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UK Money Markets: Slower QT will
support GBP liquidity conditions
Sterling liquidity conditions have remained broadly stable since the
start of this year. A likely slowdown of QT and a strong uptake of
liquidity facilities limit the draining of bank reserves. Money market
instruments with maturities of less than one month are in high
demand due to investment mandates and regulatory frameworks,
pushing rates down 

We still see the Bank of
England cutting rates
once more this year,
although investors
have turned more
sceptical

Path to policy normalisation continues but possibly at a slower
pace
We still see the Bank of England (BoE) cutting rates once more this year, although investors have
turned more sceptical. The market implied probability for another cut by the end of this year has
dropped to around 50% on the back of sticky inflation numbers and relatively good economic
data. But the BoE landing zone is still priced at 3.5%, which means the money market curve offers
a decent yield pickup for shorter maturities. From a strategy perspective, however, we prefer to
position further out on the curve as we see scope for easing to 3.25%, below market expectations.

In the September meeting, the BoE will also decide on the pace of quantitative tightening (QT)
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going forward, which could have implications for liquidity conditions. Interestingly, the likely
decision to lower the pace of the gilt portfolio unwind from the current £100bn per year seems
more driven by the recent moves in longer-dated gilt yields rather than tighter liquidity. The 30Y
gilt yield is already at new records and with (global) fiscal pressures pushing yields higher, the BoE
wants to prevent excessive stress in the gilt market.

If the Bank of England reduces the pace of the unwind of the bond portfolio, then liquidity should
remain ample for even longer. Whilst QT is draining bank reserves, the repo liquidity facilities, STR
and ILTRO, are adding reserves to the system. In fact, over the past year, these two facilities added
around £70bn of reserves, offsetting a significant portion of the QT impact. This should keep
money markets in a relatively good place in terms of liquidity supply.  

Slower QT and liquidity facilities limit drain of reserves

Source: ING, Bank of England, Macrobond

Having said that, as bank reserves are declining, we’re still seeing subtle signs of tightening
liquidity conditions, but we may be closing in on a more steady state. SONIA is now at 3bp below
the Bank Rate and can probably stay there for some time. As we pointed out above, the draining of
bank reserves may follow a slower path going forward. This should put less upward pressure on the
price paid by banks to attract deposits.

Banks pay slightly more to attract deposits as reserves are
drained

Source: ING, Bank of England, Macrobond
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Relatively low returns on shortest maturities due to strong
demand
When looking at the broader universe of money market instruments, we don’t see many signs of
tightening since the beginning of this year. The spreads on treasury bills and commercial paper
(CP) have remained fairly rangebound. An interesting observation remains the structurally strong
demand for T-bills and CP with a maturity of one month or less. The demand for these pushes
those rates below the SONIA swap curve.

Certain investors have a strong preference for very short maturity instruments, which distorts the
price for these short assets. For example, some central banks are mandated to only buy GBP
money market instruments with a maturity of one month or shorter. Similarly, some corporate
treasurers can only invest up to three-month maturities. From a risk-reward perspective, investing
in repo markets could be more attractive, but some players are not mandated to do so or are not
operationally ready.

Further out on the money market curve, we see wider spreads for deposits. Whereas repo is a form
of secured borrowing and lending, deposits are unsecured and therefore should in theory bear
higher rates. This is the case for longer maturities, but not for those of less than 30 days. Deposits
with a maturity of 30 days or less negatively impact banks’ Liquidity Coverage Ratio and are
therefore not as attractive as longer tenors, driving the rates down.

Investment mandates increase the demand for short-term
instruments

Source: ING, Bank of England, Macrobond
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR000341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.
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