) bank. CLS
settles around half of global foreign exchange tran-
sactions, but is inextricably connected to national
RTGS systems. Funds to settle transactions within
CLS pass through these national systems for each
of the seventeen currencies that are settled. Also,
payment instructions from CLS member banks
are submitted via the SWIFT messaging system.
Supporters suggest that the collection of the CTT
could therefore occur through settlement accounts
held at the central bank, before or after the funds
are transferred from the RTGS to the CLS system,
as described above?8.

Critics of these proposals point out that there is no
regulatory obligation to settle through particular
RTGS systems and those different countries have
very different relations between central banks
and settlement systems. In the first instance, the
imposition of a CTT through a particular system
could thus provide an incentive for institutions
to set up a rival, or encourage migration to an
alternative system already in existence. In the
Euro area, for example, the ECB RTGS system,
TARGET2, and its securities settlement system,
have a competitor (EBA) which has a 40% market
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share, compared with 60 percent for TARGET?2.
For the second point, central banks or regulatory
authorities do not necessarily have direct control
over large-value RTGS systems. For example,
while in the UK CHAPS is owned and operated by
the Bank of England, in the US CHIPS is privately
owned.

Proponents argue that all large-value settlement
systems require regulatory approval in one form
or another, with the result that public influence
over the operations of such a system is very high
in practice. This applies to all possible settlement
systems operating within a national jurisdiction,
so that migration from one to another would not
affect the feasibility of applying a CTT.

Second, while the information required to identify
and tax all gross currency transactions passing
through national RTGS systems or CLS may not
be currently available to revenue raising bodies,
this information exists and could be copied to
central banks or other bodies were this to be made
a requirement.

Third, it is suggested that the low tax rate proposed
would limit incentives to build costly alternative
settlement systems or to increase settling positions
internally within banks in order to avoid the tax?°,
and that there is no economic incentive for banks
to move outside the existing frameworks, thus
writing off capital expenditure.

Critics also suggest that the implementation of
a CTT would increase incentives for banks to
net obligations so as to avoid paying tax on the
gross sums. However, given that the proposal
for a nationally-based CTT relies upon existing
messaging systems (such as SWIFT) which record
all transactions, and on the (economic) incentives
and (regulatory) pressure to settle within RTGS
systems, this may not be a particularly strong
critique.

For currencies and central banks that reflect
a national jurisdiction, such as the GBP, JPY, USD,
the levy would be raised by national revenue autho-
rities relying on the central bank RTGS system.
For the Euro, an EU/euro-zone agreement on
devolving tax coordination between national tax
authorities and the Eurosystem (Euro zone network
of Central Banks), governed by the ECB would
have to be reached.

Apurely unilateral CTT does not run into the compre-
hensive international tax coordination requirements
the FTT poses. In general there would be no need
for an international agreement on the design of
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the tax to prevent geographical avoidance and
asset substitution nor the allocation of taxing rights
and revenues. International double or multiple
taxation is avoided if all States limit the tax to the
transactions of their currency. That the two legs
of a single transaction may be taxed each by the
currency State is technically not double taxation.
The lack of extraterritorial executive jurisdiction
(i.e. collection abroad through foreign settlement
institutions) is resolved through the coordination
with the Central Bank, which as to the Euro zone
may require appropriate EU agreement3°,

However, the tax could be seen as discriminating
against foreign currencies and therefore tran-
sactions involving trade between countries with
different currencies. Legal concerns have been
raised on the compatibility of such a tax with the
non discrimination principles and free movement
of capital and payments between EU Member
States and between EU Member States and third
countries as well as regarding compatibility with
GATS. The requirements for such compatibility
are considered later in this report.

In conclusion, a unilateral single currency CTT, if
properly designed and preferably embedded in
international tax cooperation is legally feasible.
The single currency approach has a strong and
innovative systemic avoidance-proof dimen-
sion because of its integration in the monetary
sovereignty of a State and its Central Bank. In
international perspective it requires a thorough
legal justification that meets the non-discrimination
test implying a legitimate purpose that justifies
possible restriction and that meets the standards
of proportionality.

3.4.4 Stability and suitability

Once the initial reduction in volume from
the implementation of a CTT had occurred,
revenue streams from a CTT, or group of CTTs,
would be expected to be relatively stable. As we
have seen, there is no scope for geographical
avoidance and a similar argument can be made
with respect to the possibility of using alternative
instruments — in general terms, there is no alter-

native asset to a particular currency.

Positively from the perspective of this Committee’s
remit, foreign exchange transactions, by definition,
relate to the activities of the global economy, and
so are potentially well suited to the task of funding
global public goods.

The issue of “asymmetry of global collection” is
also less pronounced with this option than for
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those previously considered. Dependent upon
the number of countries that wished to participate
in a CTT of this form, revenues would be broadly
aligned to relative engagement in international
economic activity. In turn, this broadly corresponds
to each country’s weight in the global economy.
Contributions to the funding of global public goods
would therefore reflect the extent to which diffe-
rent countries are engaged in, and benefit from,
globalisation.

That said, a unilateral CTT by only one country,
or a small group of countries, would not have
these advantages, which is a significant weakness.
More fundamentally, the proposal fails to address
the “domestic revenue” problem. Unilateral CTTs
would be taxed and collected within national juris-
dictions by domestic revenue raising agencies.
The proceeds, therefore, would flow into general
government funds in the first instance. While propo-
nents generally envisage these then being passed
onto an international body of some form, there
is a clear risk that domestic spending pressures
could undermine this process, which brings into
question the long-term predictability and stability of
nationally-collected CTTs as a source of revenue
for funding global public goods.

3.5 A centrally collected multi-

currency transaction tax
While there are many similarities between
a centrally collected, multi-currency CTT
and the previous option there are sufficient diffe-
rences for the Committee to conclude it warrants
a separate assessment.

Unlike a unilateral CTT, this option is intrinsically
multilateral in that it would be applied to all tran-
sactions, whatever currencies are involved, settled
within the jurisdiction through central systems. At
present, this is the CLS Bank3', though the option
is not specific to this particular institution. Rather,
it refers to any and all centralised, multi-currency
mechanisms for settling foreign exchange transac-
tions. That said, centralised settlement of global
foreign exchange transactions would appear to be
a natural monopoly, suggesting that a plurality of
such institutions is unlikely to evolve.

3.5.1 Sufficiency

Estimates for this option are equivalent to

those for the nationally collected CTT applied
across all major currency groups. As we saw in
the previous section, however, existing estimates
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do not take account of changes in market volume
or in bid-offer spreads in recent years.

To address this, we have estimated new figures
for the potential tax base32 and combined these
with more recent data on spreads for the major

currency pairs to arrive at a more accurate estimate
of current annual revenues.

Table 2 gives volume estimates for the four major
currencies at end 2009: Dollar, euro, yen and
sterling.

Table 2. Annual Foreign Exchange Turnover Estimates, 2009 (US $ bn)

Dollar Euro Yen Sterling
USD/EURO Volume EURO/JPY Volume JPY/GBP Volume GBP/OTHER Volume
Spot 87427.85 Spot 8020.80 | Spot 603.55 | Spot 4868.73
Forwards 28265.20 Forwards 2593.11 | Forwards 195.13 | Forwards 1574.05
FX Swaps 134996.11 FX Swaps 931.94 | FX Swaps 7517.74

USD/JPY FX Swaps 12384.81 | JPY/OTHER

Spot 42290.16 EURO/GBP Spot 4799.69

Forwards 13672.30 Spot 6589.91 Forwards 1551.73

FX Swaps 65299.64 Forwards 2130.50 | FX Swaps 7411.14

USD/GBP FX Swaps 10175.39

Spot 28917.32 EURO/OTHER

Forwards 9348.90 Spot 20618.01

FX Swaps 44650.84 Forwards 6665.75

USD/OTHER FX Swaps 31835.98 Total annual $909,392 bn
Spot 113014.48 Total daily $3,637
Forwards 36537.30

FX Swaps 174504.08

Sources: BIS (2007); London Foreign Exchange Joint Standing Committee (FXJSC); New York Foreign Exchange Committee; Tokyo Foreign

Exchange Market Committee; and author’s calculations.

As can be seen, average daily turnover is estimated
at $3,637 bn, which represents growth of around
20% from the last BIS Triennial Survey published
in 2007, despite the fact that the intervening period
has witnessed the most serious financial crisis in
living memory.

Table 3 combines these volume estimates with
the spreads presented in table 2 to give revenue
estimates in three scenarios. In each case we
assume that 87.5% of foreign exchange tran-
sactions are centrally settled (compared with the
approximately 75% settled through CLS today). As
a base case, price elasticity is taken to be — 0.43,
following Schmidt (2008).

Table 3 CTT Revenue & volume reduction estimates 2009

| Scenario 1 | Scenario 2 | Scenario 3

Annual revenues (US $ bn)

usb 28.63 29.42 21.34
EURO 12.75 13.13 9.22
JPY 5.76 5.94 412
GBP 4.47 4.57 3.57
Global 33.47 34.38 25.00
Volume reduction (% fall)

Spot 14.60 14.60 14.60
Forward 14.60 11.68 14.60
FX Swap 14.60 9.73 50.93

Sources: as above, plus Olsen Financial Technologies for spread data.
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In scenario 1, we assume that spreads are the same
in all three market sectors (spot, forward, and FX
swap), though they obviously differ for each currency
pair. We also set elasticities at the same level across
these three sectors. As we can see, the resulting
global revenues would be $33.47 bn, which is very
close to the figure produced by Schmidt (op cit). As
suggested previously, the 20% increase in volume
has been offset by the narrowing of spreads, leaving
the revenue estimates broadly unchanged, using
these assumptions.

In scenario 2, we increase the size of the spread
in the forward and FX swap markets by 50 and
25% relative to spot, reflecting the fact that liquidity
will be lowest in the forward market (due to there
being a fixed settlement date), but also lower in
the FX swap than the spot market. Here total
revenues rise slightly to $34.38 bn, reflecting the
fact that the CTT rate is a smaller proportion of
the larger spreads and so has less of an impact
on volumes traded.

For scenario 3, we again assume a uniform spread
across the three types of market, but significantly
increase the elasticity of FX swaps from — 0.43
to — 1.5. While this is essentially a sensitivity
test, it is designed to show the effect of a major
migration away from FX swaps. Here revenues
fall substantially, but remain significant at $25 bn.

An important point to note is that these estimates
are for transactions where only one “leg” of the
trade is taxed. So, if pounds are sold and Euros
brought, a 0.005% levy applies to the whole tran-
saction rather than both sides of it. However, if
both the UK and the Eurozone are participants in
a CTT mechanism, there is no reason why both
sides of the transaction should not be taxed. For
example, the UK authorities may levy the selling of
pounds and the Eurozone the buying of Euros. In
this case, the revenue estimates would obviously
rise substantially. While this would not be a straight
doubling of revenues, as the effective rate on the
transaction would have doubled reducing volumes
considerably, a situation of a global CTT with both
legs subjectto a CTT for all major currencies would
see total global revenues considerably in excess
of the estimates presented here.

3.5.2 Market impact

Table 3 also gives estimate for the potential

market impact of a CTT in the three scenarios.
The core estimate of a 14.6% fall is similar to that
found in Schmidt (op cit), with the slightly greater
fall here reflecting the narrowing of spreads in the
intervening period. In scenario 2, we assume that
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both forwards and FX swaps have wider spreads
than pertain in the spot market, reflecting their lower
relative liquidity. Here, the impact on volumes is
less for both of these markets. In the final scenario
we assume very high price elasticity for FX swaps
of — 1.5, which is reflected in a substantial (50%)
fall in volumes.

In these estimates, we have assumed that 87.5% of
foreign exchange transactions are settled centrally.
In the rest of this sub-section, this assumption is
explored.

Settlement in the global foreign exchange market
is becoming increasingly centralised. Two factors
have encouraged this trend. First, financial insti-
tutions are seeking to mitigate the settlement
risk involved in foreign exchange transactions in
different time-zones/jurisdictions. When one leg
of a trade is transferred before the corresponding
leg is received, the risk of a default preventing
the completion of the trade raises serious risk
for the institution involved. Second, as well as
creating major risks for the individual institutions,
the interconnectedness of global financial insti-
tutions is such that a failure in one could create
serious systemic risk at the global level. As a result,
financial regulators and central banks have
encouraged centralised settlement on a payment-
versus-payment (PvP) basis, where both legs of
a foreign exchange transaction are transferred
simultaneously, thus eliminating “Herstatt risk”33
The primary means of addressing settlement risk
in the foreign exchange markets has been through
the creation of CLS bank, which settles currency
transactions on a PvP basis across all time zones
in one “window”.

The recent global financial crisis has added
significant impetus to regulatory efforts to reduce
systemic risk. These forces are highly likely to
lead to a greater proportion of foreign exchange
transactions being centrally settled over time. An
open question, however, is the impact thata CTT
applied through global settlement institutions would
have on these trends. The size of this incentive for
any given institution will be a function of the cost
of the CTT (i.e. the rate times volumes traded)
versus the costs of migrating to a different form
of settlement. These can be broken down into
four categories.

First, there are the direct fixed costs of abando-
ning the institutional infrastructure established
to trade through CLS34. Second, there are the
additional variable costs of trading through a non-
centralised system, which is a) less efficient, b)
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more expensive per trade, and c) would require
significantly higher liquidity to be made available
on a daily basis®. Spratt (2006) estimates that
these variable costs savings amount to an annual
benefit of $17.94 bn to CLS participants. Given
that volumes traded have increased significantly
since these estimates were made, it is likely that
these savings have also increased. Third, the
possibility of counterparty default in a non PvP
system creates huge settlement risk. Though of
low probability, the consequences of such an event
would be devastating for any individual institution.

Fourth, these economic factors are accompanied
by potential regulatory costs. The systemic risk
created by the consequences of a major coun-
terparty default in the foreign exchange market is
significant, a fact brought home by the repercus-
sions of the failure of Lehman Brothers in 20083,
Although the proposed reforms to financial regu-
lation and supervision remain a work in progress,
indications are that regulators will acquire greater
powers to discourage activities perceived to be
high risk, particularly where systemic impacts
would be significant.

Non-centrally settled foreign exchange transactions
would seem to fall squarely into this category, and
the Committee understands that discussions are
ongoing within the Basel Committee on Banking
Supervision on the issue of applying higher capital
requirements to foreign exchange transactions
that are not centrally settled, reflecting the higher
risks involved.

Many of the issues raised by derivatives in
a centrally collected CTT are similar to those
discussed above in the context of a nationally
collected CTT. However, there are also some diffe-
rences. Increasing amounts of foreign exchange
derivatives are already centrally settled, largely
because of the economic benefits to participants of
doing so. Consequently, the application of a CTT
through the settlement system of choice, combined
with the regulatory pressure described, reduces
the distinction between traditional and OTC
foreign exchange transactions for the purposes
of applying a CTT. Broadly speaking, therefore,
applying a CTT to derivative transactions through
central settlement systems raises the same issues
as apply to the traditional FX market.

A consensus has developed among proponents
that all “traditional” foreign exchange tran-
sactions should be taxed — spot transactions,
outright forwards and foreign exchange swaps®’.
Concerning non traditional FX transactions that
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are not centrally settled, things are less clear. On
balance, the view of the committee is that it is not
desirable nor feasible to tax the notional values of
these contracts as: a) most derivative contracts do
not entail delivery of actual currencies; b) If options
were taxed at the same rate as traditional FX tran-
sactions there would be an over-taxation issue3;
and c) derivatives are not perfect substitutes for
traditional FX transactions, and so would not offer
a real opportunity of avoidance if traditional FX
transactions were the only ones to be taxed.

However, while we think it is correct to leave FX
options contracts untaxed, not least as they will be
taxed in the spot market if the option is executed,
the Committee believes that premiums would need
to be subject to a multilateral CTT to create a level
playing field. We have not included revenues from
OTC derivatives in the estimates given above.

Finally, the risk that complex derivative instruments
would be constructed to avoid a CTT is, in the view
of the Committee, overstated. Financial innovation
is essentially a cost-benefit decision. ACTT levied
at a very low rate would be less than the cost such
moves would entail3®.

Moreover, were non-centrally settled transactions
to be unenforceable in legal terms — which is akin
to the UK’s stamp duty on shares — a robust legal
environment to discourage avoidance would be
created.

3.5.3 Feasibility

High technical feasibility is an attractive

characteristic of a centrally collected CTT.
CLS, for example, already charges a small tax of
22 cents per $1,000,000 traded, which is equi-
valent to a CTT of 0.000022%. A CTT of 0.005%
applied through CLS could therefore piggy-back
on this infrastructure, increasing the existing rate
to 0.005022%.

Participating States that would call upon central
settlement institutions such as the CLS bank
could impose a third party collection system#*0
through the mutual mandate to those States that
have the territorial jurisdiction over the settlement
institutions.

A centrally collected CTT, would obviously require
significantly more international legal arrangements
than would the nationally collected version. It
requires solutions for fundamental tax principles
such as the principle of no taxation without
representation*!, tax sovereignty, the practical
legal principle of territoriality in executive tax
jurisdiction and the international principles of non
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