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The UK Debt Management Office 
(DMO) quarterly review provides 
objective and straightforward 
information on the UK sovereign 
debt, i.e. who owns UK sovereign 
debt and the current yield 
curve. Or simply put, who is the 
government’s major creditors and 
how much are they receiving in 
interest payments. In March 2008, 
as would be expected, the largest 
holder of UK sovereign debt was UK 
insurance companies and pension 
funds, owning just under half the 
total in issuance on behalf of the 
UK public. These are the asset 
holdings that deliver the necessary 
assured payments to pension funds 
and guarantees that insurance 
companies have funds to pay out 
on claims. Overseas holdings were 
around 30% of the total debt, while 
UK households, local authorities 
and building societies owned the 
rest, with Banks having a negative 
position through repo holdings.1  

Flash forward to 2015, or any other 
date, and the situation has not 
materially changed. During this 
period the UK was able to sell gilts 
to the market of any maturity (the 
length of time before the bond is 
repaid or rolled over) for record 
low-interest rates. Moreover, in 

this period, the UK suffered from 
several periods of low inflation that 
were not only below target, but 
actually negative, a sign of economic 
distress. Every gradual attempt to 
return the policy rate to a more 
normal level of 2-3% has resulted in 
significant issues. Now COVID-19 has 
derailed the long and slow efforts 
to recover the global economy from 
the 2008/9 financial crisis.

In the halcyon days of pre-crisis 
2008, the UK government debt was 
around 49% of GDP compared to 
over 60% for Germany and France. 
Notably, these countries were in 
breach of their Maastricht treaty 
obligations to keep the debt to 
GDP ratio below 60%. After the 
financial crisis, the UK debt rose to 
over 80%, and the prevailing vocal 
consensus claimed that the debt was 
unsustainably high. However, was it 
ever really too high? Flash forward 
to 2010, our helpful quarterly DMO 
publication reported that the overall 
debt had increased by nearly half.2  
But there is a new owner in town, 
the Bank of England (BoE), owning 
fully 20% of the overall debt through 
its Asset Purchase Facility (APF). 
Indeed, as of 2020, the Office for 
Budget Responsibility kindly factors 
out the APF in its review, explaining 

A lesser-known fact is that in 2008 the UK public finances were in a pretty 
robust shape after 15 years of Ken Clarke, Gordon Brown and Alistair 
Darling as chancellors. 

1 https://www.dmo.gov.uk/publications/quarterly-reviews/.
2 For 2008 versus 2010 see for example https://www.dmo.gov.uk/media/14662/jul-sep08.pdf versus  https://www.
dmo.gov.uk/media/14664/jul-sep10.pdf.
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in some detail how interest is 
effectively paid to itself.3 

There are always two concerns 
about the flow of money from 
government, first inflation and the 
cost of borrowing. This inflation 
was of great concern to many 
commentators when the first round 
of Quantitative Easing (QE) was 
announced and the APF began to 
buy back UK Gilts from banks. This 
process can be seen in the chart 
below that plots the various holdings 
of Gilts as published by the DMO 

from 1998 to the last quarter of 
2019 in the top panel and various 
measures of year on year inflation in 
the panel below. The line demarcates 
when QE started, and the change 
in the holdings of Gilts by banks 
illustrates the effect. Despite, this 
massive exercise, inflation still 
plunged. Indeed, for every spike in 
a given measure of inflation, there is 
a non-QE explanation. For example, 
the various changes in VAT are 
reflected in the differences between 
the CPI with and CPI without taxes 
and the changes in interest rates are 

3 https://obr.uk/forecasts-in-depth/tax-by-tax-spend-by-spend/debt-interest-central-government-net/
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reflected in the differences between 
RPI with and without mortgage costs. 

The second concern is the cost 
of borrowing. Will the market 
charge the UK government an 
ever increasing yield for increasing 
borrowing? For fear of stoking 
inflation and crashing the real value 
of the market participants bond 
holdings? Again, in the upper panel 
of the graphic below we can see 
the change in the top three holders 
of Gilts as a fraction of GDP and in 
the lower panel is the interest rate 

on short to long term borrowing, 
including ultra-long 50 year bonds. 
Even with QE, the market is charging 
record lows for holding gilts and 
the level of demand from pension 
funds and overseas investors is 
increasing, Gilts are a safe haven 
asset, and investors want to hold 
them in a time of crisis. Investors 
believe that if inflation were to rise, 
then the independent central bank 
would increase interest rates and 
manage the increase and ensure that 
inflation remained around the target. 
The problem now has nothing to 
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do with managing upward inflation, 
but it is conversely, as before, about 
managing the crash. Only this time 
the crash is more worryingly in the 
real economy.

The pertinent question is, how 
should we `pay’ for the costs of 
the Covid-19 pandemic? Again, as 
always, very solemn commentators 
talk about debt sustainability and 
worry that ‘future generations will 
have to pay for the costs’. Milton 
Friedman popularized the saying 
‘there is no such thing as a free 
lunch’ to point out that things of 
value cannot simply be created 
from thin air. However, while there 
is no free lunch when paying for 
COVID-19, there are degrees of 
distaste to be endured in paying for 
this rancid lunch that most certainly 
involve political choices. Clearly, the 
market did not signal that the UK 
government should slow borrowing 
in response to the financial crisis. 
This was a political decision backed 
by a majority of voters. Indeed, 
the interest charged by the market 
on UK debt has always been very 
low, and around some quantitative 
easing operations, it has even been 
negative. To this day, by far the 
largest owners of UK debt remain 
the UK public through pensions 
funds, insurance companies and 
the Bank of England. In effect, we 
are paying ourselves a very measly 
interest. Moreover, it is interest that 

will not increase for a long-time if 
the market prices of long maturity 
bonds are to be believed. Experience 
tells us that a financial crisis has led 
to over a decade of interest rates 
close to the zero bound. The Bank 
of England has not had to manage 
rises in prices, as almost all have 
been caused by changes in taxation 
or transient increases in commodity 
prices that have subsequently slid 
back (alarmingly in the case of oil). 
Indeed, who would have thought that 
in 2020 the US and OPEC would be 
partners in attempting to reflate the 
price of oil? The crash in demand is 
real and substantial, it is imperative 
that we act. The UK government 
must urgently inject money directly 
into the real economy. 

Crucially, the public must understand 
that sovereign debt is not household 
debt, corporate debt, nor private 
sector debt. This is because, not 
only does the UK government issue 
the debt, but also the currency 
against which the debt is written. 
Furthermore, it declares its value by 
fiat, i.e. the money is not convertible 
to any commodity. Unfortunately, 
numerous libertarian authors 
incorrectly consider this a weakness, 
a Ponzi scheme. However, this 
ignores the inherent neutrality of 
money; it is merely there to provide 
a mechanism of relative valuation 
for goods and services. The setup 
of a modern independent central 
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bank is to target inflation and supply 
liquidity as required. Indeed, the 
enemy in this set up is not debt; it 
is excess inflation. But what causes 
excess inflation? It is usually driven 
by a surge in the demand for 
products and services. 

While COVID-19 has resulted in 
a temporary buying bonanza for 
supermarkets, now rapidly falling 
back, almost all other activity has 
collapsed. The lack of demand is 
driving businesses to collapse and 
those out of work to reign in their 
spending. This will places pressure 
on all but most richly capitalized 
firms. It is unrealistic to expect 
a shell-shocked population to 
rush forth from their homes after 
lockdown, flood public places, and 
consume with reckless abandon. 
Collective societal shocks like 
this one fundamentally change 
the mindset, risk appetites and 
spending behaviour of households. 
Economics students are taught 
that extreme adverse events 
result in precautionary savings as 
household tend to consume less. The 
number of firms and workers that 
received support in the first round is 
surprisingly small. 

Offsetting this demand shock is 
essential. As noted, we have seen an 
extraordinary collapse in the price 
of oil. This signals that a reduction 
in prices is imminent. Short term 
excess consumption of food and 

essentials is very different from the 
long term planned expenditure on 
housing, consumer durables (white 
goods) and automobile purchases. 
Manufacturing will contract and 
the entire economy of the UK will 
shrink. This is far more threatening 
to sovereign debt than investing  
and reflating. 

Understanding group psychology 
and providing demonstrable 
support has never been more 
important. Research suggests 
extrinsic anxiety from Covid-19 will 
entrench existing political beliefs 
and also persuade societies to give 
up hard-won individual freedoms. 
History is testament to economically 
vulnerable and threatened 
populations becoming defensive 
and retreating into conservatism. 
As such, any mixed and untimely 
messages by the government in 
providing reassurance and liquidity 
to firms and households will result 
in a considerable contraction of 
expenditure, reinforce negative 
economic outcomes and suppress 
entrepreneurship. Governments 
need to get ahead of the problem 
by providing economic support in 
anticipation of the consequences 
before they manifest themselves.

Alarmingly, the situation will worsen 
if the government panics about 
its finances and convinces itself 
of belt-tightening by stopping 
infrastructure spending, cutting 
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services, and possibly increasing 
taxes to improve its balance sheet. 
This will only exacerbate deflationary 
pressure. In fact, imposing this on a 
shell-shocked public guarantees a 
prolonged drawn-out contraction in 
the economy, which will be painful 
for everyone – especially those on 
low incomes. Given that Covid-19 
disproportionately affects deprived 
communities, including marginalised 
ethnic minorities, unnecessarily 
compounding the economic pain in 
this manner would be unfathomably 
cruel.  

THE SIZE OF THE POLICY 
RESPONSE

What should the UK government 
do? Like the Obama administration 
post 2008, it needs to invest heavily 
across the spectrum of economic 
activities. It needs to pump liquidity 
directly into the real economy and 
in particular to households. Much 
more so than 2008, the Covid-19 is a 
crisis of the real economy. Projected 
contractions of output by 25% seem 
extreme, but we are in unchartered 
territory.

First, we need to rebuild household 
balance sheets. The US appears 
to be on course to delivering a 
Covid-19 payment to every adult. 
The UK needs this, and it should 
be equivalent to the one-month 
median wage for each month of 

lockdown. The cheapest way is 
to pay the public directly without 
costly means-testing. Support for 
business is essential but involves is a 
gatekeeper between the money and 
the beneficiaries, i.e. the employees. 
This payment should be financed by 
a bond issuance that is immediately 
purchased by a new asset purchase 
scheme and held, so it is purely 
manufactured money. If we start to 
see inflation, then this is great as 
consumers are spending not saving, 
we increase interest rates and return 
to a more normal monetary policy. 
If consumers save this money, 
this exerts downward pressure on 
bonds as banks need to hold more 
to service the savings. Collective 
shocks play on deep collective fears, 
and without government support, 
household spending will retreat 
markedly. Direct injection of financial 
liquidity to households repairs 
much of the damage caused by 
the lockdown of economic activity 
needed to control Covid-19.

The UK is still at the lower bound of 
effective monetary policy; borrowing 
is still almost costless in the bond 
market. This will continue, as 
investors retreat from risky emerging 
markets until global growth 
improves and the degree of risk 
can be assessed and quantified. A 
two-month lockdown would equate 
to around £200 Billion in liquidity 
directly injected into households, 
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about half the value of quantitative 
easing conducted by the Bank 
of England post-2008 crisis. This 
should be supplemented with 
another £400 Billion of borrowing 
to fund existing government 
expenditure commitments. 

A bigger crisis requires a bigger 
response. If inflation picks up, then 
we change monetary policy and 
increase taxation to offset increases 
in the general price level. We 
have the levers to control upward 
inflation, we have less control over 
it falling downwards. Interestingly, 
this approach was considered in 
2008/9 but the infrastructure did 
not permit reverse tax credit or 
direct payments. However, it is 
now possible to create post office 
accounts with credits for people 
without bank accounts; and there 
are now numerous scalable financial 
technology solutions available for 
those with bank accounts. There is 
no practical excuse this time, only 
political ones. 

Second, we need to support 
businesses by providing grants 
(non-repayable) and cheap loans 
(collateralized and un-collateralized) 
to keep them afloat while customers 
are locked down. Now is not the 
time to load additional debt onto 
struggling firms as this will further 
curtail future investment. Thus, 
grants should be carefully tailored 

to small medium enterprises. 
Larger business should have built-in 
contingencies and can be dealt with 
on a case by case basis. Again, this 
will likely cost £200 Billion as the 
payments are significant, but there is 
an expectation of return. 

Destroying the real economy by 
allowing mass bankruptcies is far 
worse than any inflationary pressure 
outside of self-perpetuated hyper-
inflation. Inflation in the past was 
driven by supply costs, particularly 
energy and irresponsible stimulation 
of demand. However, we know the 
markets view on future consumption, 
as the prices of commodities, 
particularly oil, have dropped 
markedly. If we invest carefully now, 
we provide direction to sustain 
existing human capital and reap the 
rewards in the long run. Bankruptcy 
in the modern era is uniquely 
destructive to the value of assets, 
particularly for firms in the service 
sector. The value of these assets is 
heavily contingent on intangibles 
and the networks of worker’s 
human capital in that firm. All this is 
immediately lost at liquidation.

It is essential not to use index-linked 
bonds (bonds whose rates vary with 
inflation) too aggressively as the 
future economic conditions are so 
volatile that the utmost caution in 
fiscal and monetary policymaking 
is required. We need to rescind or 
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suspend state aid rules, but not provide indemnity for abuse of support. 
Critically, financial support for households and small/medium enterprises 
should have no claw-back. However, for large multinationals, support must 
be subject to review, as there are considerable incentives to exploit this 
crisis to abuse market power and reduce competition.

SUMMARY

There are two parts to the economic dimension of COVID-19 crisis, and 
both are more acute than 2009. First, it is vital to provide households 
with liquidity, to prevent costly cascades of financial distress leading to a 
severe contraction in consumption, which is a self-fulfilling downward spiral. 
Second, the government needs to hold its nerve and not allow accounting 
identities to dominate sound investment decisions. The market will tell 
you immediately if there is a risk of future inflation; this will be apparent 
from the nominal yields and the inflation-indexed bond market. Plugging 
gaps and shoring up demand will be well understood by bond dealers and 
nothing is more damaging to their confidence than a shock to output that 
results in a substantially smaller economy sitting on the existing debt pile. 
The UK needs to build, and it needs to invest in sustainability, it needs to 
learn from the Covid-19 crisis. It is not enough to simply deliver bridging 
loans and grants to firms; they need to expect to have customers as well. 
Otherwise, policy will be exhibiting a degree of recidivism in terms of 
responsibility.


