LUNEILENTIAL

, % g.dao.h f(_q.
10 DOWNING STREET g Yodxex ok

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
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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.
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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.
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re important that the banks' profits be judged in

4
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' 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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