COMMISSION SERVICES NON-PAPER ON BANK LEVIES FOR DISCUSS AT ECOFIN ON 7 SEPTEMBER 2010
I. Introduction

On 26th May, the Commission adopted a Communication
 which recommended the establishment at national level of bank resolution funds constituted from the proceeds of levies on the banking sector. 

The various forms of public financial support of the EU banking sector provided during and since the financial crisis amount to some 16.5% of EU GDP, and the Commission believes that alternative ways of handling banking crises are needed in order to avoid such massive costs to governments, citizens and the economy in the future. If established, bank resolution funds would complement a new robust crisis management framework designed to equip supervisory and resolution authorities with clear and effective tools and powers to intervene in, and where necessary, resolve failing banks in a way that minimises the costs of bank failure to the public purse. 

The existing crisis management arrangements give rise to moral hazard because it has been demonstrated that some banks will not be allowed to fail.  This is clearly undesirable, which is why the Commission has made clear that the purpose of resolution funds would not be to bail out failing banks, but to enhance the credibility of resolution measures by ensuring ready availability of private sector funds to finance their application. This would require clear restrictions on the purposes for which they could be used. Should the amount of funds prove insufficient during a crisis, they would need to be backed by ex post financing arrangements which would ensure that the private sector and not the taxpayer fully assumes the costs of crisis resolution measures. The Commission believes that such mechanisms will improve incentives and market discipline.

Directing the proceeds of levies to the general budget, on the other hand, carries a risk that those funds may be diverted for other uses. The absence of a coordinated approach to private sector resolution funding could potentially handicap authorities' ability to coordinate intervention in a cross-border case. 

Publication of the Commission's Communication was timed to feed into discussions at both the June European Council and the G20 Toronto meeting, building on the broad consensus that banks should make a fair and substantial contribution towards the costs of government interventions. 

However while some progress was achieved within an EU context, agreement at international level on the issue of bank levies has proved more difficult.

Extract from 17th June European Council: "The European Council agrees that Member States should introduce systems of levies and taxes on financial institutions to ensure fair burden-sharing and to set incentives to contain systemic risk
. Such levies or taxes should be part of a credible resolution framework. Further work is urgently required on their main features and issues of level playing field and cumulative impacts of various regulatory measures should be carefully assessed. The European Council invites the Council and the Commission to take this work forward and report back in October 2010."

Extract from 27th June Toronto summit declaration: "We agreed the financial sector should make a fair and substantial contribution towards paying for any burdens associated with government interventions, where they occur, to repair the financial system or fund resolution.

To that end, we recognized that there is a range of policy approaches. Some countries are pursuing a financial levy. Other countries are pursuing different approaches. We agreed the range of approaches would follow these principles:

· Protect taxpayers; 

· Reduce risks from the financial system; 

· Protect the flow of credit in good times and bad times; 

· Take into account individual countries’ circumstances and options; and, 

· Help promote a level playing field.

The purpose of this Commission services non-paper is to take stock of several recent national initiatives introducing bank levies, assess the need for a coordinated approach at EU level, and as a first stage to propose a number of general principles which could be agreed in order to avoid distortions, overlaps and multiple imposition of levies on firms. 

The Commission services share the view taken by the IMF that bank levies and financial transaction or activity taxes are not mutually exclusive: rather, they address different policy objectives, namely addressing market failures in banking and contributing to fiscal consolidation respectively. A separate non-paper has been prepared by the Commission services on the issue of financial sector taxation.

The Commission will adopt a further Communication in October which will set out in more detail its ideas for a new crisis management framework. This will elaborate on the Commission's plans for bank resolution funds and how they link to the proposed crisis resolution tools.

II. Recent initiatives involving bank levies

A number of EU Member States have already introduced, or are in the process of introducing, new levies on their banking sector. Sweden has had in place a levy since 2008. On 22nd June, the French, UK and German governments announced plans to introduce levies based on banks’ balance sheets, and the Hungarian Parliament voted on 22 July to introduce a bank levy. 

A table comparing the main characteristics of the new levies is included in the annex and that comparison indicates significant differences in their objectives, scope, size and basis. 

Although the 17th June Council conclusions state that levies or taxes should be "part of a credible resolution framework", only Germany and Sweden envisage that the money raised should be used to constitute dedicated funds. In the other cases, the levy is to be directed to the general budget, in which case the link to a resolution framework is less clear. 

A particular concern is that banks operating across EU borders could be subject to double or even multiple impositions. In one case, for example, the levy extends to branch balance sheets of foreign banking groups operating on the host's territory, whereas in other cases the levy will only be applied to legal entities incorporated in that jurisdiction (thus excluding foreign branches based in the country where the levy is being imposed).

Another concern is that in the absence of any coordination of the size of the levy, distortions may arise across Member States. For example in the case of one Member State, the amount levied on banks will exceed by four times the amounts levied elsewhere in relative terms.

The levy basis also differs – between assets and liabilities on the one hand, and even when liabilities is taken as a basis, between different types of liabilities (e.g. in some cases but not in others deposits are excluded).

Such differences could risk distortions in the Internal Market. Furthermore, the status of the imposition on banks as either a levy or a tax may affect the applicability of international agreements on the avoidance of double taxation, thus creating new imbalances in the international framework. It would therefore be desirable to coordinate the introduction and the design of bank levies in a way which diminishes the scope for distortions between systems and reduces the risk of arbitrage. 

III. Reasons why an EU approach to bank levies is essential 

1. Enhancing financial stability 

Financial stability is at the core of EU and international policy-making. The design of a levy can help to create the right incentives for banks to carry out their business in ways which reduce their contribution to systemic risk and the impact of their failure. Heads of EU Member States
 have already committed to the introduction of systems of levies and taxes as part of a credible resolution framework. This implies that levies should be part of the Commission's planned resolution framework of improved tools and powers. The Commission believes that directing the proceeds of levies towards resolution funds designed to finance resolution measures would help to encourage responsible behaviour on the part of banks, by making it clear that resolution tools are backed by dedicated resources which will enable authorities to execute an orderly resolution – as opposed to bail out – of an ailing bank. 

A coordinated introduction of resolution funds across the EU would enhance the credibility of the system to deal with bank failures and should facilitate the handling of a failing cross-border credit institution by mitigating the political sensitivities of burden sharing (because the implicit assumption that Member States would have to fund a rescue from national budgets would no longer apply). Just as significantly, a coordinated approach would reduce competitive distortions stemming from different treatments of bank failure at national level, a feature that could be taken into account in the necessary State aid assessment of the measures.   

2. Safeguarding the Single Market and avoiding distortions
A common EU-wide approach is needed to minimize distortions to the internal market, and avoid any potential double imposition of levies on banks. The single market must be an open, cost efficient and wealth generating business environment. It is especially important to maintain a level playing field and avoid competitive distortions which might lead banks to re-locate of their businesses in other Member States where the environment is more favourable.  

Distortions will arise if the amount or objective of the levy differs substantially, if the basis for charging differs, or if the types of institution falling within the scope differ. Such distortions are already apparent in those cases where levies have been introduced, and the problems are likely to increase as more Member States develop their own separate approaches. 

3. Contributing to an internationally coordinated approach

A coordinated approach at the EU level can also facilitate greater coordination at the global level, with the aim of increasing global financial stability and preventing avoidance through relocation. In particular, further discussion is needed about how to deal with the potential impact of failures of overseas (non-EU) banks: in such cases arrangements with other jurisdictions such as the US need to be considered carefully. Further involvement of international bodies in this process may be desirable: in addition to requesting the IMF to undertake more in-depth work in this area, it might also be desirable that the Financial Stability Board also become involved in efforts to coordinate an international approach.

However, the desirability of global coordination should not detract from the compelling case for a coordinated EU approach.  As an integrated market with developed mechanisms for economic and policy convergence, the EU has a strong interest in agreeing a common approach and eliminating the distortions that may arise from divergent national systems. Moreover, EU convergence on bank levies and their use to support resolution is consistent with the harmonised EU regime for crisis management that will be proposed in 2011.  That dimension does not yet apply at the global level.
IV. Key principles which should underpin the introduction of bank levies 

It makes sense to agree a common approach at an early stage, and avoid the need to sort out the problems arising from substantially different approaches ex post. 

The Commission services suggest that, as an interim step towards a more comprehensive approach to introduce a new crisis management framework, a number of clear and basic common principles should be agreed. These principles will be re-discussed and analysed as part of the Commission's October Communication.

1 The common objective of levies should be to support a credible resolution framework

If objectives differ, agreement on scope and basis for the levy will be more complicated. Agreement has been reached by the European Council on 17th June that bank levies should be "part of a credible resolution framework", so this objective should be accepted by all parties. 

2 A common basis for levies should be the credit institution's liabilities less guaranteed deposits and bank capital 

A common basis for bank levies is necessary in order to avoid competitive distortions, avoidance and double charging of bank's balance sheet items. The liabilities side of the balance sheet may be a better proxy than its assets for the interconnectedness of a bank and a better indicator of the potential financial impact of resolution measures. However guaranteed deposits should be excluded because they are already covered by deposit guarantee schemes, and a charge on the basis of the bank's capital (the purpose of which is to absorb losses) would not be appropriate. Assets may be a less appropriate basis for a levy as they are already risk weighted and are matched with capital designed to absorb losses.  Ultimately a uniform, risk adjusted rate would be desirable, as it would create the right incentives for banks to reduce their systemic risk.  
3 The scope of the levy should mirror responsibilities for supervision and crisis management 

Differences in the scope of national levies can result in credit institutions active in two or more Member States having to pay levies in more than one jurisdiction.   In order to avoid any duplication, and in line with the principle that levies should be part of a credible resolution framework, agreement is needed that contributions should only be levied by governments whose national authorities are responsible for supervision and crisis management of the institution. This means that the levy would be imposed by each home Member State on institutions they supervise as well as their branches operating in other Member States. The levy should also apply uniformly to the same set of institutions in all EU Member States. There is a strong argument that those should be the institutions within the scope of the crisis management framework that the Commission will propose in Spring 2011: that will cover all credit institutions and may include certain investment firms. 

4 The introduction of bank levies must be carefully calibrated so as to avoid damaging prospects for economic growth

Bank levies are being introduced at a time when banks must also bear the cost of other initiatives aimed at enhancing financial stability, in particular those aimed at strengthening capital and liquidity, as well as ensuring deposit guarantee schemes are adequately funded. The rate of the levy must not be set so high that it damages prospects for economic growth. It is vital that banks continue to lend to the real economy and that adverse implications for customers and SMEs are avoided.  A thorough assessment of the cumulative effects of taxation and possible regulatory measures will be needed. The potentially damaging effects of uncertainty about the future shape of regulation and new taxes or levies and of premature implementation call for an appropriate strategy for phasing in these changes and make it essential to calibrate carefully the introduction of levies in the current economic context.   
5 Regular review  

Given the strong link and complementarity of bank levies with other parts of the regulatory framework applying to financial institutions and with possible future taxes (such as an FAT or FTT), our approach should be kept under review in light of further progress with regulatory reform. In particular, such a review should be considered once a new crisis EU management framework has been adopted. 

V. Conclusions 

The differences already identified between the bank levies that have been recently introduced at national level make it urgent for the EU to adopt a coordinated approach on this issue. The Commission services suggest that the principles outlined above could form a basis for agreement in the Council on some essential elements of levies so as to avoid potential overlaps and competitive distortions. 

Proper coordination at EU level is critical, and should also be pursued as far as possible at international level. Without such coordination, and the adoption of an EU approach to bank levies, the ability of Member States to cooperate effectively and in a way which ensures prompt action in the event of major banking failures, protects the broader financial system and minimises costs to public finances might be compromised.  If private sector funds are available in some Member States but not in others, this may create obstacles to efficient handling of crises or use of resolution tools and may render the burden sharing of costs more complex, if not impossible.

Furthermore the ability of Member States to impose levies on their banking sectors might be constrained by the risk that the imposition of unilateral national levies might drive the banking industry to re-locate to jurisdictions where levies are either lower or do not exist at all.  
The Commission firmly believes that unless agreement is reached on common objectives for bank levies, agreement on the details will be very difficult and the risk of significant distortions will increase. For this reason, the Commission intends to push ahead with its ideas for the establishment of bank resolution funds as a complement to the new crisis management framework. Further elaboration - in particular on calibration and how funds would be used in the context of resolution - will be provided in the forthcoming October Communication. 

VI. Questions to the EFC

1. Have any other Member States introduced, or are they in the process of considering introducing national levies on their banking sector?

2. Do you agree that sectoral levies, harmonised in accordance with agreed principles, are needed in addition to existing and possible future financial sector taxes (such as a financial transaction or financial activities tax) and increased capital requirements, as part of the measures to strengthen the resilience of the financial system and ensure an equitable sharing of the costs of crisis management?

3. If so, do you agree that proceeds from a bank levy should be dedicated to funding the cost of bank resolution through an EU network of national resolution funds?

4. Do you agree on the above principles for the introduction of bank levies?

Annex – comparison of main features of national bank levies

	
	Germany
	France
	Hungary
	Sweden
	UK

	Objective/destination
	Resolution fund
	General budget

Further details in the September budget
	General budget
	Stability Fund (finance measures to counteract risk of serious disturbance to SE financial system) 
	General budget

	Levy Basis
	Bank's business volume, size, degree of integration in financial markets. Liabilities to other financial institutions will be considered. 

A twofold base:

· balance sheet total minus liable capital and liabilities to customers

· value of derivatives held off balance sheet.

Capped at 15% of credit institutions' annual profits


	"targeted on most risky business of banks"
	On the basis of 0.5 percent of banks’ assets over HUF 50 billion (app. EUR 180 m) at the end of 2009 
	The fee, which amounts to 0.036 % per annum, is levied on the institution's liabilities (excluding equity capital and some junior debt securities) according to an approved balance sheet.

Only 50% of the fee will be charged in 2009 and 2010.

New proposals planned for 2011 on the possible design of a risk-differentiated fee in a combined system with the deposit guarantee scheme
	Total liabilities (i.e. both short and long term liabilities) excluding:

· Tier 1 capital;

· insured retail deposits;

· repos secured on sovereign debt; and

· policyholder liabilities of retail insurance businesses within banking groups.

	Scope
	Credit institutions (i.e. carrying out regulated banking activities such as deposit taking, lending, principal broking services, safe custody business).

Collected on a single entity, not group basis.
	Prefer a broad scope
	Banks, insurers, brokers, and other financial service providers
	Banks and other credit institutions incorporated in Sweden. The levy applies to the branches of banks operating outside Sweden, and to foreign subsidiaries established in Sweden.
	Banks with aggregate liabilities of £20 bln or more

· Global consolidated balance sheet of UK banking groups and building societies

· the balance sheets of UK banks in non-banking groups; and

· the aggregated subsidiary and branch balance sheets of foreign banks and banking groups operating in the UK.

	Amount
	€1.0 bln annually
	? €300m - €1bln
	€700m in 2010 – 0.7% GDP
	Target to reach 2.5% GDP in 15years
	£2½ bln annually


�	 COM(2010) 254 final


�	 The Czech Republic reserves its right not to introduce these measures.


� With the exception of the Czech Republic







