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10 DOWNING STREET

From the Private Secretary 2 February 1983

Dear Jill s

Prime Minister's lunch with the Committee of London
Clearing Bankers

The Prime Minister had lunch today with the clearing bank
Chairmen. I attacha list of those present.

The Prime Minister said that domestic interest rates were
too high. They were higher in real terms than they had been
since 1973, notwithstanding the correct financial policies which
the Government was following. She had been mortified on her
return from the Falkland Islands at the rise in base rates from
10% to 11%. Nothing had been achieved by the latest rise: the
exchange rate was precisely where it would have been if this
rise had not occurred. It was regrettable that the clearing
banks had been moved by the sentiment in the markets to raise
their base rates. If they had held on for a day or so longer
the pressure would have abated. The Chairmen said that the
pressure was a market pressure which went much wider than the
clearing banks. Mr. Bevan, replying to the Prime Minister's
cament that Barclays had led the last two rises in base rates,
said that they had led the last four, two up and two down; they
were now depending, given the fall in current account balances,
on money from the markets to a much greater degree than previously.
Thus, they were market takers and not market makers. Mr. Leigh-
Pemberton said that Nat West had been losing £1 billion a week
through keeping their base rate out of line with money market
rates. The Prime Minister said that she believed that one of the
factors here was the lines of credit, or overdrafts , which
British banks made available to customers. Banks in other countries
did not follow this course, and it was regrettable that British
banks entered into open-ended commitments of this sort. There
followed a discussion about the utility to UK industry of the
* overdraft system, and the desirability of returning to a position
where debenture finance was more readily available.

All the Chairmen said that they shared the Prime Minister's
view that interest rates were too high. 'The higher the rates,
the more they suffered from bad debts. The Prime Minister said
that she had been told by several overseas bankers that there

/ would




would be resistance from British banks to a lower interest rate
regime, because British banking costs had risen rapidly and because
the endowment factor operated only when interest rates were above

a certain level. The Chairmen demurred. They did not believe

that their costs had risen disproportionately, and it was not true
to say that they needed interest rates above 8% or 9% at the

present time to cover their costs. The Prime Minister said that

she had seen evidence from the banks themselves that their costs

in running current accounts as a proportion of average current account
balances had risen from 6.9% in 1975 to 8.2% now. This figure

was still rising. Furthermore bank charges, similarly measured

in an inflation-adjusted way, had risen sharply over the same period.
Sir Jeremy Morse suggested that these figures did not take account
of the reduction in total current account balances in recent

years. The Prime Minister said that she was very concerned about

the pay situation in the clearing banks. Pay in insurance companies,
merchant banks and in the clearing banks was very high in relation
to the Civil Service. and she was alarmed to hear that the Chairmen
were thinking in terms of a settlement around 5%. She hoped that
they would remember that the nurses had settled at 4i% in the current
year, and that that had been a special case. There was every reason
for a settlement well below the going rate of inflation.

On Argentina, the Chairmen thanked the Prime Minister for
the position which the Government had taken. They recognised the
political difficulties, but argued,on the lines of the Times Leader
on Saturday, that this course was very much in the national interest.
Mr. Bevan said that they had welcomed the Inland Revenue's recent
letter to the banks about specific provision for bad debts. When
it was suggested that this letter simply confirmed the Revenue's
existing practice, which had been obscured by misleading press
reports, Sir Jeremy Morse commented that the Revenue's claim to
this effect was correct in letter but not in spirit. There
followed a discussion about Barclays' Saturday opening initiative.
The other Chairmen argued that the alternative approach, a 24 hour
mechanised cash distribution/plastic card system, gave equal
service to their customers. The Prime Minister commended Barclays'
initiative, and said that she expected it would lead to new
accounts.

I am copying this letter to Tim Allen in the Governor of the
Bank of England's Office.

Joa sinerdy

MAgha L Jtho e

Miss Jill Rutter,
H.M. Treasury.




COMMITTEE OF LONDON CLEARING BANKERS

10, lLombard Street. LLondon ecav 9ar

BECHETAHY-OENERAL TELEPHONE

LEBLIE W PRIEBTLEY OI-283 ABGE8

CHAIRMEN'S LUNCHEON : 2ND FEBRUARY,1983

1,00 Tor 1.15 P.M,

The Rt.Hon.Margaret Thatcher M.P., Prime Minister
Mr.M.C.Scholar, Private Secretary to the Prime Minister
Sir Robert Fairbairn,J.P., Chairman, Clydesdale Bank PILC

Mr.R.Leigh-Pemberton, Chairman, National Westminster Bank PIC
(Chairman, Committee of London Clearing Bankers)

Mr.T.H.Bevan, Chairman, Barclays Bank PILC (Deputy Chairman,
Committee of London Clearing Bankers)

Sir Jeremy Morse,K.C.,M.G,, Chairman, Lloyds Bank Plc
Sir Donald Barron, Chairman, Midland Bank plc

Sir George Kenyon,J.P.,D,L.,LL.,D.,Chairman,Williams & Glyn's
Bank plc

Mr.J.G.Quinton,Director and Senfor General Manager, Barclays
Bank PLC (Chairman, Chief Executive Officers' Committee)

Mr.K.S.Lucas, Secretary-General, Committee of London Clearing
Bankers
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10 DOWNING STREET

PRIME MINISTER

I attach:

List of guests (Flag A)

]

Treasury brief (Flag B)
.p-""-'

Mr. Scholar

1 February 1983




CONFIDENTIAL

’ITPAHHry Chambers, Parliament Street, SWI1P 3AG K.
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O1-233 S000)

Michael Scholar, Esq 1l February 1983
No 10 Downing Street
LONDON SWl

()QL"." m-';(.l.hb._iél ,«

I enclose some briefing notes for the Prime Minister's
lunch with the clearing bank chairmen tomorrow - they
cover the following subjects:

S——
o the clearers' pay negotiations
(negotiations start on 3 February):;

e W

b. provisions for bad debts

is figures for general provisions
for bad debts, which appear in the
accounts and include the (smaller)
specific provisions relevant to tax;

ii. the Inland Revenue's recent
letter to the banks about specific
provision for bad debts;

c. the Chancellor's decision not to
impose additional taxation on the banks in
the 1983 Budget.

I also attach background notes by the Bank of England on
the clearers' activities in support of recession-hit
companies; and on some international points.

YUNS'ENAUUiEd‘

Chna R,

/

Ff J O KERR

CONFIDENTIAL
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(‘.EEERERS PAY

Background

The claims by the two unions in the clearing banks are for increases
of 8% in the case of the CBU and in the case of BIFU £3 a week or 10%,
el

e |
whichever is greater, with a minimum wage of £30 for everyone over 20.

The next negotiating meeting between the clearing banks and the unions
is on Friday 4 February.

- 2. Before Christmas the Chancellor urged the case for settlements in
the financial sector close to the 3%% public expenditure provision
for pay increases in 1985. The emSTByers line will be decided on
3 February.

2. In the insurance sector offers in the range of 4 to 5% have been
made by the different companies and have been rejected by the unions.
One company is,however, understood to be about to implement a 43% offer
which has been accepted by one union. -

4. Recent exchanges between the Cpancellor, the Governor and the
Chairmen of the clearers have shown that the Chairmen '

a. regard an opening offer of 33% as provocatively low; but

b. want the settlement to be 43% or a little higher and

certainly not above 5%.

Points to Make

Tt is essential for the economy as a whole that pay increases
and settlements should fall again in this round. The fall in
the exchange rate makes that even more necessary - not only
fur further progress on inflation but for competitiveness and
Jjobs.

Compared with a year ago the RPI increase is now down to
5.4%. This puts in perspective settlements below 5%.




The clearers' settlement is likely to influence pay negotiations
throughout the financial sector in the rest of the year:
Scottish clearers, TSBs, Finance Houses and many others. The
settlement for the key clerical grades will also have an impact
on the non-industrial Civil Service negotiations.

There are particular arguments for a settlement well below the
RPI increase in the case of the clearers.

In recent years the banks and other institutions have made
settlements which led to earnings growth in the financial sector

2-3% faster than in the economy as a whole.

The clearers have no recruitment or retention problems in the
key clerical grades.

A low pay settlement would help profitability which has been
depressed by lower interest rates / though this is in part
being recouped through sharp increases in bank charges_/ and by
international debt problems. High retentions are particularly
needed this year to help improve or at least maintain capital
ratios.

wrorgto undermine 431% increase being implemented by one
insurance companye.

The clearers' settlement should be well below 5%.

Defensive

L]

6. True that general level of settlements in the private sector seems
to be about 5-6%. But clearers' settlement needs to be below that, see
————

sub-paragraph 5e. above.

9. The NHS settlement was equivalent to 4% from 1 April. The local
authority manuals are expected to accept an offer of 42% on 11 Februeary.
The engineering settlement was 4.8%.




ANNEX B(i)

CLEARING BANKS' BAD DEBT PROVISIONS FOR 1982

general %
In the first half of 1982, the/provisions of the four main clearing

banks a2lmost doubled to £330 million from £167 million in the first

L=

half_of-iggl. Since then the Royal Bank of Scotland Group have

published their full year's results for the year ending 30 September

1982 showing provisions of £31 million against £13 million in 19681

e

while Lloyds Bank: International's results recorded an increase in

provisions to £115 million from £4L million. Those banks whose

————

financial year ends at the end of December 1982 will now be in the

process of finalising their provisions. Confidential indications given

to the Bank suggest that the charge for provisions in the second half

of 1982 is likely to be higher than in the first half of the year.

Figures and August press comment attached.

* The general provisions appear in the accounts aad
include the (smaller) specific provisions which
are relevant to tax.




BAD DEBT PROVISIONS
London Clearing Banks 1979 to 1982

1981 1981 1982 2.3
First Half|Second Half|First Half™’
(Interim)

£n £m
BARCLAYS 60 80

LIOYDS 24 62

MIDIAND ) 58 75

NATIONAL ;
WESTMINSTER 40 45 ok KB

TOTAL |[Whole Year|Whole Year Half Year |Hzalf Year
118 401 Z14 530

reflects bunched recovery of provisions from earlier years.

details of provisions for second half 1982 are not yet known
but are expected to be worse:

Barclays report on 7 March 1983;

Lloyds report on 18 February 1983;

Midland report on ¢ March 1983

National Westminster report on 15 March 1983.

‘Barclays, Midland and Lloyds commented that provisions had
been particularly increased on foreign business (private as
well as public sector); Lloyds mentioned South America
especially, Midland and Barclays North America.




tér(.e care

igh interest rates and the world
cession are blamed by all four
K clearers in reporting excep-
onally high provisions for bad and
oubtful debts which have cur into
rofits for the latest half-year to 30
une 1982. Barclays has suffered
¢ worst in this respect with
provisions totalling £115+4 million,
lashing profits by 15% over the
pme period last year to £236-5
illion. Midland’s profits fell to
95-1 million, down by 9% on
ven last year’s disappointing first-
alf results, after deducting a
assive £75 million charge for
brovisiors, over 80% of the pre-tax
rofit figure.
Both Lloyds and NarWest,
though reporting increased total
brovisions, managed to raise profits
rom last year, Lloyds by 10% to
193-1 million, and NatWest by
6% to £214 million. But,
Ithough it was Lloyds which
egistered the best profit growth, it
Iso showed the biggest increase in
bad debt provisions at £62-1
illion, more than double last
ear’s first-half figure. NarWest
tharged the highest provisions

fter Barclays at £78 million,

hough significantly only £68
nillion of this toral was applied to
pecific provisions compared with .
138 million for Barclays (reduced
£115  million overall by
:CO\:rcrics and a credit to general

Barclays puts the blame for this
krartlingly  high figure on its
S operation where a £25 million
brofit in the last half of 1981 has
been turned into a-£23:5 million
pss this half, largely through bad
ind doubtful debt provisions in
espect of three specific (but
nnamed) customers. Earni'ngs for

the international operation overall
were down from £129-0 million in
the second half of last year to £637
million in this half, due mainly to
the US problems.

Midland has also been hit in the
United Sates, by the poor perform-
ance of its newly acquired sub-
sidiary Crocker National. Crocker’s
extensive portfolio of non-perform-
ing real-estate loans and its loss-
making fixed interest rate advances
have been the culprit there.

Lloyds does not break down its
figures between international and
domestic profits but declares that on
the international side earnings were
down over the previous half-year. It
also suffered a £14-2 million
exchange deficit on translation of
foreign currency working capital
largely due to the devaluation of the
Argentine. peso. No mention is
made of any other damage suffered
by the bank 1o its Argentine
interests, though chairman Sir
Jeremy Morse noted that inter-
national conditions were affecting
‘both sovereign and corporate
borrowers around the world’. At
NatWest the international banking
division held its own, increasing its
contribution 10 overall profits from
32% to 34% compared with the
same period last year.

Both Lloyds and NatWest are
pleased with  their domestic
performance although suffering
somewhat from the decline in the
level of  non-interest-bearing
current accounts as a proportion of
overall deposits. Sterling advances
are up 24% at Lloyds and 14% at
NatWest in the last six months
while net interest income has risen
by only 2:7% and 4+8% respec-

tively over the previous half-year.

The lower increase in net interest
income for Lloyds, despite its big
jump in advances, is indicative of
the lower margin business it
appears to be attracting from its
competitors. Average base rates fell
from 13:7% in the previous half-
year to 13-4% in this, compound-
ing the squecze on all the bank’s
margins.

Midland has been hit hardest by
the UK recession, particularly by
poor results from its domestic
subsidiaries. Hefty provisions for
bad debts have been necessary at its
Northern Bank group, while both
Clydesdale Bank and Thomas Cook
have turned in reduced profits.
Sterling advances for the whole
group rose only 10% in the period.
At Barclays, advances rose by just
under 14% and the bank showed
modest growth in domestic profits
from £184:7 million in the last
half-year to £203-3 ‘million this
time. It too has been affected by
falling interest rates, narrowing
margins and increased bad debt
provisions. Barclaycard has made 2
significantly greater contribution to
group profits but Mercantile Credit
has had a poor first half.

All four banks have emphasised
that they are helping customers
caught in the recession—'to the
limits of prudence’ says Barclays—
and the domestic figures should be
seen in this context. Barclays has
over 500 medium to large
customers in ‘intensive care’ while
the Midland quotes a figure of 70
major companies. With little
prospect of immediate relief to this
gloomy picture, full-year results are
unlikely to match last year's extra-
ordinary growth for any of the
clearers. ®

UK BANKS INTERIM RESULTS

Jan-June 1982, £ million

Net interest income (% change®)

Pre-1ax profits (% changel
Taxauon

Earmings per share (% change)
Bad debt prowision (% changel

Cutrent cost pre-1ax profit
(% changel

Lioyds

5905 [+29-4) 704
1931
48-0 32

75-2p (+0:7) 75-8p (+3
621 (+155:6) 78 (<73

NatWest

129:5

*Over the hall-year 10 30 June 1981

[+18-
(+10-5) 214 (+8-

(+22-5) 139 (+9-

Midland

1) 668-9 (+12-9)
6) 951 (-8-0)

34-0
1) 28-9p
3) 75+3

Barclays

915:7

2365
67:2
44-9p

115-4

(-31:0)
(+96:6)
4) 460

(+39-4) 136-5

{+13-5]
{(=15-6)

(=232}
(+93-3)

(=14-0)




TAX TREATMENT OF COUNTRY-RISK DEBTS

The tax treatment of country-risk debts is an important
consideration for the banks at this particular time of
the year, as they draw up their accounts for 1982.

Some concern had been expressed about the extent to which
they could claim a tax deduction for"specific provisions"
in respect of doubtful international debts - particularly
those where the overseas governments have rescheduled
the debt or interest payments and are therefore not

technically in default. (This was not helped by some
un-informed press comment.)

The country-risk debt issue is not a new one - countries

have been in trouble both pre-war and post-war. But
the scale of the problem - the number of countries in
difficulty, the spread of banks concerned and the size

of the amounts involved - is new.

Talks have taken place between the British Bankers'
Association and the Revenue, as a result of which the
Revenue sent the Association a letter on 17 January, at
the Association's regquest, setting out the general tax
principles in respect of bad or doubtful debts, and
focusing on how in practice these principles apply

in the special case of country-risk debts.

These principles are not new. The letter codifies the
Revenue's view of the law in relation to the tax treatment
of debts generally. One of the points made is that the
rescheduling of a debt does not in itself necessarily
preclude some writing down for tax purposes. The need
for rescheduling usually indicates that the debtor is in

some difficulty.




The Association has sent the letter to its members, and,

in response to a Parliamentary Question from Mr Tim Smith, MP,
the Revenue published it as a Statement of Practice on

25 January (copy attached). The Statement has been
widely welcomed.




INLAND
REVENUE

Press Release

INLAND REVENUE PRESS OFFICE, SOMERSET HOUSE, STRAND, LONDON WC2R 1LB
PHONE: 01—438 8882 OR 6708

25 January 1983

[3x]

COUNTRY-RISK DEBTS

In answer to a Parliamentary Question yesterday, the Minister
of State at the Treasury, Mr John Wakeham MP, "said that, with
‘the agreement of the British Bankers' Association, the Inland
Revenue would be publishing the text of a letter sent to the
Association on 17 January 1983, indicating the principles
which the Board of Inland Revenue consider appropriate in
applying the tax law to the consideration of country-risk
debts.

v

The‘tekt of the letter is included in the attached Statement of
Practice (SPl1/83).

Note of Editors

The letter of 17 January was written at the request of the
British Bankers’ Association, for the guidance of their members.
It sets out the general principles which the Inland Revenue
have always regarded as applying in law to the tax treatment
of debts generally.




Statement of Practice

sP 1 [ 83
Date 25 January 1983

FURTHER COPIES OF THIS STATEMENT MAY BE OBTAINED BY CALLING AT OR WRITING TO THE
PUBLIC ENQUIRY ROOM, NEW WING, SOMERSET HOUSE;, STRAND, LONDON WC2R 1LB.

COUNTRY-RISK DEBTS

The following statement of the Board of Inland Revenue's practice
. in relation to the tax treatment of country-risk debts is

contained in a letter sent to the British Bankers'Association

on 17 January 1983:

"The Board confirm that, in their view, the following general
principles are applicable in determining the extent to which
specific provisions for country-risk debts - as for debts
generally - can properly be allowed for tax purposes.

a. It is for each individual bank to decide on the
amount of any specific provisions which it regards

as appropriate and to justify such provisions for tax
purposes.

b. - Whether a specific provision can properly be
allowed for any debt can be determined only in
accordance with the relevant tax law and in the
light of the particular circumstances of that debt,
including, as regards a sovereign debt, the present
and prospective ability of the debtor country to
service its debts. (By a "sovereign debt" is meant
a debt incurred by a government or government agency
or guaranteed by a government or government agency.)

S Subject to all other circumstances the
re-scheduling of a debt, or of the interest thereon,
does not of itself necessarily preclude the allowance
of a specific provision in respect of that debt.

d. Where interest is overdue on a debt and the bank
is taxable on an accruals basis, a provision may be
allowable against that interest until such time as it
is paid.

e. Any specific provision allowed for tax is subject
to annual review, even if, during the year, there has
been no recovery of the debt. This review will have
regard, amongst other things, to any changes in the
economy of the debtor country which might have a
bearing on the prospects of recovering the debt.

Al

THIS STATEMENT HAS NO BINDING FORCE AND DOES NOT AFFECT A TAXPAYER'S RIGHTS
OF APPEAL ON POINTS CONCERNING HIS LIABILITY TO TAX




CONFIDENTIAL

CONFIDENTIAL

TAX AND BANKS

Background

In the 1982 Budget the Chancellor announced several measures designed
to reduce the amount of tax shelter available to the banks. He said
that while these measures would help he would be giving further thought

"to the problem of how best to ensure a sufficient contribution
to tax revenues from the banking sector'.

2. A report has been prepared and the Chancellor has decided that,

given lower interest rates and mounting™bad debts (see Annex B (ii)

.on loans to countries and companies in difficulties, current

circumstances were inappropriate for the imposition of additional
taxation on the banking sector in the 1983 Budget. The banks have nov
been told about this decision, though they may guess it.

Defensive Rrief

"No doubt the Chancellor will meke his decision known at the appropriate

time."




INTERNATIONAL DEBTS

Issue

To what extent can banks claim tax relief for
. - . o SR
international loans which go sour?

Line to Take

Relief is available under the normal rules relating
to the tax treatment of bad or doubtful debtors. In the
case of international loans, this will normally be when
a debtor country gets into actual difficulty - either

defaulting completely or rescheduling its loan repayments.

Discussions have taken place between the British
Bankers Association and the Inland Revenue. The Revenue
have issued guidance on above lines. The banks are now

understood to be happy.
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Domestic Side

In addition to the important role the banks are playing in the
international banking arena, they are being equally supportive
on the domestic front in supporting UK companies in difficulties.

In recent years British industry has come to rely more and more on
the banks for their outside finance, as the pressures of inflation
and the high interest rates had closed off until last year the
alternative of raising long-term fixed rate finance through the
corporate bond market. Last year 80% of companies' external
financing was provided by the banks; fifteen years ago that
proportion was less than one-third. Although overdraft financing

remains the predominant form of bank lending, the banks have nade

very positive and encouraging efforts to increase the level of their
term lending to replace overdraft financing wherever practicable.

The length and depth of the current recession has confronted the
banking system with problems whichhave required the banks to adapt
many of their traditional ideas of prudential lending. And while,
for instance, the aggregate average level of capital gearing

remains at a tolerable level of around 30-40% for listed companies,
the banks are continuing to support a significant number of companies
with debt/equity ratios well in excess of these levels. The need
for increased support in difficult cases is, of course, one of

the reasons why the banks have substantially increased in recent
months their provisions for possible bad debts.

Apart from making additionel facilities available to companies which
have a reel prospect of recovery once demand picks-up, given the
right financial support during the interim period, the banks have
shown themselves able to respond with an encouraging degree of
flexibility and innovativeness to the variety of problems they face.
They are willing to participate constructively in discussions

with other interested parties, s uch as institutional shareholders,
in capital reconstructions of company balance sheets and in the
right circumstances to convert part of existing debl into share
capital which is of immediate benefit to companies' capital and
income gearing and cash flow. The banks have also been increasingly




CONFIDENTIAL

.wl’illng to discuss and implement, in conjunction with institutional

shareholders, changes where necessary to strengthen manageument;
this development is an important part of the improvement in the
banks' monitoring of their corporate customers which should play
an increasingly important role in identifying problems at an
early stage enabling action to be taken well in advance of a
possible crisis.

A particularly good example of the banks working in close harmony

with other financial institutions, and government, was in the

recent formation of Sheffield Forgemasters, which brought together
_the forging interest of Johnson & Firth Brown and BSC. As part

of this package the banks converted £5 mn of debt into convertible

unsecured loan stock with a matching subscription from financial
_institutions and BSC, as well as converting some overdraft facilities

into term loans. Another important case is Massey Ferguson where

the participation of the UK banks led by Barclays alongside

ECGD is a crucial part of the scheme for the reconstruction of this

important international group with major UK interests.

BANK OF ENGLAND




AIDE-MEMOIRE ON INTERNATIONAL-POINTS

The IMF has encouraged the international banks to play their

part in finding a solution to the debt difficulties of Mexico,
Brazil, Yugoslavia (and Argentina). The Bank of England and

the Fed have given their support, and recognised that an increase

in exposure may in certain circumstances improve the quality of
existing loans - in particular where it is part of an internationally
coordinated package of support and an IMF adjustment programme

has been put in place.

2. The clearing banks have assumed the responsibilities between
them for coordination and leadership of the London banking
community under the negotiations now in progress with Mexico,
Brazil, Argentina and Yugoslavia. This involves a good deal

of administration. They have co operated both with the Bank

of England and among themselves to share the load as follows:

Mexico: Membership of the international Advisory Group of Banks:

Lloyds Bank International

Brazil: Liaison group for international overall coordination:
Midland and Lloyds Bank International.

Project I new money Midland,
Project II rescheduling of 1983 maturities: Lloyds Bank International,

Project III trade-related credits: National Westminster,

Project IV interbank liabilities: Barclays,

Argentina: IMember of international working group Lloyds Bank

International (who, with Barclays, run domestic

banks there).

Yugoslavia: Member of the Advisory Committee: Barclays Bank

International




Member of the Steering Group: Barclays Bank and Lloyds
Bank International

Member of the Advisory Committee: Midland

Romania: Member of the Steering Committee : Barclays Bank

International and Lloyds Bank International

B For some time the clearers have had a Sovereign Risk
Committee, set up with the encauragement of the Bank of England,
which meets to discuss the problem countries. While playing
their part the clearers have stressed that they are willing

to do so only on the principle of burden sharing. This means
both a contribution from the whole banking community, the
official side and international financial institutions.

4. And the burden has been shared. There are the resources
provided by the IMF (and our support for an enlargement in

the. size of the Fund, and the enlarged GAB). Closer home,

there were the HMT guaranteeé for the Bank of England contribution

to BIS loans to Mexico (£140 million ex £925 million), Brazil
($110 million ex 1.2 billion). ECGD 150 million for Mexico.
[Some bankers have sought assurances that the governments
contribution to Mexico will be an all fours with theirs, with a
maximum maturity of six years on new money, eight years on
rescheduled loans. No commitment has been made on the terms

of the ECGD facilities, and nor would it be helpful 1in general
to do so. However the contracts whicibenefit will be subject

to the usual terms aporopriate for the individual projects.

each of which will be negotiated independently. Final
maturities are expected to be at least five years and could be
as long as eight. Thus the terms, which are for new money,
compare favourably with those of the commercial bank contribution. ]

S The Inland Revenue has written to the banks to clarify

the position on tax relief on specific provisions in respect of
sovereign loans which have been rescheduled - and the banks

are thought to be happy with the position.




6. The banks have now agreed to set up Ditchley II

("Institute of International Finance") and hope it will be

operating from March (optimistic). Its precise role and

functions remain unclear - eg how far will it operate as
a clearing house for information about country risk and
exposure?

7 Mexico has so far raised over 24.7 billion towards
their target from international banks of £5.0 billion and
Brazil nearly g4.0 billion towards g4.4 billion.
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From the Private Secretary 6 February 1981

I am sorry that I have not written earlier about the
Prime Minister's lunch with the Committee of London Clearing

Bankers last Monday. - 2a\3\.

The discussion ranged widely over a number of topics,
including the short-term prospects for industry, recent
monetary developments, and monetary control. The Prime
Minister expressed concern at the continued growth of lending
to the personal sector, including lending based on credit
cards. The bankers pointed out a good deal of the lending
to the personal sector was in fact to small businesses,
and that credit card lending represented only a small pro-
portion of it; they also pointed out that, since November,
the banks hod stopped advertising credit cards. On the
question of lending to the corporate sector, they denied
the criticism that in too many cases overdraft facilities
had been made available to enable companies to finance
uneconomic pay settlements; they argued that the clearers
had played a positive role in preventing the recession from
causing even more bankruptcies than had taken place. On the
other hand, to the extent that in some cases overdraft
facilities might have been excessive, it was pointed out that
the clearers faced strong competition amongst themselves and
from the American banks: if increased credit facilities to
a particular borrower were held back, all too often another

bank would step in.

/ They also

CORFIDENTIAL




They also raised the question of a possible windfall
tax on bank profits. Sir Jeremy Morse said that they were
strongly opposed to such a tax. They had had discussions
with the Chancellor the previous autumn with a view to help-
ing the Government reduce the PSBR by other means - namely,
that they should take back some of the export credit cur-
rently being refinanced by the Government. They had not put
a figure on their proposal at that time, but they were now
prepared to come back to the Chancellor with a specific pro-
position. In response to a question from the Prime Minister,
he said that he thought they would be prepared to offer to
take back £1 billion.

The Prime Minister gave no indication of how the Government
would move on the windfall tax proposal. She-expressed
interest in the proposition put forward by Sir Jeremy on
refinancing, but she made it clear that the Chancellor would

have to consider it carefully before taking a view,

Sir Jeremy has now written to the Prime Minister with
a copy to the Chancellor (his letter of 2 February), and I
&f\a b should be grateful for advice on how the Prime Minister
&

might respond.

(o

I am sending a copy of this letter to the office of

the Governor of the Bank of England.

A. J. Wiggins, Esq.’,
H.M. Treasury.




LONDON CLEARING BANKE

lLombard Street. London, Ec3v 9aP

" 2nd February,198

We greatly enjoyed having you to lunch today, and
hope that you found it worth while.

I enclose the paper we had prepared on the question
of taxing bank profits. It sets out the main reasons why
we think that a special tax would be both wrong and untimely.
Under the latter head I would add the damaging effect that
the announcement of & tax could have on our pay negotiations,
as we discussed at the table. In view of the stress you laid
on credit card lending, I also enclose the figures on this.
You will see that the interest-bearing part of this lending
increased by 24% over the past 1/ ‘months, but is still only
11% of ppraonaL and 3% of total sterling lending.

As I have already written to the Chancellor, we recognise
the problem faced by the Government in reducing the PSBR, and
we would certainly like to help with it, in a way that does not
impair our basic strength to the disadvantage of our customers
and our shareholders. It is in this spirit that we have
suggested that we might take back a substantial part of the
export credit, say, £1 billion, which is at present refinanced
by the Government. This would produce a considerably greater
immediate benefit to the PSBR than the other proposals made
to us, and altlmubh there would be a corresponding loss.of
benefit in later years the discounted cash-flow ud”antagu of
such-an accelerated repayment would be considerable.

I am copying this letter to the Chancellor and to the
Governor.

The Rt.Hon.Margaret Thatcher
Prime ﬂinl&ltr,
10 Downing Street

London, SW1




LONDON CLEARING BANKS' GROUPS

CREDIT CARD DEBT

¢ millions

31.12.79 31.12.80.  Change

Credit Card Debt outstanding: .
".,;a—-—-' ——

(2) Total 1,120 = 228 ((+ 26%) )

(b) Interest-Bearing O 810 158 (P1§E:)

A B AT

Total Sterling Advances to
U.K. Residents 5,4¢ 31,080 %5,589 (+

Total Sterling Advances to
Personal Sector 6,214

1(b) as % of 2 3%

1(b) as % of 3 10%

Cc.1..C.B. Statistical Unit
A
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HE ARGUMENTS AGAINST A SPECIAL TAX ON BANK PROFITS

First, it may help to consider the background against which calls have
been made to the banks to some form of excess profits tax.
There is no denying that the profits of the clearing banks have
increased considerably in recent years to amounts which are not only
large in absolute terms but also represent a high return on capital, by
comparison both with the banks' own record and with the current
achievements of other industries.

Moreover, a substantial element of these profits represents the margin
earned on the banks' current account balances at a time of high interest
rates. This 'endowment' or 'windfall' element results from economic
circumstances and government policy rather than from the banks' own
endeavours.

The counter-arguments considered in this note have been divided into
three groups. First are those based directly on the ‘banks' financial
record. Second are those which relate to the nature of the banks'
business. And third are those concerned with the practical implications
of seeking to impose an excess profits tax.

THE FINANCIAL RECORD

4. The banks' main argument against an excess profits tax is that, allowing
for inflation and cyclicality, their profits do not represent an excessive
return on capital employed. This, they believe, is demonstrated by the
two accompanying charts, which show how the profits of the 'big four'
London clearing bank groups have developed since 1973, both before and
after allowing for inflation, and which measure the rate of return that
the banks have earned each year. As 1973 marked the previous peak in
bank profitability, the charts cover a full profits cycle.

The Effects of Inflaticon

It can be seen from the first chart that historic cost profits in 1979
were 23 times higher than in 1973. However, it is now fully accepted
that historic cost accounts give a misleading impression of the
profitability of banks, as of other industries. For prudential reasons
banks necessarily hold more monetary assets than monetary liabilities:

that is to say, part of their capital has to be held in the form of
monetary items. Measures of real profitability must therefore allow
for the fact that inflation depletes the real value of these net monetary
assets. This allowance is achieved by the monetary working capital
adjustment made under current cost accounting.




t cost profits in 1979 were 83 per cent

[l . x s QACY
this does not mean that profits rose by 83% in

even curren

current cost accounting does
general price inflation on a
5" current cost profits may be
, Not real terms - of the surplus

the

dividends or for use in expanding
he real value, or purchasing power, of

three-quarters of what it had been six

b ban! 5 )[‘Cf.'T.‘.; tax on the basis of their
recent profits alone would be rather like taxing a West Fnd store solely
on the basis of its Christinas sales period. Bank profits are inherently
cychfaf and, as e first chart shows, in real terms !.'-‘vn/ declined to
virtually nothing in 1975 L t two years after reaching their previous
peak. The main expla :-:t.lr.'J.':u is of course the cyclical movement of
interest rates themselves: when rates are high bank profits are high,

and vice ver

The endowment effect, however, is by no means the only consequence
of high interest rates for bank profits, and some of the other rz:sul'.s are
far from beneficial For instance, the banks' _:*,ilt-r-'f:_ﬂ“ff investments
tend to fall in value, the profits of their finan house

subsidiaries decline and the cost of 4 E."a?r-'*-'t free balan

Bank of England rises, to the competitive advantage of those banks

which suffer no

Perhaps more importantly, the harmful effect of high interest rates on
the banks' business customers increases the incidence of bad debts.
However, as these bad debts -'__.\:"_f.’n do not show through until subsequent
years, tlm-f can h'f-v-’ the effect of exacerbating the profits cycle,
rather than dampening it. And, of course, the inflationary processes
which give rise t« '13: h 5:- 2rest rates aiso cause increases in the banks'
when rates are low.

The effects of inflation and the cyclical nature of b k profits should
each become even more e u}*» nt when the banks' rr‘wlt% for 1980 are
published during the course of the coming weeks. Stockbrokers'
estirnates are almost un: nous in e Xpec ting profits to fall even in
historic cost terms, let alone after allow - inflation.

Return on Ca

Even after wance has been made for inflation and cyclicality, it
might still b £ that ban! ofits v excessive. This is not an
issue \.\.fh'f‘h Iu 2 resolved by king at the figures on their ow

after all, the ba }

qiee the hanlee are '| .
|| 'J; nesses,

an increasing




14,

L%

has been earned in areas which are not
tic interest r: notably international
and domestic lending lln "V‘vr* by interest-earning
re important that the banks' profits be judged in

4
loyed in earning them.

' be judged excessive if - in real terms and

a rate of return on capital that was w

Chart 2 suggests that this is not
ing conventions prevent accura
parisons from year to year, two conclusions are inescapable.

First, the rate of return that the banks earned in 1979 was lower, both

before and after tax, than in the previous peak year of 1973. An«
secondly, between these two peak years the rate of return fell to very
much I‘w'-‘r lm-._-_-la, What is more, as the banks showed in their evider

to the son Committee the rates of return they were earning ir
i'ni-:!--i‘)?;z; were consistently well below those "r“!nf’ earned by Jeading
companies in other sectors of the economy. The comparative figures
are reproduced as Table I: it should be noted that no adjustment has
been rmade for inflatic There is no evidence that the banks' average
rate of return over the full profits cycle has been excessive by the
standards of industry at large. '

Even in the peak year of 1979, the Wks' current cost rate of return
was starting to decline, and 1980 resu are almost bound to show a
further fall. The banks naturally hope that their real profitability will
not decline as steeply this time as it did in the mid-1970s. But for
cyclical reasons alone, a further 1':_.:'1 is 'sroh"-‘)[u", and the average return
over the present profits cycle - as over previous ones - is likely to prove
very much lower than in the peak years alone.

In Conrlu:“.ién, the clearing banks' financial record and prospects do not
lend support to the belief that the banks' profits represent an excessive
rate of return on capital once allowance is made for inflation and
cyclical effects.

... J‘. .i “}ﬂ I‘}'\I\\”‘:

P

The banks "(‘:‘o_::’_nf:so that some of the arguments for an excess profi
tax relate less to their fin:mcin[ record as such than

the business that they do. In p-’“-rtir','uldr it is argued that the bar:.-:_'
profits are a fortuitous, or 'non-functional', by-product of governn
policy, and that the banking industry is uncompetitive
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CHART 2 : THE BANKS' RATE OF RETURN

Current Cost Profits as a Percentage of Capital Employed
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Allowing for inflation and cyclicality, the banks' profits do not

r(-;nr(.-sr_:-nr an excessive return on capital. (Para 4)

.- ; "Ink‘p'L"—lhlL‘l’lr C'-H)J_._, ratio
\..'f'll ssential if con ence is to be m: tained and the banks are

must be JI"’-‘ »d in relation to the capital emj
f their diversification into interna tmrm!

(Para

The banks earned a lowe ‘turn on capital in 1979 than in 1973, and
between se peak years the return fell to below those earned in other
industries. The rate is now falling again. (Paras 13-15)

largely explained by the interest rate cycle, with
costs continuing to be felt after rates have fallen.

(Paras 7-9)

324

Profits for 1980 are likely to show a decline even before allowing for
b

1

mel.mf‘L (Para |

Current cost profits have risen by very much less than historic cost
pr(mu since 1973, and the real value of the banks' distributable surplus
has actually declined. (P

The banks' current a far from being cost-free. Unrecovered
money t.\‘r.\: ission costs mean that this part of the banks' business was
i"\-\)-_i nal . o =X S « 7 | '{'— \-",'\'T‘U]'I _;_-_|:_l 0SS :\1['1_ 1 g 'q l;'

JntereaL

The banks face fierce competition from one another, and from other
institutions. (Paras 21-22)
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Ci) BANK OF ENGLAND

. Threadneedle Street
PMM-L Mimthn London

e EC2R 8AH

Qkevant b yav 31 January 1983

Uehving ank ik

M Scholar Esqg t
10 Downing Street e (bl G P"W" 2 shaws fhat banlyy Lojb

London

SW1 hak ‘M;u Jrmwn o a/ Jy avemc

7 M etk balanwes 5 Aw pAiA 4 thowy M JkM?
o i

IMAAK (n tkuuv,; vy The Jame pen'd) |, Nokt Meat

As requested in your letter of 20 January I enclose a note that has

n n 4
been prepared here on "endowment" profits. .‘:whn- kbl s -b&LMH- M s ha

s Of PP hu lanuy .

The note itself is somewhat technical, because th subkgct is in
fact quite complicated, but the main point which the Prime Minister &K
may like to have in mind is the following - lﬂfﬁhbv#ﬁv*d

(i) The 8.2% figure produced by the BBA as the average cost of fﬂ)l‘L

—
current account balances should not be seen as some kind of

floor so that banks automatically make losses on their current
account business if market interest rates fall below this

figure. This is because =

current account balances tend to increase more rapidly as

interest rates decline and this will in turn affect the cost

— —— ey

figure (of 8.2%) which is expressed as a percentage of

the level of current account balances;

the banks will react to lower interest rates by charging more

for the services provided to current account holders (and this
———, ——

will again affect the 8.2% figure);

the banks' earnings from their investment of current account
e e SN
deposits are not directly proportionate to the general level

“ h 2 2
of market interest rates, partly because of their fixed rate

& * " . e e
investments, and, more importantly in present circumstances,

because provisions for bad debts could well be reduced as
——————

——e,

interest rates decline; and




while it nevertheless remains true that endowment profits

will tend to fall with interest rates, their importance is

now much less than it was because current account business

now accounts for less than a quarter of total domestic

-

sterling business.

o

< A

T E Allen
Governor's Private Secretary




"ENDOWMENT" PROFITS

1 The "endowment" element of banks' profits is generally thought of

as arising when deposits are taken by banks at no interest (or at a

nominal rate of interest) and then invested at prevailing market rates

of interest. In practice a number of other factors affect "endowment"
profits, most importantly the costs of maintaining the branch network
through which current account deposits are collected and providing
related services offset in part by the direct charges made for such
services. It is only when the endowment element exceeds these costs

that endowment profits arise.

2 The British Banking Association's report (Review of Taxation in the
Banking Sector - September 1982), referred to by the Prime Minister,
quotes estimates for the costs of the four major clearing banks in
operating current accounEET_ggter deducting the banks' charges, for

the years 1975 to 1981. The results are expressed as a percentage

of average credit balances on current accounts.

1875 1976 1978 1979 1980 1981

6.9% - 6.2% 6.5% 8.1% 8.2%

' - cm— - —
There is a large subjective element in the basis of cost allocation.
However, the figures for 1222;12 were prepared for the Price Commission
and the basis of cost allocation used was accepted by the Commission.

The series has simply been updated for the recent report.

p— —

3 The total costs entering into these calculations are essentially

independent of the level of interest rates. However, the volume of

current account credit balances, and hence the percentages in

paragraph 2 above, is affected by the level of interest rates. As

interest rates rise current account balances tend to grow more slowly
because of the greater incentive for funds to be switched into assets
bearing a full market interest rate. As a result the costs of current
account deposits to the banks expressed as a percentage of the volume
of such deposits will also increase as interest rates rise. A
signiticant part of the marked cost increase in 1980 and 1981 which

the figures show is attributable to this factor, with the clearing




banks' total non-interest-bearing sight deposits rising by only
3 1/4% a year in those two years, compared with 13 1/4% a year on

average in the earlier years.

4 As noted earlier, the cost figures in paragraph 2 are arrived at

after deducting the banks' charges for providing current account

services. These charges doubled as a percentage of average current
pon bl 2

account credit balances, from 1.7% to 3.4% in the six years to 1981
and another round of increases in bank charges has just taken place.
Even after the latest increases, however, some 50% of all bank

——
customers still pay no charges at all and there is still scope for

further increases. Such increases, after taking due account of the

—

impact of competition from interest bearing forms of account,
including those of building societies, will help contain the cost,
and so maintain the profitability of current accounts in a lower

interest rate environment.

5 On the other side, the banks' earnings from the investment of
current account deposits cannot be accurately determined because the

banks do not in general match particular types of deposit with

particular categories of asset. At one extreme assets in the form
_

of cash in tills (held largely to provide cash to current account

holders and equivalent to some 5% of the London clearing banks'

non-interest-bearing current account deposits) earns nothing; while
some types of personal lending may currently earn rates in excess of
25%. Unpublished figures on the domestic operations of three of the

clearing banks* show that toal interest income for 198l expressed as

a percentage of total banking assets was 1l4.5%; but this figure
il

(which is arrived at before deducting the costs of managing the assets)

cannot be directly set alongside the figure of 8.2% for the cost of
operating current accounts in that year shown in paragraph 2 because
it includes indistinguishably the banks' earnings from the investment
of other, interest-bearing, deposits which are proportionately much

larger and which are generally more expensive to the banks.

* Barclays, Lloyds and National Westminster, These three banks conduct
the bulk of their international operations through separate
subsidiaries. Midland's domestic and international operations are
carried out through the same company.




6 Whatever the yield attributable to current account deposits, it
will tend to vary directly with the level of interest rates,

although this would not be true to the extent that the deposits were
invested in fixed-rate assets, eg gilt-edged and much consumer credit
business. Also it may well be the case that the banks' bad debt
experience increases at higher levels of interest rates, and the

associated provisions would need to be set against earnings.

7 For the reason given in paragraph 6 above it is not possible to
estimate the size of the endowment element in the banks' total profits,
but it is certainly much less important than it was because of the
relative decline in current account business. Non-interest-bearing
current account balances fell from 36% of the clearing banks' total
sterling deposits in 1977 to 23% in 1981 and are still falling.

It is almost certainly true that the endowment element in profits
varies directly with interest rates, despite the contrary factors
noted above, but the relationship is less straightforward than is
sometimes supposed, and probably weaker than in the past. Because
of the decline in the relative importance of the endowment element,

it is much less clear that the clearing bank groups' total domestic

profits# still vary directly with interest rates in the same way.

Bank of England
31 January 1983

# One recent analysis, by stockbrokers Panmure Gordon, suggests that
the relationship can be inverse. They put National Westminster's
profits for 1983 at £510 million if base rates fall to 8% and
£520 million if base rates fall to 6%, though this result may be
influenced by an expectation of lower provisions on the lower
interest rate assumption.
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SECRET

BANK PROFITS AND ADDITIONAL REVENUE FROM THE BANKS

1« The big four clearing banks in 1979 announced profits of around £13bn.
Their results for the first half of 1980 disappointed analysts - with their
nominal profits below the second half of 1979. Figures for 1980 will be
announced in February and March and are unlikely to be better than the 1979

figures - some analysts are predicting a fall of up to 10% = which means

a significant worsening in current cost accounting terms.

2. Since these profits remain high in comparison with those of industry
generally, Treasury Ministers have been exploring with the dearers various

schemes for securing additional revenue from the banking system. One possibility

was that the clearers might agree to finance a large part of the interest
e

rate subsidy involved in fixed rate export credit lending. The clearers have

now rejected this approacﬁt In discussions Ministers made it clear to the

clearers that the likely result - if they refused to cooperate on fixed rate

lending - was some form of tax on their "windfall" profits.

3« Work is proceeding on a one-off levy on the banks so that this is an option

for the Budget. It would be based on non-interest-bearing deposits, from which
w - - - - - - -

the banks derive their opportunity to make "windfall" profits. Final decisions

on whether to proceed with such a levy, and on its precise form, remain to

be taken. The clearers' results for 1980 (which three of them will be announcing

before the Budget) will be among the factors to be taken into account.

{ “—hh;'m“.j ILx ,

4. The CLCB are likely to argue that the clearers need their large profits

because of their support for industry through its present difficulties and that

this constructive role is demonstrated by the large rise of both their general
and specific provisions for bad debts. If this argument is used the Prime

Minister is recommended to emphasize that:-

i) The clearers' profit figures - for example the 51% bn for 1979 -

are net of these provisions for general and specific bad debts;

But, whatever the precise profits figures, the clearers are undoubtedly
doing extremely well in relation to the rest of industry, particularly

the manufacturing sector;

In part the clearers' high profits are a windfall resulting from high

interest ratesy

Inevitably, against this background, itshould be no surprise to the
CLCB that a special tax on banks profits was being actively considered
as an option for the Budget. The CICB however would not expect the

Prime Minister to reveal the contents of the Budget in advance.




CLEARING BANK PAY

1« The Unions representing bank employees are claiming increases of

15 to over 20 per cent. Press reports suggest that the banks are not
willing to contemplate settlements of this order. Sir J Morse - Chairman
of the CLCB - has told the Chancellor that the clearers are determined

to get a settlement in single figures, and would be prepared to stand

w_-____-"!
together against attack from their unions.

2. The Trustee Savings Banks - the first group of banks in the present
payround - announced an 8% offer to the unions on 27 January - which was
firmly rejected by the Banking, Insurance and Finance Union. /The

clearing banks are due to respond on 29 January to thelunions’claim probably
with a figure in a similar range : the brief will be updated in the light

of their offefﬁj The risk however remains that the clearing banks will again
pay more than the average, because they are exceptionally vulnerable to
industrial action as relatively small numbers of computer operators can

effectively paralyse many of their activities.

%« The Prime Minister will recall that in her Guildhall speech on 10 November
1980 she said "I would hope that those who gain from high interest rates... will
take care to avoid leaWing those who work in industry with the feeling that
those who work in the financial institutions are benefltlng‘from their
misfortune'. The Prime Minister, while seeking the CLCI:S'sm::f"""S on the progress
ot negotiations, will wish to remind the CLCB of the crucial importance of

. . > o] : = F P
moderation in the clearers pay settlements in leading the way for settlements

in the rest of the financial sector.

& bl 3 e éy:j-n.d,‘. e anencs 5“':\,5‘{ o0 45 e cenk (""v ‘;“j(h’v Il(.jnl\av\nj ff}—im;L Iﬂz’jl
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BANK LENDING : RECENT EVIDENCE

An analysis of bank advances and acceptances by individual
category of borrowers was published by the Bank on 5§ January

for the period up to mid-November 1980. Broadly sﬁgggg;g. the
figures indicated that there had been a fairly rapid deceleration
in borrowing by businesses after the spring of 1980 and a less
marke d deceleration in borrowing by households. Nevertheless,
over a period of a year, the growth rate of lending to households
had not been much different from that of total 1ending. Lending
for consumption represented about 12% of total lending (or just

under 18% including house purchase).
-

2. Over the year to mid-November, lending to both households and
in total grew by roughly 20%. This however covered a period in
which anhgﬁparéany faster acceleration of business borrowing
compared with borrowing by consumers through 1979 was followed by

a faster deceleration through 1980. This difference in behaviour
has looked particularly marked since the summer of 1980 but because
of data problems and seasonal factors it is not possible to be
certain about its magnitude. For lending as a whole, bank
counterpart data suggest that the rate of growth roughly halved
between the spring and winter of 1980.

3. The apparently discrepant behaviour of capany as opposed to
persons' borrowing is not, in retrospect, é_EE;ﬁrising phenomenon
gf;;H the very different financial conditions which have prevailed
in the two sectors. Whilst the high exchange rate and buoyant
earnings kept real personal disposable incomes and hence borrowing
high in 1980, they imposed a very tight squeeze on the company
sector : a squeeze which was initially financed by higher
borrowing (partially in foreign currencies) but eventually had to
b5_53¥.by heavy destocking and a labour shake-out instead. This
relativity can be expected to be reversed as the deceleration in
earnings and fall in employment lead to lower growth in consumer
borrowing and business borrowing bottoms out with the stock cycle.

—

4. The latest figures we have are provisional data, for the
clearers only, to mid-December. These show (unadjusted) only a
small rise 1n lending to households and some fall to businesses in

the month. The next quarterly figures, which are seasonally

adjusted and provide a better sectoral split between persons as a
whole and companies, will be available in a few weeks.




LOAN GUARANTEE SCHEME

Consultations with the clearing banks on the possibility of a loan guarantee
scheme are now under way. No decision however has been taken on the principle
of introducing a scheme. It is thus too early to say whether a scheme can

be formulated or to go into much detail.

2. The current position is that officials are examining the possibility
of a limited trial scheme, designed to discover whether there is a need for
term loans at market rates of interest i(nat is at present unsatisfied for

reasons other than the inherent risk in projects. For instance, i
; ]

that worthwaile projects have failed to secure finance because the would-be
borrower was unwilling to give personal guarantees or had notrack record.
The intention is to plug any financing gap which may exist by stimulating
some additional lending on the back of Government guarantee. It is intended

that any pilot scheme schould be self-financing.

3., If this subject is raised, you will wish to say the Govermment is considering
a loan guarantee Scheme =5 one of a number of possible measures to assist the
flow of funds to small businesses. Consultations with the CLCB on such a

scheme began on 29 January and you can assure the CLCB that their views

on any schacme will be fully taken into account.




COMPANIES IN DIFFICULTIES - ROLE OF BANK OF ENGLAND

1« There have been a number of newspaper references to the
Bank of England's role in relation to companies facing financial difficulties.
The Governor in his speech to the Institute of Banks in Scotland on

19 January emphasized various points about the Bank's role:-

a) The Bank are not involved as lenders;

b) The judgement on viability remains a matter for the banks themselves.
The Bank can play a useful coordinating role, for example,
when several banks are involved;

The scale of lending in such cases is scarcely significant in relation

to total bank lending or the size of monetary aggregates;

The Bank have not been keeping basically unviable companies alive;

in this situation where some parts of the business are still good

their aim has been simply to provide time to rescue these parts.

2. The CLCB are unlikely to share any illusions on the Bank's role in the

case of companies in difficulties. If the matter is raised, you could draw on

the above points as appropriate. fou could also express appreciation for the

constructive role the banks have been playing in seeing industry through its

difficulties, . == : e 23 I

~whilst emphasising the need for the banks to exercise restraint in bank
‘lending.




MONETARY CONTROL

The Prime Minister will recall that changes in monetary control were

announced on 24 November : I attach the relevant extract from the Chancellor's

statement, and also a copy of the Bank's background note. The Prime Minister

had a report on progress since then in Mr Tolkien's letter to Mr Lankester

of 12 January (copy attached).
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The Treasury and Bank of England q“'t NC\:'(-“L\"-VI Lo
have completed the consultations arising . i
from the Green Paper on methods of Ch;‘l;\kf;ua'?-".) f_.r'\:{‘( h
monctary conirol published last March. - S ) 4
As a result, between now and the Budget oh - Ecehomic ‘H"CV
a number of improvements will be set
in hand.

First, detailed consideration of new
prudential arrangements for the banks
will be broukht to a conclusion so that
the reserve asset ratio, which has com-
plicated monetary control, can be phased
oul.

Secondly, the Bank of England will
develop changes in its open  market
operations and [ast resort Tending 1m wuys
that will allow The market a greater role
in the determination of the structure of
short-term interest rates.

Thirdly, we are considering the future
of the clearing banks® cash ratio and also
collecting and publishing an- additional
serics for banking retail deposits. These
steps are desirable in their own right.
They would be consistent with a gradual
evolution towards a monctary base
system, and will help us to judge how
far such a system would contribute
towards our medium-term  monclary
objectives.
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Bank of Fogland Quarterly Bulletin: December 1980

Methods of monetary control

This background note was issued by the Bank on 24 November.

1 Since publication of the Green Paper on Monetary
Control'"" the Treasury and the Bank have carried out
extensive consultations and discussions on proposals for a
change to a system of monetary base control and also on
possible improvements to operational techniques within the
existing framework.

2 From the consultations on monetary base control, two
main types of proposal emerged. with an important
distinction drawn between:

(1) non-mandatory systems in which banks are free to
choose the amount of cash balances which they hold
at the Bank of England; and

(i) mandatory systems in which banks are required to
hold a specified proportion of their liabilities as cash
balances at the Bank of England.

3 Present arrangements do not allow firm judgments to be
made about the desirability of moving to either kind of base
control. In the case of a non-mandatory arrangement, it is
not known whether the cash which the banks would choose
to hold would be stably related to the money supply or to
nominal income over an appropriate period. A mandatory
system, on the other hand. particularly if related to a broad
monetary aggregate, could prove vulnerable to the
diversion of monetary flows outside the controlled area. In
addition, and before fully moving to either system, time
would be needed for adequate information and experience
to be gained about the banks™ demand for cash.

4 In this context, the Chancellor has announced in the
House of Commons this afternoon that a number of
improvements to the present system will be set in hand.
These are desirable in their own right but they would also
enable more to be learnt about the properties of a monetary
base system and would be consistent with further evolution
in etther of the directions set out in paragraph 2 above.

5 Theimprovements to be set in hand within the existing
framework ure as follows:

(1) Once consultations with the banking system
regarding adequate holdings of liquid assets have
been completed. and appropriate norms agreed, the
reserve asset ratto will be abolished. This was
foreshadowed in the Green Paper.

Further consideration will be given to the future of
the 13 cash ratio currently applying only to the
London clearing banks, with a view to establishing
arrangements that would be equitable within the

) Monegaey Conrre! (HM Stationers Othue, Cmnd "84G
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banking system, and that could enable the
authorities to monitor the development of the
functional demand for cash balances at the Bank of
England which could ultimately be associated with a
non-mandatory system of monetary base control.

Discussions will take place with the banks regarding

the collection of additional statistics on retail

deposits, which would provide further information

on monetary conditions and could, if that

subsequently seemed appropriate, become the

denominator of a cash ratio ussociated with a

mandatory monetary base system.

Changes will be developed in the Bank of England’s

methods of intervention in the money market

(a) Ttisenvisaged that the Bank's intervention will
place a greater emphasis on open market
operations and less on discount window (lender
of last resort) lending. It has been decided that
these operations should continue 1o be
conducted in the bill markets rather than
through the inter-bunk market, and in large part
through the existing intermediaries, members of
the London Discount Market Association, to
whom discount window facilities would remain
confined.
Initially, the Bank’s operational aim would be to
keep very short-term interest rates within an
unpublished band which would be determined
by the authorities with a view to the achievement
of their monetary objectives. The Bank would
normally charge a rate on its discount window
lending somewhat above comparable market
rates but within the unpublished band. At an
appropriate stage the Bank might cease to
announce a minimum lending rate. These
arrangements would allow market factors a
greater role in determining the structure of
short-term interest rates. Itis accepted that this
could lead to more flexible, market related.
pricing of overdraft fucilities.
The Bank’s operations would be broadly
intended to offset daily cash flows between the
Bank and the money markets. The present
technique of ereating initial shortages in the
money markets which the Bank then acts 1o
relieve would be abundoned. There would
accordigly no longer be a deliberate over-1ssue
of Treasury bills at the weekly tender,

-— —




6 The Bank will discuss the operational details of these
changes with those institutions that will be affected as soon
as practicable. [t1s intended that they will be put into effect
next spring.

7 The Bank will also be putting forward proposals for
changes in the institutional coy erage of credit control and
statistical reporting in the light of the Banking Act 1979.

8 Finally, in the light of the above changes, the Bank will
examine further the possibilities of broadening the market
for short-term central government debt as a means of
providing greater flexibility to the government funding
programme.

Methods of monctary contenl
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MONETARY CONTROL

In your letter of 22 December you asked
for a progress report on developments in
the system of monetary control.
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I now attach such a report. It has been
agreed with the Bank of England.
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R I TOLKIEN
Private Secretary




ONFIDENTIAL

MONETARY CORTROL

; Following the seminar on 18 November the Chancellor

set out the next stages on monetary control in his statement

of 24 November. This.was accompanied by a background note

from the Bank, Copies of the relevant parts of the Chancellor's
statement and the note Ly the Bauk are attached. These make
clear that although no decision has yet been taken on monetary
base control, the changes would Le consistent with further moves
in that direction. The notes below record the state of play

on the main items,

Phasing Out the Reserve Asset Raiio

2 The RAR was reduced to 10% from 5 January. The change was
well taxken by the markets as being in line with Government policy.
There have been no suggestions that it could result in a loss of
monetary or prudential control.

3. Final abolition of the RAR depends on making sufficient
progress with new arrangements for ensuring adequate liguidity

for the banks zo that confidence in the vanking system is fully
maintained. These new arrangements also have to be tied in with
the proposed changes in the Bank of England's operating procedures
(paragraph 7 below). The Bank are carrying their discussions on
this and related technical questions further and are discussing

it with the Treasury,

4, We are aiming to carry negotiations with the banking systenm
far enough by the Budget for the RAR to be abolished without
raising prudential risks.

The Cash Ratio

5e In order to clear the way for a possidle move in the
direction of monetary base control, the 1% cash ratio (which
applies only to the ILondon clearing banks) also needs to he
removed. This could be done without loss of monetarvy countrol
but it would deprive the Bank of an important source o

{f incone,

-

Discussions are taking place with the Rank about possible supple-
mentary sources of income to replace what would bLe lost 1 the

» ks Lo Vs S
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banks held less of their cash reserves with the Bank.
6. It is expected that we shall be able to make recommendations
before the Budget,

Money Market Manacement and Iender of Iast Resort

7. The Bank has already started to make its operating
techniques in the money markets more flexible. Discsussions
are taking place between the Treasury and the Bank in order

To specify more precisely the further changes described in the
Bank paper for the Prime Minister's seminar. This includes the
introduction of a band in which interest rates might be allowed
to fluctuate. It will be important to conduct these overations
so that we do gain as much experience as we can about.the banks'

own requirements for base money.

8. A report will be brought to Ministers so that the new
‘arrangements, along with those already described, could be

implemented at Budget time.

A New Series for Retail Devosits

9. The abeve changes uld b ougih to move, when sufficient

h.
experience has been gained, %o a stew of monetary lLase control
F o
4

where the bLase itselfl was caler and the banks were left to

determine their owa requirements for cash (a non-uandatory system).

10 In order to ensure that the alternative of moving to a
system of monetary base control in which the authorities set
the requirement for the dase, is also kept open, and because it
would be a useful indicator in its own right, work is in hand.

The next stage is to consult the vanks; this is about to take
‘place. There are a number of complications, including the
treatment of building society deposits, but it is hoped that the
work will be sufficiently advanced to allow progress to be reported
at Budget time, with the series introduced later in the year.

Funding
11. There are 3 issues:

a. Funding Techniaques for conventional stoeks. This is

. S i e G Y p v . oy . y
being discussecd in a freasury/RMank croup chaired by

Sir Douglas Wass, It is taking a very wide look at funding
methods.

Sl
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D Widening the Market by selling more short term

Government debt. Selling more short term debt is a
possibility once the RAR is out of the way. The Rank
are forming a small advisory group from the market to
assess the practical possibilities. This will also be
considered in Sir Douglas Wass' group.

Ce Indexed Gilts for Pension Funds. The Financial

Becretary will shortly be letting the Prime Minister have
a paper for further Ministerial discussion. It will take
account of the points made in the Scott Report,

General

12. A good deal of progress is being made on the issues raised

at the Prime Minister's seminar. The early March Budget date

means that time is extremely short, but it should be possible
to report to Ministers in good time before the Budget.

= 3
CONFIDERTIAL




IN PLACE OF CASH / MONTHLY PAYMENT OF WAGES

1« The CLCB announced, on 21 January, the formation of a Payment of Wages
Working Group by the 12 major high street banks to promote the acceptance
of non-cash methods of pay. The banks recognise that the task of changing
the nation's pay will inevitably take a long time and that the change must
remain a voluntary decision for each person. The banks are not therefore
advocating any amendment to the Truck Acts which give manual workers the
right to be paid in cash. At present 54% of all employees (and 78% of

manual workers) are paid in cash.

2. There are undoubtedly advantages for the economy as a whole in switching

to more efficient methods of payment where these are available. Cash is

generally inefficient for the payment of relativély large sums, such as

wages, on a regular basis and there is little doubt that a widespread switch
from weekly payments in cash to monthly payments via the banks would involve
substantial resource gains for the economy as a whole. The CPRS report on
this question which, subject to Ministerial approval, is due to be published
in the next couple of months concludes that there would be general advantage
if the movement to cashless pay, and to monthly rather than weekly pay, could

be made more rapid in both the private and public sector.

3« If this subject is raised, the Prime Minister could express appreciation
for the work the CLCB have carried out and express the hope that the discussion
document that the CPRS are intending to publish soon will stimulate further

progress in this area.




ARRANGEMENTS FOR MORTGAGE INTEREST RELIEF

The Prime Minister will recall that the Financial Secretary announced
during the debate on the Wilson Report on 23 January a review of the
adninistrative arrangements governing mort gzage interest relief. The

Inland Revenue have written to the CLCB - as one of the bodies representing

major lendep; for house purchase - drawing their attention to this announcement.

If the CLCB raise this issue, the Prime Minister will wish to emphasise that

the study will be concerned only with the mechanism for giving tax relief

and not with the amount of the relief. Any new arrangements could only give
bagic rate relief at source and higher rate tax would be given separately.
The CLCB can be assured that no decisions have yet been reached and their

views will be fully taken into account before decisions are taken.




STUDENT LOANS

The DES are considering the replacement of all or part of the present
structure of student awards with loans. In the course of this, the
CLCB's comments on the possibility of their making such loans were
requested on the basis of a DES/Treasury paper. (The CLCB themselves

had expressed interest in such a possibility in a letter to the Education
Select Committee). The CLCB provided comments at short notice so that
DES Ministers could take account of them when they.considered an internal

report which had been prepared on the options.

2. The CLCB did not rule out the possibility of their running a student

loan scheme, although naturally they laid down a number of conditions,
including Government guarantees against default and compensation for any

subsidised rate of interest.

3. DES Ministers have not yet come to any conclusions. When they do, the

Treasury will want to be sure that the monetary policy, as well as the public
expenditure, implications of their proposals are acceptable before supporting

them.

L, If the matter is raised you could thank the CLCB for their guick response
to the DES paper and say that DES Ministers are now looking at the options.
The CLCB can be assured that if the banks' involvement is favoured, they

will be consulted further.




10 DOWNING STREET

From the Private Secretary

19 January 1981

The Prime Minister is lunching
with the Committee of London Clearing
Bankers on 2 February. I should be

. grateful for a brief - to reach me by
\ 30 January please.

I am sending a copy of this letter
to Tim Allen in the Governor's Office.

A. J. Wiggins, Esq.,
H.M. Treasury.




10, DOWNING STREET

MR. LANKESTER
A4

I attach a guest list for le
the Prime Minister's lunch with
the Committee of London Clearing

Bankers on 2 February.

I assume that you will be
doing a meetings folder, but I
am pretty certain that the
Prime Minister knows all the
peqp]e mentioned. But what

about briefing?

15 January 1981




. THE COMMITTEE OF LONDON CLEARING BANKERS

10, Lombard Street, London Ec3v oap

SECRETARY-GENERAL TELEPHONE

- 5 ]
LESLIE W. PRIESTLEY ol-823 551

CHAIRMEN'S LUNCHEON : 2ND FEBRUARY, 1981

12.45 for 1.00 P.M.

The Rt.Hon.Margaret Thatcher ,M.P.,, Prime Minister

Mr.T.P.Lankester, Private Secretary to. the Prime Minister
(Home Affairs)

Sir Michael Herries,0.B.E. ,M.C.,LL.D., Chairman, The Royal
Bank of Scotland Limited

Sir Jeremy Morse,K.C.M.G., Chairman, Lloyds Bank Limited
(Chairman, Committee of London Clearing Bankers)

Mr.R.Leigh-Pemberton, Chairman, National Westminster Bank
Limited (Deputy Chairman, Committee of London Clearing
Bankers)

Sir Anthony Tuke, Chairman, Barclays Bank Limited

Sir David Barran, Chairman, Midland Bank Limited

Sir George Kenyon,D.L.,J.P., Chairman, Williams & Glyn's Bank
Limited

Mr.L.W.Priestley, T.D., Secretary-General, Committee of London
Clearing Bankers
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. THE COMMITTEE OF LONDON CLEARING BANKERS

10, Lombard Street, London Eecsv oar

TELEPHONE
ol-823 681

SECRETARY-GENERAL
LESLIE W, PRIESTLEY

13th January,1981

s oo Je,

COMMITTEE OF LONDON CLEARING BANKERS' LUNCHEON
12.45 FOR 1.00 P.M. - 2ND FEBRUARY, 1981

I refer to my Secretary's telephone conversation with
you today and now have pleasure in enclosing two copies of
a list of those who will be attending the above luncheon.

I also enclose a small map indicating the location of these
premises.

As my Secretary mentioned to you, we shall, of course,
be very pleased to provide lunch for the Prime Minister's
Detective and Chauffeur.

We all very much look forward to the Prime Minister's
visit,

Miss C.Stephens,

Personal Assistant to the Prime Minister,
10 Downing Street,

London, SW1




‘ THE COMMITTEE OF LONDON CLEARING BANKERS

10, Lombard Street, London Ec3v oar

SECRETARY-GENERAL TELEPHONE

LESLIE W. PRIESTLEY ol-823 66I1I

CHAIRMEN'S LUNCHEON : 2ND FEBRUARY, 1981

12.45 for 1.00 P.M.

The Rt.Hon.Margaret Thatcher M.P.,, Prime Minister

Mr.T.P.Lankester, Private Secretary to the Prime Minister
(Home Affairs)

Sir Michael Herries,0.B.E. M.C. ,LL.D., Chairman, The Royal
Bank of Scotland Limited

Sir Jeremy Morse,K.C,M.G., Chairman, Lloyds Bank Limited
(Chairman, Committee of London Clearing Bankers)

Mr.R.Leigh-Pemberton, Chairman, National Westminster Bank
Limited (Deputy Chairman, Committee of London Clearing
Bankers)

Sir Anthony Tuke, Chairman, Barclays Bank Limited

Sir David Barran, Chairman, Midland Bank Limited

Sir George Kenyon,D.L.,J.P., Chairman, Williams & Glyn's Bank
Limited :

Mr.L.W.Priestley, T.D., Secretary-General, Committee of London
Clearing Bankers
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She would like to be acc nied by
one of her Private Secretaries, probably
Tim Lankester but I will be confirming
this at a later date. 8ir Jeremy Morse's
secretary very kindly said that narking
and lunch could be made available for the
Prime Minister's detective and driver.

nr

C STEPHENS

Leslie Priestley, Esq.




THE COMMITTEE OF LONDON CLEARING BANKERS

10, Lombard Street, London Ecsv 9ar

SECRETARY-GENERAL TELEPHONE
LESLIE W.PRIESTLEY Ql-623 BSII

29th October,1980

o s Mo,

In the absence of my Chairman, Sir Jeremy Morse,
who is presently visiting China, I am writing to confirm
the invitation extended to you over the telephone for you
to join him and the other Clearing Bank Chairmen at a
Luncheon to be held here on Monday, 2nd February,1981.

I understand that you are able to accept and we all very
much look forward to welcoming you on that day.

Should you wish to be accompanied, this invitation
is extended to anyone of your choice.

The timing for the Luncheon will be 12,45 for
1.00 p.m.

The Ht.Hon.Margaret Thatcher,ii.k
Prime Minister,

10 Downing Street,

London, SW1
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NOTE FOR THE FILE

The Prime Minister has agreed
to lunch with the Clearing Banks

and they will be coming back to me

shortly about a date in early 1981.

27 October 1980




10 DOWNING STREET

PRIME MINISTER

Sir Jeremy Morse would like
to give a lunch for you together
with all the Chairmen of the other
clearing banks. I have discussed
this with Tim who thinks this
would be an excellent idea. They

mentioned a date in November 1981.
M

Agree that I shauld see

whether this can be brought
P —

forward? &59
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23 October 1980




cc Mr. Whitmore
Mr. Lankester

PRIME MINISTER

In my absence you indicated to Mike Pattison
that you wished to reinstate your contacts with
the City and that you would be happy to do
this, as in the past, via Michael Richardson

of Cazenove's.

Would you like me to contact Michael
Richardson and ask for some suggestions or
would you rather that it was done through the
Treasury? 1 must point out, however, that

nothing can be arranged until the beginning

of next year.
Y =3
- f)
J’* )

>

29 September 1980




Treasury Chambers, Parliament Street, SWIP 3AG
0O1-233 3000

17th October, 1979

W

LUNCH WITH THE CLEARING BANKERS

I attach for the Prime Minister a
Treasury brief for tomorrow's lunch which
she is giving to the Chairman and Vice-Chairman
of the CLGB.

The brief is in two parts. The first
suggests some topics for discussion, and
the second provides the factual background.
The latter includes the money supply figures
for banking September, whlich the Prime
MinisTer ana cvre Chancellor may wish to draw
on. We understand that the Clearing Bank
Chairmen will not be leaving before 2.30 p.m.
when the figures will be published.

—
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(A.M.W,BATTISHILL)

Lankester, Esq.,
COVERING SECRET
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LUNCH WITH THE CHAIRMAN AND VICE CHAIRMAN OF THE CICB
THURSDAY 18 OCTOBER 1979

Pogsible Topice for Discussion

A factual brief is attached on recent monetary trends, the position
of the clearing banks and some other points of background information.
This note suggests some points for discussion.

The General Economic Strategy

2. Ministers will presumably wish to start by underlining their
commitment to control inflation by controlling the growth of the money
supply, and having a series of progressively lower targets for that
purpose. In particular, given that the general attitude in the City
appears to be one of good will towards the overall policy, but some
scepticism about whether it will be carried through, they will
presumably wish to impress upon the Clearing Bank Chairmé@n that they
have the resolve to carry this through, and that, unlike some of their
predecessors, they accept that this will require taking a politically
unpopular decisions in particular cases, and forgoing some of the other
objectives until the counter-inflation objective is achieved. (The
general line of argument is that developed in the Chancellor's Mansion
House Speech for that evening.)

The Need to Affect Expectations

3, Ministers will then presumably deal with the critical need to

break the pernicious expectation that a high rate of inflation will be
a continuing feature of the scene and to bring it home that the
Government are determined to break the circle of inflation feeding

upon inflation. The banks could contribute significantly to this by
bringing it home to their customers that the Government's monetary
objectives mean that it will not be possible to increase bank facilities
to match whatever level of wage settlements is granted. If the
employers do not restrain wage increases which they grant, they will not
find the finance necessary - if the banks start to give them that
finance, interest rates will just have to rise to keep the money supply
under control.




4, Ministers may like to ask the Clearing Bank Chairman how they think
that they could best get this message across to their customers.
Ideally, one would like the clearing banks to discriminate, granting
increased facilities to those employers who had resisted wage claims,
riding out a strike if necessary, but not granting facilities to those
who have granted them. However, this is probably impracticable.

However the message does need to be got across that money will not be
available without limit, and that if the demand for it goes up B@gﬂdﬂdk&b
can be accommodated within the monetary target, interest rates will

have to rise to choke it off.

The Clearers' Lending Policies

5. There is some circumstantial evidence that the clearers are not
taking monetary restraint very seriously. It may be that most of the
increase in personal lending recently has been increased utilization
of existing facilities, but one suspects not. The clearing banks still
CE:—-séém to be Eg;;g;inz;ng;éﬁéal lending, and at least one of the bank

its customers. Ministers may like to ask the Clearing Bank Chairm@n
fiow they reconcile this with the directional guidance that personal
lending should be constrained in order to allow room for lending to
priority categories, such as manufacturing. osimilarly, 1t Wouldsappear
that the clearing banks have been using acceptances as a way round the
88D scheme, in particular as a way of providing finance to their
finsnce house and leasing subsidiaries. Ministers might liff to make
the point that monetary control ought not to be considered(a game
betweem the authorities and the banks, with the latter considering how
they can get round the rules. In assessing monetary conditions, and
the appropriate interest rates, the authorities hagwto look at both the
published £M3 statistic, and the amount of evasion. Therefore, to the
extent that the clearing banks failed to take what measures they could
to restrain lending, but instead resorted to evasion, the higher interest
rates needed to be. It is hardly helping the clearing banks' customers
to force the Government to sither raise interest rates, or to maintain
interest rates at their preséﬁt level longer than would otherwise have
been necessary.




Bank Profits

6. As the factual brief brings out, the clearing banks have declared
high profits for the first half of this year, and it is likely that
they will be high again in the second half, because of the "endowment
income" which the clearing banks earn on current account when interest
rates are high. There is a risk that if the banks declare high profits
for the second half of the year, this will bring criticism on the
Government for adopting high interest rates which favour the banks.
Ministers might express the hope that the clearing banks would show some
sensitivity when the time cemesto declare profits next February.

7. ILloyds increase in charges for current accounts, which was
announced at the beginning of this week, singﬁlarly failed to show such
sensitivity. It is rumoured that the other banks are also about to
increase their charges. The apparent reason for the increase in charges
is that the clearing banks are guarding themselves against the position
dn which interest rates generally are lower and they therefore get less
"endowment income" on their current accounts. While it is entirely
reasonable for the clearing banks to look forward to the situation of
lower interest rates, and how they will finance the operation of their
branch network when that happens, it seems unnecessary to increase
their charges now, ahead of the fall in interest rates, t%an when they
are making substantial profits.
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& GENERAL MONETARY SITUATION

l. Recent Monetary Growth

£bn seasonally adjusted
Banking Months

Average
April to
June July August

CGBR +0.8 +0.3

Purchases of central
government debt by
non=bank private
sector (incressa:-)

Other public sector
Sterling bank lending

to private sector
to overseas

September

+ 1.6

DCE

External and foreign
currency finance
adjustment

Net non-deposit
liabilities, etc

Change in £M3 +0.4 +0.5
(Percentage) (+0.8) (+1.0)
(% at an annual rate

in target period mid-

June 1979 to mid-April
1980) (+11.6)

Memo item

Change in acceptances
held by non-banks

(+10.3)




g. Banking September

i. £M3 growth (at annual rate) back within the target
range.

High CGBR as expected; only two thirds financed by
sales of debt to non-banks. External factors were
contractionary.

Much smaller increase in bank lending, but published
figure understates underlying trend. Underlying

figure about £600-£700 million, compared with about
£1 billion in recent months.

3. Monetary Target

i. Current target: 7-11% (annual rate) for 10 months
mid-June 1979 to mid-April 1980: equivalent to 10%
in year to mid-April 1980.

Target to be rolled forward to cover 12 months to
mid-October 1980: an announcement might best be
made in mid-November.

Decision on whether to roll forward SSD scheme, and

if so with what guideline, might be announced at the
same time.

4, Interest Rates

Short term rates have changes very little since the Budget. Main
rates currently are:

MIR - 14%

Clearing Banks' Base Rate = 14% (ie 15% for prime
borrowers)

3 month inter-bank - 13%%
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THE CLEARERS' POSITION

l. Bank Lending

Clearing bank advances have been accounting for about half the increase
in bank lending.

£ billion
Banking Months

Average
April to
June July August September

Not seasonally adjusted:
Clearers' advances
Other bank lending®

TOTAL

Seasonally adjusted:
TOTAL +0.8 +0.7

(* includes lending by clearers other than by advances.)
In banking September, relative structure of interest rates on make-up
day encouraged borrowers to reduce their overdrafts with the clearers

and to increase their market borrowing.

2. Sectoral Split

The sectoral breakdown of the clearers' advances has been:

£m unadjusted
Banking Months
Percentage
Average increase
April Septem= over last
to June July August ber 12 months

Advances

manufacturing + 74 -%28
personal + 62 +120
other + 13 -108

TOTAL +149 =316
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Advances to the personal sector (which include credit card lending)
continued to grow strongly, though more slowly than earlier in the
year. Advances to manufacturing fell sharply in banking September;
the engineering strike may have reduced borrowing from banks as
stocks were run down.

3. Directional Guidance

The banks, including the clearers, have for the last 5 years been
requested to give priority to finance required by manufacturing industry,
for exports and for the saving of imports, and "in order to ensure

their future ability to meet those / priority / requirements"to

exercige resgtraint on other lending, particularly lending and the
granting of facilities to persons, to property companies and for purely
financial transactions.

4, The S8D Scheme

8SD scheme pressure was less severe in banking September than recently

and the London clearing banks were all within the penalty free limit.
Some of the clearers did incur penalties in the previous two months.
The clearers have taken advantage recently of the acceptance leak

to avoid the corset: they do not normally accept many bills, but
they have more than tripled the amount in the last year. Anecdote
suggests that much of this has been to replace direct lending to
their finance house and leasing subsidiaries.

The clearers have been dissatisfied with the SSD scheme. A
committee of their economists under Professor Harold Rose (Barclays)
has prepared a report on the scheme and possible successors. Their
report is still being considered within the CLCB, before being put
to the Bank.
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& OTHER ISSUES

l. Bank Profits

The main clearers announced interim results at the end of July.
Group pre-~tax profits
Firast half
1976 1977 1978 1979
Lloyds T148* "166 "182 123
Nat West 188* 238 297 221
Barclays 198 295 373 - ou4
Midland 167 197 ~ 231 138
* DNot strictly comparable with other figures in the table.
These figures are not adjusted for inflation, and in recent years
greater part of profits taken to reserves to maintain capital adequacy.
Bank profits are extremely dependent on interest rates (because no
interest is paid on current accounts); this means that large second
half profits are expected. |

2. Banking Act

i. Most parts of Banking Act came into operation on
1 October 1979.

Existing organizations have to apply to be recognised
as banks or licensed deposit takers by 1 April 1980.

A deposit protection fund will come into existence in
6 months (no definite date).

Late amendments to the Bill met most of clearers' points,
but they may mertion:

a. the Deposit Protection Scheme, which they fe&l
it is unfair for them to have to subsidize;

b. their finance house subsidiaries, which are looking
for recognition as banks. This is entirely a matter
for the Bank of England.




3, Export Credit

The Government is proposing some changes in fixed rate sterling
financing scheme to reduce public expenditure. Banks are not aware
of detailed proposals, although a meeting of officials has been
arranged with their representatives. At this stage Ministers need
only express hope that banks will respond helpfully to proposals
that would reduce public expenditure.
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