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These comments are directed to the paper’s discussion of Financial Transactions Taxes.

This is not a balanced, dispassionate, assessment of the nature and characteristics of an FTT. It reads as if the authors, staff of the EC, were instructed to prepare a nightmare depiction of things that could go wrong. Just as one can prove anything by quoting selectively from holy scripture, it is easy to degrade the FTT by referring selectively to the lively debate to list bad things that “might” happen. As a result, the paper mis-represents important facts, perpetuates obsolete arguments, and seems unaware of recent developments, especially regarding tax feasibility. 

The discussion refers repeatedly to the mobility of financial activity and the danger that a transaction tax would be evaded by large-scale migration to un-taxed regions. In the case of a globally implemented tax, of course, there would be nowhere to run to. More to the point, though, is the demonstration we already have, in at least two important financial markets, namely securities and foreign exchange, that a transactions tax can be implemented unilaterally (that is, no need for global coordination) without significant migration of activity offshore. It is a question of appropriate tax design. The UK successfully collects a unilateral stamp duty on securities transactions, which is required for the transaction to be legally effective. The London Stock Exchange remains one of the largest in the world. A currency transactions tax (CTT) can be applied unilaterally to a given currency, no matter where in the world those transactions occur (and thus not only from the large financial centres), if the tax is collected by one of the globally centralized foreign exchange clearing and settlement systems, such as SWIFT or CLS Bank.
 

A unilateral CTT is possible because foreign exchange clearing and settlement systems are globally centralized and process individual transactions electronically and automatically. These same features have more recently been implemented for transactions in derivatives instruments of all kinds, at SWIFTNet or SwapClear or DerivServ.
 So, they too can be taxed unilaterally, without fear of mass migration of activity offshore and thus without undue cost to the individual taxing country. 

The EC report seems to assume that an FTT would be applied uniformly across financial markets and products, and this would be distortionary. On the contrary, the proposal is to introduce the FTT at different rates in the various markets and product segments, depending on asset values, underlying transaction costs, and maturities. Thus, Pollin et al., suggest rates of 0.5 percent on securities (the rate in the UK), 0.01 percent per year to maturity on bonds, 0.02 percent per year to maturity on interest rate swaps (which account for 70 percent of all derivatives trading activity), and 0.5 percent of premiums paid on options.
 We suggest a rate of 0.005 percent on foreign exchange.

Targeted tax rates address the concern the report raises that a uniform tax on the notional value of derivatives would weigh disproportionately on derivatives transactions. An FTT must be applied to the notional, rather than the market or cash flow, value of derivatives, because otherwise economically equivalent transactions in spot markets would migrate to derivatives markets.
Most of the recent debate concerns the substantial revenues to be had from a transactions tax on a hitherto largely inaccessible financial tax base, and the uses that can be made of those new funds. Taxes in general are regarded as a necessary evil because they raise revenues at the cost of introducing distortions to economic behavior. One of the most attractive features of an FTT is that it can raise revenues while at the same time helping correct pre-existing distortions in financial markets. 

That the FTT is a rare “good tax” is not, as emphasized by the EC report, because it reduces the volatility of asset prices (the jury is still out on that; more later), or distinguishes between speculative and non-speculative transactions (it does not). The FTT is a good tax because its burden (incidence) falls disproportionately on the very short term transactions (round-trip ‘investments’ of minutes or days) undertaken by hedge funds and technical computer programs that have nothing to do with real economic activity. The effective burden of an FTT (cost relative to benefit for a given period of time) on the real economic activity identified by the report as at risk, namely normal business costs, fundamental risk distribution, financial costs for governments, and lending, depositing, and buying of insurance contracts, would be negligible, because the time horizons (‘maturities’) of those transactions are so much longer than of technical trader transactions, in most cases by years. By discouraging such socially useless very short term trading, the FTT would help shrink the size of the financial sector as a whole, to a level more consonant with the real economy. It would also address the excessive reliance of the primary banks in the U.S. on overnight financing in the “repo” market, which is one of the channels through which the financial crisis developed and spread.
 

As noted by the report, an FTT may or may not reduce asset price volatility. The empirical evidence, which addresses the relationship between transaction costs and volatility as measured by dispersion around the mean price, is inconclusive. Anyway, that evidence is not very relevant, because it is hoped an FTT would constrain, not short term price fluctuations around the mean, but long term persistent deviations in prices from fundamental levels, as occur during bubbles. There are very few, if any, empirical studies on that relationship. 
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