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1 INTRODUCTION

1.1 Historical Background

The taxation of financial instruments is not a phenomenon of the modern ages,
furthermore it has its origin at the time of the Great Depression in the United
States. “It was the longest and most severe depression ever experienced by the
industrialized Western world, sparking fundamental changes in economic institu-
tions, macroeconomic policy, and economic theory” (Romer 2016). At this time
John Maynard Keynes, one of the outstanding economists of the nineteenth and
twentieth century, claimed that it would be necessary to implement a tax on the
capital markets to stem speculations and stabilise the affected economy. (Kindler
2015, 5)

Almost 40 years later the economist James Tobin, one pendant of the Keynesian-
ism, picked up the idea of a Financial Transaction Tax (abbr. FTT) named Tobin-
Tax. His duty was to antagonize the consequences out of the disintegration of the
Bretton-Wood-Agreement. He is seen as the pioneer of the currently discussed
FTT. (Kindler 2015, 8) More details will be discussed in chapter two.

Nevertheless the topic, taxation on financial transactions, is prevailing more than
ever. Most recently, since the crisis destabilized the financial markets in 2008, new
regulations are necessary and entering the realm of public interest. This circum-
stance attracts the attention of opponents as well as proponents of the FTT, whom
try to get the general public on their side to pursue their own economic aims. Both
parties have consistent and coherent arguments, which is a showcase project for

political and economic differences.
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Figure 1. Rough timeline of the Financial Transaction Tax. (own illustration)

1.2 Significance of the Study

At least since 2008, where the crisis on the global financial markets has broken
through, the idea of the taxation on financial transactions got back into the heads
of everyone. In this way it is not remarkable, that discussions have arose not only
inside the single governments, but also between the member states of the Euro-
pean Union. Furthermore, as it is a global crisis rather than a European, the G20
summit has put the issue of implementing a tax on financial transaction to their

agenda. (Gruppe Deutsche Borse 2012, 142)

The financial system has suffered hugely through the effects of the financial crisis.
Several member states of the EU had to be rescued by government grant. This is
the reason why finding new regulations has a high level of importance. The want-
ed regulations should be usefully supplement and reinforce the current system. In
addition to that it would be necessary to generate a new source of income to
equalise the extensive deficits resulting from the crisis. Besides this the system-
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relevant banks, which are clearly emphasise as the origin of the crises, should be
held accountable. Through miscalculations in area of equity, they encouraged the
instability of the current system. To prevent the banks from bankruptcy it was ur-
gently to rescue them with an extensive state subsidy. This is why it would only be
logical to let the banks pay for the financial damage they have caused.

One of those discussed regulatory tools is the FTT. In general it is a capital trans-
fer tax, which would impose on the market participants by the government. Its
functionality is comparable with a value added tax for on or off the stock market
traded financial transactions. Normally the estimated tax rate is comparably low, in
fact the determining factor is the high sum of transactions. (Erklarung Fi-
nanztransaktionssteur 2016)

Primarily the FTT should regulate the markets in area of high frequency trading
and speculations. (Schulmeister 2011,1) However there are several different opin-
ions concerning the influences, which vary widely. This is the reason why the EU
Commission did not provide a proposal until 2008, when the financial crisis start-
ed.

To understand such a complex regulation tool, it is essential to analyse the basics
of the Tobin-Tax in the first place. As mentioned before, the actually discussed
FTT is mainly based on the idea, which James Tobin has published in 1972. It
may be possible to deduce potential influences for the economic and financial
markets by analysing it.

There is an ongoing debate whether the FTT is a sensitive regulation tool and
could lead to a more stable system or not. With this study | want to emphasise the
positives and negatives effects on the financial markets, which an implementation
could cause. In addition to that | want to discuss, if it is an appropriate solution or if
it will strengthen the actual crisis.
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1.3 Structure of the Study

The target of this paper is to name and explain possible arising impacts, as a con-
sequence of the implementation of the FTT. In order to achieve this, this paper has
to start at the beginning and goes step-by-step forward. The Theories of Keynes
(1936) and Tobin (1972) are the foundations on which the later analyses are
based. This work will put the approach of the taxation on financial transactions in
context to the historical background. Furthermore, the theory of Tobin will be ana-
lysed in detail, as it the theoretical framework of the currently discussed FTT. Ad-
vantages as well as disadvantages of this theory will be compared and lead over
to the current FTT.

The following chapter will start with some general information about the FTT and
continues with the main objectives, the EU Commission want to ensure. The pro-
posed tax rate and how the taxation should work receive its own section in this
paper. However, facts and figures about the markets and single instruments form
the basis for the later analyse. Therefore the paper will ensure a harmonious rela-
tion between text (facts) and numbers (figures) to give the reader the needed
overview. In addition to that this paper will point out the positive as well as the
negative impacts an implementation of the FTT could cause. In general, the
named impacts could only be guessed or will be derived from the impacts of the
Tobin Tax or already implemented taxes from the same kind, as something like the
FTT never has been implemented before. Chapter 4 will examine the potential in-
fluences on the market structure in particular, especially on the market of high fre-
quency trading. In the following the paper will be responsive to the practical exam-
ple of Sweden to showcase what an implementation could look like. In addition to
that and to get some professional advice there will be a interview in chapter 4.5.
The paper will maintain a balance of theoretical as well as practical work. To bring

this paper to an end, it gives ideas of improvement as well as a conclusion.
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2 THEORIES

2.1 The Theory of Keynes

In the following chapters | want to point out the connection between the idea of the
FTT and Keynes. To get a better sense of the situation at the time of Keynes, we
need to have look at the given economic circumstances in 1936.

2.1.1 Historical context

As mentioned before, Keynes came up with the idea of taxing financial transac-
tions during the time of the Great Depression. To identify the connection between
Keynes and the FTT, the following chapter will give a short overview over the his-

torical context.

The Great Depression lasted from 1929 to 1939 and looked like an ordinary re-
cession at the first sight. After the stock market crash in October 1929 the Wall
Street was led into panic, which was the start of the Great Depression. As a result
many investors tried to safe their money vainly and investments moved towards
zero. The industry slowed down their production. As a consequence of that work-
ers got fired and those who have kept their jobs had to deal with fewer wage,
which led to a decreased buying power. (History.com 2009) As you can see the

chain reaction ended up in a vicious circle.

The so-called gold standard was/is an instrument for fixing the currency exchange
rates in a network for all countries around the world, on these grounds the crisis
has spread all over the world and did not just effect the American economy. The
Great Depression has enlarged from a national crisis to a global one. (Romer
2016)



TABLE 1. Unemployment rate USA. (United States History)

Year Population Labour Force Unemployed Rate

1931 90,710,000 50,680,000 8,020,000 15.82%
1932 91,810,000 51,250,000 12,060,000 23.53%
1933 92,950,000 51,840,000 12,830,000 24.75%
1934 94,190,000 52,490,000 11,340,000 21.60%
1935 95,460,000 53,140,000 10,610,000 19.97%
1936 96,700,000 53,740,000 9,030,000 16.80%

13

As you can easily see from the table above, the unemployment rate in the US in-
creased immeasurably in only 6 years. The current unemployment rate stagnates
around 5% for the last years (United States Department of Labor 2016). Of course
you cannot compare the relative numbers of labour force and unemployed workers
from than and now, but at the height of the crisis almost one quarter of the labour
force in USA were unemployed. In other words, every fourth had no workplace and
money to live, which is incredibly high. To keep it short and sum it up, the Great
Depression caused enormous damage in all relevant sectors, in monetary as well

as humanely sight all over the world.

2.1.2 Keynes the Economist

John Meynard Keynes, born in 1883, was an English economist, politician and
mathematician. He was one of the most important economists of the nineteenth
and twentieth century and he fundamentally changed the theories and practices of
the economic and political world. (Henderson 2008)

Keynes was literally ahead of his time, which is reflected variously in his work. Due
to his views he could assemble followers as well as people whom disagree with

his theories, as he has shaken the foundations of the economy at that time.
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Very roughly speaking: his general statement was that, in times of crisis, the
economy could be regulated and strengthens by state interventions if needed. One
of those theoretical interventions was the idea of a tax on financial transactions to
stop short-term speculations and considering long-term investments. (Kindler
2008, 7) For him, the FTT was a possible instrument to regulate and rescue the

American economy and lead them out of the crisis.

TABLE 2. Selected works of Keynes. (Library of Economics and Liberty 2008)

Year Title

1913 Indian Currency and Finance

1919 The Economic Consequences of the Peace

1923 A Tract on Monetary Reform

1925 The Economic Consequences of Mr. Churchill

1930 A Treatise on Money. Vol. 1: The Pure Theory of Money
1930 A Treatise on Money. Vol. 2: The Applied Theory of Money
1936 The General Theory of Employment, Interest and Money

2.1.3 The Approach of the Financial Transaction Tax

If you want to discuss or analyse contents of the FTT, you have to mention Keynes
at the same time as Tobin. With his ideas, Keynes has presented the starting sig-
nal for a FTT. On the one hand it would cost too much time and space to present
all of Keynes theories in detail, but on the other hand it would be fatal to ignore
him. For that reason the topic in the following section will be the approach of the
FTT in Keynes’'s Magnus Opus.

In the previous chapters the origin of the FTT, in the historic and economic con-

text, was clarified. In times of global economic downturn, unemployment and fun-
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damental changes in macroeconomic theories, Keynes found a possible solution

for ending the global crisis.

“The introduction of a substantial government transfer tax on all transactions might
prove the most serviceable reform available, with a view to mitigating the predomi-
nance of speculation over enterprise in the United States.”

(Keynes 1936, 144)

The above extract from The General Theory of Employment, Interest and Money,
written by John Meynard Keynes, were the first published thoughts about a taxa-
tion on financial transactions. It was a short part at the end of his work. He sug-
gested that through the taxation on financial transactions companies would reduce
their speculations and increase their long-term investments in return. This was in

his point of view a possible solution to bring back the economy to old strength.

According to Keynes (1936, 145) he also had doubts, whether the speculations
could be a neutral or rather a positive side product of real economic processes.
Furthermore it could be the other way around, what if speculative trading at the
financial markets has the potential to effect the real economic decisions in a nega-

tive way to cause economic damage?

In addition to that Keynes has spoken about a dilemma, which could result out of
taxation. He had the apprehension that the taxation could lead to less trade vol-
ume as well as less liquidity. In other words, the instrument, which should rescue

the economy, could cause additional damage instead. (Keynes 1936, 145)

All his efforts and thoughts about supplementing and reinforcing the current eco-
nomic system petered out over time. Nevertheless, 40 years later James Tobin
picked up the theories about a Financial Transaction Tax and formed the skeletal

structure of the currently discussed FTT.
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2.2 The Theory of Tobin

In the upcoming chapters the significance of James Tobin in the context of the cur-
rently discussed FTT will be pointed out.

As already mentioned before, the theories of Tobin or in other words the Tobin Tax
(abbr. TT) could be seen as the most popular groundwork of the FTT. The idea of
Tobin was to implement a Currency Transaction Tax (abbr. CTT) to deal with the
impacts of the breakdown of the Bretton-Woods-System. This was a stabilisation
system for the most important currency rates around the world, which were held
and passed at the venue Bretton-Woods in the USA. (Patomaki 2001, 44)

Indeed the TT is known as the groundwork for the FTT in the first place, but it also
should be considered that it is just covering a small part of the whole markets. Ac-
cording to Kindler (2015, 8) the TT focused on currency trading, its associated cur-
rency rate fluctuation and the potential resulting currency rate risks. The CTT of
Tobin should particularly strengthen instable international finance flows in area of

short-term capital movements.

2.21 Speculative Currency Trading

The following chapter shows why it was necessary to think about the implementa-
tion of the TT, thus how speculative currency trading has a negative impact on the

economy.

Many different economists share the same point of view: general economic factors
(fundamental data) have a long-term impact on the currency rates, but in a short-
term perspective they are overshadowed by speculations on currency transac-
tions. Currency speculators orientate themselves towards the expectations at the
potential price developments on the market, for instance they will buy Euros in ex-
pectation of increasing prices. Those trades based on specific rumours and faulty
information is defined as noise trading. If many noise traders are located at one
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market, there will be an arising trend, on which new market participants will ac-
company, due to their lack of information. This is the so-called herding and entails
a direct influence on the currency rate. (Noise Trader Risks 2009)

Furthermore the volatility of currency rates responds to news and information from
the world economy. For example, if the head of the European Central Bank (abbr.
ECB) would publish a negative statement about the future world economy, the
speculators are going to sell their currencies at the market. This is the reason why
the currency rate would sink extensively. Also important factors for the Euro-
Currency-Rate are imports and exports. In case of decreasing exports, the curren-
cy rate will decease as well. This currency decline will be stronger than a con-
sciously brought about decline without prior speculations. This consciously caused
decline of currency rates is known as destabilise speculation. (Sperber & Sprink
2012, 178) It could be represented graphically as shown below:

c ($/€) I\
€ Supply

€ Demand

q€

FIGURE 2. Destabilised speculation (Sperber & Sprink 2012)
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In the figure above a decline in exports between Germany and USA will be shown.
Starting situation is at number 1. Let us assume that the exports from Germany to
USA decrease, so the Euro-Demand-Curve will shift to the left (2) and the curren-
cy rate $/€ will depreciate. As the logical consequence the speculators will sell
their Euro investments on the market, the offered Euro-Demand-Volume will in-
crease (3) and the depreciation gets stronger. In extreme cases those capital

drains could cause enormous damage to countries.

To showcase how fundamental data, in contrast to noise trading and herding, af-
fects the trend of prices in different time horizons, the following result of an inter-
view given by different British foreign currency traders will be evaluated. The ques-
tion was “select the single most important factor that determines exchange rate

movements in each of the three horizons listed’.

TABLE 3. Interview of British foreign currency traders. (International Journal of
Finance and Economics 2004)

Within Over
Intraday Six Months Six Months

Bandwagons effect 29.3 9.5 1
Over-Reaction to 32.8 0.7 0
news
Speculative forces 25.3 30.7 3.1
Economic 0.6 314 82.5
Fundamentals
Technical Trading 10.3 26.3 11.3
Other 1.7 1.5 2.1

From the questionnaire, it can be clearly stated, that fundamental data does not
play any role in short-term price developments. The pricing is dominated by the
described processes of noise trading (here “Over-reaction to news” and “Specula-
tive forces”) as well as herding (here “Bandwagons effect” and “Technical Trad-
ing”). The long-term perspective of the pricing process could lead to efficient pric-
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es, whereas this could not be said for the short horizon as it is overshadowed by
the high proportion of noise and herding. Especially the dominance of Speculative
forces and Technical Trading in a mid-term perspective is worrying, as the hypo-
thetical damage for the economy could be occurred before the prices will re-
orientate to the fundamental data.

2.2.2 Effects of The Tobin Tax

The destabilising effect of speculations on the currency trading market was ex-
plained in the previous chapter, thus it should be analysed what kind of effecta TT
would have on those.

Tobin was looking for an instrument to curtail speculations and the resulting cur-
rency shifts on the market. The so-called Tobin Tax should be added on all foreign
exchange swaps, which were traded on cash as well as on forward markets. The
defined assessment base for the tax-rate should be the face value of every single
transaction. Since the TT never has been established the tax-rate was just a theo-
retical proposal. The suggested rate was placed between 0.05% and 1% per
transaction. In addition to that, the TT should be mandatory for all participants on
the market, with the exception of central banks, governments and international
organisations like IMF or world banks. (Sperber & Sprink 2012, 180)

The main target was to stop the speculations and the associated currency shifts,
so that possible arising risks could be minimized. But how could an insignificant
tax-rate stop speculators? If you put a tax on every single transaction, the short-
term and unnatural procured exchange rate fluctuations were less profitable. Ac-
cording to that, a tax would increase the transaction costs for speculative invest-
ments in a way, that participants with the intent to realise profits will lose their main
target. The exchange rate fluctuations would no longer be affected by short-term
speculations, but rather by real economic factors. Tobin’s intention was to create

an instrument to stabilise currency markets, with first priority on risk minimisation.
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2.2.3 Pros and Cons of the Tobin Tax

In this part of the work the advantages and disadvantages of the TT will be speci-
fied. In the same way | want to point out the reasons, why a CTT never has been

established by now.

First of all the advantages of the TT will be addressed. Those advantages are
mainly foregrounded by so-called NGOs (Non Government Organisation). The
NGOs are critically against globalisation, since the developing countries suffer un-

der the supremacy of the leading economies in particular.

In times of globalisation and technological development, the foreign exchange
trading is increasing continuously. For example is the way how you can buy or sell
currencies an import factor. The possibility of electronic trading speeds up the
whole process, in case of reacting time to respond to increasing or decreasing
prices. These circumstances lead to enormous currency rate fluctuations, which is
the chance to make profit for the speculators. One of the most popular organisa-
tions against speculative currency trading is the, in France located, Attac. It was

established in 1997 and has many supporters across the world.

Pros of the Tobin Tax: Organisations, politicians, boards as well as economists
recommend the general idea and the implementation of a TT on the market. Pri-
marily they see the reduction of currency rate fluctuations as the main argument
for offering at least equal or possibly better safeguards for weaker economies. The
positive effect of the TT is to curtail additional and unnecessary currency rate
risks. With a tax on foreign exchange trading it would be less profitable for all mar-
ket participants to speculate. For instance, Attac especially finds fault the discrimi-
nation of developing countries in contrast to other nations. They could not keep up
with those nations, which include a “safe currency” like the USD or Euro.

Cons of the Tobin Tax: There are a lot of arguments, which speak against the TT.
that is the reason why it was not implemented until now. Especially banks and

stock markets have prevented the implementation of a tax on foreign currency
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trading so far. It might be possible that the proposed tax could lead to lesser
transactions as they will increase the costs for ever single transaction. Further-
more it could affect the volatility of the currency rate and this is a contrary effect to
the desired one. It would end up in more risks in area of foreign currency trading,
thus a decreasing amount of transactions could lead to a destabilisation of the
market. Very likely it seems to be the case that with an implementation of the TT
the amount of transactions would sink. The consequence would be a reduced of-
fer of supply and demand, which can be dealt on the market. Continuing the same
vein, the conclusion drawn form this is that the trade margin between supply and
demand would increase (Bid-Ask-Spreads), faulty information transmitted or mar-
ket maker could be dropped out.

Another counter-argument, especially one against the benefits outlined by Attac, is
the preference of investors to invest in domestic markets. If you take the hypothet-
ical case of an implemented TT, the amount of transactions on the foreign curren-
cy market would decrease with a simultaneously increase of transaction costs. In
such a scenario no one would invest in foreign markets but as listed above in do-
mestic markets. In particular it would create advantages for currency areas like
USA or the EU and not for the desired emerging markets.

Tobin himself recognised, that his idea of a CTT could not be realised in the way
he has proposed it. There are too many ways and possibilities, which could be
used by the market participants to avoid the given tax, for instance, the shifting of
capital into other markets. In general, the tax has to be established worldwide to
pretend the shifting and to be effective. Nevertheless it is self-explanatory that it
would be quite hard to achieve, because certain nations will disagree with a global
launch. The displacement to so-called offshore centres or tax haven is possible.
This would implicate more disadvantages than advantages for those nations,
which would accept a CTT on their markets. We should not only concentrate on
the regional alternatives, furthermore we should implicate alternative products, like

interest rate swaps, as well.
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To conclude, there are advantages as well as disadvantages for implementing a
CTT to stop the speculations and the associated currency shifts. However, it is
clearly that the proposed tax by James Tobin would not be useful because it would
involve to many disadvantages and workarounds. After Tobin has presented his
idea of a CTT, different economists tried to develop an improved version. Never-
theless they failed, this is the reason why a TT never has been established until

now.

2.2.4 The Transition from Tobin Tax to the Financial Transaction Tax

With his proposal, Tobin merely focused on the currency markets and its volatility.
Trough further discussions, Tobin’s ideas were transferred to other markets. This
is possible without any problems, as the currency rate represents nothing but the
price for a currency quoted in another currency. The trade-off “foreign currency for
foreign currency” at a certain price is in principle the same as the trade-off “in-

vestment for money” at a certain price.

Tobin and other economists stated that the reason for the excessive speculations
on the financial markets is to find at the low transaction costs. This would mean

that the trading volume is significantly higher than the real economy actual needs.

As already mentioned before, it is obvious that the transaction costs have been
reduced, due to the fact of progressive globalisation and technological develop-
ment. In the same time the trading volume has been increased, which could be
seen in the table below. The statistic showcases the average trading volume or
rather the daily turnover at the global foreign exchange markets in a three-year
period.
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TABLE 4. Global foreign exchange markets turnover. (Bank for International Set-
tlements 2013)

Daily Average Change
(In billions of $) (In %)

2013 5,345 34.60%
2010 3,971 19.45%
2007 3,324 71.87%
2004 1,934 56.09%
2001 1,239 - 18.86%
1998 1,527

At the same time, it should be noted that a high trade volume per se should not be
seen as harmful for the economy. Moreover, it does not mean that the markets
has disconnected from the real economy. (Honohan & Yoder 2010, 39)

The previous chapters have dealt with Tobin’s idea of a CTT. His proposal leads

us to the next topic, the currently discussed FTT.

2.3 The Currently Discussed FTT

Nowadays, a wide variety of different regulatory measures are discussed through-
out political and economic circles as well as in general public. Those are mainly
derived from the ideas of James Tobin, the so-called Tobin Tax. Some variants of
those regulatory measures have been already introduced in different markets, and
others only exist in theory. First and foremost, the persistent global financial crisis
triggered new discussions.
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2.3.1 General Information

Firstly the implementation of the FTT was suggested for the year 2014. At that
time eleven of the originally planned 27 member states of the EU wanted to estab-
lish the tax. The group named enhanced cooperation in area of financial transac-
tion tax had been Belgium, Germany, Estonia, Greek, Spain, France, Italy, Austria,
Portugal, Slovenia and Slovakia. (EU Commission 2013, 16) However, no sub-
stantial outcome has been reached up to now, this is the reason why Estonia does
not want to be a part anymore and has stopped collaboration with the other mem-
ber states in that case. The remaining ten states will pursue the original intention
until end of June 2016. (Die Welt, 2015)

The actual guideline is fundamentally based on the first proposal from 2011, which
has been designed for the whole European Union. The aim of the draft is in gen-
eral to tax all financial transactions, in which one of the transaction-involved par-
ties is at least a financial institution registered in the territory of one of the partici-
pating countries. (Kindler 2015, 10) Initially the tax should be established based on
the CTT Tobin proposed several years ago. A couple of states already had intro-
duced a stock exchange tax on their markets without success. This will be exem-
plify at some practical examples later on, for instances for Sweden. The discussed
FTT should be implemented in a wider range, but protests from banks and states,
which opposed the proposal, consistently stop the process. They want that the
concept get revised to adapt better to the current situation. Because of that the
original date of implementation could not be realised in 2014, whether they could
comply the new date in mid of 2016 is questionable and depends on different fac-
tors in particular. Current debates about deletions or modifications of contents and
furthermore planed exceptions for tax liability are increasingly becoming a major
focus. Initiated by Banks and stock markets, the commission is discussing how
and in what manner the current proposal could be improved and changed. It might
be the case that the FTT will be implemented in diluted form. In addition to that the
FTT could contain so many exemptions at time of introduction, whereby the tax
would loose its regulative effect and this is the exact opposite of what the commis-

sion originally had planned. (FAZ.net 2013)
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In the following chapters the differences between the TT and die FTT, the objec-
tives, planned spheres of action and additional important information will be point-
ed out. There will be an appropriate overview over the current situation and the
FTT itself.

2.3.2 Differences between FTT, CTT and Stock Exchange Tax

To get a better understanding and arrangement in groups there will be a short

overview on the differences between the taxes named above.

The CTT could be seen as the theoretical framework for the currently discussed
FTT, however they differ considerably in form and range. It is the same for the
stock exchange tax, which was tested by Sweden as well as Germany of its effi-
ciency. In contrast to the CTT, the FTT would not only concentrate on speculations
on foreign currencies. Related to the guidelines of the EU commission (2013, 21)
the FTT should also be valid for transactions like:

- Sell/buy of financial instruments

- Derivative contracts

- Exchange of financial instruments

- Repurchase agreements

- Security lending transactions
Here financial instruments are defined as transferable securities, money market
instruments or options, swaps and forward pricing in cases of securities and for-
eign currencies. (EU Commission 2004, 41) As it was already mentioned in a pre-

vious chapter, the CTT is exclusively focusing speculations in area of currency
trading. In contrast the stock exchange tax, which is for example already imple-
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mented in Belgium, Brazil and Greece, concentrates only on stock trading and ig-
nores derivatives completely. This is why this kind of tax has a barely impact on
speculative trading. In the past several nations tried to implement a stock ex-
change tax successfully, however they displaced it after a short time as it has
caused more damage than benefit. One of the most popular examples was the

testing in Sweden, which will be exemplified later.

To summarise, it seems that the FTT could be seen as a combination of the CTT
and the stock exchange tax. Moreover, other additional instruments will be inte-
grated in the concept of the FTT. For the EU commission a simple CTT or stock
exchange tax have not been sufficiently large to cover all-important aspects to re-
alise their objectives. For instances the FTT should also regulate the high frequen-
cy trading market, as the other two taxes could not be this effective in those areas.
(Cortez & Vogel 2012)

2.3.3 Objectives

The states, which are planning to implement a FTT, pursue a number of different
objectives. First of all they want to create a new source of income to generate
higher tax revenues. With the received money they want for instance to balance
the state budget and reduce their debts, especially those, which were caused by
the latest financial crisis. In addition to that they want to stabilise the affected fi-
nancial markets in order to create a balanced basis for the rebuild. They want to
have a closer connection between the stock markets and the real economy, as the
original idea of the stock markets was to collect money to support people, whom
have new business ideas. On this basis businesses should be founded or expand-
ed.

You cannot deny the fact that the gap between poor and rich is still widening
across and within the countries. According to the EU Poverty report from 2014
almost 25% of the EU citizens are actually experiencing poverty and social exclu-
sion. (eurostat 2016) Nevertheless 85% of the financial instruments are traded
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between financial institutions. This is why the FTT would focus primarily on the
institutions and not on the remaining 15%, which were held by the private house-
holds. For this reason the EU Commission targeted, with their proposal, a fair dis-

tribution of income and wealth.

Next to the previous objectives the EU Commission pursue the target to decrease
the high frequency trading. Jonathan Brogaar defines it as follow: “Subset of algo-
rithmic trading where a large number of small-in-size orders are sent into the mar-
ket at high speed, with round-trip execution times usually measured in millisec-
onds” (Kindler 2015, 18, according to Brogaard 2010) The speculations in area of
high frequency trading is the problem, which the EU Commission is facing. In 2014
the percentage of high frequency trading in Europe was about 43%. If we take a
closer look on the number of transactions, the percentage is at 76% and even
higher. (ESMA 2014) It is now clearer that through the high percentage the de-
crease of speculations on the high frequency trading market is of high importance

for the EU Commission.

After the crisis the affected states have adopted several different regulations, in-
cluding the discussed FTT, to dispose of the spill over effects. This implicates the
contribution to the costs of the relevant banks and stock markets. This is perceived
subjectively one of the biggest objectives the EU Commission is pursuing, as in
public perception the financial sector is solely responsible for the crisis. Taxpayer
exclusively finances the necessary rescue packages for the single financial institu-
tions, for this reason there is upraising protest from the EU citizens, as they have
to bear the cost indirectly on their own. (Kindler 2015, 36)

During the financial crisis, the single governments supported the financial sector
with a total volume of 1.6 trillion Euros. This is equal to 13% of the EU gross do-
mestic product. Especially the system relevant major banks had occupied the fi-
nancial assistance. Those banks had to be rescued by the government, otherwise
a possible collapse of the banking system would be the result. A bank, which en-
tails the collapse of the banking system, if it will get insolvent, is named “too-big-to-
fail”. It does mean, that everything will be done to rescue the stumbled bank. In
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conclusion, more than half of the monetary support was spent for financial institu-
tions located in the United Kingdom (19%), Ireland (16%) and Germany (16%).
(Kindler 2015, 37)

With those planned objectives, the proponents of the FTT are trying to lobby for
support, especially from private persons as well as from new nations, which are
currently against the implementation. However, the question still remains, whether
the FTT can fulfil the desired objectives or not? Concerning this, different opinions
exists, especially stock markets has militated against the tax. They are afraid of
the flow of capital in nations where no tax exists, whereby the trade and the econ-

omy could be critically weakened, in their own country. (Bortenlanger 2013, B9)

2.3.4 Tax-rates, Tax Revenues and Exceptions

In their guideline the EU Commission proposed the minimal tax rate for all partici-
pating countries. The EU Commission does not dictate a binding tax rate, further-
more the participating countries can individually determine the rate in one’s sole
discretion, which is already set down in written form in Article 9 of the EU Com-
mission Draft. (EU Commission 2013) In general it should be differentiated be-

tween:

A distinction will be made between transactions with derivatives contracts and
transactions without derivatives contracts. There is a minimal tax rate proposed in
both cases. On the one hand, transactions without derivative contracts should be
taxed with a minimal rate of 0.1%. The assessment basis includes all relevant
components of the single transaction. On the other hand, transactions with deriva-
tive contracts should be taxed with a minimal rate of 0.01%. In this case the as-
sessment basis is defined as the nominal amount, which exists at the time of the
transaction. The participating states are committed to set down a tax rate for both
cases, whichever they have to impose for all in the guideline defined transactions.
(EU Commission 2013, 27)
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One of the reasons why the tax rates are set up this low, is that on the one hand
the value of the effected transactions are comparably low but on the other hand
they are traded with a high frequency. Those transactions mostly incur in cases of
high frequency trading, which insist a lot of transaction with small nominal value.
The EU Commission calculates with additional receipts of 31 billion Euros if you
add the revenues of the tax on financial transactions. This is how the banks should
indirectly be involved at the cost coverage of the crisis. Besides this, the EU
Commission tries to obtain a cushioning of the high frequency trading, for what a

low tax rate is required.

The question is where should the money, which is coming from the revenues of
the tax, be invested? At the beginning of the discussion the EU Commission want-
ed embed the tax revenues in the budget of the European Union, but at once the
national finance ministers make a claim to put it in their country for their own use.
If it the case that the tax will have to be paid directly to the EU, it would be the first
of its kind. However, it is not clear yet, who will get the money and where it should
be invested.

At least we should also consider shortly the exceptions. Who will be except from
the tax? In general you can say that all transactions, which are relevant for the
states and the economy as well as typical transactions of the private households,
will not be taxed. In addition to that there will be no taxation on transactions of the
central banks of the participating countries, the ECB and the European Financial
Stability Facility. Another exception will be transactions in cases of reorganisations

or at issuances of securities.
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Germany _ 82,00%
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FIGURE 3. Consent to the FTT in selected EU countries. (Statista.com 2011)

This statistic shows the consent to the implementation of the FTT in selected EU
countries. Therefore a survey was made, in which the general public of the sur-
veyed countries has been interviewed. As you can easily see from the above
graph, 82% of the respondents in Germany have a positive attitude towards the
implementation of the FTT. The EU average is at 64%, so you can say that the
majority throughout the European Union have a positive attitude as well. In con-
trast to that, the general public of certain single countries have a reserve opinion.
For instance, Netherlands with 37% is more or less ranked towards the bottom.
The question is why some people have a positive and others a negative attitude
towards the implementation of the FTT. This is what will be shown in the following

chapter, the FTT in facts and figures.
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3 THE FTT IN NUMBERS

To examine the possible arising consequences of the implementation of the FTT
we should take a look on the different markets in particular. The data and charts
are chosen from the time when all the analyses have been made concerning the
implementation of the FTT. It gives a better overview about the situation and it is
easier to predict the consequences for these days. The following chapters will
concentrate on facts and figures about the various volumes of transactions as well
as the trade volume of the EUREX, including a short introduction of the single el-
ements.

3.1 Transaction Volume of the single instruments

50 -
Stocks and Bonds (Spot)
45
=~ = = Foreign Currencies (Spot) /
40
e - Exchange-traded derivatives
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- - OTC derivatives

World GDP =1
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-
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FIGURE 4. Global transactions of single instruments (Feuerbach 2013 according
to Schulmeister)
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The above figure shows the volume of global transactions subdivided in single in-
struments. They are differentiated in Stocks and Bonds, Foreign Currencies, Ex-
change-traded derivatives and OTC derivatives with a timeline of 1991 to 2007,
which emphasise the beginning of the world financial crisis. Nevertheless, it is im-
portant to define and explain the single instruments to get a better understanding

of what each instrument stands for.

Stocks represent a paper, which offers an ownership stake in a certain company,
in other words an equity instrument. In comparison to that, bonds just represent a
debt paper, in which the authorised issuer owes the holders a debt. The above
figure shows that the volume of transactions for those has stagnated over the
years. The value is twice as much as the world GDP and is in comparison to the

other instruments very low.

Here Currency is the money of a foreign country traded on the spot market. Deriv-
atives are divided into exchange-traded (Futures and Options) and OTC deriva-
tives. Exchange-traded derivative is a financial instrument whose value is based
on the value of another asset (Investopedia 2016). They are traded at the stock
market, which offers some important advantages compared to OTC derivatives.
OTC or in other words over the counter derivatives are not standardised financial
instruments, which are directly traded between market participants. So in compari-
son to exchange-traded derivatives they are not traded at the stock market. The
volume of those financial instruments increased extremely over the past years. In
the timeline of the graph, their highest point were set around 43 times of the world
GDP (exchange-traded derivatives) and 23 times of the world GDP (OTC deriva-
tives). The graph shows the high importance of currencies and derivatives, which
are the financial instruments mainly covered by the FTT.
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FIGURE 5. Transactions of derivatives traded at the stock market (Schulmeister
2008)

This graph represents the transactions of derivatives traded on the stock market in
contrast to the regarding GDP. For both, the German as well as the European
market, derivatives became a financial instrument with high importance over the
years. The value increased steadily over the observed period for both markets. At
the beginning the increase was more slightly and started to get larger with the in-
troduction of the EUREX. It is comparable with the developing of the values of the

single instruments, which has been shown in the figure before.

In addition to the single instruments, the situation on the different markets also
matters, especially those markets, which are relevant for the FTT. Furthermore,
the trade volume of the EUREX in time of the crisis should also be considered.
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3.2 The Global Transaction Volume
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FIGURE 6. Transaction volume on the global financial markets (Feuerbach 2013
according to Schulmeister)

The figure above shows the transaction volume on the global markets compared
to the world GDP. The timeline is set in the same way as in the graph for the sin-
gle instruments. It is grouped into cash markets, derivative markets and the total
volume. The value for the transaction on the cash markets nearly stagnates over
the whole observation period. In comparison to that, the value of the derivatives
markets increase steadily and at the end of the observation period it is several
time higher than for the cash markets. This figure represents, as well as the one
before, the high importance for derivatives and its related market for the financial

sector.

It might be reasonably assumed that the general transaction volume is decreased

during the financial crisis, especially in fields of speculations. It will be shown in the
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following table about the trade volume of the EUREX, before, during and after the

crisis.

TABLE 5. EUREX trade volume in number of contracts (Feuerbach 2013 accord-
ing to EUREX)

EUREX Trade Volume Jun 08 Nov 09 Nov 10
Total volume 197,709,869 131,908,906 158,949,064
Speculation 60% 20% 20%
118,625,921 26,381,781 31,789,813
Hedging 40% 80% 80%
79,083,948 105,527,125 127,159,251

EUREX is the short form for European Exchange and this is one of the biggest
forward markets worldwide. The registered office is in Eschborn and there were
around 2.1 billion contracts traded in 2014.

The table above clearly shows that the slump of the total number of contracts is
caused through the breakout of the financial crisis. Nevertheless, the amount re-
covers after the crisis, which is shown by the steadily increasing numbers of con-
tracts.

The trade volume of speculations decreased during the financial crisis, which is
not a surprise. The number of contracts is four times lower than before. In detail,
86,836,108 less contracts in area of speculated trading, recorded by the crisis.
However, the trade volume of hedging transactions increased comparatively
strong during that time. There were 48,075,303 more contracts in hedging transac-
tion throughout the crisis. The proportion for speculation and hedging at the total
volume switched on behalf of the hedging transactions.
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FIGURE 7. Expected burden of the FTT for repurchase agreements by duration
(Kindler 2015 according to Wyman)

Repurchase agreements are one of the most important instruments for financial
institutions to finance themselves. A repurchase agreement is a short-term finan-
cial instrument with a general term of not more than one year. Often it is even
shorter and lasts only a few days or only one night, the so-called overnight repo.
From the perspective of a seller the agreement combines the sale and the repur-
chase of the same financial instrument at once. The process is shown in appendix
1.

The figure above emphasis, that most of the tax-income would be generated by
the repos with a term of one day. Those short-term agreements are mainly seen
as speculative and this is where the FTT should intervene.
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4 POTENTIAL IMPACTS OF THE FTT

4.1 Positive Impacts

Anti-globalists are proponents of the FTT and promote the tax based on its ad-
vantages. Furthermore, several governments of the EU member states argue for
the implementation as a result and solution after the crisis. On the first sight they
emphasis that the FTT is a new source of income and could stop the risky specu-
lations on the high frequency trading market. The following chapters points out the
potential positive impacts of the FTT.

4.1.1 Additional Source of Income

On the one hand the taxation of financial transactions represents a new source of
income for those nations, which are going to implement it. On the other hand the
FTT could be used for cost-recovery in the context of the crisis. Since the crisis
has started, the average debt-GDP ratio in Europe is at 80%. Especially through
the rescue measures the quote increased about 20% during that time. (Horn & van
Treeck 2010, 3)

In addition to that the governments do not only want to create a new source of in-
come, but also want to call those who have caused the crisis to account. This is
possible as banks mostly use the affected transactions.

Whether and to which extent the revenues could harmonise the national debt level
is questionable. The table below shows the potential income subdivided into the

named above instruments based on the actual number of transactions.
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TABLE 6. Potential revenues by instruments. (EU Commission 2010)

Instrument Revenues (in billion €)
Equity trading 7,237.2

Bonds trading 13,432.7
Exchange traded derivatives 468,171.1

OTC derivatives 312,926.7

FX Spot 162,186.4

FX Swaps 225,170.7

4.1.2 Regulatory Function

Another advantage of the FTT is the possibility to regulate and stabiles the finan-
cial markets. How the FTT should do it, is described by the EU Commission (2011,

3) in four substantial points:

Improved observation on the financial markets

Increased transparency

Security for recipients of a transactions

Optimized protection for the recipients of transactions

Especially the speculative trading on the high frequency markets should be cov-
ered by the new regulation. It is often seen as the trigger for strong up- and down-
turns on the markets of foreign currencies and stocks. Those up- and downturns
should be stopped through the taxation of every single transaction, so that no prof-
it can be made at the cost of others. An improved observation on the financial
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markets has to be achieved, in order to prevent the economy from a financial cri-

Sis.

The FTT should on the one hand help the governments and the EU Commission
to regulate the markets and on the other hand it should guarantee the security of
private investors. In addition to that the FTT should increase the transparency on
the markets for everyone, especially for the private investors, as it could be difficult
for them to look behind the scenes. The traders get forced to handle the money of
their customers more sensitive, as costs accrue for them as well. (EU Commission
2013, 2)

4.1.3 Uniform Level of Taxation

In the course of the financial crisis several nations wanted to implement a tax for
the financial sector. This decision was made before the EU Commission has pub-
lished their resolution for their enhanced cooperation. (EU Commission 2013, 3)

France already implemented a tax in 2012, which cover the taxation on stock pur-
chases as well as the high frequency trading. In 2013 Italy followed the example of

France and implemented the tax as well.

The enhanced cooperation in implementing the financial transaction tax pursue the
objective to prevent investors from double- or non-taxation, as it is a possible case
at the irregularly tax collections in Europe. Italy and France would adapt their sys-
tem to the one of the EU Commission to guarantee a homogenous FTT-System.
The standardisation on the European tax basis would make it easier for the na-

tions to collect taxes as well as it would prevent investors from double-taxations.
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4.1.4 Reduction of High Frequency Trading

The current system should be stabilised by the new regulations. Especially the
reduction of speculations on the high frequency trading market is one of the main
objectives the EU Commission pursued. The planned minimal tax rate could lead
to a reduction of high frequency trading. In general the revenues of those trading
are only worth several Cents, this is why the transactions would not be profitable
anymore, if you put a tax on it. (Horn & van Treeck 2010, 2) The impacts on the
high frequency trading market and other markets will be described in a subsequent
chapter.

4.2 Negative Impacts

Banks and stock markets are against the implementation of the FTT. They try to
disprove the advantages named above with disadvantages. These include the im-
pairment of the market patterns, the liability of the customers, the miscalculation of
revenues and the outflow to other markets. Strictly speaking it might be the case
that the disadvantages outbalance the advantages.

4.2.1 Avoiding Crisis

An existing FTT could neither prevent from a crisis nor could it have a positive im-
pact on it. The latest crisis was not caused by speculations but by the miscalculat-
ed rating of financial instruments. Special emphasis should be placed on CDO
(Collateralised Debt Obligations) and CDS (Credit Default Swaps), which were
connected with mortgage loans. Either the break down of the CDO market or the

break down of the CDS market was caused by high frequency trading.

A crisis could not have been prevented, although the EU had have implemented a
FTT before. Furthermore it is more likely that an existing tax would have implicated
more risks and negative impacts on the markets. The FTT affects the real econo-
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my investments in a negative way, as the available capital would not longer be
invested optimally. Investors would switch to second-rated investments, which are
not covered by the tax. From the perspective of the market participants, a tax is an
additional cost factor in general, which reduce the profit and distorts prices.

In addition to that a FTT could not help to avoid the systematic risks. In this con-
text a systematic risk is a risk, which is caused by natural catastrophes, Inflation or
political developments. In contrast to unsystematic risks a systematic risks could
not be strewn or eased by risk diversification. As a result of it, most of the risks will

still remain.

4.2.2 Miscalculation of Tax Revenues

The EU Commission calculates with an extra income of around 30 billion Euros
from the remaining ten nations. However, it is very likely that banks and especially
traders try to bypass the taxation of their transactions by changing the market
place. It can therefore reasonably assumed that the revenues will not be as high
as calculated, which can lead to a miscalculation of the liquid funds for the single

nations.

This characteristic can be clearly recognised in France. As mentioned before the
French government implemented the taxation on financial transactions in 2012. At
that time it was calculated with an overall income of 1.6 billion Euros. According to
current forecasts the real amount accounts to 300 million Euros and is thus much
lower than predicted. Through this difference a miscalculation arises and planned
investments could not be realised in the distant future. (Bortenlanger 2013, B9)

4.2.3 Outflow of Capital

Should the tax be implemented only in the planned ten nations and not in all 27

EU member states, an outflow of capital is very likely. Traders will switch their
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market place to those nations where no tax exists. A significant example for the
outflow of capital is the attempt of Sweden in 1984. At that time Sweden had to
struggle against the drop of their trading volumes of about 85%. After seven years
they have stopped the attempt, to save whatever can be saved. This will be exem-
plified in a separate chapter.

Another important example is the actual case of France. Since they have estab-
lished their vision of the FTT, the volume of transactions decreased. This is be-
cause the market participants switched to other markets. Basis of the tax are com-
panies, which are located in France and whose shares can be dealt on the stock
exchange. The companies have to have a market capitalisation equal or superior 1
billion Euros. If it is the case, every transaction is taxed with 0.2% on the corre-
sponding value. In contrast to the decreased volume of French stocks, the trans-
action volume of non-French stocks increased during that time. (Bortenlanger
2013, B9)

The graph below shows the relative changes of exclusive stocks traded at the

French market place, to illustrate the problems outlined above.
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FIGURE 8. Relative changes of French stocks percentagewise (own illustration
according to Schmallowsky & Schmallowsky 2012)
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As it is easily to see, the transaction volume decreased after the implementation of
the tax. The traders likely switched to other market places on which their transac-
tions are not taxed. This includes regulated market places like USA or Singapore
as well as non-regulated market places, the so-called offshore markets. Those
markets are tax havens for companies as well as for private investors. Examples
for those places are Liechtenstein, Isle of Man and the Cayman Island. (Schmal-
lowsky & Schmallowsky 2012, 16)

You can transfer those outcomes easily to the planned implementation for the ten
member states of the enhance cooperation. If it is the case, the EU has to deal
with a significant loss of liquidity on the European financial markets. This would
implicate more problems, as growth declaration, complicated company financing,
and difficulties in obtaining a credit. Companies could take this opportunity to relo-
cate their companies in other countries and this would result into a changing mar-

ket structure.

4.2.4 The Contradictories to other Regulations

The FTT is contrary to other regulations like Basel 3 and the CRD IV (Capital Re-
quirements Directive IV). These agreements declare the necessity of the short-
term availability of liquid assets, which are mainly based on repos and stocks lend-
ing. As already mentioned before, the FTT should stop those deals and this is the
reason why the FTT could be seen contrary to other regulations. Basel 3 only ac-
cepts highly liquid stocks as securities but this could only be provided by a func-
tional repo and secondary market. Therefore the FTT contradicts indirectly the in-
structions of Basel 3. (Die Deutsche Kreditwirtschaft 2013, 17)

4.2.5 The Liability of the Customers

Another negative impact of the FTT could be the liability of customers. The banks

are definitely going to transfer the arising costs to their customers. In this case, the
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objective, banks should share the costs of the financial crisis, could not be
achieved. It is depending on how the money is invested, as savings books, insur-
ance contracts, consumer credits and mortgage loans are excluded from the tax.
Nevertheless, long-term saving plans could be taxed by the FTT, if they invest for
instance in funds for private old-age provision. It depends on the composition of
the fund. A fund, which is investing in stocks as well as in derivatives, will be more
taxed as a fund, which is not investing in derivatives. However, even if the banks
are not going to transfer the costs to their customers obviously, they will do it in an
indirect way by hiding them.

4.3 Impacts on the Markets

The former chapters explained the historical background of the FTT, which is
based on the theories of Keynes and Tobin. In addition to that it has been men-
tioned and analysed the theoretical framework of the currently discussed FTT and
the given market structures of the single instruments. Based on that information
the advantages and disadvantages of an implementation have been examined.
The impacts on the market structures should not be forgotten, especially on the
high frequency trading market and it should give a good overview in connection
with the former chapters.

4.3.1 Potential Changes of the Market Structure

First of all it should be divided between the money market and the credit market.
The impacts of taxation on the money market could be seen as the basis for the
impacts on the credit market. As a result of the FTT, the usual market structures in
Europe could be changed. One of the main objectives of the EU Commission is to
strengthen the Buy-and-Hold-System of market participants. It means that cus-
tomers should hold their purchased financial instruments for a longer time, compa-
rable to a long-term investment. But the usual case is that the customers invest in

short-tem instruments, which are mainly based on repos. Essential elements of the
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secondary market would switch to the primary market, through the limitations of
those financial intermediaries. In addition to that, short-term market activities will
be prevented and this would lead to a change of the market structure, which will
have a negative effect on several different areas as well. (Die Deutsche Kredit-
wirtschaft 2013)

One of those negatives impacts will also affect the money market. The named
market is a part of the financial market, on which short-term investments are trad-
ed. Especially companies and banks are often using these kinds of borrowing and
investments to ensure high liquidity. A higher liquidity of financial institutions does
mean, on the one hand more flexibility for the institutions and on the other hand an
increase in security for the market participants. Repos are popular instruments to
obtain short-term liquidity. Those transactions are subject to the same phenome-
non as the high frequency trading. Decisive factor is the frequency of turnovers
and not the nominal value of the transaction. An implemented FTT would strongly
affect this kind of instrument, as it will be taxed by it. As a consequence, it could
lead to a disturbed granting of credits and this will affect private as well as institu-
tional investors. Especially small and medium-sized enterprises would suffer from
this, because it would end up in an enormous competitive disadvantage against
those enterprises, which are not effect by the tax. (Die Deutsche Kreditwirtschaft
2014, 4)

Another important negative effect is the limitation of repos on the capital market.
Mid- and long-term investments are traded on this market. At the first sight, the
market should serve as a market place for enterprises, households and govern-
ments and can be subdivided into the primary market and secondary market. The
primary market will not be taxed, because it is responsible for the emission of new
papers and this is the reason why essential elements of the secondary market
would switch to the primary market. To guarantee a functional capital market, it is
indispensable to have a liquid and active secondary market. (Die Deutsche Kre-
ditwirschaft 2012)
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As already mentioned in the chapter 4.2.3 about the outflow of capital, an imple-
mentation of a FTT would have an effect on the economy as well. The corporate
financing is affected by the FTT, due to the decreasing liquidity on the secondary
market. The decrease leads to higher costs in cases of capital procurement, as
among these, the value and attractiveness of corporate bonds will decrease. All
this could end up in higher interests and in associated higher costs. As a result,
companies could relocate their business and the vicious circle will follow its natu-

rally.

To sum it up, it is necessary to mention the general impacts on the financial mar-
kets. The FTT could frighten investors to invest in investment funds, as most of the
transactions are taxed. They will invest in alternatives, which would not correspond
to the optimal portfolio strategy. They will try to save as much tax as possible,
what would limit the investors in their investment possibilities. Furthermore it could
lead to a competitive disadvantage for those investment companies, which are
located in nations affected by the FTT. (Die Deutsche Kreditwirtschaft 2013, 17)

The table below shows the potential decrease of the trading volume of different
instruments percentagewise. It is subdivided into low, medium and high fluctuation
of the market participants as well as into different tax rates. In general it empha-
sises that no market will be spread from the decrease as well as from the outflow
of capital. Strong changes could be realised on the market of exchange-traded

derivatives.
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TABLE 7. The potential decrease of the trading volume of different instruments
percentagewise. (Feuerbach 2013 according to Schulmeister)

0.10% 0.05% 0.01%
low me- high low me-  high low me-  high
dium dium dium
Spot
transac-
tions on
exchange
Stocks | 5% 10% 15% 3% 5% 8% 0% 0% 5%
Bonds | 3% 5% 10% 0% 3% 6% 0% 0% 3%
Exchange
traded de-
rivatives
oxcharay| 65%  75%  85% | 50% 65% 75% | 15% 25%  35%
es
OoTc| 70% 80% 90% | 60% 70% 85% | 20% 30% 40%

4.3.2 Impacts on High Frequency Trading

The following chapter examines the potential impacts on the high frequency trad-

ing market in detail. The topic high frequency trading was frequently mentioned in

this paper and will also be analysed besides the general market structure.

As already mentioned before, the high frequency trading market is targeted mainly

by the FTT, because it is a significant location for economical and financial busi-

nesses. The participants are afraid of the break down of the named market or at
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least of the movement to non-taxed markets, which would mean an enormous loss
of capital. For this reason we will have a closer look on positive as well as on neg-
ative impacts of high frequency trading.

High frequency trading is defined as the cumulative independent trade of financial
instruments at the stock market by high-performance computers. This special way
of trading was developed in the course of the on-going technical development and
covers 40% of the trade volume at the European and 70% of the trade volume at
the American stock markets nowadays. Thus it contributes an extensive part to the
total trade volume. Basis of calculation is the cumulative sum of the total volume of
transactions of the electronic trading system for the spot market. Nevertheless,
these kinds of high-speed transactions do not only entail advantages. Arising risks
are increased volatility and market manipulation as well as technical failures.
(Deutsche Borse 2012, 175)

In Germany the trade volume on the stock market XETRA is around 1,505.8 billion
Euros. If it comes to a reduction of the high frequency trading, through expected
lower return on investments, the trading volume on the European market places
would befall heavy losses. If you take this example and apply it for Germany, with
an average reduction of 40-50%, it would end up in a loss of around 600 billion
Euros. It is questionable if such heavy losses could be balanced by the potential

incomes.

An additional important factor, next to the financial loss, is the outflow of capital to
other markets where no tax exists. More devastating than a movement to Europe-
an markets is the movement to in transparent and less regulated OTC markets.
Hereby the stability will be negatively influenced, although the stability is one of the

main objectives the EU Commission is targeting.
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4.4 The Example of Sweden

The Swedish version of the FTT was implemented in 1984. At this time the Swe-
dish financial sector increased enormous as well as the paid salaries. This leaded
to displeasure in the general public. From their point of view, the usage of re-
sources was incommensurate with the benefit for the society. At the first step the
purchase and sale of stocks and derivatives were taxed with 0.5%, thus 1% per
round-trip. However, the prerequisite was that the transaction has to be done by a
domestic trader. At the second step in 1986 the tax-rate was increased to 2% per
round-trip. In 1987 the assessment basis for the tax was extended and the trans-
actions between traders were taxed with 1%. In 1989 the assessment basis was
extended again and fixed-interest securities were included, but in turn the exten-
sion was reversed again one year later. Nevertheless, at the beginning of 1991 the
remaining taxes were halved and at the end of 1991 the Swedish FTT was abol-
ished. (Feuerbach 2013, 55)

The reason for the swift failure of the Swedish FTT was the possibility to easily
avoid the tax. Foreign investor just had to do their transactions with non-Swedish
brokers and domestic investors just had to do their transactions on foreign mar-
kets. The outflow of capital to other markets, mainly to Great Britain and New
York, was the logical consequence. In 1991, more than 50% of the Swedish trades
have been taken place in London or New York and investors, which stayed on the
home market, have decreased the transaction frequency enormously. (Feuerbach
2013, 56)

The consequences for the market of fixed-interest securities were even more dra-
matic. The transaction volume dropped about 85%, although the tax-rate was sig-
nificantly lower. The trading with derivatives almost stopped, as the transaction
volume on the forward market decreased about 98% and options were no longer
traded. The source for this enormous drop was the possibility to obtain tax-free
substitutes. The revenues earned from the taxation were directly and totally com-
pensated by the decrease of the capital returns tax, so the net effect was practical-

ly zero. Relevant numbers are shown in the table below.
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The example of Sweden shows lasting the negative impacts of a wrongly imple-
mented FTT. Primarily, the possibility to easily avoid the tax declined the whole
guidance for the market. Because of these catastrophic experiences the Swedish
society is not ready yet to give the FTT a new chance.

TABLE 8. Tax revenues and movement of trading in Sweden. (Feuerbach 2013
according to Schulmeister)

Revenues | Revenues Trading | Trading of
of Turno- | of Turno- Annual | of Swe- Swedish
ver Tax ver Tax Transaction | Swedish dish unrestricted
on Secu- | on Secu- tax-rate Trading | stocks shares in-
rities rities volume inside side Swe-
Sweden den
In % of On equity | Executed
In % of : Average of 19 large
GDP total tax | traded per in Lon- Swedish companies
Revenues | round-trip don
1984 0.10 0.21 1% NA NA NA
1985 0.13 0.27 1% NA NA NA
1986 0.26 0.53 1% - 2% NA NA NA
1987 0.35 0.66 2% 30% NA NA
1988 0.34 0.66 2% 48% 61% 47%
1989 0.45 0.85 2% 51% 57% 42%
1990 0.43 0.81 2% 52% 56% 42%
1991 0.25 0.50 1% NA 52% 40%
1992 0.02 0.04 0% NA 56% 50%
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4.5 Interview

First of all | would like to introduce my interview partner Prof. Dr. Martin Schulz. He
is professor at the University of Applied Sciences in Aschaffenburg and has fin-
ished his PhD-Thesis in quantitative finance at the University of Augsburg. After-
wards he worked for a small subsidiary of Allianz Global Investors, which is also
located in the USA. He was responsible for asset and risk management. In 2013
he started to work as a professor at the University of Applied Sciences in Aschaf-
fenburg and teaches students in quantitative methods, statistic, math as well as

finance and investment.

How and in what extent did you get in contact with the topic “Financial
Transaction Tax”? Was it more job-related or rather out of personal interest?
Is it a topic covered by your teachings?

During my professional experience | got mainly in contact with this topic, as the
implementation of the FTT was already on the agenda in 2011. At that time the
FTT has been close to its introduction for the first time. My task was to give our
customers advice in questions of how they should handle with the upcoming FTT.
Is it sensible for the customers to change the location of their transactions? What
kind of consequences could be expected? Those are some questions | had to deal
with.

Currently the FTT is a side issue in my teaching program. So far it has been ad-

dressed marginally in seminars in form of presentations and discussions.

As you have mentioned before, you had to work intensively with the topic
FTT because of job-related issues. What kind of mediums did you use to in-
form yourself? Were the information provided directly by the EU Commis-

sion or rather in-house information?
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Both. We had the possibility to get information out of both sources. As already
mentioned | have worked for a subsidiary of the biggest insurance company in Eu-
rope, which is well connected economically as well as politically. Therefore we re-
ceived all necessary information directly and unfiltered. In addition to that we had
in-house training courses, which covered this topic over a long period of time.

In general, what is your opinion about taxation on financial transactions?
Should it be necessary to cover more financial instruments as those, which

are discussed right now?

Basically | do not support the idea of taxation on financial transactions. In my view
the government should prescind from the implementation. To understand this
opinion you have to see things through the eyes of a private investor. Those had
suffered enormously by the effects of the financial crisis. The continuing low level
of interest rates prevents the younger generations to accumulate a large fortune
through the effect of compounded interest, which was possible for nearly all former
generations. We should ask ourselves: How can young people save their retire-

ment provisions?

From my point of view, this can only be done by switching to financial instruments,
which go beyond the traditional asset classes, like savings and call accounts. In
my point of view it is necessary to give those generations, especially yours, the
possibility to set up an adequate and suitable retirement provision. This cannot be
achieved if the named transactions are high taxed. This is the reason why | per-
sonally see the FTT and capital returns taxes in general very critical. Probably this
opinion is not shared by the younger generations nowadays but in the near future
they will understand what | mean. They are forced to switch to financial instru-
ments, which are taxed by the FTT. My opinion is, and | am not the only one, that
the present-day generation has paid enough for the financial crisis. It is time to
abolish the capital return taxes or at least to prescind from the implementation of
the FTT.
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The FTT should generally cover transactions from banks and bigger compa-
nies. Do you think it is realistic, that the banks are going to transfer indirect-
ly the costs of the transactions to their costumer?

Definitely, everything else would be very surprising. My experience has shown that

banks are very creative in hiding costs.

As mentioned before, the FTT should target banks and bigger companies
and not the single costumer. The general idea was to contribute banks to the
costs of the crisis and to create a new source of income. Could it be seen as
contradictory that it is possible for the banks to transfer the costs to their

customers?

It is definitely a good development that customers are involved in the bailout of
banks. However, you should take into account that the banks are strongly inter-
connected, what could be seen extremely well in the financial crisis. This is why
costumers of other banks are going to bear bailout costs anyway.

What implications do you see for the European financial markets? Could it

lead to a breakdown or at least to an outflow to other markets?

The outflow to other markets is realistic and very acute. The percentage of tax-
rates is indeed very small, but in absolute numbers we are talking about significant
amounts of money. | am sure that several investors will not process their transac-
tions on the European financial markets anymore. Singapore is a popular region to
switch. | don’t believe that there will be a breakdown of the European financial
markets at all but they will have to handle at least with significant outflows.

One idea of the EU Commission was to keep down speculations on the high
frequency trading market. Do you think the FTT is a possible solution to
pursue this target, as Tobin had tried several years ago?
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My personal opinion is that the high frequency trading should not be seen as criti-
cal. It helps to increase market efficiency, as arbitrage opportunities. This leads to
fair prices which is the reason why even private investors benefit through high fre-

quency trading in an indirect way.

It is under discussion, that the income of the tax should be directly send to
the EU. What is in your opinion more significant? Should the tax be send to

the EU or leave it at national level?

In general a harmonisation within the EU would be more than desirable. If the
whole union benefits from the tax, the whole union should contribute.

The implementation of the FTT was planned for this year. Do you think that
this plan could be realised, even as the early attempts failed in 2011 and
20147

The due day was set down for 30.06. this year, which could not be fulfilled. | can-
not imagine that the plan would be extended to the end of this year, as no one is
missing the tax right now. The EU has by far more controversial topics on their
agenda, like the BREXIT referendum.

| have noted that you have a critical stance towards the FTT. Nevertheless,
what kind of attributes should the FTT entail, so that the implementation

would be sensitive for you?

On the first sight the FTT should be implemented globally. To eliminate the named
problems it is not enough to introduce it all over Europe — in fact a global coverage

is needed. This is why a FTT is neither sensitive nor realistic.

Throughout the financial crisis, banks are confronted with a lot of new regulations,
like Basel 3. | do not think it is necessary to restrict the markets with even more

restrictions.



95

Great Britain decided to leave the European Union. At the beginning of this
year Estonia has left the enhanced cooperation for implementing the Finan-
cial Transaction Tax. Do you think it is possible for the EU Commission to

acquire new nations to join the enhanced cooperation?

| think that the EU Commission cannot convince more nations to join the FTT initi-
ative, neither Europe-wide nor globally. In 2011 and in 2014 the EU Commission
already tried to convince the governments of potential nations but why should it
work nowadays, when it did not work at a time where the negative effects of the

financial crisis were more present than today.

Especially after the BREXIT referendum, London will leave no stone unturned to

keep attractive in the competitive field of financial markets.

4.6 Possible Improvements

Looking at the positive as well as the negative impacts of an implemented FTT,
you can easily say, that the currently discussed proposal is still far away from op-
timum. The disadvantages outbalance the advantages, leading to the assumption
that an implementation could cause more damage than benefit. But what could be

done to improve the current proposal?

First of all the impacts on the market structure should be focused. They are the
most dangerous as well as the objective with the most impact on the economy. As
it is mentioned in the previous chapters an outflow of capital and a change in the
general market structure could cause massive damage. The example of Sweden
shows lasting that a solo run of single nations could end up in a catastrophe. The
market participants will definitely try to avoid the tax by changing the market place
to non-taxed places. This is the reason why an implementation in only ten nations
is not sensitive. In general a harmonisation within the EU would be more than de-
sirable, in other words there is no getting around to implement the FTT in all 27 EU

member states. Furthermore, it would be more practical to launch the FTT on a
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global stage to ensure no outflow of capital and to create global and harmonised
basis for all market participants all around the world.

The next point, which should be discussed, is the liability of customers. The bank
will transfer the arising costs to their customers and this is contrary to the form the
EU Commission desired objectives. The EU Commission has the task to ensure
their own set objectives. They have to force the banks to more transparency to
guarantee the security for all market participants.

The proposed tax-rate and assessment base is a theoretical framework. If it is
practical and could lead to higher revenues is questionable. The possible impacts
are form theoretical nature, as a tax never has been established in such a scope
until now. It remains to be seen whether the revenues could balance the loss of

transaction volume or not.
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5 CONCLUSION

In the context of this work, the Financial Transaction Tax has been introduced,
which is based on the idea of the Tobin Tax. The advantages as well as the disad-
vantages should be pointed out, especially those which are targeting the financial
markets. Therefore, the ideas of Keynes and Tobin have been examined to set up
the groundwork for the subsequent analysis. In spite of its popularity, it was made
clear that the FTT includes some significant risks, which could unravel the good
intentions of the EU Commission. This is the reason why this work pointed out the
positive and negative impacts of the FTT, especially those on the financial mar-
kets, to ensure a logical prediction of potential consequences.

It was emphasised that on the one hand the FTT is seen as a new source of in-
come from which the EU Commission is expecting high revenues. However, on
the other hand it is not clear if the arising revenues could balance the potential
loss of transaction volume. It is possible that the net effect will go towards zero, or
in the worst case it will become negative. Based on those unpredictable results,
this work identified the possibility of miscalculations in the field of liquid funds.

In addition to that, this work has covered the outflow of capital to other markets,
which will be not affected by the FTT. It would not be surprising if the market par-
ticipants were going to invest in non-affected markets to avoid the tax and save
money. This part of the work includes the impacts and changes of the current
market structure. It showed the real economic consequences, which could result
out of the changed market structure. It has been outlined that not only the gov-
ernments are affected but also banks, companies as well as private investors.

Every single market participant would suffer through the changes.

The Swedish attempt showed significantly the negative consequences of a wrong-
ly implemented tax with a not harmonised tax base. This practical example and the
interview with a professional underlined that the implementation of the FTT would
neither be sensitive nor is it safe that the desired objectives could be achieved.
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To sum it up, it should be mentioned that the positive as well as the negative con-
sequences are mainly based on theoretical analyses. How and in what extent the
market and its participants react to the implementation are in general speculations
and experiences from former examples. Basically it could be said that the disad-
vantages are outbalancing the advantages. It is questionable, if the FTT will be
implemented in the distant future, as Estonia left the enhanced cooperation at the
beginning of this year and Great Britain voted for the BREXIT referendum. The
unsuccessfully attempts in 2011, 2014 and June 2016 underline the opinion that
the EU Commission is not yet ready to implement such a tax. It remains to be
seen, whether the EU Commission will be doing itself a favour with the implemen-
tation of the FTT in only ten EU member states. To answer the question from the
beginning: if the FTT is an appropriate solution or if it will strengthen the actual
crisis. This work has shown that an implemented FTT would on the one hand not
necessarily strengthen the crisis but on the other hand it would definitely create
new challenges the EU Commission has to face.

This work has significantly shown what potential consequences could arise out of
an implemented FTT. The achievement or better speaking the intention of this
work is to show the reader that the consequences would affect everything and
everyone. Many people falsely claim that the FTT would not affect them in the dai-
ly life. At least when the affected banks will transfer the costs of the tax to their
customers it will have an impact on them. Furthermore, the consequences for the
economy will affect the general public in a way they could not imagine yet. The
FTT is a complicated and non-transparent topic, which is examined by very few
people. This work should familiarise the reader with the FTT and allays the fear of

them to handle topics like it.

As already mentioned before this research is based on theoretical analyses of pro-
fessionals in the times when the topic of the FTT was more relevant than ever.
Those analyses are based on facts and figures, which were up-to-date at this time.
You could assume that the data themselves changed over the time but it will not
change the outcome of the potential consequences. Therefore, the validity and

reliability of this research is given nowadays and will continue to exist in the future.
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The research process extends over a long period of time as the topic is could be
seen as complicated. It was important to limit it and concentrate on certain topics,
as otherwise you could write a thesis over several hundred pages. It was quite
difficult to find adequate literature and to filter the important information out of it. If |
would write a similar research work again | would further refine the topic and re-
search base. Although | have limited the topic on influences on the European fi-
nancial markets beforehand, there a still issues which could be addressed in such
a research work. It is important to find an adequate balance between text and fig-
ures. On the one hand figures can strengthen your argumentation, but on the other
hand it could lead to an overflow of unnecessary information, which could not be
handled by the reader. This work provides a logical order of content and strength-
ens the argumentation with fitting facts and figures. All in all | would do the things
similar as it went very well for me in context of my personal working and writing

behaviour.

This work could be taken as a basis for future researches. It is a general overview
about potential influences on European financial markets by an implemented FTT.
On this basis it is possible do research in different fields. For instance it would be
beneficial to have a closer look on the single consequences and issues the FTT is
causing and facing. Therefore a closer look on the single markets and their spe-
cialised characteristics is desirable. It could be differentiated between single prod-
ucts but also between different market places. In addition to that it would be bene-
ficial to research about what would be necessary to create a harmonised tax base
Europe-wide or globally. Furthermore it would be interesting to research about an
adequate substitute for the FTT. Is it possible to find a similar regulatory tool,
which can substitute the FTT without the potential negative consequences? As
you can see there is a wide variety, which could be beneficial researched.
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APPENDICES

Appendix 1. Repurchase Agreement

Seller

sells instruments worth 2000 €

ﬁ

pays 2000 € (nominal value)

e

pays 2000 € + X (nominal value + interests)

ﬁ

Sells instruments worth 2000€

Buyer




