EC Proposal for a Financial Transaction Tax: Analysis of “Financial Transactions”
On 28 September 2011, the European Commission adopted a proposal for a Council Directive on a common System of Financial Transaction Tax[footnoteRef:2] (FTT). In its first Article it provides that the Directive shall apply to all financial transactions, on condition that at least one party to the transaction is established in a Member State and that a financial institution established in the territory of a Member State is party to the transaction. The present paper attempts to shed some light on the issue of whether certain transactions or types of transactions typically entered into by insurance companies would be caught by the FTT; also on the level of tax that eligible transactions would be subjected to (0.1% or 0.01%)[footnoteRef:3]. [2:  COM(2011) 594 Final]  [3:  Ibid, Art.8] 


1. Definitions

Article 2 of the proposal (Definitions) provides a definition of “financial transaction” which involves, inter alia, of transactions in “financial instruments” and also of “derivatives agreements”. According to the same article, “Financial instruments” means financial instruments as defined in section C of Annex I of Directive 2004/39/EC [MiFID]….and structured products. Concerning “derivatives agreement”, reference is again made to section C of Annex I of Mifid, points 4-10 in particular. “Structured products” is also defined in the proposed Directive as tradable securities or other financial instruments offered by way of securitization as defined in Directive 2006/48/EC[footnoteRef:4]. [4:  Capital Requirements Directive, Art. 4(36): "securitisation" means a transaction or scheme, whereby the credit risk associated with an exposure or pool of exposures is tranched, having the following characteristics: (a) payments in the transaction or scheme are dependent upon the performance of the exposure or pool of exposures; and (b) the subordination of tranches determines the distribution of losses during the ongoing life of the transaction or scheme.] 


· MiFID: Section C of Annex I of Directive 2004/39/EC lists the instruments that qualify as “Financial Instruments”:

(1) Transferable securities; 
(2) Money-market instruments; 
(3) Units in collective investment undertakings;
(4) Options, futures, swaps, forward rate agreements and any other derivative contracts relating to securities,
currencies, interest rates or yields, or other derivatives instruments, financial indices or financial measures which may be settled physically or in cash;
(5) Options, futures, swaps, forward rate agreements and any other derivative contracts relating to commodities that must be settled in cash or may be settled in cash at the option of one of the parties (otherwise than by reason of a default or other termination event);
(6) Options, futures, swaps, and any other derivative contract relating to commodities that can be physically settled provided that they are traded on a regulated market and/or an MTF;
(7) Options, futures, swaps, forwards and any other derivative contracts relating to commodities, that can be physically settled not otherwise mentioned in C.6 and not being for commercial purposes, which have the characteristics of other derivative financial instruments, having regard to whether, inter alia, they are cleared and settled through recognised clearing houses or are subject to regular margin calls;
(8) Derivative instruments for the transfer of credit risk;
(9) Financial contracts for differences.
(10) Options, futures, swaps, forward rate agreements and any other derivative contracts relating to climatic variables, freight rates, emission allowances or inflation rates or other official economic statistics that must be settled in cash or may be settled in cash at the option of one of the parties (otherwise than by reason of a default or other termination event), as well as any other derivative contracts relating to assets, rights, obligations, indices and measures not otherwise mentioned in this Section, which have the characteristics of other derivative financial instruments, having regard to whether, inter alia, they are traded on a regulated market or an MTF, are cleared and settled through recognized clearing houses or are subject to regular margin calls.

· MiFID Article 4 defines “Transferable Securities” as follows:
“Transferable securities” means those classes of securities which are negotiable on the capital market, with the exception of instruments of payment, such as: 
(a) shares in companies and other securities equivalent to shares in companies, partnerships or other entities, and depositary receipts in respect of shares; 
(b) bonds or other forms of securitised debt, including depositary receipts in respect of such securities; 
(c) any other securities giving the right to acquire or sell any such transferable securities or giving rise to a cash settlement determined by reference to transferable securities, currencies, interest rates or yields, commodities or other indices or measures.

· MiFID Article 4 defines “Money-Market Instruments” (MMI)as follows:
“Money-market instruments” means those classes of instruments which are normally dealt in on the money market, such as treasury bills, certificates of deposit and commercial papers and excluding instruments of payment.

2. Money Market Instruments, Bonds, and Other Securitized debt
· Money-Market Instruments

Of particular interest is the definition of money-market instruments. This term is also defined in other EU legislation. In UCITS IV[footnoteRef:5] for instance, Article 2 defines them as “instruments normally dealt in on the money market which are liquid and have a value which can be accurately determined at any time”. This definition therefore sets 3 characteristics: a) capable of being traded, (b) Liquidity, and, (c) price transparency[footnoteRef:6]. Furthermore the EC, in a MiFID explanatory note[footnoteRef:7], stated that “It is commonly understood that MMI are liquid debt instruments that are capable of being traded. They usually mature in less than 1 year. The list of examples in MiFID is not exhaustive…” Another definition by the ECB describes them as “those classes of transferrable debt instruments which are normally traded on the money market (for example certificates of deposit, commercial paper and banker’s acceptances, treasury and local authority bills) because of the following features: i) liquidity, ii)market depth, iii)certainty in value, iv) low interest and credit risk”[footnoteRef:8]. [5:  2009/65/EC]  [6:  These were set out also in Art.3 of Commission Directive 2007/16/EC, implementing Directive 85/611/EEC.]  [7:  ID 345, at http://ec.europa.eu/yqol/index.cfm?fuseaction=domain.show&did=6]  [8:  CESR/06-005] 


According to an explanatory paper issued by the Committee of European Securities Regulators[footnoteRef:9], the category of “treasury bills” in the definition of MMI in MiFID Art.4 should be considered broadly as covering securities issued or backed by any central, regional, or local authority, a central bank of a Member State, the ECB,… (not just the US Treasury). Concerning the category of “certificates of deposit”, the paper states that it constitutes a MMI where it is a transferrable security negotiable on the capital market. Of particular interest in relation to the scope of this category is an EC’s explanatory note of 2007[footnoteRef:10]. In this note, the EC states that, [9:  Nov.2009 CESR/09-559: MiFID Complex and Non-Complex Financial Instruments for the Purposes of the Directive’s Appropriateness Requirements.]  [10:  Supra 5, ID 289] 

“A deposit is not a financial instrument as defined in MiFID, irrespective of the term or the currency in which it is denominated. This answer is based on the assumption that the question refers to a deposit per se, and not to a tradable instrument such as a certificate of deposit and on the correct qualification of the contract in question as a deposit (i.e., an alleged deposit according to which the initial capital may be lost is not a deposit for the purposes of this answer…..a floating rate of interest does not turn the deposit into a derivative contract….a deposit with an embedded derivative that has the potential of reducing the initial capital invested is a financial instrument under MiFID….mortgages and life insurance policies are not financial instruments as defined in MiFID”.

· It follows from the above that the classification of deposits depends a lot on the way the instrument is structured and documented. Although plain vanilla term deposits will not qualify as financial instruments (MMI, bonds, or derivatives), it is possible that a fixed term deposit with an embedded derivative[footnoteRef:11] (i.e, with an interest rate swap) qualifies as a financial instrument (due to the entangled derivative contract). [11:  For a description of derivative instruments, see Annex 6 of the Impact Assessment accompanying the EC proposal on OTC Derivatives, Central Counterparties, and trade Depositories  -COM(2010) 484 final. “Derivatives owe their name to the fact that their value is derived from an underlying, such as the price of a financial instrument (e.g. a share of a publicly traded company) or a commodity (e.g. oil), a market variable (e.g. a stock index or an interest rate), the occurrence of an event (e.g. a default) or something else (e.g. weather conditions)”.] 


The definition of MMI in Art.4 of MiFID also mentions “Commercial Paper” (CP). CP is defined as an unsecured promissory note [IOU] to pay a certain amount on a stated maturity date, issued in bearer form. CP enables corporations to raise short-term funds directly from end investors through their own in-house CP sales team or via arranged placing through bank dealers [provided they have good credit standing]. It is short-term in nature, with maturities ranging from overnight to one year. It is noted that, as with certificates of deposit above, if the instrument is structured/documented in such a way so as to involve a derivative instrument, then it qualifies as a derivative transaction. It is recalled that the FTT is much lower for derivative transactions than for other qualifying transactions.

· Bonds and Other Securitized Debt

Issued debt securities such as traditional plain vanilla bonds from governments/local authorities/corporate, covered bonds, subordinated bonds, etc, typically qualify as financial instruments –as transferrable securities in particular. Instruments such as credit-linked notes, convertible bonds, reverse convertible bonds, callable and puttable bonds, some asset-backed securities and generally many structured products, are securities that embed a derivative instrument[footnoteRef:12]. Determining whether a financial product is a traditional bond, a structured product (i.e bond + derivative) or a self-standing derivative, is key to the calculation of the applicable tax rate. [12:  Supra 7, p.9-13. One example is callable bonds, where the issuer has the right to redeem the bond prior to maturity, under certain conditions. This right and the conditions attached to it, are embedded on the bonds and they constitute a derivative –in the same way that rights and obligations in convertible bonds form a derivative.] 


3. Derivative Instruments and Structured Products[footnoteRef:13] [13:  Supra 9.] 


· Derivatives

It is recalled that Article 2 of the FTT proposed Directive provides that the definition of “financial instrument” consists of all the instruments listed in Section C, Annex 1 of MiFID (points 1-10), and structured products. It is noted that points 4-10 involve derivative instruments. Points 4-10 are referred to in the definition of “derivative agreement” in FTT Art.2. Art.8 FTT provides that transactions in derivatives are subject to a 00.1% FTT (on notional value). The most widely used derivatives are interest rate derivatives, such as interest rate swaps. Other widely used derivatives include credit derivatives (hedging counterparty default risk), FX derivatives (i.e, currency swaps, currency futures), equity and commodity options and futures. Due to difficulties in standardization, most derivatives are traded over the counter (OTC) by sophisticated counterparties (banks, hedge funds, etc), with little transparency. One of the most common uses of derivatives is to hedge against the price volatility of a specific financial asset, currency, or commodity such as FX, crude oil, interest rates, stocks.

· Structured Products

Article 2 also includes structured products in its definition of “Financial Instruments”. The Article defines structured products as tradable securities or other financial instruments offered by way of securitization as defined in Directive 2006/48/EC[footnoteRef:14]. The U.S SEC defines structured securities as "securities whose cash flow characteristics depend upon one or more indices or that have embedded forwards or options or securities where an investor's investment return and the issuer's payment obligations are contingent on, or highly sensitive to, changes in the value of underlying assets, indices, interest rates or cash flows."[footnoteRef:15] A simple way to put it is that a structured product is often a mix of a security and a derivative instrument. One common structured product is a note issued by a bank that guarantees the principal but its returns are contingent on the performance of an underlying, such as a stock index (say S& P 500). In this example, the structured product is a package that may consist of the following two components: a typical zero-coupon bond (with a guaranteed face value €x) and a derivative in the form of an option to purchase a certain stock or fund within a given timeframe at a certain price. [14:  Supra 2.]  [15:  SEC Rule 434 (Prospectus Delivery Requirements in Firm Commitment Underwritten Offerings of Securities for Cash)] 


Products such as asset-backed securities, mortgage-backed securities, and collateralized debt obligations are also considered as structured products. This is because the originator issues securities whose value and income payments are based (derived) on the value and cash flows of the assets that have been pooled (structured) together and perhaps even separated into tranches (mortgages, student loans, etc). In the preceding paragraph, it was mentioned that structured products are often a mix of a security and a derivative. Certain structured products such as ABS, MBS, CDOs however, may not consist of a derivative; this results in the product being considered as a simple transferrable security, such as traditional bonds. This is the case for instance with a basic MBS bond that is backed by residential real estate. Such a product is very similar to covered bonds, one key difference being that the former is off balance sheet while the latter remain on the originator’s balance sheet (and expands it)[footnoteRef:16]. It follows therefore, that this type of structured products, in their classification as transferrable securities without embedded derivatives, would be subject to the FTT for non-derivatives of 0.1%. [16:  In such a product, the MBS bond holders receive regular fixed payments that originate from the cash flows of the underlying mortgages. These payments do not oscillate with the performance of the mortgages, but carry a default risk which is greatest at the lowest tranches of the asset pool. This is the main determinant of the product being classified as a bond without an embedded derivative. ] 


4. Criteria other than the type of instrument involved 

In order for a transaction to be subject to FTT, the proposed Directive sets a number of conditions that have to be fulfilled. The conditions relating to the type/characteristics of instrument involved have already been extensively discussed above. In order to be able to conclude this paper with the provision of a table listing qualifying FTT transactions, it is essentially that we also touch upon the other main conditions that the proposal consists of. These are summarily the following:
I. At least one of the parties to a transaction must be a financial institution (bank, insurer, pension fund, UCITS, AIFM, stockbrokers, investment firms) –Arts 1&2;
II. At least one of the parties to a transaction must be established in the EU –Art.1;
III. The transaction must be a “financial transaction” as defined in Art.2;
IV. The transaction is not related to typical retail transactions between consumers or SMEs and financial institutions, except where they relate to the purchasing or selling of securities. Thus, consumer and mortgage credit, SME borrowing, credit cards, current accounts, credit transfers, contributions to  insurance contracts, etc, fall outside the scope. It is not outside the scope however where a consumer or a business trade in securities.
V. The transaction is not related to the raising of finance in primary markets (issuance of bonds or equity) –Art.1(4).

· Affected Parties and Ring-Fencing

Point IV above is of particular interest, especially as it may raise a number of questions from B2C undertakings. While it is not expressly stated in the proposal, it is a reasonable inference given the plain language of the provisions and supporting material drafted by the proposal’s author, the EC. On the latter, resort may be made to the explanatory memorandum (EM), impact assessment (IA), citizens’ summary (CS), FAQs, and the proposal presentation (PPT)[footnoteRef:17].  [17:  See EC DG Taxation and Customs, at http://ec.europa.eu/taxation_customs/taxation/other_taxes/financial_sector/index_en.htm] 

The 3 general objectives of the proposal are i) contribution of the financial sector, ii) limitation of undesired market behavior (i.e, high-frequency automatic trading with algorithms), and iii) avoidance of double taxation and distortion of competition[footnoteRef:18]. Thus the aim, as stated in the FAQ, “is to tax the financial sector, not their clients….the main taxpayers would be financial institutions operating financial transactions[footnoteRef:19] i.e, banks, investment firms,….insurance companies, stockbrokers, pension funds, UCITS, AIFM…..[financial transactions] do not include transactions typically undertaken by retail banks in their relations with private households or businesses, except when they relate to the sale or purchase of bonds or shares….all transactions in which private households or SMEs were involved would fall out of the scope of the tax [subject to private parties trading securities]. For instance house mortgages, bank borrowing by SMEs, contribution to insurance contracts would not be included. The presentation prepared by the EC (PPT) offers additional information concerning what is out of scope: [18:  SEC (2011) 1103 Final. Executive Summary of the Impact Assessment.]  [19:  While the scope is not limited to transactions where all the parties are financial institutions, the overwhelming majority of the types of transactions affected by the proposal is carried out among financial institutions –see PPT & CS.] 


Table 1: Ring-Fencing

Ring-fencing Private Households and SMEs:
􀂃 Enterprise borrowing/lending
􀂃 Mortgage loans
􀂃 Consumer credits
􀂃 Insurance contracts
􀂃 Payment transactions, etc.
Ring-fencing large and international business:
􀂃 Primary market transactions for raising capital through the issuing of shares and bonds (except for shares and units of collective investment undertakings)
􀂃 Spot currency transactions (as opposed to currency derivatives)
Ring-fencing public borrowing:
􀂃 Issuing of government bonds
􀂄 Ring-fencing monetary policy etc.:
􀂃 Transactions with ECB, Central Banks of Member States
􀂃 EFSF (not considered to be a financial institution)
􀂃 Central Counter Parties (idem)

· It follows that, for insurance undertakings in particular, transactions such as payments made or received to/by policyholders, are not affected. The same should apply to overdrafts on accounts or loans from credit institutions, although these would anyway fail to qualify as “financial transactions”. Payments made to/from insurance intermediaries/brokers should also be out of scope. 

5. Transaction Classification Table

The following table lists a number of selected transactions (or classes of transactions) and classifies them according to whether or not they are within the FTT scope and whether or not they qualify as non-derivative or derivative agreements. It is emphasized that this is not an official classification, but a result of our own above analysis and assessment. It is drafted to the best of our knowledge, but its accuracy cannot be guaranteed, especially given that a number of questions still remain unanswered. 
It is recalled that Art. 8 of the FTT proposal provides for a tax rate of 0.1% for financial transactions not related to derivatives agreements, and a rate of 0.01% for financial transactions related to derivatives agreements. We draw attention to the fact that in relation to transactions in structured products (security + derivative) it has not been  absolutely clear to us how to apply the FTT; should the transaction value be taxed at 0.01%, at 0.1%, or a mixture of the two following the disentanglement of the product’s components? It is pointed out that while in many cases such disentanglement should not be too complex and burdensome, in other cases it will be so, and the time and resources associated with it could be disproportionately large. The Commission has informed us that their intended approach for such structured products is indeed the latter –disentangling the components and then charging each component with the rate that applies to its classification[footnoteRef:20]. Given this approach, entries 20, 21, and 22 in Table 2 below relating to securities with embedded derivatives have been classified under “Derivative”, but also under “Non-Derivative”. [20:  DG Taxation and Customs, Unit C2 –Environment and other Indirect Taxes (Chef de file of FTT initiative)] 

Table 2: Transaction Classification
	Transaction
	Within Scope?
	Non-Derivative
	Derivative
	Comments

	1.  Shares  (Standard)
	YES
	✔
	
	Typical common equity in companies, public or private

	2. Privileged Shares (Standard) 
	YES
	✔
	
	Involving typical enhancements over common equity  in relation to seniority, accumulation, dividends, etc.

	3. Bonds/Bills (Standard)
	YES
	✔
	
	Typical bonds of fixed duration, coupon or not, government, municipal, or corporate, junior or senior.

	4. Deposits (Standard)
	NO
	
	
	Typical term deposits with guaranteed principal.

	5. Deposits linked to an underlying (i.e S&P 500)
	YES
	
	✔
	It is dependent on the performance of an underlying instrument, may or may not guarantee principal.

	6. Certificates of Deposit
	YES
	✔
	
	Typical money-market instrument

	7. Loans from banks
	NO
	
	
	Should be of fixed/variable rate, fixed/revolving duration, principal guaranteed.

	8. Payments by/to policyholders
	NO
	
	
	

	9. Payments by/to insurance agents/intermediaries
	NO
	
	
	

	10. Units in Funds
	YES
	✔
	
	Does not matter whether the fund is a UCITS or Alternative investment such as hedge fund, private equity, etc.

	11. Commercial Paper 
	YES
	✔
	
	Typical money-market instrument

	12. Currency (Spot)
	NO
	
	
	i.e, use Euro today to buy US Dollars.

	13. Commodity (Spot)
	NO
	
	
	

	14. Issuing-Redeeming Shares/Bonds
	NO
	
	
	Art. 1(4) FTT excludes primary market transactions

	15. Transactions with ECB, OECD, EIB, MS central Banks, etc
	NO
	
	
	Art. 1(4) FTT excludes transactions with these counterparties

	16. Overdraft
	NO
	
	
	Considered as a type of revolving credit

	17. Buy/Sell Reinsurance
	NO
	
	
	This is not a financial instrument such as a credit derivative; For the latter there is no requirement for the risk seller to have suffered any loss as a condition of the risk buyer making a payment. Nor does the risk seller need any interest in the underlying subject matter as a condition of receiving payment. A further contrasting feature relates to determining the measure of loss in respect of a risk; It is a relatively simple matter in the context of interest rates, currencies, equities and commodities. It is less so in the case of a claim in relation to a specific policy of insurance or reinsurance (i.e, fire, flood, etc).

	18. Covered Bonds

	YES
	✔
	
	The ring-fenced asset pool does not render it a derivative

	19. Asset-Backed Securities, Mortgage-Backed Securities, CDOs, etc
	YES
	✔
	
	Basic ABS, MBS, CDO bonds normally do not involve a derivative, so they are conceived as plain bonds.

	20. Structured securities that embed a derivative
	YES
	✔
	✔
	Typically a security with an embedded derivative. Must disentangle and tax each separately.

	21. Convertible Bonds
	YES
	✔
	✔
	Typically a security with an embedded derivative. Must disentangle and tax each separately.

	22. Callable/puttable Bonds
	YES
	✔
	✔
	Typically a security with an embedded derivative. Must disentangle and tax each separately.

	23. FX Derivatives 
	YES
	
	✔
	i.e, currency swaps, currency futures.

	24. Interest Rate Derivatives
	YES
	
	✔
	i.e, interest rate swaps

	25. Commodity Derivatives
	YES
	
	✔
	i.e, options and futures for grain, cocoa, gold, etc

	26. Equity Derivatives
	YES
	
	✔
	i.e, options and futures

	27. Credit Derivatives
	YES
	
	✔
	i.e, credit default swaps -CDS

	28. Financial Guarantee
	YES
	
	✔
	Provided it operates  in a similar way to a CDS

	29. Repurchase Agreement & Reverse Repurchase Agreement[footnoteRef:21] [21:  Definition in  Directive 2006/49/EC  Art.3(m)] 

	YES
	
✔
	
	Selling securities with an agreement to buy them back at a later date at sale price + repo rate. 


 



6. FTT Payment: Where, When, and by Whom 

The Table below is a graphical illustration of the provisions of the proposed Directive relating to payment of the FTT (Chapter III of proposal)[footnoteRef:22]. For instance, in the transaction involving an EU financial institution in Member State A and an EU financial institution in Member State B, the tax is payable by both in their respective countries. [22:  European Commission, DG Taxation and Customs, at http://ec.europa.eu/taxation_customs/resources/documents/taxation/other_taxes/financial_sector/ftt_proposal_en.pdf] 

[image: ]

Concerning chargeability, the FTT becomes chargeable for each financial transaction at the moment it occurs[footnoteRef:23]. The proposal requires Member States to ensure that any FTT due is paid to the tax authorities i) at the moment of chargeability in case of electronic transactions, and ii) within 3 working days from the moment of chargeability in case of non-electronic transactions[footnoteRef:24].  [23:  Supra 1, Art.4(1).]  [24:  Supra 1, Art.10(4).] 
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