(ii) Stephen Davies ha simulation based on
the forecast which, 1 J;s.tgrully, suggests that in
order to aeh:.eve SMOo! I { . the centre of the
target range throughnut th gyaar it would be necessary
to keep MLR up at 133% in 1981 Q2 and only reduce it to
12% or below sometime during 1981 Q4.

5 Quarterly paths of monetary variables are even more difficult
to predict than annual totals or averages. But for what it is
worth - and remember all the criticism we received last year for
not paying sufficient attention to timing during the year - the
forecast clearly points to only a small (less than 2 point) MLR

cut in the Budget.

C J RILEY
3 March 1981 '5;3\%\
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Mr Riley cc Mr Britton
Mr

Mr Shields

MLR IN THE BUDGET

I do not think that there is any disagreement with the point
you make in the first paragraph of your minute of 3 March. But
Just as Sir Douglas Wass is sceptical about the forecasters'
ability to predict the appropriate level of interest rates to
within a point, I am sceptical about your ability to forecast
the smoothness of monetary growth. For example, in assessing
the smoothness or otherwise of the growth of £M3 in relation to
the various possible changes in interest rates, what assumption
have you made about the effect on confidence of the Budget taken
as a whole and of the introduction of indexed gilts? Moreover,
in relation to Stephen Davies' simulation, have you assumed that
the path of the PSBER in/the forecast this year is likely to be a
more reliable guide than it was last year, and if so why?

£

P E MIDDLETON
3 March 1981
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assumed that marke

on interest rates s ed by demand for money
considerations and that these are brought forward
substantially (i.e. greater than 50%) into the level

of interest rates immediately. As the impact on the
demand for money comes through the effect on interest
rates builds up. The post-Budget forecast assumes that
the market expects on balance the monetary target to be
achieved.

(ii) Indexed Gilts. As in the analysis done last

year we have assumed a neutral impact on confidence.
Investors are assumed not to accept the "road to ruin"
argument, nor to improve their inflationary expectations
significantly because of the Government's evident confidence
in its ability to bring inflation down.

BUDGET - SECRET '6\9 r\\%\



4 March 1981

C J RILEY

BUDGET - SECRET



