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The impacts of bank taxes

LEVENTE KOVÁCS1

At a time of economic crisis, anti-bank sentiment grows, making the poli-
tical elite feel it to be just the right time to impose taxes on banks. While the
EU decision-makers were still assessing the overall impacts of a proposed EU-
wide financial transaction tax, 17 member states imposed bank taxes based on
financial transactions, profits and/or balance sheet items. This study presents
the various professional views on the imposition of bank taxes and the types
and sizes of bank taxes introduced in the various member states and their use.
It also examines the potential response of the market and, based on this, fore-
sees a drop in economic performance, aggravated by the fact that governments
typically use the revenues from these taxes to reduce their budget deficits ra-
ther than to stimulate the economy. In relation to the imposition and retention
of bank taxes, the study cautions decision-makers to exercise restraint in light
of the potential economic consequences and encourages them to take mea-
sures to stimulate the economy.

Keywords: FTT, FAT, FSC, Tobin tax, bank tax
JEL classification: H25, G10, G21, G38

Background
In the wake of the 2008 financial crisis, governments faced two

challenges. The first challenge was to stabilise the financial sector, by
regulation, as a natural tool. With this belated and intensively commu-
nicated (over)regulation governments, supervisory authorities and cent-
ral banks wanted to demonstrate their determination and commitment
to resolve the crisis. The second challenge has been related to the stabi-
lisation costs of systemically important banks. Expecting the crisis to be
short-lived, EU governments have used significant public funds to miti-
gate the impacts. Governments have been under considerable pressure
to not only collect the spent public funds from the banks (which were
declared the number one culprits for the crisis), but also to punish
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them. According to more cautious and forward looking opinions (ECB
2010) the extra revenues from these measures could be used for setting
up resolution funds, which could be used for bailing out banks in po-
tential future crises and reducing the vulnerability of less developed
countries already in the present time.

Participants in the September 2009 G-20 Summit requested the IMF
to launch a broad discussion on how the financial sector could be in-
volved in bearing the burdens undertaken by governments to reform the
banking system. In its preliminary report, issued in April and finalised
in June 2010, the IMF proposed two types of taxes (IMF 2010):

1. A Financial Stability Contribution (FSC), as a future support
source for the banking sector. The FSC would be initially levied at a flat
rate (varying by type of financial institution) and refined later to reflect
individual institutions' riskiness. However, the IMF has failed to define
the base for the contribution, which is a key issue for the institutions
affected.

2. A Financial Activities Tax (FAT), levied on the profits of financial
institutions and on certain remunerations (such as payroll costs). The
FAT could also be used as a general revenue source.

In October 2010, the European Commission put forward a proposal
for three types of taxes: an FAT (as proposed by the IMF), a Financial
Transaction Tax (FTT, also known as Tobin tax, politically popular due
to its simplicity), and a tax to be levied on banks' balance sheets. In
2011, the European Commission only proposed to the Council the im-
position of an FTT, while leaving the option open to initiate the imposi-
tion of the other proposed tax types at a later date.

In September 2011, the European Commission published the final
proposal for an EU Directive on an EU-wide financial transaction tax
(European Commission 2011). Pursuant to this, the new tax would
apply to all member states, with uniform tax rates: 0.1% for securities
and 0.01% for derivatives agreements. If passed, the Directive should be
transposed into national law by the end of 2013 and applied from Janu-
ary 1, 2014.

Although the European Council and the ECOFIN addressed the issue
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at several of their meetings (European Council 2011, 2012), it has fallen
off the priority list due to the debt crisis and the development of the Fis-
cal Pact.

The way of implementation of the FTT as set out in the proposed
Directive has been received with a mixed response by member states.
The application of the proposed tax to a wide range of financial invest-
ment products is primarily supported by Germany and France. How-
ever, even they propose implementation in stages, where the FTT would
initially be applied to securities and bonds traded in the secondary mar-
ket and perhaps to EU licensed collective investments and then exten-
ded to other, primarily derivative products (European Council 2004) at
a later stage. Some member states, particularly the UK, are challenging
the proposed FTT and proposing alternative forms (such as an FAT) to
tax the banking sector. It has also been mooted that during the current
Commission revision of the VAT framework, the abolition of the VAT
exemption of financial services might also be considered. The potential
imposition under a common framework of the various types of bank ta-
xes and levies imposed in member states will also be examined.

Due to the diverse interests and views of the various member states,
by autumn 2012 it became clear that the further development of the Euro-
pean Commission's proposal with a view to reaching a consensus that
would allow the implementation of an EU-wide FTT within a reasonable
time was impossible. Under the EU Treaty, in certain matters, if nine mem-
ber states agree with a Directive proposed by the Commission, they may
request that the Directive is applied to them (enhanced cooperation). At
the beginning of October, ten member states filed requests for enhanced
cooperation on an FTT. The Commission submitted the relevant proposal
to the European Council on October 23. According to EU treaties such pro-
posal must be adopted by a qualified majority of the Council and receive
the consent of the European Parliament. Then, the Commission may pro-
ceed with drafting the legislation with the involvement of the participating
member states (European Commission, October 2012). On December 12
the European Parliament gave its consent to the enhanced cooperation of
the group, which meanwhile extended to eleven member states.
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History of the financial transaction tax
At the end of World War II (1944), at the Bretton Woods Monetary

and Financial Conference, the United Nations decided to remove trade
barriers and promote the free flow of capital. To achieve this, the U.S.
dollar was adopted as a key currency, to work as a substitute for gold.
The general principles for this stabilisation policy were as follows: „1. A
fixed exchange rate regime; exchange rate adjustment in the event of a
high current account deficit; 2. Financial liberalisation to promote the
development of international trade; 3. A multilateral supervision of the
currency system, 4. Development of a lending mechanism to comple-
ment (shore up) official reserves.” (Gál 2010)

Apart from its benefits, the instability factors of this system should  al-
so be mentioned. These lie in the contradictions of the currency system,
pegged to the U.S. dollar and, indirectly, to gold. A serious weakness of the
system was its vulnerability to the potential flaws of U.S. economic policy.
To keep the cross exchange rates unchanged, the countries belonging to
the system had to keep their inflation rates at the level of that in the U.S.
To overcome arising difficulties, various temporary measures were taken,
such as the introduction of an interest compensation tax on investments in
foreign securities. However, despite all efforts, the U.S. current account de-
ficit remained, and all calculations showed that the U.S. dollar was over-
valued (Hall-Taylor 2003). „Global money supply re quired the U.S. current
account to be permanently in deficit, because that ensured the required
dollar outflow, while preserving the dollar's convertibility into gold re-
quired the U.S. current deficit to stay within a reasonable limit. This
contradiction was solved with the dissolution of the Bretton Woods mone-
tary system” (Gál 2010), as the United States was not able to commit itself
to selling gold at a rate of USD 35 per ounce to maintain the purchasing
power of the dollar (Hall-Taylor 2003). „With the dissolution of the fixed
ex change rate system pegged to gold, the dollar and the rest of the other
currencies switched to a floating exchange rate system in 1973. From then
on, the dollar exchange rate was more or less regulated by the free market.”
(Gál 2010). Thus, the decisive role played by the monetary sector was ta-
ken over by the capital markets. (Vigvári 2008)
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After a stable Bretton Woods system, the floating exchange rate
system and the ever-growing importance of the capital markets carried
the risk of capital market turbulences of a magnitude for the manage-
ment of which there was no past experience. The idea of a Tobin Tax
was mooted in 1972 to reduce money and capital market volatility (Jan-
kovich 2006) and short-term speculative transactions. The Tobin Tax,
proposed by the renowned Nobel prize winner economist, to be im-
posed on currency conversion (speculative) money movements at an in-
ternationally uniform rate subject to the transaction volume, would ha-
ve been a possible tool for maintainting international money and capital
market stability.

During the economic debates, rather than its money market stabili-
sing effect, the capital market regulating function of the tax came to the
forefront. There were several attempts to introduce the Tobin Tax in
some countries. In Sweden, a Tobin Tax was imposed on shares in 1984
and on debt securities in 1989. As a result, the volume of transactions
fell dramatically; therefore, the tax was abolished in 1991. In the United
Kingdom, a Tobin Tax on the sale of UK issued securities was imposed
in 1974. This tax is in place to date. Since the tax base is narrow, its re-
venue effect is negligible. According to literature on the Tobin Tax, it
cannot be effective if applied at the individual state or community of
states level: it should be implemented on a global basis. (With today's
money and capital market mobility, national or regional transactional
taxes can be easily avoided by market players) (EBF 2012).

Critical comments on the proposed Financial Transaction Tax
In the European Commission's (2011) opinion, a Financial Transac-

tion Tax should be introduced, because:
a) it would strengthen the stability of financial markets by reducing

risky speculative (non-productive) financial transactions;
b) it would allow the recovery of public funds spent on crisis

manage ment;
c) it would serve as a basis for a mechanism to fund similar costs in

the future.
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The proposed Directive on FTT sets out the following objectives of
the FTT (European Commission 2011):

• ensuring adequate public revenues;
• ensuring a proportionate and fair contribution of the financial

sector to public finances (especially in view of the fact that with the
VAT exemption of financial services, the sector's burden is lower than
that of other sectors);

• limiting undesirable market behaviour, and thereby, stabilising
markets;

•  ensuring a level playing field in the internal market through coor-
dinated implementation at the EU level.

Concurrently, deposit guarantee schemes' funds should be reple -
ni shed, to a level to be determined at a later stage (expectedly 1%).

Although the ECOFIN is also divided over the objectives set out by
the Commission, it agrees that the financial sector should contribute
more to public finances. It also agrees that the various and diverse taxes
levied on banks in the various member states should be replaced with a
common FTT. However, there are significant differences in members'
opinions on the rest of the issues, including whether the revenues from
the common FTT should go into the EU budget. The ECOFIN is also
divided regarding the potential impacts of the FTT on the banking sec-
tor and on economic growth and the effectiveness of the FTT as a regu-
latory tool.

The European Federation, as the voice of the European banking sec-
tor, has also protested against the proposed Tobin tax, for the following
main reasons:

• The Commissions argument that financial service providers do
not have a proportionate share of the public burden because their tax
burden is lower than that of businesses in other sectors due to the VAT
exemption of financial services is unfounded. An analysis undertaken
by PwC on the issue (PwC 2011), including a review of the factors not
taken into account in the European Commission's impact study has re-
vealed that in the period between 2000 and 2007, the amount of non-
refundable VAT paid by the EU banking sector was greater than the
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VAT the sector would have paid in a non-VAT-exempt tax environ-
ment. The IMF's report (IMF 2010) has revealed that the contributions
of the banking sector in terms of other tax types are outstanding in the
developed countries of the EU. For example, the corporation tax col-
lected from the financial sector makes up 20-25% of all corporation
tax revenues. With the decline in profits of the banking sector, the
European Commission estimates this ratio to fall to 18% in 2012
(European Commission, May 2012). Since bank taxes have been levied
in a number of member states, banks can be considered overtaxed ra-
ther than undertaxed.

• Due to the globalisation of money and capital markets, the de-
sired market effects can only be achieved if the Tobin tax is introduced
on a global basis, or the transactions would shift to countries where
there is no Tobin tax (EBF 2012). Currently, global regulators are fo-
cused on the U.S. and EU financial and capital market reforms, while a
quarter of all international financial and investment transactions are
managed in the emerging markets. These countries could be the bene-
ficiaries if the FTT were not to be globally implemented: in a global
financial market, funds and transactions would flee to these less costly
markets (EBF, March 2011). The European Commission's impact study
is rather sketchy about the expected shifting effects of an FTT: it consi-
ders all trading activities as a whole, without assessing the impacts at
the product or services level. However, even this study acknowledges
that a structural rupture may occur in the money and capital markets,
with certain products and services (particularly, non-standard OTC
derivatives transactions) abandoning the EU markets, at a rate of up to
70% to 90%. The FTT may lead to the migration of low-margin, high-
volume products away from the EU. The two most damaging conse-
quences of this would be the impacts on market liquidity and on
hedg ing transactions. There is a close correlation between liquidity
and low-margin transactions and there is a concern that the migration
away of these transactions would take away the liquidity from the EU
financial markets (Csillik-Tarján 2012). Conventional hedging transac-
tions belong to this category. As an effect of the FTT, expensive, comp-
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lex and high-risk transactions would remain in the EU markets, while
the less costly products, affordable by small and medium-sized busi-
nesses and small investors, would migrate away. This may pose a
problem primarily for medium-sized exporting companies (EBF, Octo-
ber 2011). Also, according to preliminary calculations, the FTT liabili-
ties of large banks would be as high as their current profits before tax.
This would also lead to a migration away (EBF 2012). This structural
rupture would impact employment in the sector, which would adver-
sely affect economic growth (EBF, October 2011). Although the plan is
to apply both the "taxation at the place of the transaction" and the
"taxation at the place of issue" principles, this is not expected to result
in any substantive increase in revenues, if the transactions migrate
away from the EU.

• The distribution of the burden is uneven, because the transac-
tions are concentrated on certain money and capital markets. 87% of
the transactions are managed in France, Germany and the UK (in-
cluding 71% alone in the UK). Without derivatives, the concentration
is significantly lower, the top three countries are the UK (34%), Spain
(23%) and Germany (13%) (EBF, October 2011). Due to the pass-on
effect, it is unclear, who will ultimately bear the burden (EBF, March
2011). The tax is economically inefficient, as it does not distinguish
between strong and weak institutions in terms of resilience during the
crisis. Consequently, it distributes the past burdens of the crisis and
the costs of potential future crises over the entire market. However,
this "solidarity-based" fundraising may strengthen the free-rider atti-
tude of certain market players. The timing of the proposed tax is
wrong: today (after the decline during the crisis) any new tax imposed
on the banking sector would reduce lending, thus hampering econo-
mic recovery. At a time when the financial sector is overwhelmed by
an explosion of regulations, brought forth by the crisis (additional ca-
pital requirements, deposit guarantee scheme replenishment require-
ments, the costs entailed by administrative restrictions, bank taxes
and other measures), the introduction of a new tax, burdening share-
holders and/or customers, would hamper economic recovery (Csillik-
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Tarján 2009). The tax would not help in achieving the set goals.
Namely: the recovery of the public funds spent on crisis management
is questionable, due to the complexity of collecting the tax. The stabi-
lisation effect of the tax is also questionable, due to the effects dis-
cussed earlier. The best regulatory tools for ensuring market stability
are prudential regulation and the strengthening of supervision.

•  Several critiques have been raised regarding the methodology
and outcome of the Commission's impact study. According to the
European Commission's estimate, the FTT would reduce the EU GDP
by an amount ranging between 0.53% and 1.76% in the long-term. The
annual impact of this is perhaps negligible. In its subsequent analysis,
the Commission reduced this estimate to 0.28%. The sector is critical
of these calculations, as it is unclear how the shifting, market restruc-
turing and other adverse effects have been taken into account (EBF,
October 2011). It is also unclear under what assumptions the Euro-
pean Commission raised its initial revenue estimate of EUR 37 billion
(which in itself is equal to 0.3% of the current EU GDP) to EUR 57 bil-
lion. Even the previous estimate carried significant uncertainties,
since the methodology used was based on the simplified model of a
closed economy. Furthermore, it failed to take into account the tax
base erosion effect of the decrease in GDP and analyse the impacts bro-
ken down by member states, products and markets (regulated and
OTC). The estimate also failed to take into account the "cascade effect".
Out of the financial institutions involved in the transaction, only
central counterparties would be exempt from the tax (see Figure 1).

Source: Clifford Chance: Financial Transaction Tax:
Update, October 2011

Figure 1. A typical purchase of investment instruments
by a pension fund
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Bank taxes in EU member states
Members of the EU Council have been unable to agree on a com-

mon bank tax to date. Without waiting for the EU decision, 17 member
states have imposed various types and sizes of bank tax during the past
one or two years (see Table 1). While the economies of member states
are fairly similar in structure and on regional basis the levels of deve-
lopment are converging, the diversity and the varying rates of these
taxes, their rapid introduction and the lack of consultation with the na-
tional banking associations show desultory decision-making rather than a
well-thought-out decision-making process supported by impact studies.

Table 1. Bank taxes in EU member states

A bracketed tax, levied on banks' 2010 total assets less equity,
insured deposits and certain other liabilities. The tax rates are:
0% up to EUR 1 bn, 0.055% for the part of the base above EUR
1 bn and below 20 bn and 0.085% for the part above EUR 20
bn); in effect since January 1, 2011.
The tax is a general budget revenue.
A flat rate tax (0.035%), levied on banks' total assets less
equity and insured deposits; in effect since January 1, 2012.
The tax goes into the general budget.
A flat rate tax (0.08%), levied on the stock of tax-subsidised
deposits and an additional tax (0.03%-0.12%); in effect since
1997 and 2012, respectively.
The tax goes into the general budget.
A flat rate tax (0.03%), levied on total liabilities less Tier 1
capital. Adopted by the Parliament in December 2011.
The tax goes into a financial stability fund.
A flat rate tax (10.5%), levied on payroll costs (excluding pay-
roll costs of operations subject to VAT); in effect since 2011.
The tax goes into the general budget.

Austria

Belgium

Cyprus

Denmark
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A flat rate tax (0.088%), levied on total liabilities less Tier 1 ca-
pital, insured deposits and other secured and liquid liabilities;
in effect since 2011.
The tax goes into the general budget.
A stamp duty (0.5%) levied on shares purchased on the OTC
market; in effect since 1984.
The tax goes into the general budget.
A tax levied on high-value bonuses (bonuses in excess of EUR
27,500). The tax rate is 50% and the tax is deductible from the
corporation tax. The tax has been in effect since 2011.
It goes into a special fund aimed at supporting innovation in
banking.
A flat rate tax (0.25%) levied on the minimum regulatory capi-
tal required; in effect since 2011.
The tax goes into the general budget.
An FTT levied on the purchase of shares of French companies
with a market value exceeding EUR 1 billion. The tax rate is
0.2%. The tax has been in effect since August 1, 2012. The tax
goes into the general budget.
A flat rate tax (0.6%) levied on the stock of loans; in effect
since 1975.
The tax goes into the general budget.
A tax levied on total liabilities excluding Tier 1 capital and in-
sured deposits. The tax rate is 0.044% for short-term liabilities
and 0.022% for long-term liabilities. The tax rate is to be in-
creased by 10% for bonuses exceeding 25% of the base salary.
The tax has been in effect since July 1, 2011 and it goes into
the general budget.
A flat rate tax (0.036%), levied on adjusted liabilities; in effect
since January 2011.
The tax goes into a financial stability fund.

UK

France

Greece

Nether-
lands

Latvia
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Tax on interest subsidies for mortgage loans. The tax is 5% of
the interest revenues from subsidised mortgage loans. The tax
has been in effect since January 1, 2007 and it goes into the ge-
neral budget.
Tax on financial institutions. A bracketed tax levied on finan-
cial institutions' 2009 adjusted total assets. The tax rate is:
0.15% for the part of the tax base up to HUF 50 billion and
0.53% above HUF 50 billion; in effect since July 1, 2010.
The tax goes into the general budget.
A 0.2% financial transaction levy on conventional payment
transactions and 0.3% on cash payments; effective from Ja-
nuary 1, 2013. The tax goes into the general budget.
A bracketed tax, levied on total liabilities less Tier 1 capital
and non-bank deposits. (Brackets: EUR 300 Mn, EUR 10 bn,
EUR 100 bn, EUR 200 bn, EUR 300 bn; tax rates: 0.02%;
0.03%, 0.04%, 0.05%, 0.06%); in effect since January 1, 2011.
The tax goes into a financial stability fund.
A capped tax, levied on the nominal value of off-balance-
sheet derivatives. (The tax rate is 0.0003%, not to exceed 20%
of net income).
The tax goes into a financial stability fund.
A tax levied on bonuses greater than the base pay. The tax rate
is 10%, the tax has been in effect since July 2010.
The tax goes into a financial stability fund.
Tax on production activities. It increases banks' corporation
tax by 0.75%.
The tax goes into the general budget.
A flat rate tax (0.05%) levied on total liabilities less Tier 1 ca-
pital and insured deposits.
The tax goes into the general budget.
A tax levied on the nominal value of off-balance-sheet (non-
hedge) derivatives and the net value of trading derivatives.
The tax rate is 0.00015%

Hungary

Germany

Italy

Portugal
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Source: EBF Executive Committee: Report on Other Regulatory
Priorities, June 22, 2012. The table was compiled by Péter Vass

(Hungarian Banking Association)

As shown by Figure 2, the bank taxes applied in the various mem-
ber states are of three types. The most widely used one (applied in 15
countries) is a tax levied on balance sheet items. Financial Transaction
Taxes and Financial Activity Taxes are imposed in three countries, each.
Some countries apply a combination of these tax types. Two countries
(Hungary and the UK) have introduced two, France applies all three
types of taxes. The wide use of taxes on balance sheet items is probably
due to the fact that the revenues from these taxes are the easiest to plan.

The ways in which bank taxes are used vary: in some countries,
they are used to create special financial funds, in some others they are
used to maintain budget equilibrium, some countries combine the two
purposes. The use of bank taxes in the various member states is shown

An autonomous regional tax levied on deposits. The tax rate
varies between 0.3% and 0.57%. The tax has been in effect
since 2001.
The tax goes into the budgets of the autonomous regions.
A flat rate tax (0.036%), levied on total liabilities less equity
and subordinated debt.
The tax goes into a financial stability fund.
A flat rate tax (0.4%), levied on total liabilities less equity,
insured deposits and subordinated debt; in effect since Ja-
nuary 1, 2012.
A part of the tax goes into the general budget, another part
into a financial stability fund.
A tax levied on total assets less loans to non-financial compa-
nies. The tax rate is 0.1%. The tax liability may be reduced by
0.2% of the stock of loans granted to non-financial companies.
The tax has been in effect since August 2011.
The tax goes into a financial stability fund.

Spain

Sweden

Slovakia

Slovenia
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in Figure 3. The figure reveals that in those countries considered as
risky, the revenues from bank taxes are entirely used for balancing the
budget. These countries cite the severe impacts of the drawn-out econo-
mic crisis in their neighbouring countries as a reason. The less indebted
and more stable countries use the bank taxes to build financial stability
funds for the future. This is a necessity given the future economic un-
certainties and the unknown effects of the proposed new regulations.

Source: EBF Executive Committee: Report on Other Regulatory Prio-
rities, June 22, 2012. Figure edited by Márk Fenyõ

(University of Miskolc)

Figure 2. Types of bank taxes in the European Union
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Bank taxes in Hungary
Following the 2010 elections, the second Orbán government took of-

fice in a difficult economic time. However, with a strong two-thirds man-
date in Parliament, it has launched comprehensive reforms in almost all
areas, including, inter ala, waging war against overspending and debt
and giving priority to addressing the situation of foreign currency deb-
tors in distress and job creation. For these comprehensive reforms, the

Source: EBF Executive Committee: Report on Other Regulatory Prio-
rities, June 22, 2012. Figure edited by Márk Fenyõ

(University of Miskolc)

Figure 3. Use of bank taxes in the European Union
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government has used a wide range of crisis management tools (often
referred to as unorthodox), which have been followed closely by the in-
ternational organisations and a number of governments. Some politici-
ans in the EU member states (in particular, Slovakia)2 are increasingly
following these measures as examples (MTI 2012), while the rest of the
member states and the international institutions regard them as the qu-
estioning of the current European and international legal system and
models of investor protection, predictability and growth. (ECB 2010, De-
ák 2012)

Several key sectors have been hard hit by the government's mea-
sures. The biggest burden has been put on the banking sector. The first
type of bank tax (still in effect) was introduced in Hungary in 2008. This
is levied on the interest income on subsidised forint mortgage loans.
The tax rate is 5% and the revenues from this tax are around HUF 11
billion on annual basis. It follows from the type of this tax that it is paid
proportionately by banks involved in retail mortgage finance.

The second type of bank tax was introduced within the framework
of active crisis management measures in 2010. The base of this tax is
the 2009 adjusted total assets. The tax rate is 0.15% up to HUF 50 bil-
lion and 0.53% above HUF 50 billion in total assets. The revenues from
this tax are around HUF 120 billion annually. This tax, paid by all
banks, particularly adversely affects those banks focused on corporate
lending: the usual margin on corporate loans cannot bear this extra half
percent tax. In the case of start-up banks, small banks and savings co-
operatives, the impact of this tax is moderate.

The profit-reducing effects of bank taxes, the Overflow Account Fa-
cility for foreign currency debtors3 and the Early Repayment Scheme4

were immediately included by investors in the share prices of banks on

2 After Hungary, Slovakia has introduced a similar bank tax (several times higher
than the EU average).

3 Due to the low interest shown by customers, it is not the direct costs, but the in-
direct costs related to the implementation and operation of this facility that were
significant!

4 In addition to the immediate loss of several hundred billions of forints, this has
led to losing the best customer base and the profits from the best loan portfolios!
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the stock exchange, as soon as they were announced. The share prices
of OTP and FHB (both Hungarian-based listed banks) fell between 10 to
15 percent on each announcement (although the size of the fall was also
influenced by the mood of international investors). In assessing inves-
tor decisions, it should also be noted that investor confidence in the
le gal system has been shattered by the retroactive changing of laws (Ca-
pital Economics 2012, Wall Street Journal 2012).

Source: Budapest Stock Exchange

Figure 4. Changes in OTP's and FHB's share prices as
an effect of the Overflow Account Facility,

the Early Repayment Scheme and bank taxes

Bank taxes and overregulation have also adversely affected banks'
lending activity. The growth rate of banks' exchange-rate-adjusted total
assets dropped after the outbreak of the crisis. Despite its declining
trend, it had still showed growth until the extra bank tax was an-
nounced in 2010. Then, it went down into the negative range. This
trend was further aggravated by the strengthening of banks' capital re-
quirements in the EU. (Kovács 2011, 2012)
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Starting out from the idea of a Tobin-tax and the needs of the bud-
get, but also mindful of potential EU objections, the Hungarian Par-
liament passed the Act on Financial Transaction Levy in the summer of
2012. Due to the uncertainty of the expected revenues, the European
Union considered that additional steps were necessary for Hungary to
be removed from the Excessive Deficit Procedure. Therefore, the legis-
lation on the financial transaction levy was amended in the autumn of
2012. The financial transaction levy is imposed not on speculative mo-
ney and capital investments but on ordinary bank and postal payment
transactions.

The levy rate for cash transactions is 0.3%. The levy base for non-
cash transactions is quite wide and its rate is 0.2%, subject to a cap of
HUF 6000 per payment. The original plan of the government on budget
revenue was HUF 30 billion from the levy on cash transactions and
HUF 230 billion from the levy on non-cash transactions. Later on the
approved national budget included HUF 301 billion altogether. The
final burden will ultimately be determined by the cost-bearing capacity
and market plans of the individual banks. Based on banks' terms and
conditions effective as of January/February 2013, it can be seen that in
respect of the corporate sector, banks have been unable to assume the
burden. Accordingly, the transaction fees have increased. In respect of
retail customers, in the case of certain products (for example, card pay-
ments) majority of the banks have not included the levy in the fees,
while in the case of other products, the levy has been included partly or
wholly in the charges. The fastest banks have increased their fees effec-
tive January, at a maximum rate of 0.2% and 0.3%. Since in the Hunga-
rian market, fee changes occur on an ongoing basis, some of the in-
creased fees have already been reduced. The "final" fee structures are
expected to take shape by the end of March 2013. Then, it will be pos-
sible to estimate the actual proportions of burden sharing.

In the case of the financial transaction levy, the taxation purpose is
different from that of a Tobin tax. A Tobin tax is aimed at reducing spe-
culative transactions and volatility. The financial transaction levy is
aimed at raising revenues, and obviously, not at reducing financial
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transactions, although, due to its excessive size, according to experts, at
the end of the day it may have such an effect. (ECB 2012)

Source: estimation by Péter Vass, expert,
Hungarian Banking Association

Figure 5. Estimated breakdown of revenues from the
Financial Transaction Levy

In addition to bank taxes and extra burdens, banks' profits were even
more adversely affected by the deterioration of the loan portfolio due to
the crisis and the weakening of the forint and the costs entailed by over-
regulation. As a combined result of all these factors, ROE in the banking
sector fell to 1% in 2010 (Csillik 2011). The combined impact of corpo-
rate and retail loan impairments, bank taxes and the Early Repayment
Scheme was a severe negative ROE of 10.5% in 2011. Over the past two
and a half years, parent banks have carried out capital increases in their
Hungarian subsidiaries to a total value of EUR 2 billion. The 2012 GDP
figures published since reveal a worrying trend. It is clear that an over-
taxed Hungarian banking sector is unable to restart economic growth.

Response of the market
In assessing the impacts of bank taxes, one must take into account

the political and psychological factors. At a time of crisis, anti-bank sen-
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timent grows. Elevating this to the level of day-to-day politics can bring
political benefits. However, beyond a certain limit, when the response
of the market constrains the banking system, the impact reverses. Find-
ing the right limit seems to be an impossible economic policy challenge.
As any hard-to-quantify factor, keeping up and further fuelling the anti-
bank sentiment increases investor uncertainty.

First and foremost, bank taxes reduce banks' profits, which immedi-
ately impacts on dividends. Since the stock market reacts to every new
development, the size and impacts of a bank tax are immediately reflec-
ted in share prices, as also shown by Figure 4. If an adopted legislation
or its implications are different from what was earlier announced, the
market will adjust the prices. The incorporation of bank taxes in share
prices is mitigated by the fact that competition sooner or later allows
the passing on of the tax to the consumer. Passing on the tax to the con-
sumer is consistent with the law of the market.

In accordance with the process of globalisation and the free move-
ment of capital, capital moves to those places where the returns and
risks are optimal. In other words: in those places which offer higher re-
turns, investors are willing to assume higher risks, while in those places
where the expected returns are lower, investors seek lower risks. Money
moves freely in the international money and capital markets. Accor-
dingly, it can attain higher returns in those places where the charges are
lower. In other words, bank taxes crowd out the funds from overtaxing
countries. The allocation of funds during a crisis is always hectic,
which is just added to the impacts of the various bank taxes. During the
past three years, in a bank tax-burdened Hungary, corporate loans drop-
ped by 16%, while in Romania, where there is no bank tax, corporate lo-
ans rose by 11%. While this difference in the trend in lending may be
explained also by differences in the economic situations of the two
countries (debt, level of development, economic structure, etc.), it is
certain that bank taxes do play a role.

Small and medium-sized enterprises are key to the functioning of
European national economies. They are the largest employers of the
workforce and regarded by many as the engines of the economy. To sta-
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bilise and strengthen their role, they should be allowed to develop and
grow. This can be ensured through subsidies and bank loans. Bank
taxes, especially the FAT type, which are levied on total assets or certain
elements of total assets, crowd out SME loans (regarded as more risky).
The key question of SME lending is whether the company will be able
to repay the loan, that is, whether the return on investment will be
higher than the company's repayment liabilities. In today's recessionary
environment, the profit generating ability of production companies is
rather low. This means that, given the high lending rates, they should
not embark on any major investment projects. On the other side, banks
must include all charges in their interest rates, including the economic
risks of a recessionary environment and the bank taxes. Therefore, con-
sidered as relatively risky, SMEs are the first crowded out from the po-
tential borrower base.

Impact of the drop in lending on growth
In Europe, the past decades have been characterised by lending-

driven growth. Namely, the economy has grown faster when and where
banks have been able to lend more. This has given banks a privileged
role and banks have regularly demonstrated their influence. The rela-
tionship between lending and GDP, based on data for the period bet-
ween 1960 and 2008 in 19 countries (A, B, CH, D, DK, E, F, FIN, GB, GR,
H, I, IRL, N, NL, P, PL, RO, S) is shown in Figure 6: in a more developed
country, if the per capita debt is higher, GDP is higher, according to a
square root function, and, in accordance with the trend line, vice versa:
lower lending results in lower GDP.

In relation to the drop in lending, the dangers inherent in the rapi-
dity of the process should be highlighted. In case of a "normal" decrease
in lending, new investment projects can be implemented without
borrow ing, while the volume of loans already placed will keep the eco-
nomy going. In this case, a drop in GDP as a result of the lack of invest-
ment will occur with a delay.

However, if due to global financial market developments, lending
falls rapidly, then not only new investment projects are thwarted due to
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the lack of supply of loans, but loans are also withdrawn from the ope-
rating real economy. With binding contracts, this may affect not the me-
dium and long-term loans, but the short-term loans: working capital
loans, overdrafts and factoring transactions. While in the case of large
corporations these loans are regarded as efficient cash-flow manage-
ment tools, in the case of SMEs these are indispensable financial means
required for day-to-day operations.

Closing thoughts
By global comparison, the European banking sector is operating

conservatively, and as a result, safely and predictably, sticking to the
conventional and standard models. At the same time, its response to

Data source: http://www.ggdc.net/MADDISON/oriindex.htm
(Statistics on World Population, GDP and Per Capita GDP)

and http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/
EXTRESEARCH/0,,contentMDK:20696167~page

PK:64214825~piPK:64214943~theSitePK:469382,00.html
(Financial Structure Dataset). Chart edited

by Péter Csillik, Hungarian Banking Association

Figure 6. Customer loans and GDP in the European countries
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new challenges is slower and takes a more judicious process than in
some other sectors. Nevertheless, it is safe to say that the crisis has fun-
damentally changed the sector's approach to its role and its risk taking
and responsibility acceptance attitude. In the relationship system bet-
ween banks and the political elite, the political elite, after a long time,
has regained its superiority (Patai 2011). Accordingly, it implements its
ideas freely, paying less attention to the classic economic and financial
correlations, and sometimes perhaps overly influenced by short-term
political objectives. In many cases, it imposes new regulations and bank
taxes without assessing and analysing the impacts and consequences.

In the current stage of introducing financial transaction taxes by se-
veral member states controversial approaches exist on the impacts.
Cautious monitoring of the economic effects are required in each rela-
ted countries, how the budget revenues are realized, the transactions
shifted, who bear the tax at the final stage. The answers could provide
substantial information to the process of the introduction of a suprana-
tional transaction tax.

In a modern economy, the banking sector is the engine of economic
growth, and since the industrial revolution, which at that time genera-
ted enormous demand for capital, the banking sector has been the
driver of the economy. Lending keeps the economy running, economic
policy based on the creation of credit money has contributed to the
well-being of mankind for more than three centuries. The banking sec-
tor is an integral part of today's economy and is closely interdependent
with it. Accordingly, the banking sector is prepared to shoulder any bur-
den that helps the economy as a whole, or sets the economy on a new
growth path, while it protests against any extra burden that suppresses
the economy.

This was reflected in the Minutes of Understanding signed between
the Hungarian government and the Hungarian banking Association on
December 15, 2011, and the subsequent agreements, in which the par-
ties have made mutual commitments with regard to burden sharing and
promoting stability, predictability and economic growth. The Minutes
of Understanding was signed with the support of the managements of
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major European parent banks. The agreed cooperation between the go-
vernment and the banking sector, so much needed for the economy, was
upset in October 2012, when, with a view to being removed from the EU
Excessive Deficit Procedure, the government adopted an action plan,
certain elements of which meant the renunciation of the December
2011 agreement.
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