BEINEEN:
WINNIINGRINSANEEANEINGEAVERLD

REVIEW OF THE COMPETITIVENESS

OF LONDON'S FINANCIAL CENTRE




woH -

11

25
37/
41
43
45
48
49

contents

FOREWORD FROM THE PANEL CHAIRMAN, BOB WIGLEY

MEMBERS OF THE REVIEW PANEL

EXECUTIVE SUMMARY

INTRODUCTION

CHAPTER 1- London: global financial capital and major contributor to the UK economy
CHAPTER 2 — London under threat

CHAPTER 3 — How London can win in a changing world

CHAPTER 4 — Leading the way for London

CONCLUSION

REFERENCES

APPENDIX 1 — Interviewees and workshop participants

APPENDIX 2 — London’s growing data communications infrastructure requirements

APPENDIX 3 — Detailed proposals for tax refoarm



Foreword from the Panel Chairman, Bob Wigley

| have been lucky enough to work in London’s financial
services industry for the last twenty-five years — a
period during which London and the wider “City” of
UK Anancial services has grown rapidly, providing
rewarding careers for many and a growing and
substantial confribution fo the UK economy and
Exchequer.

As recently as 2006, the City was congratulating itself
on having developed a position as arguably the world’s
leading Ainancial centre. The environment seemed set
for this lead to be extended or at least maintained.
Over the past fwo years however, London’s position
has been threatened by the rapid development

of Middle Eastern and Far Eastern economies, the
targeted strategies of other financial centres and

New York's reassessment of its own competitive
position. More recent developments — Northern Rock,
the Non-Dom and Corporation Tax consultations, the
Icelandic bank and Lehman Brothers collapses — have
struck at the heart of confidence in London. We can no
longer take it for granted that our capital will be seen
as a frusted place to do business against the backdrop
of a competitive, predictable, constructively applied tax
regime, a world-revered financial regulatory regime
and an open, transparent and fair legal system.

Given the significance of the City’s contribution

to the UK — not least in the form of tax revenues,
employment, community support and arts and sports
sponsarships — this must be a very serious concern
to the authorities.

It was therefore fimely on the election of a new Mayor
for London, for him to ask me to convene a panel of
leading Chief Executives from every sector of the

UK’s financial services industry fo consider how the
City could ensure it maintained its lead in the decade
ahead. This non party political report seeks to address
the issues which businesses in the City regard as
fundamental. As the European Chairman of a leading
global Anancial services firm, | know what drives firms
like mine to locate business in London as | regularly
face the choice of whether to do so or not. | hope this
report will be welcomed by my industry colleagues,
the Mayor, the City of London Corporation and political
leaders as an objective and constructive confribution
to policy development. | thank my panel co-participants
for their hard work during an extraordinarily
demanding period in the markets, thank all those

who were interviewed or otherwise contributed to

the sector panels and thank McKinsey & Company for
providing the fFact base and analysis for the report.

| very much hope this report will inform the longer-
term review being conducted by the Chancellor’s

High Level Group (the chairman of which | have kept
closely informed of our work] and that our policy
recommendations will be aggressively pursued.

If they are, | have no doubt that London can restore
its reputation and maintain its compefitive advantage
to the beneft of those who work in it or are indirectly
employed or funded by its participants and its

tax contribution.

| know | can rely on my senior industry colleagues

to recognise our collective responsihility to engage
proactively with and support regulators, the Bank of
England, HM Treasury and the Government fo rebuild
London’s reputation and competitive advantage.
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2. London under threat

The previous chapter established that London’s
financial centre is a unique asset of great value

to the UK and identified the inter-related factors
from which London’s intfernational compeftitiveness
is derived. The messages in this chapter are more
sohering. For one thing, several of these strengths

had been declining well before the 2008 financial crisis.

Second, a group of competitor cities are developing
increasingly aggressive and successful strategies to
attract business away from London. Third, the crisis
— which struck midway through this Review — may well
exacerbate the threat o London’s competitiveness.

The chapter:

e Assesses the deterioration in London’s
competitiveness in a number of areas that
have been its historic strengths

e Examines the nature of the infensifying
competition from other financial centres

e Makes an early assessment of the threats and
opportunities that the crisis poses to London's
competitiveness

Deterioration in London’s histeric strengths

The previous chapter set out a range of factors,
identified by the executives who were interviewed,
that lie behind London’s success as an international
financial centre. The Review subsequently analysed
the current strength of each factor — through
additional analysis and interviews — and concluded
that London’s competitiveness in several of the factors
had decreased over the past one or two years, even
befare the current crisis (See Exhibit 8].

Fora start, London’s historically supportive overall
context is threatened by the increasing influence of EU
regulations. One executive interviewed by the Review
estimated that 90 percent of regulation impacting

UK Anancial services now originates from the EU; the
UK's Financial Services Authority [FSA] itself states
that around 70 percent of its policymaking efforts are
driven by European initiatives. (Exhibit 9 sets out the
array of EU Ainancial regulation that has been applied
since 1999 and that is due to be implemented in the
next two years). Many of the executives interviewed
expressed concern that the EU policymakers shaping
this regulation have had little interest in preserving
London as a Anancial centre. In their view, the
regulatory environment that historically has helped
London’s financial centre prosper is steadily being
altered by authorities that do not have London’s
interests as their primary focus.

It is important to understand, however, that those
consulted in the Review were not directly criticising
the content of EU regulation per se. They were making
the point that London could historically position itself
competitively in a fragmented European regulatory
context in a way that is now much more difficult with
pan-European legislation. An important historic
competitive advantage for London has therefore
largely dissipated.
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Exhibit 8: Changing competitiveness of interplaying factors
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Exhibit 9: Timeline of EU financial services regulation, 1999 - 2010
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The World Economic Forum cites deterioration in the tax environment as an important
fFactor in the UK’s fall in its “global competitiveness index”, from second in 2006 fo ninth
in 2007 and to twelfth in 2008. These indicators are underlined by announcements

from major companies, including Shire, Reqgus, Henderson and WPP, that they are
relocating or considering relocating their headquarters outside the UK to save on
corporate fax.

A further issue is the decline in the UK’s reputation

for predictable, fFavourable and constructively applied
taxation. As an objective indicator of this deterioration,
the UK dropped from first to fourth place between
2003 and 2008 in a KPMG-EVCA ranking of the tax and
legal environment in EU countries. The World Economic
Forum cites deterioration in the tax environment

as an important factor in the UK's fall in its “global
competitiveness index”, from second in 2006 to ninth
in 2007 and to twelfth in 2008. These indicators are
underlined by announcements from major companies,
including Shire, Regus, Henderson and WPP, that

they are relocating or considering relocating their
headquarters outfside the UK fo save on corporate tax.

As factors dimming the UK's tax reputation,
interviewees cited the recent introduction of the

£30 000 “non-dom” levy, which was perceived as
having been ill conceived and poorly consulted on.
They referred to the increase in the effective tax

on capital gains from 10 to 18 percent as a further
sign that the UK’s tax environment is weakening.
Interviewees cited this as a concern particularly for
the private equity industry, given that private equity
partners earn the majority of their income via carried
interest subject to capital gains tax and given that
other centres such as Switzerland have been reducing
their capital gains tax expressly fo lure this industry
away from London.

Finally, several inferviewees shared the view that
across the Ainancial services industry, the tax
authorities are becoming more aggressive towards
both individuals and corporates. The recent increase
in the highest rate of income tax introduced in the
Pre-Budget Report was considered to reinforce the
view that Britain can no longer be assured fo be a
competitive place to base a high earning career.

It is also important to understand that the issue with
both the non-dom tax levy and the recent higher rate
tax increase is not so much the actual cost fo individual
taxpayers of the changes, i.e. £30,000 per non-dom per
annum or 5 percent per taxpayer per annum on earned
income over £150,000 per annum. The issue from these
changes for the perceived competitiveness of London is
the move from a long period when most people thought
these palicies were not going to change, to a sudden
change, the direction of which is clearly unhelpful from
a competitiveness perspective and which is perceived
(whatever assurances were ultimately given to the
contrary] to have the potential to be the first of a
series of moves rather than a one-off event.

In return for these negative effects on perceptions of
the UK’s competitiveness as a place to base a career,
the non-dom and higher rate tax changes will raise
only minimal amounts of tax. This report seeks to make
constructive recommendations fo avoid such changes
being introduced in future without the potential
consequences for the UK's competitveness being fully
understood by policymakers.

Some of the factors that historically have made London
an affractive customer cluster are also under threat.

In part, global economic forces are the cause: London’s
global client base is under threat as the share of wealth
moves eastwards o fast growing economies such as
India and China. Other issues are closer o home. For
instance, interviewees said that the non-dom levy is
likely to have made the UK’s taxation system more
unpredictable and uncertain in the eyes of foreign
citizens and potential immigrants. London’s status as

a must-visit roadshow destination has been damaged
by long queues and delays at Heathrow and complaints
about London’s congested roads. In 2007, Heathrow
was ranked the worst airport in Europe for delayed
flights, while the average speed of a car in London
during the day was under 10mph.



Highlights of the CBI’'s 2008 London
business survey

A third of all respondents see London’s
status as a world city diminishing over the
next five years, compared to just 13 percent
two years ago

The three major strengths of doing business
in London are the capital’s proximity to
customers/clients, its talent pool and its
communication network

75 percent of respondents are worried
about rising energy costs, 38 percent fear
skills shortages, and over a quarter are
concerned about transport problems over
the next six months

79 percent of employers are struggling to find
people with the specific technical skills required
for their sector

51 percent of employers rely on staff
from abroad

59 percent of respondents feel that the
heightened concern about crime in the capital
recently, particularly knife crime, has adversely
affected London’s reputation as a place to work,
live and do business

A third of respondents said the reliability of the
Tube is good or excellent, a third are satisfied
and the remaining third said reliability was less
than satisfactory or poor. Quality was more of

a concern, with 54 percent rating it satisfactory
or poor. Over a third said that services on the
Tube are improving slightly. About a third said
they are staying the same and almost a third
(29 percent) said they are getting worse

78 percent of respondents said the reliability
of the road network is less than satisfactory
or poor. 73 percent are concerned about its
quality and 61 percent said the road network
is getting worse

73 percent of respondents said it was
important to build a third runway at Heathrow
provided environmental standards can be met

Transport is just one of the systems and
services that have long underpinned London'’s

Transport is just one of the systems and services thaf
have long underpinned London’s success but is coming
under strain. Despite the recent go-ahead for Crossrail,
the executives interviewed were concerned that
improvements to London’s public transport and road
netwaorks lack sufficient co-ordination and adequate
long-term funding. Even though the initial problems

at Terminal 5 have been overcome, interviewees were
concerned that Heathrow is operating at 99 percent
capacity, with no long-term solution yet in place to
cater for further growth. If a third runway were not to
be pursued at Heathrow, they said, it would need o be
clear that there was a timely alternative that did not
put London as a hub at a permanent disadvantage to its
major continental European competitors. Inferviewees
also worried that London’s electricity grid does not
have sufficient capacity fo support the industry’s
growing power requirements and that preparations

for the Olympics are taking precedence in
infrastructure investments.

success but’is coming under strain,

Finally, the inferviewees identified several worries
aboutf London’s traditional strength in people and
culture. One is that the UK's education system is

not producing sufficient high-quality mathematics,
finance and IT graduates to meet the Ainancial services
industry’s future demand. Another is that London is
regularly ranked as one of the world’s most expensive
cities in which to live (the most expensive, according
to UBS's 2008 prices and earnings survey). Finally,
crime, notably knife crime, is perceived fo be on the
increase in the capital. These issues damage London’s
magnetism for world talent.

The [BI's London business survey for 2008, published
on 4 December, amplifies many of these concerns. The
survey's respondents included heads of businesses
across a range of industries in the capital. (See Box:
Highlights of the CBI's 2008 London business survey.)




Exhibit 10: Competitive features of rival financial centres

Ireland’s 12.5 percent corporation fax. As a result,

London's historic strengths, the capital faces another 1K managers were thought to account For 38 percent
significant threaf: mounting competition from other of fotal net-asset value in Irish registered funds and
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Against the backdrop of deterioration in some of
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Funding:

Members and LDA grants
“London First works on
behalf of the capital's
leading employers to
make London the best
city in the world in which
to do business”

LOND

DEVELOPMENT

AGENCY
Funding: HMG
“Responsible for driving
London's sustainable
economic growth and
ensure London remains
a global success story.
We drive forward
equality, health and work
along 4 themes:
marketing London,
encouraging business,
places & infrastructure,
supporting people”

Exhibit 11: London’s promotional bodies
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“The CBI helps create
and sustain the
conditions in which
businesses in the UK
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and international issues’
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the future of London
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Funding: HMG

“We work with UK-based
businesses to ensure
their success in
international markets.
We also encourage the
best overseas
companies to look to the
UK as their global
partner of choice

cﬁv
Funding: Tenants LONDON
“Committed to serving
the needs of international
business and
maintaining the
environment in which
organisations and
companies from all over
the world can play their
part in financing global
trade and development”

@ London
STOCK EXCHANGE
Funding: Private
“The London Stock
Exchange is at the heart
of the global financial
market and is home to
some of the largest,
most successful and
dynamic companies in
the world”

f\\ International Financial
7 senvices London, IFSL

Funding: Members

“The only independent
organisation
representing the whole
UK financial services
industry. We promote
the industry around the
world, influence trade
policy and publish
definitive research

on the sector”

Ty

Funding: Industry levy on
authorised firms

"The FSA are required
to have regard to the
international character
of financial services
and markets and

the desirability of
maintaining the
competitive position
of the UK"

In the hedge fund sector, Switzerland and its
favourable fax environment pose a very strong and
growing threat, particularly after the Lehman collapse
and the UK’s non-dom and higher rate tax changes.
Switzerland also presents London with mounting
competition in wholesale finance generally, as

does Paris.

The competition from other centres exposes the
fragmented nature of London’s efforts to protect
and promote its own financial centre. An array

of private and governmental institutions work at

this task with considerahble energy — the City of
London Corporation stands out as one example.

(See Exhibit 11). Yet these groups find it difficult to
achieve the full impact that one overarching, properly

The steady shift in economic power fowards emerging resourced body might deliver.

markets, particularly India, China and the Middle East, is
compounding these threats. Wealth is being dispersed
away from traditional financial centres, heightening
the competition that London faces from regional
centres such as Dubai, Shanghai and Singapore.






