April 11, 2008

Shri. P Chidambaram

Minister of Finance 

Government of India                                

Ministry of Finance

North Block, 

New Delhi 110001
Re:
Commodity Transaction Tax

Dear Minister Chidambaram:

Permit me to offer a perspective on the negative consequences that typically flow from transaction taxes on commodity futures trading.

I do so as the President of the Futures Industry Association (FIA).  The FIA represents all organizations worldwide that have an interest in futures markets, including more than 180 corporate members.  Our members are responsible for more than 80% of the world’s derivative business, as transacted and assisted by exchanges, banks, introducing brokers, commodity trading advisors, commodity pool operators, legal and accounting firms, and other market users, and information and equipment providers.
I understand that the proposed Union Budget (2008-2009) presents a plan to impose a transaction tax on commodity futures trading, ranging from 0.017% to 0.125% of the underlying value of the commodity futures transaction.  This is an 800% increase in transaction costs.    

Experience around the world has demonstrated that transaction taxes in financial markets hurt local economies.  Typically, these taxes cause a significant loss of trading volume to competing overseas exchanges, adversely impact liquidity, impair the price discovery function, and secure no real gain in revenues.  India’s commodity futures markets would likely be no exception to this rule.  When a government imposes a transaction tax on financial markets, the result is typically a loss of business to foreign exchanges and a decrease in revenues to the government.  Such was the case in the United States markets in the 1960s, Japan in the 1990s, and Taiwan in the 2000s.

For example, in the early 1960s, New York was the center for Eurobonds trading.  The U.S. imposed a tax on these markets to help finance the country’s growing intervention in Vietnam.  As a result, the volume of Eurobond issues in London went from US$ 148 million in 1963 to US$ 2.7 billion in 1970 - - an 1800% increase for London.  The center of Eurobond trading did not return to New York, jobs were lost, and the tax revenue generated for the U.S. Government declined steeply.  
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In 1987, Japan imposed a transaction tax on securities and commodity futures.  At first, the tax generated significant revenues, but in four years the revenues dwindled over 80% because market volume shifted to less-taxed, offshore locations.  Japan then removed the transaction tax, recognizing that it had not raised revenue and had diminished its market’s liquidity.

In 1993, Taiwan imposed a transaction tax on the value of the commodity futures contract.  The Taiwan Futures Exchange immediately lost trading volume to the Singapore Exchange.  Seeing its error, Taiwan then reduced its transaction tax by 80% and TAIFEX’s volume jumped 300%.

This story repeats itself.  In recent decades, many countries have reduced, or completely eliminated, their commodity futures transaction taxes and securities transaction taxes.  A University of Massachusetts’ study found that of 38 countries with transaction taxes on securities and futures, 17 have reversed their policy, and reduced or removed the taxes.

Importantly, every U.S. Presidential Administration over the past twenty years has proposed a transaction tax for our commodity futures markets.  The U.S. Congress has never enacted it, and FIA has always opposed it.  

Finally, one other likely outcome of high transaction taxes on commodity futures is the impairment of the price discovery function.  Farmers and other market participants guide their decisions making about investments or agricultural production by seeking reliable information on future prices.  Any decrease in liquidity lessens the efficiency and accuracy of discovery of price information.

India’s commodity futures market have earned the respect of the futures industry worldwide.  In October 2007, FIA held its International Asia Conference in Mumbai, hosted by India’s three national multi commodity exchanges.  MCX, NCDEX, and NMCE are superb exchanges, and India’s markets have grown spectacularly, but they are far too nascent to be burdened by a heavy transaction tax.  I urge you to permit India’s commodity futures markets to continue to flourish, and to avoid an unnecessary tax burden.  
Respectfully, 

John M. Damgard

President

Futures Industry Association
