Briefing note 30 April 2014

European Court throws out the UK's
challenge tothe FTT

The European Court today rejected the UK's legal challenge to the proposed
EU financial transaction tax on procedural grounds. A substantive challenge
may follow if the FTT's proponents proceed with the more ambitious proposals
currently on the table. In our view such a substantive challenge would likely
succeed.

What was the UK's challenge?

In January 2013, the Council of Ministers authorised France, Germany and nine other EU Member States to
proceed with a wide-ranging EU financial transaction tax (FTT) on securities and derivative transactions. The
Commission published a detailed proposal on 14 February 2013.

The FTT would be applied under the "enhanced cooperation procedure”. This enables EU legislation to be
enacted by eleven or more Member States (forming the "FTT zone"), without other Member States having a
right of veto.

The UK announced in April 2013 it was challenging the decision of the Council to allow the enhanced
cooperation procedure to proceed.

The proposed FTT applied in two scenarios:

B First, much like UK stamp duty or the French and ltalian FTTs, it applied to transactions in securities issued
by a company in the FTT zone. This is the so-called "issuance principle" and is relatively uncontroversial.

B Second, it applied to transactions entered into by a financial institution resident in the FTT zone, even where
the subject securities or derivatives had no connection to the FTT zone. This is the "residence principle",
and has been much more controversial from a legal and political perspective.

The residence principle was given extra-territorial effect — a financial institution resident outside the FTT zone
would be deemed resident in the FTT zone when transacting with an FTT zone party. So, for example, a UK
bank selling US Treasuries to a German bank would be deemed resident in Germany and subject to the FTT in
Germany. This would be the result even if the German bank was acting through its London branch.

Our previous client briefing set out the proposed FTT in more detail.

What were the grounds of the UK's challenge?

The UK's challenge was on three separate grounds:

First, that the proposed FTT breaches the requirement in Article 327 of the Treaty on the Functioning of the
European Union that any enhanced cooperation measure must respect the "competences, rights and
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obligations" of non-participating Member States. The UK argued that the FTT's wide extra-territorial application
and its potential impact on UK businesses meant that this condition was failed.

Second, the related argument that the FTT's wide extra-territorial effect contravened norms of international law
(which EU Treaties require EU institutions to follow).

Third, that the FTT breaches the requirement in Article 332 TFEU that expenditure resulting from
implementation of enhanced cooperation measures must be borne by the participating Member States. This
was on the basis that some of the cost of collecting and enforcing the FTT would be borne by the UK through
the Mutual Assistance Directive.

What did the Court decide?

In a short judgment, the Court of Justice of the European Union (CJEU) ruled that none of the above
consequences necessarily followed from the decision of the Council, as the decision simply authorised the use
of the enhanced cooperation procedure. Those consequences would follow (if at all), not from that authorising
decision, but from the subsequent implementation of the Council's decision in a Directive agreed by the
participating Member States.

Accordingly the Court rejected the UK's challenge as premature and declined to rule on the substantive
questions. It remains open to the UK to challenge any subsequent Directive which may be enacted.

This result is unlikely to come as a surprise to the UK — not least because there was an equivalent result last
year when Spain and Italy challenged the Council's decision to authorise enhanced cooperation in the field of
patents.

Why then did the UK launch a challenge at this stage,
Instead of waiting for a final Directive to be agreed?

As the Court today acknowledged, this was a precautionary challenge, intended to preserve the UK's right to
challenge any final Directive (i.e. so that it could not be argued such a challenge was out of time, and should
have been made against the Council's original authorising decision).

The challenge may also have been, at least in part, a political statement of purpose - intended to show the UK
Government's readiness to challenge any future Directive that infringes on what it sees as its vital interests.

What happens next?

There has been very little progress on the FTT since early 2013. The participating Member States have been
unable to agree on whether the FTT should be introduced in the very wide form proposed in the 14 February
2013 draft Directive, or in a more limited form akin to UK stamp duty and the French and Italian FTTs.

However we understand that there is now increased political momentum to reach agreement, and an
announcement may be forthcoming after the 6 May 2014 ECOFIN meeting.

Reports suggest that the participating Member States may be close to agreeing a compromise involving phased
implementation of the FTT:

B The initial scope would be limited to equities with issuers in the participating Member States, plus
derivatives over those equities. There would be no "residence principle". This would therefore be in essence
a somewhat expanded version of UK stamp duty and the existing Italian and French FTTs, for which see
our briefings here and here).

B The second phase of implementation would see the FTT expanded into a much more ambitious tax, taxing
derivatives in general and possibly also debt securities (and potentially re-introducing the controversial
residence principle).

There are two ways this phased implementation could be achieved. The details of the second phase could be
finalised now, but with implementation delayed. Alternatively the second phase could be aspirational, with the
details left open for now but to be subsequently agreed between the participating Member States in the form of
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a second Directive. The former approach may be viewed as politically more attractive by the FTT's proponents -
but it is unclear whether so complex a tax can be agreed within a reasonable timeframe.

When would the FTT come into force?

Any final Directive would have to be implemented by each participating Member State through national
legislation. Tax authorities and financial institutions would then need to build the systems required to assess and
collect the tax.

To achieve full implementation within a year seems highly ambitious; however the political desire to implement
an FTT speedily may result in an extremely streamlined implementation process — early 2015 remains a
possibility. That may be achievable from a legislative perspective, particularly if a relatively simple form of the
FTT is adopted — but many are concerned taxpayers would not be ready and the resultant uncertainty could be
disruptive.

Will the UK launch another legal challenge?

This will depend on the content of any final Directive.

If the Directive is limited to a UK stamp duty-style tax based on an issuance principle, with limited extra-territorial
features, then we wouldn't expect a further UK challenge.

If, however, the Directive implements a more extra-territorial tax, and — in particular — taxes UK financial
institutions through a residence principle, then we would expect another UK challenge.

Will others challenge the FTT?

At the point a final Directive is adopted it may only be challenged by other EU institutions or Member States.

However once the Directive is implemented into national law, it will be potentially open to challenge by any
taxpayer that pays the FTT. Such challenges would initially be in the local courts of the taxing Member State,
but ultimately would likely result in a CJEU hearing. Given the sums the FTT is expected to raise, and the legal
controversies that it has attracted, we would regard such taxpayer challenges as inevitable — regardless of the
precise form the FTT takes.

What will the effect of such challenges be?

Any subsequent challenges to the FTT by the UK would likely take two or three years to be heard. Challenges
by taxpayers would take longer (as they must first progress through national courts). This would not prevent or
delay implementation of the FTT.

If the CJEU did find elements of the FTT to be unlawful then this could result in substantial refund claims by
taxpayers — the CJEU's recent judgment that aspects of UK stamp duty were unlawful is expected to cost the
UK several billion pounds of refund claims.

How likely are such challenges to succeed?

That depends on the scope of the final FTT.

If it is to be limited to locally issued equities, like UK stamp duty or the French/ltalian FTTs, then we see little
prospect for successful EU law challenges (although that may not prevent them being brought).

The prospects for a successful challenge would, on the other hand, be greatly increased if the most
controversial features of the Commission's original proposal are retained — particularly the extra-territoriality and
the potential for cascading charges in settlement chains (see our previous client briefings here and here).

We see an FTT with those features as vulnerable to EU challenge, either on the basis of the arguments raised
by the UK in its initial challenge or (more likely in our opinion) on the basis that a broad-ranging FTT
fundamentally contravenes the EU "fundamental freedoms" of movement of capital, goods and services.
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It is our view that, on the basis of existing CJEU caselaw, an FTT which is imposed extra-territorially and
exhibits cascade effects would most likely be contrary to EU law.

What steps should market participants be taking now?

We remain of the view that it is premature to spend management time or incur legal costs planning for the
introduction of the FTT when its future remains so uncertain. Please speak to your usual Clifford Chance
contact if you would like to discuss how we see the FTT progressing, or speak to one of the contacts listed
overleaf.
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