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TAX POLICY LESSONS
FROM THE CRISIS

Victoria J. Perry
Fiscal Affairs Department
International Monetary Fund

JTA/IFA Japan Branch Seminar
Tokyo, June 11, 2009

» Taxation didn’t cause the crisis

—no identified triggering events

= But might long-standing aspects of policy
have made matters worse, by contributing to:
» Excess leverage
» Complexity
» Excess risk-taking

» And if so, what should be done?

Discuss:
¢ Debt bias and corporate finance
* Housing
* Complex instruments
e International tax issues
® Risk taking

Debt bias and corporate finance

®

®

Central issue is asymmetric CIT treatment of
interest (deductible) and equity return (not)

Extent of consequent debt bias depends on:

e Statutory CIT rate
...which has fallen

e Personal tax treatment of equity income
...which has typically also become lower

= Net effect may be that debt bias has decreased:

550 710
75

4
5
675

000 1000
1000 1000
1000 1000
1000 1000

100.0
660 1000 1000 650 1000 1000

= But are still substantial effects from (1) growth of
tax exempts/non-residents; (2) and the bias
became easier to exploit
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= Debt-equity (D/E) ratios did not in general
ramp up prior to crisis

= With the exceptions of growth in LBOs,
investment banks, UK banks

= But evidence is that debt decisions are tax-
sensitive: a 20 percent CIT alone might raise
D/E from 40 to 45-60 percent, based upon
findings of a recent study

Does Debt Bias matter?

= In welfare terms:

e Standard deadweight loss quite small

* And “hybrid” instruments reduce the distortion
(at some revenue cost)
But..

® Macro level externalities from borrowing may be
important:

e Higher D/E ratios have been associated with
greater post-crisis output declines

* Systemic importance of highly leveraged banks
(whose tax treatment is under-explored)

Banks have high D/E ratios:
e Traditionally, safer/lower risk
e High profitability
But:
e High tax bias toward debt runs counter to
banking regulatory requirements
® Tension recently reflected in devices that enable
debt-like instruments to be treated as Tier 1
capital for regulatory purposes.

If the goal were tax-neutrality between debt and
equity finance, how best to achieve this?

Thin cap rules? —arbitrary and complex

CBIT (no interest deduction)? —but what about
banks?

Cash flow taxes (full capital allowances, no
interest deductions)

ACE (give deduction for notional return on
equity)?

—which for financial institutions would mean
deduction for return on Tier 1 capital

ACE (or variants) adopted in Croatia,
Belgium, Austria, Brazil, Italy, Latvia

How to recover the revenue loss implied?

e Higher CIT rates invite profit shifting;

e But if CIT burden falls on labor—for which
there is increasing evidence —can recoup
revenue and leave labor better off by taxing it
directly instead...

e ..though this is a hard position of which to
convince people.

Housing
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Commonly subject to special tax treatment
of various sorts:

* Mortgage interest deductions (subject to limits)
e Capital gains base limited

e Capital gains rates lower

 Transactions taxes

® “Ownership” (e.g., property) taxes

* Rare taxation of imputed rents

Taxation can affect:
e Housing price developments
e Household borrowing

But in complex and sometimes off setting

ways, e.g.,

e Favorable treatment can increase price
volatility, but...

e CGT cuts can slow the rate of price increase

e Mortgage interest deductions don't create
“excess” borrowing if alternative investments
are fully taxed, unlike owner—occupation (but
they may not be...)

Table 3. Real Cumulative House Price Inflation Between 1998 and End-2007
(In percent)

High Tax Countries Medium Tax Countries Low Tax Countries

Spain  France  Denmark Brazil  Camada  Gemamy UK. US.  lreland Tl

1109 1059 751 652 -180 124.1 4531085 564

Source: IMF calculation based on data from OECD Economic Outlook, Vol. 83,

In brief:

= Favorable tax treatment wasn’t necessary for a “bubble’
(UK), nor was it sufficient (Italy)

Evidence does suggest favorable tax treatment associated
with higher household mortgage debt

Non-taxation of imputed income is the deepest distortion
to housing markets...

..and so long as it remains, strong case for phased exit from
mortgage relief (as UK) later

Risk of entrenching preferential treatment to support
house prices now —cutting transactions taxes wiser course
to achieve this

Complex instruments

= Development and use partly tax-driven
® Deep discount bonds
® Swaps to avoid withholding tax

= Tax changes may have facilitated
securitization, in sense of removing
impediments to tax-free intermediation

= But lingering uncertainties on tax rules
may itself encourage complexity —e.g. no
IRS ruling on CDS
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» Wider issue: When does financial
innovation ease welfare cost of tax
distortions, revenue aside...

(e.g., hybrid instruments?)

= ..and when does it worsen them?
= These issues need further study

But arbitrage possibilities will remain
unless/until all forms of capital income are
taxed at a single marginal rate, both
domestically and internationally.

= One aspect, e.g., being to levy capital gains
taxes on an accrual rather than realization
basis.

@

International Tax Issues

= Renewed focus on tax evasion, avoidance,
and cooperation—perhaps motivated by
increased post-stimulus revenue needs

= Multiple commitments to OECD information
exchange standards since recent G20 meeting

» These standards deal with tax evasion, not
avoidance.

Tax avoidance involves, e.g.:

® Double-dipping (deduct interest more than
once)

 Hybrid entities (regarded as corporation by
one country, as ‘flow through’ by another):
generate an interest deduction not offset by
tax on receipts

e Use of structures involving “low-tax”
jurisdictions

...And combating these techniques would
require international coordination on policy
rules, including action from high-tax
countries.

Risk-taking
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= Symmetric taxation tends to increase (social)
risk-taking

= Standard imperfect loss offset weakens this
effect...

= ..but brings its own problems

e E.g. for takeover of distressed banks (change in IRS
ruling, since reversed)

e Entry barriers

So is there a case for more permissive
treatment of losses if debt bias is
addressed?

What of executive remuneration?

= Options: CIT deduction of cost and PIT inclusion
of market value less exercise price is broadly
neutral;

= U.S. cap on deductible executive salary a big
distortion;

= Carried interest (managers taxed at CGT rates)

= Any corrective role for taxation (e.g. to offset
limited liability)?

Conclusions

Present tax systems lead to:
* Higher leverage

e Arbitrage possibilities (domestically and
internationally)

e Complexity

But ... degree and impacts need to be more
carefully analyzed.
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INDIRECT TAXES ON
INTERNATIONAL AVIATION

JTA/IFA Japan Branch Seminar

Victoria Perry
International Monetary Fund
Tokyo, June 11, 2009

This presentation draws upon
“Indirect Taxes on International Aviation,” M. Keen and
J. Strand, 28 Fiscal Studies 1 (2007)

WHY TAX INTERNATIONAL
AVIATION?

Main possibilities:

» Environmental damage (externalities)
» Broaden the tax base

* And, now, earmarking the proceeds for
socially desirable purposes
— Not an economically based reason

Environmental damage

Noise and congestion are primarily a
matter for national/local correction...

But CO, emissions are the main
international concern...
airline emissions are of growing
importance (perhaps 15 percent of
global emissions by 2050)

Broadening the tax base

International air travel is a commodity like
any other so not taxing it creates
distortions:

—other taxes must be higher

—and as a general principle: one
should tax relatively heavily complements
with leisure such as leisure travel

198
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Three main types
* Fuel excises

TYPES OF INDIRECT AVIATION » Ticket tax (VAT, or non-creditable ad valorem
excise-type)
TAX

» Departure/arrival (‘trip’) taxes

O,

Fuel Taxes Ticket taxes

* Best suited economically to correct
environmental externalities

 But likely legal hurdles to imposing this tax
— 1944 Convention on International Civil
Aviation provides legal framework for
international civil aviation, prohibits taxing
fuels carried on board; and
— Bilateral agreements normally exempt
taxation of fuel used in international air travel

» Ad valorem taxes proportional to ticket
price charged,
— In form of either VAT or non- creditable excise
— Former would be creditable for business
travel, final for non-business travelers

— Best instrument for raising revenue (does not
introduce production inefficiencies as does
fuel tax)

Trip taxes

* A blunt(er) instrument

— Could be set to replicate fuel/ticket taxes only
on an “average” trip

— But legally and technically relatively easy to
design and administer

Current status

* Most VATs zero-rate international air
travel (though not domestic)
* Fuel taxes

— legal impediments despite environmental
externalities

though, Norway, e.g., imposes its carbon tax
on aviation
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Earmarked trip taxes--

« In the last decade, suggestions to impose
some form of international aviation tax for
purpose of financing “international public
good(s)”

— Prof. Kaneko (TNI, 1998, e.g.)
— Rationale of international cooperation;
possible progressivity

Case for (or against?) earmarking:

« Will there really be additionality?
« Distortions
— Why not use general revenues?

®

2006 French trip tax introduced

» Level of tax varies with domestic or
international flights, and (steeply) with
economy class versus business

» July 2006 — April 2009: 414.3 m Euro
collected
— Compliance good
— No observed adverse effect on level of traffic

Revenues allocated to ODA

* 90 percent to Unitaid

— Established 2006 to support international
efforts to reach the MDGs,

— Disburses to global partners including
UNICEF

« Finances HIV/AIDS treatment, malaria and TB
prevention effort

10 percent to IFFI (International Financing
Facility for Immunization)

Expansion...

» Presently 10 other countries have
introduced this tax, including Chile, Korea,
and 8 African countries

* And 29 additional countries have
committed to do so, including China and
Brazil...

...all for purposes of financing for
international development

Conclusions

» On tax policy grounds, appears to be a
strong case for increased indirect taxes on
international aviation (why should this
commaodity in particular remain untaxed?)
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Conclusions

« Ideally, from an economic efficiency
standpoint, this would comprise both a
ticket tax (in form of VAT) and a fuel
excise...

... the latter for purposes of combating
environmental externalities...

Conclusions

* But trip taxes are easy to introduce, and
are spreading...

* And, while earmarking is economically
suspect, this is now the (successful) basis
for using the tax.
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