Funding the Future

Bad as QE was, unwinding it rapidly could be worse
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The Office for Budget Responsibility published this commentary this week:

Budget deficit falling sharply thanks to strong tax revenues

Gavernment borrowing in December 2021 was  Public sector net borrowing in the year to dafe:
£16.8 billion, down £7.4 billion on December October 2021 OBR forecast vs latest ONS outturns
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This needs to be out in the context of its borrowing forecasts made last October:

Table 3.36: Total gross financing

£ hillion

Forecost
2021-22 2022-23 2023-24 2024-25 2025-26 2025-27
Central govarnmant net cash requiremant’ 157.7 108.1 3.0 72.9 61.3 52.5
Gilt redemptions 79.2 107.1 117.0 108.46 126.2 57.7
Change in DMO cash posifion” -58.8 0.0 0.0 0.0 0.0 0.0
Total gross financing 178.2 2152 199.9 181.4 187.5 1102

of which:

Conventional gilts 14%9.1 180.1 169.2 151.%9 157.3 0.1
Index-linked gilts 25.4 27.0 254 22.8 2346 13.5
Treazury bills -23.7 0.0 0.0 0.0 0.0 0.0
MS&I 6.5 7.8 5.1 4.4 b6 6.6
Other central gevernment 0.5 0.2 0.2 0.1 0.0 0.0

! Excluding Martharn Rock, Brodford and Binglay, and Matwark Rail,
# Change in Debt Management Office cash pesitian.

That also needs to be set in the context of a recent report from the New Economics
Foundation that showed that quantitative easing has been funding government deficits

whatever the Bank of England would like to claim:

Figure 11: Bank of England asset purchases track the government's borrowing needs
Net cash requirement (exc PS Banks) (PSNCR exc): £m CPNSA and BoE asset; Purchases fotal allocation
(nowminal £mn), both cumulative, March 2020-July 2021,
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https://www.taxresearch.org.uk/Blog/2022/01/28/bad-as-qe-was-unwinding-it-rapidly-could-be-worse/
https://obr.uk/docs/dlm_uploads/Monthly-PSF-commentary-January-2022.pdf
https://obr.uk/download/economic-and-fiscal-outlook-october-2021/
https://neweconomics.org/2021/10/calling-time
https://neweconomics.org/2021/10/calling-time

Now let’s extrapolate a little.

The QE programme has come to an end. The total government cash requirement is to
be funded by financial markets. And, in addition, QE may begin to be unwound. This
means that the Bank of England will not repurchase gilts when those it owns are
redeemed. It owns 33% of all gilts right now.

What this means is, broadly speaking (and all the figures are estimates, so broadly
speaking is good enough) that in 2022/23 the financial markets will have to fund £100
billion of gilt purchases and at the same time the Bank of England will withdraw over
£35 million from that market. That means there will be a cash call on U.K. financial
markets of around £140 billion when over the last two years there has been none, in
effect.

This is a seismic change to funding. More than 6% of UK GDP is going to be required by
government to be withdrawn from effective money supply. What are the
consequences?

Candidly, who knows?

We can be sure that the policy is deliberately designed to push down government bond
prices by increasing the number of gilts available to the market. The result will be
increasing interest rates. That much is predictable.

It is also predictable that without a change in policy more than £100 billion is going to
be withdrawn from financial markets over the following few years.

Apart from increasing interest rates no one can be sure what the consequence of this is.
But, given that QE was always intended to push investor funds into riskier assets, and
this has clearly happened, what we can reasonably expect is a reversal of this trend.
There will be sales of riskier assets. In fact, those sales could be significant. The £140
billion required in the coming year has to come from somewhere within the financial
system, and they do not create the money to fund this.

What this might mean is three things. First, there will be net selling markets in riskier
assets.

Second, net selling markets reduce prices at the margin.

Third, markets are valued at marginal prices, meaning that the overall sense of
well-being amongst those with assets will fall.

Which assets are likely to fall in value? Gilts will, of course. But so too will shares.
Corporate bonds will also fall as interest rates rose. And most likely house prices will too
as the stimulus has also ended there.
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Summarise this, and the massive reversal of economic policy that the end of QE, rising
interest rates, and QE reversal simultaneously represent look likely to create a
significant fall in assets values, across the board in the UK, with the US looking likely to
do much the same.

Corporate profits will fall as a result as pension deficits rise. Real investment will fall in
the economy.

But what else happens? In effect, liquidity dries up. Because prices in markets are
expected to fall no one wants to buy. So prices fall again. Or, alternatively, markets
freeze. Both create chaotic situations. And given the intense financialisation of the UK
economy, the result could be chaotic.

There could be banking crises, e.g. because of property price falls, or a stock exchange
crash, or a loss of confidence simply leading to an economic downturn.

QE was done in the UK with the aim of inflating asset prices. That was always the wrong
thing to do. There was always the better alternative of Green or People’s QE. But QE
was done. And now the intention is to reverse it, rapidly. My point is a simple one. Bad
as QE was, unwinding it rapidly could be worse and this government and the Bank of
England seem unaware of that, which is really quite worrying.
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