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I believe that we should now build on the ideas that have ciaerged in the
large financial centres and we should seek consensus'or a co-ordinated
approach over the coming months, building on four k=y elements.

First, that a levy on banks seems likely to be the masu practical approach.

Second, that the levy should be designed tb.g> with the grain of neces-
sary regulatory reform not cut across or ren: sve the need for it.

Third, that the levy should support ylobalisation and avoid double-
taxation of international banks.

And finally that proceeds shouid. oe for national governments to use,
whether to put them aside in = dedicated insurance fund, to repay inter-
ventions or to reduce publi:debt.

Based on these four piiniciples, we now need to work actively in the G20
to forge an internationaliy consistent approach.

(Gordon Brown, Speech on the Economy
held a Canary Wharf, 10 March 2010)

[The International Monetary Fund is asked to] prepare a report for our next
meeting June 2010 with regard to the range of options countries have
adopted or are considering as to how the financial sector could make a
fair and substantial contribution toward paying for any burden associated
with government interventions to repair the banking system.

(G20 Press Communiqué, Pittsburgh Summit, September 2009)

1.1 Introduction

In the wake of the financial crisis, the taxation of the financial sector has
become a very charged topic and the object of a number of international
policy initiatives most notably that of the G20 (IMF 2010b). The outcome of

A previous version of this paper was presented at the ETPF/IFS conference “Tax policy in an
uncertain world” held in London on 22 March 2010.
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these initiatives and the extent to which they will be coordinated internation-
ally remains unclear but there can be no doubt that the crisis has opened up a
significant debate on the taxation of the financial sector including the tax
treatment of individuals employed in the sector and the structure of incentive
payments.’

This book originated from a conference held in Milan in April 2009. That
conference addressed the issue of what lessons for tax policy could be drawn
from the financial crisis. The papers presented at the conference (Chapters
2-6) examined whether tax arrangements in many countries and across jur-
isdictions may have influenced decision making and been a causal element in
the crisis. The general conclusion from these papers was that the tax system
had on balance played a minor role in triggering the crisis but that the crisis
had served to underscore a number of weaknesses in existing tax systems.

Since then the debate has focused on a number of other issues many of
which relate to the use of tax policy to address the problems in financial
markets resulting from the crisis:

1. the manner in which the financial sector shewd pay’ for its bailout but
also the role of accumulated tax losscs wn financial institutions’
behaviour (Chapter 5);

2. should taxes play a role in correcting+he systemic externalities associated
with ‘too big to fail’ and more gereraily the role of taxes in the regulation
of the financial sector and ‘heir possible coordination with other
domains (notably accountir.g and capital adequacy norms) (Chapter 11);

3. what types of tax are most appropriate for financial institutions and
markets (‘excess profits” versus ‘financial transaction’ taxes (Chapter 5);

4. the role of taxation in counter-cyclical and macroeconomic policies
(Chapters 9 a1:1 20).

This book attempts to provide a broad overview of these many disparate
issues. Apart from certain clearly defined ‘one-off’ initiatives that have been
passed into law, such as the bonus taxes and special levies on banks, the
current debate has the character of a ‘work in progress’. Because the under-
standing of what occurred in the run-up to the crisis is being constantly
updated and policy proposals have not been finalized, our discussion in
many ways is tentative? and can be seen as taking stock of existing knowledge
and as a very preliminary assessment of various positions that have been aired
in numerous fora.

! The IMF opened up a public consultation on the subject <http://www.imf.org/external/np/
exr/consult/2009/index.htm>.

2 For example, a significant reassessment of the background to the Lehman bankruptcy has
resulted from the Valukas (2010) report, which appeared on 11 Mar. 2010.
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This introduction summarizes the main themes that are raised in this book
and highlights why the issue of how best to tax the financial sector will remain
high on the agenda of future tax policy debates.

1.2 Did tax policy contribute to the crisis?
1.2.1 Salient features of the crisis

A long ‘laundry list’ of causal factors has been suggested as having caused the
financial crisis or contributed to its character and severity, such as:

¢ the large global macroeconomic imbalances;

¢ the protracted period of low interest rates and credit boom in the USA

and UK;

¢ the asset bubbles in the housing market in a number ¢t countries;

* the concentration of risk in the financial sector;

¢ the leverage of households and financial intern.eciaries;

¢ the flaws in techniques to measure, price, 21G manage risk;

¢ the inadequacy of the regulation of the financial sector;

® the structure of compensation schemes encouraging managers to
forsake long-run prospects for short-run return.

While these factors have often t.een country or jurisdiction specific, the
financial crisis has been truly ¢lobal in nature and has involved significant
spillovers between financiatinstitutions and across jurisdictions.

It is interesting to nove that taxation and fiscal policy do not appear in the
list of major culprits'responsible for the financial crisis. There is a consensus
that is reflected in the papers presented in Milan that the tax system appears to
have played a secondary role, albeit a possibly decisive one in some circum-
stances, in determining the precise features of certain transactions. The most
important appear to have been:

(a) the deductibility of mortgage interest by households;

(b) the aggressive use of debt financing in M&A and private equity
transactions;

(c) the use of hybrid financial instruments by financial institutions;
(d) the use of tax havens to structure tax-efficient securitization vehicles.
In assessing the importance of each of these tax drivers it is important to

appreciate their role within the broader dynamic changes under way. In other
words, the reason why these tax factors may have fostered a more unstable
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financial environment depends heavily on other changes occurring in the
financial environment.

1.2.2 Household sector: indebtedness and tax

The US housing bubble played a central role in the financial crisis. It is,
therefore, not surprising that the first tax factor that came under scrutiny
after the crisis was the tax treatment of residential housing.

The returns to owner-occupied housing, which include the value of using
the property (the ‘imputed rent’) and any capital gains from house price
appreciation, are very lightly taxed in most countries. Despite the low taxation
of returns to housing, some costs, notably interest costs, are often deductible.

Mortgage interest tax relief encourages the build-up of (gross) housing debt,
and there is evidence that countries offering more favourable tax treatment for
home ownership do indeed have higher ratios of mortgage debt (Chapters
2 and 4). There is also evidence that mortgages fell sigrificantly relative to
home value (in the UK and USA) after reforms tha* reduced the value of
mortgage interest relief. High levels of mortgage acbt are also associated
with very low savings rates of the household sector (Agell et al. 1995).

However, the provisions relating to mac gage interest tax relief do not
appear sufficient to explain the timing encisize of the increase in leverage of
the personal sector and the geograniical concentration of the increase in
leverage across countries. This contrasts with the Nordic Countries’ financial
crisis in the early 1990s, where chaniges in the tax system coincided with a very
significant decline in housing nices.> A number of other policy developments
as well as changes in the icnding practices of financial intermediaries appear to
have played a much more significant role in the current crisis,* and any tax
effect needs to take‘account of the complex interplay with these other devel-
opments (especiaily on the regulatory front) as well as some other subtle
changes in tax provisions. Even in the Scandinavian case, where tax appears
to have played a more significant role in the financial debacle, the build-up in
debt by households was driven largely by a prolonged period of unprece-
dented financial liberalization.

3 Englund et al. (1995) suggest that demand for owner-occupied homes decreased by around
15% including the effects of the withdrawal of interest subsidies. They also estimated that short-
run impact on market prices of owner-occupied homes was between 10 and 15%, or roughly half
the fall in real prices recorded between 1990 and 1993.

4 Poterba and Sinai (2008) calculate the impact of interest deductibility on the user cost of
housing in the USA and find that on average this provided a tax subsidy equivalent to around
19% of the user cost. While the subsidy is greatest for high-income households (since the
deduction is taken at a higher marginal rate), it is nevertheless around 8% for those with low
incomes.
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Hemmelgarn et al. in Chapter 3 argue that the tax incentive for homeowners
to take mortgages in the United States can be considered as a catalyst in a
chemical reaction: the deductibility did not cause the bubble, but it may have
favoured the run-up in prices. One example that may illustrate the interaction
between taxes and the macroeconomic and regulatory framework is given
by the housing policies enacted in 2004 and subsequent years, such as the
American Dream Downpayment Act (see Chapter 3). These measures appear to
have had a significant impact on US housing market dynamics, as low- and no-
downpayment mortgages expanded very markedly. Chapter 3 suggests that
the decrease of mortgage downpayments may have given rise indirectly to a tax
break because of the asymmetric treatment of personal debt and equity: the
cost of personal housing debt is deductible, whereas the opportunity cost of
housing equity is not, so the consequence of lower- or no-downpayment
mortgages may have been an abrupt decrease of the user cost.of housing.

The spread of mortgages, in particular subprime loans. ivas also helped by
more lax regulation of the financial sector and the development of new
financial instruments. The technique of securitizaticn, which consists of
pooling the loans into an investment vehicle ana then selling securities
backed by payments for these loans, has receivad considerable attention in
this respect (Chapter 4). This securitization srocess was itself helped by the
emergence of a new class of derivatives hat allowed the credit risk to be
transferred to a third party: the credit default swaps (CDSs).

The role of tax in these securitizatiens is difficult to evaluate. However, it is
clear that the existence of vehicles ailowing for a full pass-through of mortgage
payments unencumbered by-tax was necessary for securitizations to prosper.
As recently argued by Hari«t al. (2010), there is some evidence to suggest that
the differential tax treatranent of loans on banks’ books (subject to corporation
tax) and the exemjit ctatus of securitization vehicles may have been a factor
for the growth ©f sacuritizations. While many vehicles were created on shore,
the vast majority of securitizations traded internationally were issued through
special purpose vehicles (SPVs) domiciled in offshore centres (Chapters 4 and 8),
where tax conditions for structuring financial securities as well as market
regulation were negligible (Eddins 2009).

1.2.3 Corporate sector: leverage

The role of taxes in corporate financing decisions has long been recognized:
when interest payments are deductible against the corporate income tax (CIT)
but returns to equity are not, then, all else being equal, firms will have an
incentive to issue debt until the expected marginal tax benefit is just offset by
the marginal increase in expected bankruptcy costs. These preferences for debt
over equity can be mollified in the presence of personal taxes, but in practice

5
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tax systems appear to favour debt over equity finance. This is particularly true
if exempt investors tend to be the dominant source of external finance, as has
been increasingly the case in recent years.

The tax advantage to debt appears to have been decreasing over time as a
result of the generalized decline in inflation rates as well as statutory corporate
tax rates across countries (Chapter 2). At the same time, other tax factors may
have led to an increased reliance on this form of financing, such as the
elimination of imputation systems in most European countries and the greater
reliance on international capital markets where various forms of tax-exempt
investors dominate bond markets.® The extent to which these developments
have mattered varies from country to country.

Changes in debt ratios of the non-financial corporate sector in the years
immediately preceding the financial crisis do not show a clear pattern. Accord-
ing to some measures, the leverage of the non-financial <orporate sector
appears to have increased somewhat in the UK and the ¢mo area in recent
years (2005-8) following a period of stability in the 1290s (BIS 2009). By
contrast, the leverage of the US corporate sector has remained unchanged.
On the basis of these observations there is a bread consensus that the tax
advantage afforded to debt did not contribute t< the crisis.

However, there are two elements that deserve attention in assessing the
importance of the tax advantage to debst i1 affecting the potential systemic
weakness of the corporate sector. Fiist. the absolute level of indebtedness,
rather than changes in indebtedness; is what matters in terms of systemic
risk. As highlighted in Chaptsr 2, when firms borrow, they are likely to
internalize the expected bariliuptcy costs they themselves incur but not the
impact of their own failure and default on others (effects that are not present
in the use of equity finarice).® As a consequence, debt ratios may be ineffi-
ciently high from the point of view of the society as a whole. These external-
ities are likely “t0 e especially large for financial institutions, given their
systemic importance and the (explicit or implicit) government’s guarantees
on bank deposits or other debt. While little is known on the magnitude of
externalities from increased leverage, there is evidence that high leverage is
correlated with greater output losses in bad times: Davis and Stone (2004) find
that higher debt—equity ratios are associated with greater post-crisis output
declines, and IMF (2008) that the cumulative output loss following periods of

S Other factors such as cross-border arbitrage activity in equity markets suggest that the tax
privilege of debt over equity may not be so significant.

¢ Chapter 2 also argues that there may also be strong effects on the balance of payments:
preferential tax treatment of debt can provide an implicit subsidy to corporate and household
borrowing, including from abroad, so increasing vulnerabilities through the capital account. The
authors suggest that this might have happened in Latvia: the implicit corporate-level tax subsidy
made the cost of investments financed by borrowing about 130 basis points lower than it would
have been in the absence of tax.
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financial stress tends to be larger the greater the run-up in non-financial
corporate debt before the onset (see Chapter 2).

The second element of systemic relevance is that leverage ratios tend to be
set to withstand external shocks based on historic experience. One area where
such an approach may have given rise to potential problems in recent years is
that of leverage buyouts, which rose to historic highs in the build-up to the
crisis (see Chapter 2). The possibility of exploiting higher levels of leverage in
target (and potential target) companies to achieve tax savings appears to have
been in many instances a contributing motivation to the value of the transac-
tions. The benefits of the tax shield depended on the assumption that reven-
ues would grow in line with past experience.

In summary, while tax-induced behaviour of the non-financial corporate
sector does not appear to have been one of the causes of the crisis, the high
levels of indebtedness of some sectors may have exacerbated the real effects
of the financial crisis. Keen et al. in Chapter 2 and Shaviro ii: Chapter 7 discuss
several methods for eliminating debt bias, and more gcnerally making the
debt-equity choice tax neutral.

1.2.4 Financial sector: requlatory and tax arbitrage

Formally, the financial choices of financial institutions and non-financial
corporations are affected by the tax.sys.em in the same way (Hanson et al.
2011). However, the high profitability of financial institutions in the years
preceding the crisis increased the edfective CIT rate, making the tax incentive
to debt even stronger than f>r niany non-financial corporations.

In the financial sectci-the tax bias to debt runs counter to regulatory
objectives, which usuaily entail an implicit penalty to debt. Chapter 2 suggests
that the tension beiween regulatory objectives and tax incentives has fostered
the emergence of devices that enable debt-like instruments, attracting interest
deduction, to be included in Tier 1 capital.” Prominent among these are trust
preferred securities (TruPS), which accounted for a large share of hybrid issues
in the USA by both domestic and foreign financial intermediaries. There are
two strategies to deal with this tension. The first is to introduce specific
measures to close possibilities of this kind. However, if the underlying tax
bias remains high, there will be a strong incentive to find other ways of
achieving the same end. The second is to reduce the distance between tax
and regulatory concepts and definitions.

7 Basel guidelines allow up to 15% of Tier 1 capital to be in the form of hybrid instruments that
may attract interest deductions—in itself suggestive of the tax bias to debt finance that banks face
(see Ch. 2).
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Both strategies should be evaluated by taking into account that tax policy
pursues objectives that are largely different from those of regulatory and
accounting practices. There are obvious advantages in terms of administrative
and compliance costs in applying common definitions and concepts for tax
and accounting reporting, and corporate governance may also benefit if tax
and book profits are more closely aligned (Desai et al. 2007). However, the
most accurate measure of current income is not necessarily the best tax base.
There may, for instance, be several good reasons for allowing accelerated
depreciation or full expensing of investment for tax purposes, and provision-
ing may be best treated differently for accounting purposes than for those of
assessing taxable income (see Chapter 2).

1.2.5 New financial instruments and tax arbitrage

The difficulties in measuring pricing and managing risk are greater for new
financial instruments. Differential taxation of dividends, iriterest, and capital
gains creates many inconsistencies in capital income waxation (see Chapter 7).
Tax inconsistency can be exploited through the ability of derivatives to repli-
cate a portfolio in a variety of ways and to exparid *he opportunities to tailor the
nature of the payments to the tax preference ot the investor (transforming it
into lightly taxed capital gains, for instance ;. However, most observers believe
that tax played only a secondary role 1w encouraging the growth of the deriva-
tives markets (Chapter 8). One important reason why tax planning may not
have borne greater responsibility tor the derivatives explosion, at least in the
USA, is that tax law requires Busiiiesses that qualify as dealers in securities to use
mark-to-market accountinig with respect to all inventory items, and to treat all
gains and losses on such items in a consistent way. In Chapter 7 Shaviro also
notes that compauics often used the same carefully structured derivatives
transactions to a<hicve several objectives at the same time: minimize tax liabil-
ities, manipulate reported earnings, avoid regulatory constraints, and minimize
the effectiveness of investor oversight. In these circumstances, tax considera-
tions, standing alone, may not have made a large difference, even though they
clearly encouraged the underlying transactions.

A more direct connection between new financial instruments, tax, and the
crisis has been suggested by Eddins (2009). He argues that collateralized debt
obligations (CDOs) organized as pass-through entities became especially
attractive because their owners entered into CDSs with sellers that could
treat default losses as ordinary loss, while the CDO has pass-through tax
treatment and therefore would have to treat defaults as capital losses. By

8 See Alworth (1998).
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attaching the expected losses to the mark-to-market seller of the swaps, the
CDO tranches allowed more tax offsets, thus providing a higher after-tax
expected rate of return. The strategy was especially advantageous for the
riskier tranches with higher expected default rates (Slemrod 2009). Ceriani
et al. in Chapter 4 provide a detailed account of this tax arbitrage, highlighting
the role played by CDSs. Further research is still needed to understand the real
impact of the tax factors in the securitization process. While there is little
denying that such arbitrage incentives may have existed, their importance
appears difficult to assess in practice.

1.2.6 Compensation schemes

The dramatic rise in bonuses and stock option remuneration plans in the
financial sector has been among the most debated aspects of the crisis. It is a
common belief that stock options and other stock-based forms of remunera-
tion are tax favoured compared to cash compensation. Taxztules for employee
stock options are complex and vary substantialiy, across countries and
schemes. Ceriani et al. in Chapter 4 provide a detuiled analysis of such provi-
sions in OECD countries and come to the conciusion that there is no general
tax preference for stock option plans once ko 1i employee and employer taxes
are taken into account. Nevertheless, tn¢y argue that in the USA there is
evidence of a preferential tax treatmen: on the employer’s side, which, in
conjunction with other factors, may iave contributed to the success of stock-
based remuneration plans. In ¢ther cases, it is possible that a tax preference
emerged as a consequence ci-a unilateral perspective, with the favourable tax
treatment at employee level prevailing over corporate tax considerations.

A somewhat different set of issues arises in the case of private equity and
hedge fund manageis, who receive most of their compensation as ‘carried
interest’ (‘performaiice fees’), subject, in some countries, only to relatively
light taxation as dividends or long-term capital gains. Some have criticized
this approach on the basis that it entails taxing managers at inappropriately
low rates on what is effectively labour income(see Chapters 2 and 8).° In the
eyes of these same critics, the growth of ‘hedge funds’ and ‘private equity’
firms would appear to be driven in part by these tax considerations.

The basic argument used to support the recharacterization of income is that
carried interest is compensation for performing a service. The sponsor (general
partner or manager) is analogized to a money manager, who determines how
best to invest a client’s funds. Accordingly, the carried interest should be taxed

9 If this income were taxed as earnings, however, coherence would require that a corresponding
deduction for payment of compensation be available to other partners—enabling an increase in
the pre-tax remuneration of the fund managers.
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similarly to risky returns given to other service providers, such as stock, stock
options, or royalties. Indeed, investment advisors’ fees are already taxed as
ordinary income. This is the case, even if the fees are contingent on perfor-
mance. For example, if investment advisors receive equity compensation, say
in the company that employs them, typically either ordinary income-tax
treatment or the principles governing options apply. According to this view,
the funds remain the investor’s funds. The investor gets taxed on the gains or
losses in the funds and potentially can deduct the fees paid to the advisor
(Bankman 2007).

According to others (Weisbach 2008), the structure of a private equity
partnership does not perfectly fit this analogy. Typically, an investment advi-
sor is not treated as owning the funds that are invested. Instead, the invest-
ment advisor is merely the agent for the investor. In a private equity
partnership, the partnership is the owner of the funds and not merely an
agent for the investors. An alternative way to view the activitics of a sponsor of
a private equity fund is as an entrepreneur who raises capital to make invest-
ments. The form used for raising capital is a limited pertnership in which the
sponsor is the general partner and the capital prcviaders are limited partners.
The limited partners are paid a market rate or -eturn for their provision of
capital and have no more involvement ir-cartnership operations than any
third-party provider of capital. Under US aw, anyone who makes an invest-
ment and holds it as a capital asset, =ven if made with third-party capital,
receives capital gain or loss on the investment. Accordingly, changing the tax
treatment of general partners svould have wider-ranging implications than
simply affecting private equit7. Another analogy used by supporters of the
capital gains treatment ¢{ cairied interest is that it is given to anyone buying
shares through a margin account and profiting on the sale is using in part
someone else’s mo:te-and his or her own effort and ideas about stock valua-
tions to make mNuey.

The discussion of carried interest highlights two key problems in taxing
capital income: the distortions to behaviour induced by differences in tax rates
and the difficulty of distinguishing labour from capital income. In this as
other areas, incentives to income shifting are unavoidable and give rise to
complexity. As argued by Weisbach (2008), there is simply no general method
of making this distinction, and attempts to do so are complex and give rise to
other forms of tax avoidance.

1.3 Implications for tax policy

The fallout from the financial crisis and the impending budget deficits result-
ing from government bailout and counter-cyclical interventions has

10
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prompted a series of policy initiatives that extend the remit of tax policy
beyond mere revenue collection.

Three conceptually distinct areas have attracted the attention of policy-
makers:

1. special taxes on the financial sector to recover the costs incurred for the
bailout;

2. taxes to correct for distortions (particularly of a systemic character)
resulting from the safety net that applies to the financial sector;

3. problem areas with the taxation of the financial sector, which have been
highlighted by the crisis (VAT on financial services, the interaction with
accounting and regulatory definitions of income, anti-avoidance
measures in particular with respect to tax arbitrage).

These topics are not disjointed, and in some instances pot~1itial policy pre-
scriptions overlap with regulatory measures (see Chapters & and 11).

1.3.1 Special levies on the financial sector

Initially much of the policy debate was driven by the desire to placate public
anger over the costs of the bailout measure:. One response was to limit the
bailout expenses by reappropriating windfall profits and rents in the financial
sector. This approach is much in the'saine spirit (albeit with different implica-
tions) as the suggestions coming from the international supervisory and
regulatory community.'® The raain objective is to raise revenues from those
institutions and their stakeholuers that have benefited most from government
intervention.'! These p:oposals have taken various forms.

1.3.1.1 THE OBAMA FROPOSAL

Some proposals attempt to achieve both efficiency and revenue objectives. The
US government proposal for a Financial Crisis Responsibility Fee (FCRF) at arate
0.15 per cent on financial firms’ liabilities provides a prominent example. It has
been presented both as a corrective device'” and as a means ‘to compensate

10 1t is imperative that these profits be retained in financial institutions to rebuild capital ... The
international supervisory and regulatory community is agreed that restricting dividend payments,
share buybacks and compensation rates are appropriate means to these ends’ (Financial Stability
Board 2009: 2).

1 Some observers, in particular of the US package, have noted that a large number of the banks
that are targeted for special tax treatment have already repaid the loans extended under the TARP
programme and that a number of non-financial corporate entities should also in theory be subject
to a special levy.

12 “As it would be based on an institution’s size and exposure to debt, it would also further the
Administration’s financial reform goals by providing a check against the risky behavior that
contributed to this crisis’ (Office of Management and Budget 2011: 39).

11
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taxpayers fully for the extraordinary support they provided’.'® In essence, the
fee would apply to the largest financial firms with consolidated assets exceeding
$50 billion. Under the initial proposal the base for the tax would be the firm’s
assets less Tier 1 capital and Federal Deposit Insurance Corporation (FDIC)-
assessed deposits. In essence, the tax would apply to financial firms’ funding
in wholesale markets, which in the view of many was the engine behind the
build-up of leveraged risky portfolios. It also appears to be closely related to the
ideas put forth by Paul Volcker to limit proprietary trading activities of com-
mercial banks subject to the ‘safety net’ and more generally the systemic risks
arising from maturity mismatches (Hanson et al. 2011).

A similar approach has been taken by the European Council. In March 2010
the Council agreed that ‘Member States should introduce systems of levies and
taxes on financial institutions to ensure fair burden-sharing and to set incentives
to contain systemic risk’ (European Council 2010: 6). By mid-2011 a number of
special levies and taxes on financial institutions had been actually introduced in
ten Member States (Table 1.1), and four other countrizs had announced the
introduction of similar duties. However, no clear pattern can be detected in
the European experiences, as tax rates and bases diifey considerably.

1.3.1.2 THE TAXATION OF BONUSES
Other proposals aim mainly to achieve reveric and fairness objectives, as well as a
means to support indirectly bank recavitalizations or a retroactive measure for
banks that received state aid. These motivations were given for the tax on bonuses
introduced in a coordinated move by the UK and France in 2009. The UK bank
payroll tax applied to banking gtoups (including building societies) and was levied
at a rate of 50 per cent cn ali aiscretionary and contractual bonus awards, to the
extent that the bonus‘ei:ceeded £25,000. It took effect from the time of the
announcement, on'2 December 2009, until 5 April 2010. The French tax applied
to bonuses, including deferred payments and awards of stock as well as cash.
Some interesting lessons can be learned from the UK and French bonus tax
experiment. The first one is that the two governments were well aware of the
potential consequences of the tax on the location of financial services as
shown by the effort to coordinate their policies and by the one-off nature of
the levy.'* The second is that the tax, while formally applying to labour
income, appears in many instances to have been paid out of profits (via a
grossing-up of pre-tax compensation). The tax appears to have raised revenue
for £2.5 billion, an amount about five times larger than the government initial

13 Office of Management and Budget (2011: 39).
* In the British case, the tax on bonus is only partly one off, as from 6 Apr. 2010 the top
marginal rate of the personal income tax was raised from 40% to 50% for income above £150,000.
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Table 1.1. Financial levies and taxes in the European Union, 2011

Country Rate Base
Germany Progressive fee for liabilities: e Liabilities excluding capital and
deposits
® 0.02% for liabilities under €10bn; e Derivatives (notional value)
® 0.03% over €10bn; and
® 0.04% above €100bn
Flat fee for derivatives
* 0.00015%
Capped at 15% of credit institution’s
annual profit (after tax)
France 0.25% of the capital requirements Risk-weighted assets
(based on Risk weighted assets)
Austria Progressive levy: Unconsolidated balance-sheet total
* no levy for base under €bn; excluding subscribed capital and
® 0.055% for base over €1bn; and reserves, secured deposits, and
® 0.085% for base over €20bn certain liabilities to banks, provided
plus 0.015% on the volume of all they are nececsary to fulfil liquidity
financial derivatives provisions mlus add on for financial
derivatives an trading book
Portugal 0.05% on banks’ liabilities (i) liabilit'es =xcluding Tier 1 and Tier 2
cagital and insured deposits (only
e 2mount effectively covered)
0.00015% on off-balance-sheet Glinotional value of off-balance-sheet
derivatives derivatives will also be ‘levied’
(excluding those used for hedging)
For both cases, the amount on which
the levy will be calculated
corresponds to the annual average
of each end-of-month balance.
Denmark Ex post levy depending on (he need Covered deposits and securities
but annual contribuiions capped at
0.2% of covercd deposits and
securities
Hungary Progressive levy. Balance-sheet total corrected for
® 0.15% weiow and interbank loans
® 0.5% abcve HUF50bn
Sweden 0.0 8%..0or 2009 and 2010 Liabilities excluding equity capital,

United Kingdom

N C36% after 2010

1 Jan. 2011-28 Feb. 2011: 0.05% for
short-term chargeable liabilities and
0.025% for long-term chargeable
equity and liabilities.

1 Mar. 2011-30 Apr. 2011: 0.1% for
short-term chargeable liabilities and
0.05% for long-term chargeable
equity and liabilities.

1 May 2011-31 Dec. 2011: 0.075%
for short-term chargeable liabilities
and 0.0375% for long-term
chargeable equity and liabilities.

debt securities included in the
capital base, group internal debt
transactions between those
companies paying the fee, and debt
issued under the guarantee
programme

Liabilities excluding Tier 1 capital,
insured deposits, policy holder
liabilities, and assets qualifying for
FSA liquidity buffer

continued
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Table 1.1. Continued

Country Rate Base

1 Jan. 2012 onwards: 0.078% for
short-term chargeable liabilities and
0.039% for long-term chargeable
equity and liabilities.

Latvia 0.036% Liabilities excluding equity capital,
deposits subject to a deposit
guarantee scheme, mortgage
bonds, and subordinated liabilities
that are included in equity capital as
subordinated capital

Cyprus 0.095% on the overall level of deposits ~ Overall level of deposits (of residents
in Cyprus (see base) for the years and non-residents) in Cyprus,
2011 and 2012. Capped at 20% of excluding the interbank deposits of
credit institution’s taxable income credit institutions operating in
for the two years 2011 and 2012. Cyprus. The tax imposed for 2011

will be calculzted on the basis of
deposits at. 31 Dec. 2010.
Respectively for 2012, the tax
imposad will be calculated on the
basiz of the deposits at 31 Dec.

A
2010

Source: Economic and Financial Committee (2011).

estimate.'® The high tax yield provides ev»dence of the choice of many banks
to absorb the cost by ‘grossing up’ their boius pools.'® The motivations for the
‘tax shifting’ in the UK appear to oiiginate in the ‘mobility’ of skilled labour
(Radulescu 2010). Shareholders.appear to have borne the tax partly to reduce
the impact of a higher top marginal tax on their globally mobile employees.
This desire to maintain a.Ui< presence may be suggestive of the existence of
locational rents associated with a London presence. The nature of these and
the extent to which they are durable over time are not clear.

Tax shifting raises two issues. The first one is related to the effect of the tax on
bank capitalization. To the extent that the tax is borne by banks’ profits through
grossed-up bonuses, the levy may have a negative effect on bank capitalization,
thereby running against the regulatory objective of strengthening the capital
base of banks. The second is whether a direct levy on banks’ profit may not be a
more efficient way for allowing the financial sector to repay the cost of the
bailout.

15 Brooke et al. (2010).

16 George and Megan (2010). There is also anecdotal evidence that some bank had planned to
raise its base salaries for managing directors and others in order to make up for lower bonuses
(Schaefer et al. 2009). The discussion about the extent of the tax revenue windfall does not appear
to have taken account of the reduction in the corporate tax base associated with higher gross
compensation.
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1.3.1.3 EXCESS-PROFITS AND ‘HIGH-PROFITS’ TAXES

A possible candidate in this respect is an excess-profits tax. There are several
types of excess-profits taxes. In the USA an excess-profits tax was levied several
times during wartime periods between 1917 and 1953."7 The various taxes
implemented in this period may be classified in two broad families: the first,
technically known as a war-profits tax, was designed to recapture the excess
over standard profits that an individual corporation would have earned in the
absence of defence- or war-induced expenditures; the second, frequently iden-
tified as a ‘high-profits’ tax, is based on the excess over some presumed reason-
able standard rate of return on invested capital (Lent 1951). High-profits taxes
are also similar to resource rent taxes such as the petroleum revenue tax in the
UK or the Australian petroleum resource rent tax (Fraser 2002).

A high-profit tax may achieve the objectives of the bonus tax and the FCREF: it
places the financial burden of the bailout on the institutions that have bene-
fited most and is a means to tax ‘rents’ in the financial sector. To prevent the
avoidance of the tax by the distribution of a high bonus, ccmpensation above a
given threshold should be added back to profit. Siriilar levies have recently
been proposed by Keen et al. (2010) and by Kleintara and Edgar (2010).

The effects of a high-profit tax on incentive: depend on the manner in
which it is implemented. There are two. <rucial issues. The first concerns
whether the tax operates as an additionai iy or as an allowance for corporate
equity (ACE). In the former case, the excess-profit tax would apply only on
profits in excess of a threshold amoust, whereas the standard (normal) return
on capital would be taxed at the reneral statutory rate. It is easy to show that
this would leave existing inceniives to capital structure unchanged, since at
the margin debt equity. (ecisions would be driven by the standard rate of tax
on ‘normal profit’.'® Furthermore, an additional levy might lead to greater risk
taking if the exces: refurn were not a pure rent but a return to risk taking
(Kaplow 1994). by contrast, under an ACE the cost of debt and equity capital
would be the same. This would favour the recapitalization of financial institu-
tions and potentially offset the effects on greater risk taking resulting from the
higher rates of tax on the excess returns.

In addition, an ACE tax could be aligned with bank regulation. To the
extent that the standard rate of return is calculated on regulatory (that is,
Tier 1) capital, the high-profit tax may provide a tax incentive to increase
regulatory capital (see Chapter 2). A further advantage of an excess-profit tax

17 The first Canadian experiment with a corporation income tax, enacted in 1916, was also based
on the high-profits principle.

18 A recent example of such an excess-profits tax was the Italian dual income tax (DIT). Under
this arrangement, however, the normal return on equity was subject to a rate below the standard
rate of tax. See Alworth and Lovisolo (1998) and Bordignon et al. (2001) for a discussion of the
incentives in the context of cost of capital framework.
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of the ACE type is that it could be implemented as a structural reform rather
than a temporary or one-off measure and can be coordinated with a more
general attempt to reduce the debt bias of the corporate tax.

Under current circumstances, the introduction of high-profit taxes or addi-
tional levies would need to take account of the stock of losses carried forward
by many financial institutions (see Chapter 8). Taxpayers would benefit from a
shift to an ACE the higher the excess-profit tax rate (relative to the ordinary
rate) and the greater the size of the losses.'®

1.3.2 Correcting market failures

Broadly speaking, the financial sector is prone to two types of problems requir-
ing correction: (1) distorted incentive structures and undesired behaviour
of economic agents (moral hazard) and/or (2) externalities within the
financial sector (the failure of an institution propagates othe: financial inter-
mediaries) and from the financial sector to the real ecorioimy (systemic risk).?°
Corrective taxes are part of wider array of policy instiuments, including bank-
ing supervision, the application of capital requireinernts and fees, typically to
pay for deposit insurance, as well as general regi*‘ation of financial markets by
both governments and financial intermediati=s themselves (see Chapter 11).%!
Proposals to utilize taxes to correct for wioral hazard and externalities are
relatively new and apply both to eccnomic agents and to financial market
transactions. They aim to correct diti=rent distortions but appear to have the
overarching aim of reducing the iraportance of the financial sector (see Chapter
6). It is inevitable that such ‘axes may also provide important sources of reve-
nue, and the border line between revenue collection and corrective objectives
often tends to be blurred.?* Moreover, in this discussion the difference between
‘user charges’, capital.iequirements, and taxes is very tenuous, and typical
revenue authoritiez ‘may not ultimately be responsible for administering the
‘tax’. Hence the role of corrective taxes cannot be divorced from other measures
aimed at safeguarding the soundness and resilience of the financial system.

1.3.2.1 PRUDENTIAL REGULATION

Prudential regulation of financial institutions takes the form, on the one
hand, of solvency or capital adequacy ratios, which aim through the imposi-
tion of minimum standards to prevent the failure of individual institutions

19" A solution to this issue would be to allow loss carry forwards at the pre-ACE statutory rate.

20 There are also many positive externalities resulting from well-functioning financial markets
(Levine 1997).

21 For example, futures markets have a number of features, such as collateral arrangements
(margin), that are meant to safeguard the clearing house against a default by one of its members.

22 This close connection was already apparent in the previous discussion regarding ACE.
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(Chapter 11). On the other hand, prudential regulation aims to prevent
liquidity crises resulting from the mismatch between banks’ assets and liabil-
ities and the potential risk of bank runs; the most common instruments used
for this purpose are implicit or explicit deposit guarantees, especially for retail
deposits. Demand deposits are explicitly or implicitly insured in most
countries up to some threshold amount per individual (or deposit account).
In most cases, the capital in these deposit insurance funds is the reserve built
up over time through the collection of insurance premiums from banks that
receive the benefits of deposit insurance.

While the appropriate form of deposit insurance schemes has been the
subject of long-standing debates, the financial crisis has highlighted the
need for deposit insurance-related reforms that would improve the efficiency
of the financial system. As shown by Pennacchi (2009) and Acharya et al.
(2010), FDIC deposit insurance premiums in the USA have.either been risk
insensitive or relied only on individual bank failure risk. They have never
focused on systematic and systemic risk.

Pennacchi (2009) argues that fair market depasit-insurance premiums
should contain a systematic risk premium in addi“ion to expected losses.** If
a deposit insurer does not include a charge for ~ystematic risk when setting
premiums, insured deposits will be subsidiz«<irelative to other forms of unin-
sured funding. This leads to financial s;stem distortions that excessively
expand deposit insurance and encenrage banks to make investments that
have extreme systematic risk.>*

1.3.2.2 SYSTEMIC RISK: TAXYS5, USER CHARGES, CAPITAL
REQUIREMENT?®

However, the charge for systematic risk that accounts only for the skewness in
bank failure distribaticn is not sufficient to internalize the external effects of
a single bank i«iluie over the financial and economic system as a whole
(systemic risk®®). As argued by Acharya et al. (2010) and Hanson et al. (2011),
when a bank with insured deposits fails, the deposit insurance fund takes over
the bank and sells it either as a going concern or piecemeal. During periods of

23 Pennacchi (2009) reviews empirical evidence that firms’ actual credit spreads on uninsured
debt contain, in addition to an expected loss component, a significant systematic risk premium.
Thus, these uninsured debt holders, who can be viewed investing in default-free debt along with
underwriting debt insurance, earn average returns greater than a holder of only default-free debt.

24 Duffie et al. (2003) and Falkenheim and Pennacchi (2003) provide techniques for estimating
fair deposit insurance rates for privately held banks.

25 Systemic risk is a negative externality and is defined by the extent of propagation of an initial
shock (failure of one institution) through the financial system. Systemic risk is sometimes described
as a form of (financial) pollution. However, the analogy with environmental externalities is
imperfect, since the amount of systemic risk is endogenous to the reaction function of the public
sector. In the financial sector, the bigger the accident, the higher are the chances to be rescued.
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widespread bank failure, it is difficult to sell failed banks at attractive prices
because other banks are also experiencing financial constraints.

In particular, the failures of large banks lead to greater ‘fire sale’*” discounts
(Shleifer and Vishny 2011). Acharya et al. (2010) note that this event may generate
a significant pecuniary externality with adverse contagion-style effects on other
banks and the real economy. As a consequence, the resolution of large banks is
more costly for the deposit insurance regulator, because the liquidation of large
banks entails both higher direct losses and higher indirect losses owing to conta-
gion effects. This suggests that higher premiums per dollar of insured deposit
should be charged to large banks compared with that for small banks.

Finally, forbearance during systemic crisis creates a moral hazard problem as
banks have an incentive to herd and become interconnected to increases their
chance of a bailout. To discourage banks from excessive correlation in their
investments the incentive-efficient premium should be higher than the actu-
arially fair premium and should increase in systemic risk (Acharya et al. 2010).

To summarize, the ‘user charges’ that can be used to correct for distorted
incentives and for externalities can be decomposed irivotwo components. The
first is akin to the FDIC insurance fee and should cover the expected cost of
failure for each single institution, where the e~pected cost takes also into
account systematic risk. The second comper: =iit should measure the external
cost of failure and should also discourage 1:ioral hazard because of the implicit
insurance to institutions that are deemed to be ‘too big to fail’. This second
component would be essentially Pigcuvian, aimed at making banks internal-
ize the negative systemic effectz or their behaviour. Various alternative pro-
posals are currently being debated.

126

1.3.2.3 FEES BASED CN THE COMPOSITION OF LIABILITIES

The development ¢f the 2008 financial crisis has confirmed that the scale and
speed of liquiditv iins are the primary causes of propagation. Banks that rely
excessively on short-term uninsured funding contribute to ‘fire sales’ and to
contagion effects (Hanson et al. 2011). Perotti and Suarez (2009) propose a system
of liquidity risk charges for correcting the negative externalities caused by banks’
excessive reliance on short-term, ‘uninsured’ funding. As Pigouvian taxes they
would complement deposit insurance charges, without creating any explicit
commitment to liquidity support. A unit of short-term funding should pay a
tax proportional to its marginal contribution to a bank’s contribution to systemic
vulnerability. A general approach would require the estimation of the systemic
contribution of many bank characteristics (Adrian and Brunnermeier 2008).

26 The liquidation of securities by financial intermediaries at the same time as competitors.
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An alternative approach discussed by Weder Di Mauro (2010) proposes that
the tax base should be composed of all liabilities, excluding insured deposits
(since they are already insured) and capital. The tax rate should vary with the size
of the externality. The degree of systemic relevance could be estimated based on
a series of indicators, which would include measures of size, interconnectedness,
and complexity. These indicators could then be compressed (with a simple
average of the ranks) into a risk score. Each risk score would be assigned a tax rate.

The tax rate should be set at such a level to eliminate the implicit subsidy to
systemic institutions. There are several approaches that would help establish
at least a range for the value of the subsidy. Weder di Mauro (2010) suggests
measuring the subsidy by comparing the cost of the funding of small and large
institutions before and after the ‘too systemic to fail policy’ was officially
established. The idea is that the tax rate should eliminate extra profitability
resulting from being able to tap capital markets with a ‘too-systemic-to-fail’
guarantee (see also Drehmann and Tarashev 2011).

1.3.3 Transaction taxes

The introduction of a financial transaction *ax (FTT) as a tool to stabilize
financial markets and improve their functioring is one of the policy options
that are being discussed for correcting pcteritial market imperfection (Chapter
5 and Matheson 2010) In the most recen: discussions on proposals for an FTT,
it is argued that such tax could so!ve tnree problems at the same time:

1. stabilize the financial markets by reducing speculative and technical
trading, especially in«tie derivatives market by increasing transaction
costs;

2. raise substantial tex revenue while creating only small distortions in the
real econcuiy,

3. serve as a contribution of the financial sector to the financing of bailout
costs caused by the financial crisis.

FTTs have existed for a long time in various guises and represent a significant
source of revenue in many countries (especially in Latin America). Discussion
of their use as an instrument to correct for ‘distortions’ in the financial
markets, especially after economic downturns, started with Keynes's reflec-
tions (1936) on stock markets following the Great Depression. The idea of an
FTT is also linked to the proposal of James Tobin on an international uniform
tax on all spot currency conversions. Tobin (1974, 1978) argued that the
increased mobility of private financial capital—especially after the end of the
Bretton Woods system—might lead to excessive shifts of funds that create real
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economic costs for national governments and economies. Tobin reasoned
that the tax would increase the effectiveness of domestic monetary policy.

The proponents of an intervention argue that the tax could improve the
functioning of financial markets by reducing speculative short-term activities,
which they consider as a reason for price volatilities and price bubbles (Chapter
5 and Matheson 2010). It is argued that potentially harmful financial activities
with a high amount of transactions per day would be reduced even by a very
low tax rate, but long-run investments would not be distorted by such a low tax
rate because of the low frequency of such transactions. Hence the debate on
FTTs has generally narrowed down to the question of the influence that
transaction costs on trade volume, and price volatility, and if they can serve
as a corrective device to reduce the number of allegedly harmful short-term
traders.

The theoretical literature does not provide clear-cut answers. The various
empirical studies fail to detect a strong relationship between an increase in
transaction costs (via either taxes or other means) arid tne functioning of
markets. Most studies find that trade volume is reducad, but the effects on
volatility and prices are less clear, even though result; based on panel data and
estimation approaches that better identify trans2-tion cost effects seem to find
unexpectedly a positive relationship betweer: transaction costs and volatility.

As argued above, a general transaction texis advocated not only as a means
for correcting market failure, but al<c &s an efficient way to raise revenue.
Schulmeister, Schratzenstaller, and Iicek (2008) estimate that in Europe rev-
enues from an FTT at a rate of .01 per cent would lie between 0.59 per cent
and 0.78 per cent of GDP, arv-aniount roughly similar to the estimated loss in
revenue that is due to the«xemption of financial services from VAT.?” How-
ever, as noted by Matheson (2010), the argument that an FIT would cause
little distortion becausc it would be levied at a very low rate on a very broad
base is not perswvasive once account is taken of the potential incidence of the
tax. A tax levied on transactions at one stage ‘cascades’ into prices at all further
stages of production.

The international experience also shows that tax design is crucial both for
the effect of the tax on the functioning of the market and for revenues
(Chapter 5 and Matheson 2010).

Finally, as noted in Chapter 11, the setting of transaction taxes is affected by
the nature of the political process, which can lead to outcomes that are far
from the optimal level of tax rates.

27 They estimate a revenue loss from financial services VAT exemption of about 0.7% of
GDP, assuming a share of the financial sector in overall value added of 3.5% and an average VAT
rate of 20%.
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1.3.4 Redesigning the taxation of financial institutions

The financial crisis has highlighted the distinctive features of the financial
sector raising the issue of whether financial institutions deserve a special tax
treatment because of the peculiar nature of their activities or whether their
taxation should be subsumed under general principles applying to income
and consumption taxation. Possible reforms can be grouped into two distinct
sets: (1) piecemeal revisions of existing taxes or (2) more radical reform of the
taxation of the financial sector.

1.3.4.1 FINANCIAL AND TAX ACCOUNTING

Despite the fact that banks are generally subjected to the same general tax
provisions as non-financial companies, existing tax rules acknowledge the
specific nature of their activities by allowing several differential tax treatments
and exceptions to the rules that apply generally to business income. Banks are
unique in that interest income and expenses represent thie “ore of cash flows,
depreciation allowances for fixed assets are relatively minimal, and the valua-
tion of complex financial transactions (such as-eccdvities in the foreign
exchange markets, trading in securities, and operavons in derivative products)
is recurrent. High degrees of leverage also tynically characterize banking activ-
ity. The valuation of assets and liabilities is also subject to different criteria
depending on whether the assets and iixbilities are held in trading or invest-
ment portfolios. Trading portfolios‘ai> typically marked to market, but also
investment portfolios are being increasingly subject to ‘fair-value’ rules.

The conformity of financial accounting and tax accounting (book-tax con-
formity) is of great importance for banks. Financial accounting standards and
tax laws frequently provide specific, and often different, rules for how to
report income for beolr and tax purposes, even though both income reports
are based on the sanie underlying fundamental transactions.

1.3.4.2 MARKING TO MARKET

The taxation of gains (or losses) only when realized, rather than as they accrue,
can create significant distortions, creating an incentive to defer the realization
of gains and accelerate that of losses. Not surprisingly, marking gains and
losses to market and treating them as current have gained in acceptance as a
general policy principle. The principle also means that financial institutions
are neutral in respect of transactions that involve simultaneous gains and
losses such as wash sales.

There are some potential pitfalls in marking to market. Taxation on fair
market value may induce the sale of assets to finance the accruing liability,
though there is little sign that this has been a significant problem in the
financial sector. Schizer (2000) has argued that the extent to which marking
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to market has been used for tax purposes may have led dealers to become
‘accommodation parties’ for other taxpayers in transactions that artificially
defer income for one party while accelerating losses for another. It has also
been suggested that extensive use of marking to market in the taxation of
financial institutions may increase the volatility of revenue.

1.3.4.3 PROVISIONING FOR LOAN LOSSES

The crisis has also drawn attention to difficulties in the tax treatment of loan
losses (Chapters 6 and 8). Losses are an inevitable cost that banks incur in
providing credit and are recognized as an expense for financial, regulatory,
and tax purposes. The principal issues surrounding the treatment of loan
losses concern the timing and manner in which expenses are recognized.
These may differ depending on the different objectives pursued by auditors,
regulators, and the tax authorities.

Three constraints affect the level of provisioning and the aimcunt of write-offs
that a bank may decide to make. First, company law lays dewn what banks are
required to disclose in their balance sheets and profit.and loss accounts. Sec-
ondly, supervisors are concerned to see that banks foliow a prudent and respon-
sible approach to making provisions. In the pasr, general reserves, which have
not been earmarked, have been included-i:cbank capital, whereas specific
provisions have been excluded from sucti “aiculations. Finally, the tax autho-
rities set out specific guidelines as to what they regard as allowable deductions
against profits. One of the problems: in understanding provisioning and its
possible effects is that each of these various types of valuation may differ
markedly within a single couatry.

For financial and regulaiary accounting purposes, banks may set aside either
specific or general provisions to reflect the possible deterioration in the value
of their assets. In the first instance it falls to the banks to decide what they
consider to be the correct value of their assets and, consequently, to choose
the appropriate level of provisioning that should be made. Specific provisions
(or reserves) are made against clearly identifiable problems, which can be
expected to occur in connection with the affairs of a particular customer or
group of customers. General provisions permit a blanket cover against all
possible expected future as well as current losses. For financial accounting
purposes (IAS 2002), general provisions relating to losses that are present in
existing portfolios of loans but have not been identified specifically are treated
as an expense. However, provisions relating to future losses are accounted as
appropriations of reserves.

Provisioning is materially assisted by the possibility of an offset against tax
for the annual charge that is made in the profit and loss account. Decisions on
tax deductions are made by the fiscal authorities and need not be consistent
with regulatory and supervisory requirements.
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Tax accounting practices do not generally conform to financial accounting
practices and prudential regulation. The broad objective of both tax and
financial accounting is measuring income. However, the objective of financial
and especially prudential accounting is conservatism—that is, to delay
income and anticipate expenses. Tax accounting is designed to ensure that
income is not understated. Nonconformity gives rise to timing differences.

The tax treatment varies widely across countries. There are broadly two
approaches. The so-called charge-off method recognizes a tax deduction only
when loans become worthless. Countries that follow this approach are the
United States, Australia, Korea, Malaysia, and the Philippines. The tax autho-
rities in most other countries for which information is available tend to allow
specific provisions but differ widely in terms of the degree of conformity with
financial and accounting for loan losses, the required evidence regarding the
deterioration in asset values, and in some instances the maximum amount of
loan losses allowed in a single year. The most favourable ¢ountries from this
standpoint appear to be France, Germany, and the Netlie:lands. Finally a few
countries (for example, Germany and Singapore) also allow general provisions
(as a percentage of qualifying loans), but these ar¢ supject to limitations.

Provisioning rules can have several effects co-“he international activities of
banks of different nationalities and the alloc+ ion of banks’ assets across finan-
cial centres. First, banks may decide to aiiccate their loans in centres where
provisioning is most generous. Secona. generous provisioning policy can be an
implicit subsidy to banking relative te other forms of financial intermediation
and can affect interest rates chatgea on differing forms of financing. Generous
provisioning may allow certein financial institutions to shield a sizeable part of
their income from tax. aixci thereby obtain a competitive advantage. Third,
where accounting and fiscal definitions of income do not broadly coincide,
banks may be unwiliing to set aside an appropriate level of provisions unless
the tax authorities yermit tax deductibility. Finally, different tax-provisioning
policies can affect the character of risk taking by banks and the distribution of
their profits over time. The treatment of claims on problem debtor countries was
one area where differing tax provisioning rules led banks to adopt diverse
behaviour.?® In those countries where tax provisioning for such claims was
limited, there was an incentive for banks to realize losses outright, through

28 One of the clearest examples of the subtle tax distinctions between various nationality groups
of banks occurred at the time of the Mexican financing package (1990) put together under the
Brady debt relief initiative. Under that scheme banks agreed to convert their rescheduled credits
(amounting to about 85% of Mexico’s external debt) into bonds at a reduced face value (65%) and
market interest rates (LIBOR + 13/16), into bonds having the same face value but a reduced and
fixed interest rate (6.25%), or to provide new loans equal to 25% of banks’ exposure. A survey of the
major banks involved indicated that tax considerations together with regulatory and business
strategies with Mexico were the major factor determining the decision of which instrument to
choose (Hay and Paul 1991).
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sales of their loans in secondary markets or by establishing losses through
specially authorized loan sales.”’ By contrast, the possibility of tax deductions
for provisions encouraged banks in some countries to allocate large amounts of
their capital to less-developed countries (LDCs), possibly inhibiting the disposal
of their assets on the secondary market for country loans.*°

Though there are important overlaps, the objectives of tax policy need to be
recognized as distinct from those of regulatory and accounting practices if all
are to be well aligned with one another. Tax policy towards financial decisions
is appropriately charged with raising revenue without creating excessive dis-
tortions. Any remaining non-tax distortions to financial decisions are then
best left to regulatory policy. Clearly there are monitoring and compliance
advantages in applying common definitions and concepts for tax and
accounting purposes, and there has been substantive discussion of possible
corporate governance advantages in closely aligning tax and hook profits. But
the ideal tax base is not necessarily the most accurate rneasure of current
income. There are, for instance, and as will be seen, potential advantages in
allowing full expensing of investment for tax purpose. And even where, or if,
marking to market were felt to be inappropriate fcr financial accounting
purposes, a strong tax rationale for doing so-—:s much to avoid distortions
as it is to fine-tune the measurement of inc<:ue or wealth—would remain.

Issues concerning the tax treatment or siovisions for bad loans would be
raised by moving towards dynamic pr<.visioning. Dynamic provisioning would
include a systematic and mandatory counter-cyclical element of general provi-
sioning, raising questions as to then tax treatment. To the extent that dynamic
provisioning would be analogois to depreciation allowances for physical assets
that reflect their expected ieduction in value (or sometimes more, if accelerated
depreciation is allowed), deductibility could be argued to be appropriate. Other
approaches would L2 espropriate if the CIT were to be fundamentally reformed.

1.3.5 Other issues

1.3.5.1 REVISITING HARD-TO-TAX AREAS
More recent discussions appear to have taken the direction of suggesting that
financial institutions and market should be subjected to special tax treatment.

2% In the United States the value of a tax deduction depends in part on whether it is applied
against domestic or foreign source income. Since many banks have only limited potential liabilities
in respect of foreign source income by virtue of the tax credits from double taxation relief, tax
deductions against foreign source income reduce the value of these tax credits.

30 In Japan, where tax deductibility for provisions against loans to problem debtor countries has
until recently been limited, losses realized on loan sales in the secondary market have generally not
been recognized. However, in some instances these restrictions have been waived and Japanese
banks have been able to sell exissssting loans to a factoring company set up jointly by the major
banks.
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While many of the proposals overlap with the topics already covered in the
previous sections, mention should also be made of proposals to change the
VAT status of financial institutions. These proposals that have been suggested
only informally®' may be seen as an alternative to corrective taxes, as a
manner to reduce the excessive size of the sector as well as a means to raise
revenues in a relatively efficient way by reaping the rents of the sector.

1.3.5.2 THE TREATMENT OF TAX HAVENS

Tax havens have been the object of intense scrutiny in the 2000s. The focus
has been on both the lax tax regimes of these jurisdictions as well as the often
weak regulatory framework particularly in respect of hedge funds and various
types of SPVs. Often, the centres are said to facilitate criminal activities, since
some centres do not comply with the Financial Action Task Force (FATF) rules
in respect of anti-money laundering regulations.

The crisis has coincided with a step-up in a generalizcd clampdown on
undeclared offshore accounts, which had been building wg over the previous
decade. A number of very publicized episodes have intvolved the transfer to the
tax authorities of the names of holders of offshore accounts. Individual finan-
cial institutions have been held responsible foi e rcouraging unlawful activity
and faced significant fines. The authorities arzear to have exploited the wave
of anti-bank feeling to extend their extra-iciritorial powers and step up inter-
national cooperation to push through further anti-evasion measures.

A different set of issues is raised by the exploitation of regulatory and tax
arbitrage involving offshore centies. The use of offshore centres to create
corporate or other types of vehicle is often driven by the absence of adequate
onshore forms of intermsdiaiion, particularly for foreign investors. This may
be due to delays in creating enabling legislation and uncertainty in respect of
the nature of domesticlegislation.

1.4 The tax policy and the macroeconomy

During the crisis the governments implemented several measures to avoid the
collapse of the financial system and to alleviate the economic consequences of
the crisis on the real economy. The direct effect of these policy measures has
been a sharp deterioration of public budgets. In the EU the average public-
sector deficits increased from 0.9 per cent of GDP in 2007 to 6.8 per cent in
2010 and over the same period the public sector debt jumped from below 60 to
above 80 per cent of GDP (Chapter 5).

31 This suggestion appears implicitly in IMF (2009a).
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Government debt management and fiscal consolidation will certainly
remain crucial issues in the public policy debate for several years. In Chapter 9
McCauley and Ueda notice that government debt management is often dis-
cussed with reference to the question of whether central banks should proceed
to extraordinary buying of government bonds. There are other relevant issues,
such as how treasury debt management can contribute to maintaining the
growth of bank assets, lowering the long-term bond yields or reducing net
government interest payments, which are rarely analysed, despite the relevance
they have in the post-crisis scenario. Based on the experience of the United
States in the 1930s and Japan in the 2000s, McCauley and Ueda suggest that
governments may indeed benefit from issuing long-term debt with interest
rates tied to short-term bill rates in the confidence that monetary policy will
keep yields low. As long as short-term rates remain low, treasuries will benefit
from interest cost savings. When the economic activity quickens and interest
rates rise again, they will benefit from higher taxes in comncn:ation for higher
servicing costs.

Chapter 10 addresses the crucial question of whether fiscal consolidation
may have a contractionary or expansionary effect. sccording to the conven-
tional ‘Keynesian’ approach, a public deficit reduction, achieved either
through a cut in government expenditure ¢i-through an increase in taxes,
brings about a decline in aggregate demauc and depresses the rate of growth of
GDP. Fiscal consolidation may curb ft.e recovery with the risk of pushing the
economy back into recession. In.rec=nt years the Keynesian view has been
challenged by several papers ©n poth theoretical and empirical grounds.
Bilicka et al. in Chapter 10 piesent a survey of the theoretical literature and a
critical evaluation of the <mwirical evidence. They identify several factors that
seem to increase the piobability of a fiscal consolidation being expansionary
and use them to attemipt an evaluation of the possible impact of UK fiscal
consolidation arnounced in 2010. However, the authors highlight a number
of weakness in the empirical literature, which include the lack of very clear
identification of both fiscal consolidations episodes and expansionary effects.

1.5 Conclusions

While there is little conclusive evidence that the tax system played a major role
in triggering the tax crisis, there is growing support for making taxes play
a prominent role in policy responses. A number of special taxes have been
introduced and proposed to recover the cost of the ‘bailout’. These have
involved both special taxes on financial institutions as well as taxes on bonuses.
The revenues of these special taxes have been quite significant, but the ultimate
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incidence of these measures remains uncertain. It is also unclear whether these
measures will continue in the future.

The ongoing debate has also highlighted that taxation may be used as a
corrective instrument to complement prudential regulation of the banking
sector. Some corrective tax proposals aim to curtail activity in the financial
sector (“Tobin taxes’), on the grounds that a large number of transactions are
either speculative or of no social use. No international consensus has emerged
to date as to the most appropriate approach. Without some of global coordi-
nation, such measures would inevitably create competitive distortions across
countries and market segments, as suggested by numerous past experiences.

The crisis has also drawn attention to a number of well-known weaknesses
in the taxation of the banking sector, particularly in respect of loan loss
provisioning, the relationship between financial and tax accounting, mark-
to-market accounting, and value-added taxation. These issues.are by no means
new. The crisis has added saliency to finding longer-term sorations. Unfortu-
nately, after renewed attention to these questions, the political climate no
longer appears propitious to address the needed strizctural reforms.

27



	1 Introduction

