5 October 2010
Aidan Reilly
HMRC
100 Parliament Street
London SW1A 2BQ

Dear Aidan
Comments on the Bank Levy
We welcome the opportunity to comment on the bank levy and to contribute
to the formal consultation. In particular, we should like to express our
appreciation of the manner in which the consultation is being conducted and
of the opportunities for discussion afforded by the HMT and HMRC team.
Given that the policy decision to impose a bank levy in the UK has already
been made, we do not seek in this letter to discuss the decision itself, but
rather intend to comment on the consequences of and design matters arising
from the proposed levy, most of which we have been discussing with you as
part of the consultation process. The levy will present a significant cost to the
banking industry and it is critical that its full consequences are analysed and
understood during its introduction, particularly its interaction with the
ongoing regulatory reform in the UK and elsewhere. We believe it is especially
important to avoid any situation where the behavioural impact of the bank
levy is inconsistent with behavioural changes required or encouraged by
regulators.
We note that the levy is intended both to “ensure that banks make a fair
contribution to reflect the risks they pose to the financial system and to the
wider economy,” and “to encourage banks to adjust their balance sheets to
reduce risk” (paragraph 1.13 of the consultative document). We understand
that based on the existing funding profile of the banks, the Government
considers that a sum of the order of £2.5bn represents a fair contribution. If
the banks do indeed adjust their balance sheets to reduce risk, the amount of
the levy will of course reduce (all other things being equal). This aspect of the
levy design appears to us to be sensible, in that the contribution is correlated
with the risk, and we understand from our discussions with you that this is the
correct interpretation of the proposals. We would however appreciate your
confirmation on this point as there is a statement in paragraph 1.10 of the
consultation document that the Government expects to raise around £2.5bn
each year, and we are not sure how to reconcile this statement with the
natural reduction of the yield from the levy as funding profiles change.
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As the total revenue to be collected from the industry by the levy has been
determined, at least for the first year, any steps or measures taken on
perimeter, base or international issues may simply alter the distribution of the
levy’s burden between our members (as well as other industry participants)
rather than reduce the total burden. As such, AFME is in many cases unable to
endorse specific design points, but, based on input from our members, we
have sought in our discussions and in this letter to raise the critical issues
which should frame the design decisions. We do, however, strongly believe
that the rules governing the levy should not unduly favour or disadvantage
any particular category of financial institution, whether defined by parent
country jurisdiction, legal form or other criteria.
We are highly concerned that the levy may impose a tax burden significantly
in excess of £2.5bn a year. Certainly indicative calculations from members of
the major bank representative bodies suggest that the total could exceed
£2.5bn by 50% or more. We urge the Government to take active steps to
reconcile its original high-level estimate with the industry’s “bottom up”
calculations as soon as possible so that any necessary reductions in the rates
of the levy – in line with the commitment in paragraph 1.10 of the consultation
paper - can be made from the outset. We also strongly encourage the
Government to review the design of the levy as soon as payment data becomes
available in 2011. We see no case for waiting until 2013 to do this.
In all decisions on the matters outlined in this letter, we would also urge that
the competitive position of the UK not be undermined. In particular the
varying responses of G20 members and EU Member States to such a levy make
this competitive issue critical. The risks of multiple taxation and an “unlevel
playing field” for financial services conducted from the UK are real, impacting
both UK levy payers and the wider UK economy.
We are pleased to learn that you intend the bank levy to be encompassed
wholly within primary legislation. This is much our preferred option.
However, we can easily see that the potential complexities and flexibility
required may not necessarily be manageable in this way. In the event that you
need to produce guidance as a supplement to legislation, we would
recommend that this should be produced contemporaneously with the draft
legislation to avoid a repeat of our recent experiences of very late guidance on
the Bank Payroll Tax. This will allow a full understanding of the levy to be
established and achieve the certainty which is needed before the levy is
introduced. We also wonder whether it would in fact be sensible to retain
secondary powers to deal with some of the changes that may be required over
time.
Against the above background, we have the following specific comments:
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Credit v exemption
We welcome and endorse the commitment to address the issue of multiple
taxation. This is a fundamental design point that needs to be resolved as soon
as possible with co-operating jurisdictions to provide certainty and reduce the
risk of multiple taxation. It should be noted that, given the variance in levy
design between countries, bilateral agreements may not eradicate the risk of
multiple taxation. At this stage we cannot define a preference for credit
versus exemption. We can see merits and concerns with both models, which
we have addressed below, but whichever method is selected, it is obviously
critical that there is a clear determination of primary taxing rights and that
this fits with existing international agreements on the avoidance of double
taxation.
An exemption system would accept that a tax is payable by the primary taxing
location only. It could therefore potentially avoid one of our key concerns –
that of multiple taxation - but to achieve this fully the measurement of the
taxable base would need to be consistent between jurisdictions. A downside
for an exemption system is that it potentially requires de-consolidation and
therefore may further complicate the determination of the accounting base for
the charge.
By contrast, a credit system does not seek to avoid the same balance sheet
being subject to tax more than once, but provides that equivalent taxes and
levies will be creditable. It is still essential that the primary taxing jurisdiction
can be determined, so that it is absolutely apparent which jurisdiction is
granting a credit. The issues to be resolved include how a credit system will
apply to a balance sheet tax as there is no current machinery within
international provisions to achieve this and accordingly international tax
conventions will need to be amended. The timescale to achieve this must be a
particular concern with this option. The IMF recommended a co-ordinated
international approach. In the absence of such an approach, provision will be
needed to ensure credit for levies that are based on the different principles or
different asset/liability classes. Relevant mutual agreement procedures may
well need to be amended.
The effect of transfer pricing should be considered. Transfer pricing in
accordance with an acceptable transfer pricing methodology may well
transfer the cost of the levy (in whole or in part) to the overseas jurisdiction.
Given that the UK levy is non-deductible in the UK, we presume that where a
UK entity receives any payments representing an overseas affiliate’s share of
the cost of the levy, such payments should not constitute taxable income in the
UK, but would welcome your confirmation. Similar issues may arise where
non-UK levies are incurred by non-UK resident entities.
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Scope
In our meetings, you have commented that the introduction of the UK levy is
supported by the IMF’s report (“A Fair and Substantial Contribution by the
Financial Sector”). At Paragraph 22, the IMF favours a “broad” (i.e. all financial
institutions) as opposed to “narrow” (such as banks only) perimeter for a levy.
We note that the UK has not endorsed this approach and is targeting banks
only.
Foreign operations
The inclusion of non UK branches and non-UK subsidiaries of UK banks has
meant that the UK is sending a very “mixed message” in seeking to attract
inward investment. At our meetings, it was explained that the policy objective
was for UK and non-UK headquartered entities to be taxed in like manner, and
this led to the proposal to include within the scope of the levy all UK entities
and all non-UK entities under UK ownership.
Non-financial activities
We do not agree that the mere fact that a non financial trading entity is owned
by a bank generates the sort of systemic risk that the levy is designed to
reduce. Consideration should be given to whether the levy should be limited
to regulated entities.
Smaller banks and new entrants to the UK market
As the levy is introduced at a balance sheet level of £20 billion, we are
concerned that it may act as a disincentive either to potential new entrants to
the UK market (e.g. inward investors), or to existing banks that may be
expanding their businesses. We believe it might be sensible to consider
operating some form of introductory regime for businesses that become liable
to the levy for the first time – for example they could be permitted to pay at a
lower rate for an initial number of years, or be given some other form of
allowance or relief. This would not have any impact on the existing market
operators that fall within the group targeted by the government, and so would
have no effect on the current incidence of the tax or the government’s
expected tax take, but would be a welcome signal to new or growing
businesses.
Impact of above points
If the scope of the levy is reduced by excluding non-UK operations or nonfinancial activities, then the total amount of levy collected may be reduced.
However, we believe that the original estimates of the tax take from the levy
were probably at the low end of the range, and it may well be the case that the
intended amount is collected even after any alteration of the scope of the levy.
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In any event we would not recommend that the rate of levy simply be
increased in order to claw back any shortfall in the tax take – not least because
such an increase may have an adverse effect on many inward investors, who
typically may not benefit substantially from the alteration of the scope of the
levy, but would be caught by any increase in rate. It is important that the
implementation of the levy should be consistent with the government’s policy
that the UK is “open for business”, and while the levy should not (by taxing UK
owned overseas operations) discourage investors from using the UK as a
global headquarters or regional holding location, it should also not (by raising
the rate) deter them from conducting operations within the UK itself.
Accounting
We were pleased to learn that you would like the consolidation/aggregation
process to be simple. However, we are concerned that this will not be as easy
to achieve in practice as you hope. For example, we note that the term
“aggregation” is not defined anywhere within existing accounting principles
and therefore this concept will need to be explained further in the legislation.
It seems clear in any event that the consolidation/aggregation process will
impose a particular additional burden on non-UK headquartered businesses.
We would like to explore these points with you further. While supportive of a
flexible approach, we consider that there does need to be a “framework”
within which taxpayers can operate and which provides the support and
certainty needed to satisfy the demands of good governance, auditors and
Senior Accounting Officers. In particular, we believe that clear guidance is
required for both taxpayers and HMRC to achieve an understanding of their
respective obligations and duties. Again, given that the levy is not limited by
time, the points made in the discussions we have had on the levy’s
introduction need to be memorialised so that the resulting guidance may
stand the test of time.
In addition to the practical difficulties of determining which companies to
include within a group’s consolidation for the purposes of the levy, the levy
consolidation/aggregation is likely to give rise to a disproportionate
compliance burden where a group has a significant number of entities with
relatively small balance sheets. In order to help manage this compliance
burden, you may wish to consider whether to set a de minimis level of
liabilities; where a company’s liabilities to third parties (ie to parties that are
outside the consolidation/aggregation) are below this level, then at the
group’s option it would not be necessary to include that company. The CFC
regime’s de minimis limit on chargeable profits presents an analogous
example where Parliament is sensitive to the need to balance compliance
costs against tax yields. The profits limit in that context is currently set at
£50,000. Taking into account the proposed rates for bank levy, it should be
considered whether it would be appropriate to set a liabilities limit of the
order of £50m in order to strike a sensible balance between costs and yield.
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Branch liabilities
Our members consider that the approach of minimising complexity via use of
existing processes such as the CATA methodology is sensible. We would
welcome further discussions as to the practical aspects of implementing the
suggested approach. Practical methods are needed in order to reduce the
additional compliance costs that entities will need to incur. For example, there
should be a practical method of determining the term of any debt which is
attributed to branches.
Tax base
The proposal reduces the levy for particular arrangements such as derivative
netting and sovereign repo. We welcome and endorse both these exemptions,
and are very supportive of the proposal to use a principle-based approach that
does not impose an additional compliance burden. Furthermore, as we have
discussed, although you had concern with extending the list of items that
could reduce the amount collected by the levy, we believe that there are
strong reasons why fact patterns that are legally and economically equivalent
to the exemptions already provided should be given similar treatment. To
address this and to allow for future developments, rather than provide a
prescriptive list we suggest that principles should be defined and that banks
then be allowed to claim relief if and to the extent that they can demonstrate
compliance with those principles (and consider it cost-effective to do so). We
would like to work with you on potential wording for the relevant definitions.
We have some comment on specific items as follows:
Netting
Basis of calculation of netting
We strongly agree with your desire to ensure that netting for bank levy
purposes can be based on calculations already performed by taxpayers for
accounting or regulatory purposes, as this will avoid substantial IT spend and
many hours of implementation work. From consultation with our members, it
is apparent however that there is no single approach to netting that is
employed by every bank. Each institution adopts the appropriate approach
dependent upon the complexity of their individual businesses and the
accounting and regulatory requirements to which they are subject. We
therefore recommend that, rather than imposing a “one size fits all” solution,
which may work out well for many taxpayers but will involve a minority in a
large amount of additional time and expense, the legislation should allow
HMRC to accept the principle of netting and then allow institutions to use any
one of a range of existing methods (e.g. Basel or US GAAP) and to allow this to
change over time as circumstance and principles evolve. The principle should
be permissive, such that if a bank wishes to change or extend its approach to
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netting, in a manner consistent with one of these accepted methods, then it
should be entitled to do so.
Scope of netting
We note that the netting originally proposed would extend only to derivative
netting. The applicable financial and regulatory accounting methods that have
been discussed permit netting for a wider range of transactions than merely
derivatives. This is because the principles apply to financial assets and
financial liabilities generally. Accordingly, financial assets (such as receivables
and reverse repos) and financial liabilities (such as payables under security
trades and repos) can be netted when these principles are met. There seems
no good reason for the bank levy rules to permit netting in one case but not
the other. We would therefore recommend that the scope of permitted netting
should be extended to all items that the adopted accounting method would
allow to be netted.
Classification of inter-company debt funding
We believe that the use of a “rebuttable presumption” that all intercompany
debt should be assumed to be short term unless the bank can trace and match
external long term debt is potentially highly risky for the UK economy, and
represents a clear example of a situation in which the behavioural changes
being encouraged by regulators to underscore the importance of long-term
funding are not reflected in the bank levy rules.
It is much easier for the UK government and regulators to influence the
manner in which a global firm funds its UK operations than it is for them to
influence the overall funding of the group. The global funding of a group is
affected by many non-UK factors, especially in cases where the UK operations
of the group are, as will be the case with many overseas investors in the City of
London, well under half the size of the global business. In such cases, groups
may not be able to make material changes to their funding purely in response
to the UK bank levy, and with that option unavailable to them, may instead
seek to reduce business activities in the UK thereby potentially putting at risk
an important element of the UK tax base.
By contrast, international groups can and probably will adjust their intragroup funding relatively easily, and a levy regime that encourages this is likely
to have a significant positive practical effect on the “stickiness” of the funding
of the UK operations of international groups.
It should therefore be considered whether the levy should respect the legal
agreements entered into between related entities – as do regulators,
management and third parties. As a practical matter it would then be
appropriate to follow the appropriate GAAP to determine the split between
long and short term liabilities.
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Liquid asset buffers
Both at the request of their regulators, and in order to protect themselves and
their clients in the event of market disruption, banks typically hold a large
quantity of cash and near-cash liquid assets on their balance sheets. These
liquidity buffers are essential to a prudent liquidity policy and should offer
comfort to the government and public, as well as to a bank’s clients and
shareholders, that the bank will be able to maintain acceptable levels of
liquidity even in extreme market conditions.
Banks will typically calculate these buffers on a global basis, but of course
have to hold the liquid securities in a specific legal entity. The UK operations
of international banks can thus hold very significant levels of liquid assets,
often in excess of the bare minimum that might be required by regulators, and
in our view, should be encouraged to continue to do so.
It seems counterintuitive to penalise banks either for choosing to hold such
buffers, or for holding a significant part of their buffers within the UK. It
would not be in the interests of the UK economy for international banks to be
incentivised to move any part of these buffers outside the UK in order to
reduce their balance sheets.
Accordingly we recommend that banks be permitted to exclude from their
liabilities an amount of funding equivalent to the positions they hold in highly
liquid asset classes.
In order to put this recommendation into practice, it is necessary, given the
higher levy rate for short term funding, to have a reasonable method for
allocating between long term and short term funding. It is important to note
that the FSA takes into account funding of various different maturities, such as
debt due in more than three months, debt due in more than six months, and
debt due in more than one year; and has made clear that funding in each of
these categories would be suitable in a number of situations. In designing a
method for allocating debt funding to highly liquid assets, we would
recommend that consideration be given to a rule which would recognise the
approach taken by the FSA and similar approaches taken by other regulators.
One possible approach would be to allocate pro rata to the funding profile of
the institution. An alternative approach might be to regard highly liquid assets
as being funded in the first instance by long term (i.e., over one year) debt
and/or stable funding, and then any remaining balance by short term (i.e., less
than one year). We would be pleased to provide some illustrative examples to
help consideration of this point.
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Term funding (ie over one year)
One objective of the levy is to “encourage banks to move away from riskier
funding”. Both the FSA and the Basel Committee are encouraging banks to
increase their level of term (ie over one year) funding to strengthen their
liquidity positions and hence move away from riskier funding. The proposals
for the design of the levy go some way towards recognising the value of term
funding by proposing a lower rate for such liabilities; we would suggest that
the proposals go further and provide an exemption in the same way as is
being considered for stable deposits.
Loss-absorbing capital
Where capital is available to absorb losses, for example in the context of a
resolution regime, then consideration should be given to whether such capital
should be excluded from the levy base, whether or not it meets the definition
of tier 1 capital. We also believe that it would be sensible to have the power to
make regulations to provide flexibility as further forms of capital are
developed.
Sovereign assets
Under the current proposals, repo transactions that are secured over
sovereign assets are excluded from the scope of the levy. From discussions, we
understand that the rationale for this exclusion is that the liability on the
balance sheet is effectively supported by cash-like assets. As noted in our
discussions, the definition of “sovereign” will need to address the issue of how
state-controlled and supranational entities will be dealt with; it should be
considered whether they are treated as sovereign for this purpose. The levy
design will also need to address arrangements, common under “triparty”
repos, where cash liabilities are secured over pools of assets that include some
sovereign bonds and whose composition changes frequently over time.
Turning to the funding side, we note that repo is not the only way of funding
the holding of sovereign assets. It should be considered whether other
liabilities used to fund sovereign assets should also be excluded from the
scope of the levy.
Other liabilities
As the levy is aimed at the funding of banks, we discussed the possibility of
limiting the levy so that it does not apply to liabilities that do not represent
funding in the sense intended by the proposed legislation, such as deferred
income and contingent reserves. On reflection consideration should be given
to whether an easier approach would be for the legislation to specify the
liabilities that are to be included rather than to start with the balance sheet
and then exclude items.
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Stable deposits
We accept the concern expressed regarding the lack of certainty around the
definition of stable and non-stable deposits, but as these are included within a
regulatory return it would be appropriate to consider whether the disclosure
in the regulatory return can be followed. We would be interested to hear
whether you were able to get any additional comfort on this point at your
recent meeting with the FSA.
Client monies
We consider that the obligation to return client monies (in the form of cash or
securities) to clients does not constitute the type of liability that ought to be
subject to the levy. Accordingly, in cases where the obligation is shown on the
balance sheet, it would need to be excluded from the levy base. We would be
pleased to provide more details on the accounting treatment of client monies
if that would be useful.
Impact of above points
If the tax base is adjusted to reflect the above points, then the total amount of
levy collected may be reduced. Given the expectations about the likely tax
take from the levy noted in the “Scope” section above, we would, again, not
recommend that the rate of levy be automatically increased to compensate for
these reductions – firstly this may not be necessary in order to meet the
government’s revenue targets, and secondly, doing so would seem to be
inconsistent with the desire to encourage safer forms of funding. We believe it
would be prudent instead to assess the practical impact of these changes
before deciding upon any future adjustments to the levy.
Anti-avoidance
We note the intention to include a targeted anti-avoidance provision to ensure
that banks pay the correct amount of the levy commensurate with their
funding profile. As the levy is intended to encourage certain forms of funding,
it will naturally influence banks’ decisions and we would note that the
targeted anti-avoidance should be seen in that context. We understand that
the provision was introduced as a safeguard only, and that there is no desire
to catch transactions merely because the motivation or effect of transactions is
to reduce the levy. Instead, the provision is indeed to be carefully targeted to
transactions which are designed to disguise the group’s true funding profile.
We believe that it is important that this approach be set in legislation and its
application be made clear in contemporaneously agreed guidance to taxpayers
and Customer Relationship Managers if it is to provide the certainty required
and stand the test of time.
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We would be pleased to discuss any of the points raised in this letter.
Yours sincerely,

Richard Middleton,
Managing Director, Tax and VAT
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