March 2013

Tax and regulatory briefing

Financial Transaction Tax – How
might behaviour and documentation
change?
The shape and scope of the EU Financial
Transaction Tax (FTT) is beginning to come
into focus as a result of the production of a
draft directive on 14 February (which can
be found here). While only 11 EU Member
States – Austria, Belgium, Estonia, France,
Germany, Greece, Italy, Portugal, Slovakia,
Slovenia and Spain (together, the FTT
Zone) – have signed up, it is extraterritorial in scope.
We consider how the FTT will affect banks and other
financial institutions within and outside the FTT Zone
and in particular:


which entities will be impacted;



some initial thoughts on behavioural impacts;
and



FTT is chargeable at rates to be determined by each
FTT Zone Member State but the rate must be set at
least equal to:


for transactions within (a) above, 0.1 per cent of
the price paid or, if higher, the market value of the
financial instruments; and



for transactions within (b) above, 0.01 per cent of
the notional value of the contract.

For the purposes of this briefing we have assumed
that all FTT Zone Member States introduce the FTT at
the minimum rate.
FTT only applies to a financial transaction if at least
one of the parties is a financial institution and either:


at least one of the parties is "established" in an
FTT Zone Member State (and there are extra-

which terms to include in documentation update
programmes.

territorial rules for determining whether a party is
so established); or

How does the FTT work?



the underlying financial instrument is issued by an
entity established in the FTT Zone. This limb

FTT applies to "Financial Transactions". That term
covers two sets of transactions:
(a)

purchases or sales of a wide range of

applies not just to shares and bonds but to all the
financial instruments mentioned above save that it
only includes derivative contracts which are traded
on an organised platform.

"financial instruments". That term is broadly
defined by reference to the Markets in
Financial Instruments Directive (MiFID).
Shares and bonds, money-market instruments,
units or shares in collective investment
undertakings (which includes UCITS and funds
under AIFMD) and also certain interests in
securitisations are all included. The term does
not include loans, deposits, insurance
contracts and mortgages, which are thus
outside the scope of FTT; and
(b)

the conclusion or transfer of derivative
contracts.
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In cases where an agent is involved, both the principal

attract correspondingly higher charges. That is well

and the agent will be a "party" for the purposes of that
test and the FTT more generally.

illustrated by the following example taken from the
Commission's impact assessment.

Material modifications of contracts give rise to the
same liability as entering the original contract.

Brokerage and market-making services
– the "internalisation" of spreads

Way forward
Example 1:
The 11 participating Member States have effectively
asked for the Commission to progress this form of FTT.

A Belgian and a French private household use

The current proposal is for those 11 Member States to

respectively their Belgian and French retail banks

agree unanimously the final wording of the directive

and order them to buy/sell on the Paris stock

and then produce domestic implementing legislation

exchange, in the name or for the account of the

by 30 September 2013. The FTT would then have

respective households, shares of a French joint-

effect from 1 January 2014. This seems extremely

stock company in the value of €10,000. The retail

optimistic, particularly as we understand that some

banks pass on these orders to their wholesale banks

participating Member States are considering material

and those to their brokers on the Paris stock

amendments to a number of key features of the tax.

exchange. All three (retail bank/wholesale

Moreover, while financial markets players have had to
implement French and Italian FTT systems in circa

bank/broker) intermediate only, without buying or
selling for their own account.

three-month timescales, those FTTs were significantly
simpler to implement.

Both retail banks are liable to pay the FTT due in
their country of establishment (Belgium and France

When this FTT does come into force it would replace

respectively). Neither the wholesale banks nor the

all taxes on such financial transactions in participating

brokers are liable to pay FTT. The retail banks would

Member States (except for the VAT position which

have to pay €10 each for this transaction in France

would remain unchanged). Thus the existing French

and Belgium respectively. The effective tax to be

and Italian FTT rules would be amended to bring them

paid by all actors in the whole transaction chain

fully into line with the directive. The UK, as a non-

corresponds to 0.2 per cent of the economic value of
the transaction.

participating State, would not have to abolish stamp
duty or SDRT. That means that a French bank buying
shares in a UK incorporated company would thus
potentially face both French FTT and UK SDRT.

Example 2:

This briefing looks at the proposal embodied in the
current draft directive though that is subject to change.

the shares are passed on through five successive

Take the same case as example 1, but, this time,
sales and purchase [riskless principal transactions]:
Apart from the two retail banks, who act in the

Who pays the FTT and where?

name or for the account of the respective

Where FTT applies to a transaction, each financial

households, all other participants act in their own
name and for their own account as well.

institution that is party to a trade (whether as principal
or agent) has to pay an FTT charge at the above rates.

All six financial institutions are liable to pay FTT in

This means that where there are multiple financial

France and in Belgium respectively. Both brokers

institutions as parties to a transaction, the transaction

and both wholesale banks have to pay FTT twice,

will give rise to multiple FTT charges. However, where

while the retail banks have to pay only once. The

financial institution A acts as agent for financial

brokers and wholesale banks would each have to

institution B, there is a rule providing that financial
institution A is not subject to an FTT charge.

pay €20 and the retail banks each €10. The effective
tax to be paid by all actors in the whole transaction
chain would correspond to 1.0 per cent of the

Therefore in the case where bank A sells French

economic value of the transaction.

shares to bank B, there are effectively two charges to
FTT, one on bank A and one on bank B. Thus the total
FTT cost of the transaction is 0.2 per cent.

The Commission's impact assessment seems to view
the cascade effect as a benefit insofar as it forces

There is no general relief for intermediaries or subsales. It will be appreciated that longer chains will

intermediaries to change their business model to that
of an agent (see 6.1.2 and 6.3.3).

Where the financial transaction occurs electronically,
FTT must be paid at the moment the tax becomes

Where is a financial institution
established?

chargeable. In all other cases, FTT must be paid
within three working days of the moment the tax

There is a waterfall test to determine whether a

becomes chargeable. The directive is mainly silent on

financial institution to a transaction is "established"

the practicalities of how financial institutions will

in the FTT Zone and, if so, in which Member State.

have to register for and pay FTT amounts and

The basic idea is that one works down the list below

deliberately leaves it to FTT Zone governments to

until one identifies an FTT Zone Member State. If

legislate for these mechanics. In particular, it is likely

none of the below apply, then the financial

that exchanges will be required to collect and

institution is not established in an FTT Zone Member
State.

account for taxes (even if the exchange itself is
exempt).

A financial institution shall be deemed to be
Where FTT has not been paid by the due date, each
party to the transaction (including non-financial

established in the territory of a participating Member
State if:

institutions) is jointly and severally liable for the FTT
payable by any financial institution. Member States

(a)

it has been authorised by the authorities of that
Member State to act as such, in respect of

are empowered to extend the scope of this joint and
several liability rule.

transactions covered by that authorisation;
(b)

What is a financial institution?

it is authorised or otherwise entitled to operate,
from abroad, as financial institution in regard to
the territory of that Member State, in respect of

The definition of "financial institution" is very widely

transactions covered by such authorisation or

drawn. It includes certain investment firms,
regulated markets, credit institutions, insurance and

entitlement;
(c)

reinsurance undertakings, collective investment
undertakings and their managers, pension funds and

it has its registered seat within that Member
State;

(d)

their managers, alternative investment funds and

its permanent address or usual residence is
located in that Member State;

their managers, insurance SPVs and other

(e)

it has a branch within that Member State;

undertakings carrying out certain financial activities
to a significant extent.

(f)

it is a party to a financial transaction with
another financial institution established in that
Member State pursuant to paragraphs (a), (b),

The definition of a financial institution includes an

(c), (d) or (e), or with a non-financial institution

entity carrying on the acquisition of holdings in

party established in the territory of that

undertakings where more than 50 per cent of its

Member State (and the test for establishment

annual turnover derives from the value of financial

of such an entity is broadly as one would

transactions. This would seem, therefore, to catch a
holding company when it acquires subsidiaries.

expect); and
(g)

it is a party (established anywhere in the world)

Holding companies are unlikely to have any other

to a financial transaction in a structured

significant turnover and, accordingly, there is a risk

product or financial instrument (including

that any significant purchase or subsequent sale of a

derivatives only if they are traded on an

material subsidiary would breach this test. Following

organised platform) issued within the territory
of a participating Member State.

representations, this definition has been narrowed
such that if over the three calendar years (or two
consecutive calendar years where a request has been

It is paragraph (g) above which gives effect to the

served by the holding company) preceding the

"issuance" principle and greatly extends the scope of

relevant financial transaction the holding company has

FTT. Where more than one of the conditions above is

not acquired or disposed of any subsidiaries (or

fulfilled, the first condition met when descending the

conducted other financial activities), it is deemed not
to be a financial institution.

list above determines the Member State of

In short, many holding companies seemingly fall

establishment. That will determine which State is paid
the FTT as well as which domestic rules will be
relevant.

within the definition of a financial institution (either by
virtue of sales or purchases of subsidiaries during the

Contained in the Commission's materials is some

"preceding 3 year period" or for other reasons) and we

detail on what limb (b) above is supposed to add to

expect this definition to be amended in light of further
representations from affected parties.

the above test but it is far from clear to us at present.
We await the next draft of the directive and/or the

local implementing legislation to see when this test will
drag those that would not otherwise be within FTT into
the net.

What exemptions are there?

Transaction
principal sells UKco
shares to:
a) French bank;

0.1 per cent French FTT

aim is to establish a broadly based tax. However, the

payable by UK bank.

following transactions are entirely outside the scope of

Both parties jointly and

the FTT:
primary issuances of shares or bonds;

(b)

spot FX trades (but other FX trades are
potentially in scope); and

(c)

severally liable for the
tax.
b) French private

0.1 per cent French FTT

individual;

payable by UK bank.
Both parties jointly and

trades with certain central bank entities (e.g.

severally liable for the

Member State central banks, the ECB, EFSF
etc.).
Depositaries for clearing systems should not
themselves be charged FTT but that does not

tax.
c) UK broker acting on

0.1 per cent French FTT

behalf of French

payable by UK bank.

individual;

0.1 per cent French FTT
payable by UK broker.

exempt those dealing with the depositary or clearing

All three parties jointly

system.
There are no intra-group exemptions except in the
context of group restructurings where the exemption
for "restructuring operations" could apply. In other
cases, intra-group transfers or derivatives (e.g.
internal hedges) will fire off FTT charges where all the
conditions above are met. That may well cause issues
for financial groups. It may not be a problem for nonfinancial groups so long as the exemption for holding

0.1 per cent French FTT
payable by French bank.

There are relatively few exemptions as the oft-stated

(a)

FTT position

1) UK bank acting as

and severally liable for
the above.
d) US bank acting from

No FTT.

New York on its own
account or for a client
outside the FTT Zone.
If the facts were as in the table above, save only that
the shares sold were shares in a German company,

companies works as hoped.

the only answer that would change is (d). There, each

Finally, a person liable to pay FTT who proves to, we

FTT. Note that it is still the French authorities to whom

assume, the relevant FTT Zone tax authority that
there is no link between the economic substance of
the transaction and the territory of any participating
Member State is not liable to FTT. It is entirely unclear
when that could apply and it is not considered further
in this briefing.

Cash equity trading
What does that mean for a cash equities trading
desk?
First, there is no FTT payable on any issue of shares
by any entity.
For acquisitions on the secondary market, the position
depends on where the bank is incorporated.
UK incorporated bank
Take the simple case of a bank incorporated in the UK
acting out of its London office (UK bank). What trades
will be subject to FTT?

bank would be required to pay 0.1 per cent German
the FTT would be payable in cases (a) – (c) above
(rather than the German authorities).
If the facts were as in the table above, save only that
UK bank was acting on behalf of an entity established
outside the FTT Zone, again the answers would not
change.
If the facts were as in the table above, save only that
UK bank was acting on behalf of an Italian financial
institution, again, answer (d) would change; in this
case each bank would have to pay 0.1 per cent Italian
FTT. The total amounts of tax under (a) – (c) above
would not change, however it is not entirely clear
which amounts are owed to the French authorities and
which to the Italian authorities.
Subject to the anti-abuse rules discussed below,
parties may want to consider whether total return
swaps are more efficient in certain cases.
In each case where UKco shares are sold, 0.5 per cent
UK SDRT will also be due from the buyer.

FTT Zone incorporated bank acting from its head
office

Taxonomy of financial institutions (FI)
acting on their own account

Now consider an Italian incorporated bank acting out
of its Milan office (Italian bank). What trades will be
subject to FTT?
Transaction

FTT Position

1) Italian bank acting as
principal sells UKco
shares to:
a) French bank;

0.1 per cent French FTT
payable by French bank.
0.1 per cent Italian FTT
payable by Italian bank.
Both parties jointly and
severally liable for the
tax.

b) French private

0.1 per cent Italian FTT

individual;

payable by Italian bank.

Type of FI

Pays FTT on

Non-FTT Zone

(1) transactions in financial

incorporated FI

instruments and the entry or

(when not acting

material modification of

through an FTT

derivative contracts (whether

Zone branch)

traded on an organised
platform or OTC) where the

(e.g. UK bank

counterparty is treated as

acting through

established in the FTT Zone; or

London branch

(2) transactions in financial

or US bank

instruments (including

acting through

derivatives traded on an

Singapore

organised platform (but not

branch)

OTC derivatives)) where the
issuer of the underlying
financial instrument is

Both parties jointly and

established in the FTT Zone.

severally liable for the
tax.
c) UK broker acting on

0.1 per cent Italian FTT

behalf of French

payable by Italian bank.

individual;

0.1 per cent FTT payable

Thus, not subject to FTT on
financial transactions so long as
both the following are satisfied:
(a) the counterparty is treated

by UK broker (unclear if

as established outside the FTT

in Italy or France).

Zone; and

All three parties jointly

(b) if the transaction involves

and severally liable for

financial instruments other

the above.
d) US bank acting from

0.1 per cent Italian FTT

New York on its own

payable by Italian bank.

account or for a client

0.1 per cent Italian FTT

outside the FTT Zone.

payable by US bank.

than OTC derivatives, then the
issuer of those instruments is
treated as established outside
the FTT Zone.

Both parties jointly and

Non-FTT Zone

Transactions by the branch in

severally liable for the
tax.

incorporated FI

financial instruments and the

acting through

entry or transfer of derivative

an FTT Zone

contracts (whether traded on

branch

an organised platform or OTC)

In each case, 0.5 per cent UK SDRT payable by the
purchaser.

Bond issues and trading
The issue of bonds will not be subject to FTT.
On the bond trading side, analogous considerations
apply to those set out for equity trading above. It is
also worth noting though that Euroclear SA/NV is
incorporated in Belgium which is a Participating
Member State. Euroclear in its role as an International
Central Securities Depository (ICSD) and Central
Securities Depository (CSD) will have an FTT
exemption. However, Euroclear members will not. It
remains to be seen the extent to which this potential
advantage for Clearstream (incorporated in
Luxembourg, a non-FTT Zone state) drives behaviour.

irrespective of where the
counterparty is located.
FTT Zone

Transactions in financial

incorporated FI

instruments and the entry or
transfer of derivative contracts
(whether traded on an
organised platform or OTC)
irrespective of where the
counterparty is located.
Note this applies to all branches
of the FI, even e.g. the London
branch, but, subject to antiabuse rules, not the London
incorporated subsidiary or
affiliate of the FI.

As you would expect, where a financial institution acts
as agent, then:



It is perhaps indicative of the Commission's
approach that in their modelling in 2011 they
assumed that all repos subject to FTT would be



if the principal is established outside the FTT Zone,

replaced by (non-taxable) securitised loans (see

then the position does not change from that set
out above; and


6.2.3 of the impact assessment here).


if the principal is established inside the FTT Zone,
then FTT will be payable.

The margin maintenance rules under a buysellback documented under the GMRA take effect
by way of termination of one trade and its
replacement by a re-priced transaction. That will

What does this mean for derivatives?

potentially attract multiple FTT charges (one each
time there is a re-pricing). That may drive parties

The charge might be thought by the EU to be set at a

towards using repo (using margining) rather than

relatively low level but will lead to some major
changes. For example, there is likely to be a reduction
in the notional value of trades as parties look to
reduce the FTT costs of structures. In addition to the

buy-sellbacks.


It is currently not entirely clear whether transfers
of non-cash collateral are chargeable or not. This is
a key issue to be resolved.

charge on the derivative itself, physical settlement of a
derivative will trigger a further charge where that
settlement itself constitutes a financial transaction.

SPV transactions
Many SPV transactions (e.g. repackagings) have fairly

The FTT charge does not depend on the length of the

sensitive cashflows. There may be issues as to

term of the derivative. We may thus see more parties

whether, and if so how, any unexpected extra FTT
costs can be borne.

entering into longer term (e.g. one year) swaps with
break clauses, rather than shorter swaps and then
rolling them; the latter structure potentially triggering
charges each time the roll becomes effective.

What about corporate deals and M&A?
Where neither buyer nor seller under a vanilla M&A

At the moment, a key concern is to clarify whether

transaction is a financial institution, there is no FTT

transfers of non-cash collateral attract market value
FTT charges.

cost. That is the case whether the shares are issued

What does this mean for repo trading?

by an FTT Zone incorporated issuer or otherwise.
Where the Target is located in the Channel Islands,
Luxembourg, the UK, Ireland or the Netherlands
(which are all outside the FTT Zone), we would not

A repo as a matter of legal form comprises two legs:

generally expect FTT charges in relation to such
private M&A deals between non-FTT Zone players.




a spot sale; and
a forward repurchase contract.

First, the good news:


There is an express provision that a repo only
comprises one transaction for FTT purposes (in the



How prevalent FTT charges are on other M&A deals
may partly end up depending on where the holding
company exemption from the definition of financial
institutions ends up.

How will loan markets be impacted?

absence of which it would have been two).

Loans documented under LMA form documentation will

Where banks enter repos and the counterparty is a

not be within the scope of the FTT. Therefore entering,

Member State central bank or the ECB, EFSF or

amending, transferring or repaying such a loan will not

certain similar entities, there is no FTT payable by
either the repo buyer or the repo seller.

be chargeable to FTT. However, swaps may attract
FTT.

Now, the bad news:

Consider a borrower entering a floating rate loan
and a fixed/floating interest rate swap. The loan will



The FTT rate is the same irrespective of whether

not attract FTT but the provider of the swap is

the repo is overnight or for a year or more. Thus

almost certain to be a financial institution and thus

repos which are rolled overnight (which technically

there will, if the nexus requirements are met, be an

constitute a new trade each day) will become very

FTT charge of at least one basis point. A fixed rate

expensive. A longer term repo with an optional

loan would be economically equivalent from the

break clause would be very much less costly in FTT

borrower's perspective but would not attract that
FTT charge.

terms.

Anti-abuse



to request confirmation from the counterparty to
identify whether their identity will cause the

As the Commission itself notes, certain aspects of the

financial institution to become subject to FTT, and

tax could give rise to behavioural change in order to
reduce FTT charges. There are some behavioural
changes that the Commission would seem to welcome
– e.g. a move to traders acting as agent rather than
principal.
There is a detailed anti-abuse rule which is beyond the
scope of this briefing.

if so, where; and


to apportion and cater for the payment of FTT
costs.

What else?
The directive is relatively short. A number of points
will become clearer as the directive evolves and
domestic implementing legislation is produced by the

There is also a separate specific rule which provides

11 participating Member States. It is not impossible

that where American Depositary Receipts (or similar

that one or two more Member States may join the FTT

instruments) (ADRs) are issued "with the essential

once some of those details become clearer. It is clear,

purpose of avoiding [FTT] in the underlying security in

though, that a number of States such as the UK,
Ireland, Luxembourg and Sweden will not be joining.

a participating Member State", then the ADR will be
considered to have been issued in that Member State.

Systems

Finally, it is worth noting that the implementation of
the FTT potentially breaches a number of principles of
EU law and could be subject to challenge either from

Those banks that have had to rush to introduce

other Member States (although this would be unlikely)

systems to deal with the French FTT and Italian FTT

or by private persons/companies who are adversely

will appreciate the timing challenges that this proposal

impacted by the FTT. That is beyond the scope of this

gives rise to. However this FTT is more broadly drawn

briefing although ultimately, given the amounts
involved, that is going to be looked at quite hard.

and far more participants are going to have to deal
with this FTT.

Documentation
Financial institutions may want to think about
amending their standard form documentation:
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