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Policymakers Have Ignored
Important Issues Underlying
Taxation of Financial Sector,
Economist Says

by Kristen A. Parillo
While the 2008 financial crisis prompted many gov-

ernments to rethink taxation of the financial sector, the
key underlying issues of whether and how taxes should
play a corrective role in deterring excessive risk taking
by banks have largely been ignored, according to
Michael Keen, deputy director of the IMF Fiscal Af-
fairs Department.

Keen, who spoke on his own behalf, shared his
thoughts on financial-sector taxation at a June 6-8 con-
ference on EU tax policy hosted by the Instituto de
Direito Económico Financeiro e Fiscal of the Univer-
sity of Lisbon School of Law. He said that while coun-
tries have adopted or proposed a variety of new taxes
on the financial sector — such as a bank tax on banks’
liabilities, taxes on financial-sector bonuses, and finan-
cial transaction taxes (FTTs) — the underlying analyti-
cal issues have received almost no attention from pub-
lic finance economists and other policymakers. (For
related coverage of the European Commission’s pro-
posal for an EU-wide FTT, see Doc 2012-13005.)

The monitoring of banks’ activities has for years
been done mainly through a regulatory approach, but
there has been little analysis of the role taxation should
have in a regulatory context — particularly whether
there is a place for corrective taxation to deal with
some of the wider social consequences of bank failures
— Keen said. When deciding whether to introduce a
tax on the financial sector, he said, a starting point
should be determining what concern the tax measure
aims to address. Keen said there are three possible
roles that tax can play in the financial sector.

One type of tax would serve as a user fee for public
services provided to financial institutions, such as the
resolution mechanisms set up by governments to facili-
tate the orderly winding down of failed financial insti-
tutions to prevent damage to the wider economy. ‘‘You

can think of this as a charge for the cost of doing re-
sponsible business,’’ Keen said. When a user fee ap-
proach is chosen, several design issues must then be
sorted out, such as whether the fees should go into a
dedicated fund or to general revenue, which financial
institutions should be subject to the fee, and what the
rate and base should be.

Another type of tax would be aimed at raising rev-
enue from the financial sector. Keen said this type of
tax ties into equity concerns that have been prominent
in the public debate on the financial crisis — that is,
that the financial sector should pay not only for the
direct costs of the public support it received, but also
for the wider social costs its failings created. Such a tax
would serve as a ‘‘polluter pays’’ charge, Keen said.

‘‘The big question then is, who do you mean by the
financial sector — the owners, the managers, the cus-
tomers?’’ Keen said. ‘‘And the other thought is that if
we’re simply looking to raise more revenue from the
financial sector, then we want to find a relatively effi-
cient form of tax. We want a tax that won’t worsen
distortions and hopefully will try to alleviate distortions
that are already there.’’

The polluter-pays argument suggests that the best
approach would be to tax rents arising in the financial
sector. An ideal measure would therefore take some
form of tax on the sum of a financial institution’s prof-
its and wages, such as the financial activities tax de-
scribed in the June 2010 report ‘‘A Fair and Substantial
Contribution by the Financial Sector,’’ prepared by the
IMF for the G-20 summit in Toronto. (For the report,
see Doc 2010-14359 or 2010 WTD 124-26.)

A third type of tax would be Pigovian — that is, it
would correct adverse externalities in the financial sec-
tor. ‘‘Certainly there is no shortage of possible
financial-sector inefficiencies and externalities,’’ Keen
said. ‘‘There are all kinds of decisions that financial
institutions make that have impact outside of the insti-
tution that they don’t take particular account of. Some
of these arise most typically from limited liability.’’

Other externalities, Keen said, are more systemic
and arise between financial institutions, such as in a
‘‘fire sale,’’ and between the financial and real (nonfi-
nancial) sectors, such as when there’s a tightening of
credit constraints on nonfinancial firms.
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When deciding on a corrective tax policy, Keen
said, one must conceptualize in terms of two broad
externalities: the failure externality (the social damage
caused by a financial institution’s unmitigated col-
lapse), and the bailout externality (distortions created
by the possibility of public support to prevent damage
caused by a financial institution’s collapse).1 The opti-
mal tax policy should address a weighted sum of those
two externalities, with the weights depending on how
likely a bailout is perceived to be, Keen said.

To reduce expected losses from the failure external-
ity, policymakers can reduce the probability of a finan-
cial institution’s failure — for example, by encouraging
banks to maintain higher capital ratios and less of a
maturity mismatch between assets and liabilities. To
reduce the social losses associated with failure, policy-
makers can improve their resolution mechanisms and
try to reduce the ‘‘systemicness’’ (that is, the ‘‘too big
to fail’’ concept) of financial institutions. ‘‘Make insti-
tutions less systemic so that when they fail there is less
fallout to the wider financial system,’’ Keen said. ‘‘The
trouble with that is that everyone is struggling to know
what ‘systemicness’ means.’’

To address the bailout externality, policymakers
must reduce the incentive for financial institutions to
take excess risks because of lower borrowing costs.
‘‘The natural thing that comes to mind is maybe try to
tax away the borrowing advantage that these institu-
tions get,’’ he said, adding that an optimal corrective
tax would discourage low capital ratios.

‘‘It would likely look nonlinear,’’ Keen said. ‘‘If a
bank has a capital ratio of 50 percent, the likelihood of
failure is very low, so the tax rate could be very low. If
the capital ratio is 4 percent, then you’re in a region
where failure is more likely, so at that point you want
the tax to be much higher.’’

How Should Tax Interact With Regulation?
Keen said a big, unresolved question is to what ex-

tent taxation of the financial sector should supplement
the regulatory approach that has historically prevailed.
He said most economists agree that climate change is
best addressed by tax measures. ‘‘So if it’s a no-brainer
that tax is the best way to deal with climate change,
what, if anything, is different about externalities from
the financial sector?’’ he said. ‘‘Why don’t we deal
with those not by having capital requirements, but by
subjecting them to some additional tax if they choose
unduly low capital ratios?’’

In shaping the proper balance between tax and regu-
latory measures, policymakers should take into account

several considerations, Keen said. One is the income
effects — taxation puts ‘‘buffers’’ in the public sector,
while regulation leaves them in the private sector.
Whether buffers are best placed in the public or private
sector depends on the nature of the shocks they are
intended to protect against. When shocks are not
strongly correlated across institutions, public buffers
can have a useful risk-pooling role. Thus, taxation can
economize on the reserves needed to deal with institu-
tional failures. That benefit disappears, however, when
shocks are strongly correlated across institutions. Taxa-
tion is therefore generally preferable when dealing with
microprudential risks, while regulation — which leaves
financial institutions better placed to respond quickly to
systemic crises — may enable a more robust response
to macroprudential concerns, Keen said.

Policymakers will also have to consider the ‘‘asym-
metric information’’ dynamic, he said, explaining that
financial institutions may differ in ways that affect the
externalities that policymakers are trying to address —
such as the riskiness of their positions or the quality of
their management — but those differences are better
known to the institutions than to policymakers. Thus,
if banks have private information that implies different
first-best capital ratios, neither a capital requirement
nor a linear tax will suffice, Keen said. But a progres-
sive tax on borrowing may be an appropriate measure,
allowing ‘‘good’’ banks to have a lower capital ratio if
they pay a large enough tax to prevent mimicking by
‘‘bad’’ banks.

Practical institutional considerations should also be
taken into account. ‘‘There is a very well-developed
international institutional structure called common
principles for bank regulation,’’ Keen said. ‘‘There’s
nothing as effective as that on the tax side. We simply
don’t cooperate on tax issues as deeply as regulators do
on regulatory issues.’’

Do Taxes Affect Banks’ Financial Decisions?
Keen said a central question is whether taxes affect

what banks do in terms of their leverage positions and
capital ratios. ‘‘Certainly there are capital require-
ments,’’ he said. ‘‘You might think banks will hold the
minimum amount, so taxes aren’t really going to affect
them. But in fact, most banks don’t go to the mini-
mum — they all want to hold buffers, typically over
the regulatory minimum.’’

That banks like to hold buffers suggests that there is
room for tax to affect how big the buffer is, Keen said,
but how much room is unclear. One theory says that
because financial institutions have capital requirements
(unlike other sectors), they are going to worry more
about violating those requirements, so they will prob-
ably be less responsive to tax than other kinds of com-
panies. Another theory says that because financial in-
stitutions have lower agency costs, the costs of holding
debt are lower for them than for nonfinancial institu-
tions.

1Because of the expectation of a bailout, the thought is that
the financial institution will be able to borrow more cheaply than
it otherwise would.
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‘‘Control issues are less important for financial insti-
tutions; that lets them hold more debt,’’ Keen said.
‘‘That would suggest that they may be more responsive
to tax than nonfinancial institutions.’’

Keen noted that he and Ruud de Mooij, a senior
economist in the Tax Policy Division of the IMF’s Fis-
cal Affairs Department, recently completed a study on
the impact of the asymmetric tax treatment of debt
and equity on bank leverage, the use of hybrid instru-
ments, and regulatory capital ratios. The study, which
looked at a sample of over 14,000 commercial banks in
82 countries over a nine-year period, found that on av-
erage, taxes do affect banks’ leverage positions and
capital ratios. (It also found that on average, the sensi-
tivity of banks’ debt choices were similar to those of
nonfinancial firms.

However, the study found that the tax effects are
much smaller for larger banks. ‘‘And, of course, that’s
important because in terms of systemicness, it’s really
the big banks you may care more about,’’ Keen said.
‘‘That leads to the next question: Big banks are the
ones we care about most. The tax effects for those
banks are smaller, so does that mean tax doesn’t mat-
ter? No, because big banks also tend to have much
lower capital ratios, so they’re nearer the margins of
failure than other institutions. Because the probability
of going bust distinctly rises in capital ratios, that in
principle means that even small effects on the capital
ratios of big banks can have a big effect on the prob-
abilities of going bust. That’s an open question that
we’re trying to work out now.’’

FAT v. FTT
Keen noted that the IMF’s June 2010 report to the

G-20 didn’t recommend an FTT. ‘‘We didn’t think an
FTT was the best way of addressing the kind of sys-
temic risks that were our main concern,’’ he said.

Keen said an FTT has been too easily sold by some
policymakers as a good way of taxing the financial
sector because the tax would have a very small rate
and a broad base. However, a broad-based tax is a
good option only when the base is appropriately cho-
sen, he said. ‘‘More generally, we don’t think turnover
taxes are the least distortionary form of taxation.
That’s why we have VAT rather than turnover taxes.’’

An FTT also raises efficiency concerns, Keen said.
Because all transactions between intermediaries are
subject to an FTT, there would be a cascading effect,
because securities traded through the financial system
would accumulate FTT charges at each stage of the
settlement chain. That could raise the cost of capital.
It’s also unclear if an FTT would reduce volatility and
stifle short-term trading, Keen said.

While the IMF report concluded that an FTT would
probably not be well suited to the G-20’s goal of en-

suring that the financial sector make a ‘‘fair and sub-
stantial contribution,’’ it said that a financial activities
tax (FAT) levied on the sum of a financial institution’s
profits and remuneration might be a more appropriate
choice. Keen said that there are generally three varia-
tions of a FAT, with each one differing on how profits
and remuneration are defined. Those differences pro-
duce different tax effects.

A FAT-1 would tax all remuneration and profits in
excess of a normal return. As a tax on value added,
this type of tax, some argue, could help fix the under-
taxation of financial services under VAT. However, cas-
cading issues would remain for business users (unless
there’s a credit for business use), and there’s a question
regarding the treatment of exported and imported fi-
nancial services.

A FAT-2 would tax profits and very high remunera-
tion. It would serve as a tax on rents to owners and
managers. The problem with this type of tax, Keen
said, is the difficulty in determining what constitutes
‘‘very high’’ remuneration and where the rents are
coming from.

A FAT-3 would tax returns to equity that are well
above normal and very high remuneration. ‘‘That’s
essentially introducing a progressivity into the profit
part of the tax system, which should in principle dis-
courage risk taking,’’ Keen said. ‘‘This would be an
anti-risk-taking kind of tax.’’

Keen noted that Israel and Quebec have a FAT-1 in
place and that some countries have implemented addi-
tional payroll taxes on sectors exempt from VAT. Taxes
on bonuses in the financial sector have been introduced
in the U.K. and France (temporarily) and in Italy (per-
manently). The revenue potential of FATs depends on
the size and profitability of a country’s financial sector,
but it can be large, Keen said.

Concluding his presentation, he said that while
financial-sector reform has been dominated by a regu-
latory agenda, the introduction of new taxes on finan-
cial institutions is an important experiment, and that
the direction those taxes take should be closely fol-
lowed. He said that while the FAT has generally re-
ceived a good reception from tax practitioners, the FTT
has gained more political momentum in some coun-
tries.

Keen said it’s a shame more thought and analysis
haven’t been given to the key intellectual issues under-
lying taxation of the financial sector. ‘‘We’re left to feel
open to what may possibly be inferior approaches to
these big problems,’’ he said.

♦ Kristen A. Parillo is a legal reporter with Tax Notes
International. E-mail: kparillo@tax.org
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