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1. Agenda

• The big picture:
- why is state intervention necessary?
- what are the impacts on GDP and productivity?
- should we put a price on a human life? 

• Implications for fiscal policy:
- how much will Covid cost?
- do taxes need to rise to pay for all this?

• Implications for monetary policy:
- how should central banks respond?
- would negative interest rates help?



• Protection from a deadly virus is a classic example of a 
‘public good’

• In particular, people cannot be excluded from the health 
benefits and therefore cannot be charged for them, so 
private markets will tend to underprovide these benefits

• Spreading a virus is also a classic example of a negative 
‘externality’: individuals do not have an economic incentive 
to avoid putting strangers at risk

• A nationwide lockdown is not something that it is 
reasonable to expect businesses or households to insure 
against privately

2. Why is state intervention necessary?



3. The furlough scheme

 Only fair for the government to protect people’s jobs 
when the government itself has shut businesses down

 The scheme partly pays for itself by preventing a surge in 
unemployment and minimising long-term scarring

 Also saves firms the transactions costs involved with 
firing and then rehiring again, etc.

X Case is weaker without an economy-wide lockdown: 
people should then be encouraged to find new jobs

X Unfair to expect taxpayers to subsidise some people to 
do nothing just because they work(ed) in a certain sector



• A relatively optimistic scenario for GDP…

4. Economic activity has collapsed…



• Employment has ‘only’ fallen by 673,000 so far (September), 
but more than 2 million people remain on furlough

5. …and this may cost more than a million jobs



• The slump in GDP is inevitable and even desirable: we 
actually want people to stop doing what they would 
normally be doing, in order to save the lives of others

• Rather than stimulating growth, economic policy has 
focused on shielding the economy while it is put in a state 
of temporary hibernation

• Provided the majority of businesses, jobs and incomes can 
be protected, normal economic activity should resume 
relatively quickly once the restrictions are lifted 

• This was happening over the summer, but a second 
lockdown may be a double hit from which it takes much 
longer to recover

6. This recession is unique 



7. Coronavirus and productivity: the short term

• Output per worker collapsed by about 19% q/q in Q2 
(April-June), mainly due to people on furlough still 
being counted as employed

• Output per hour actually worked also fell, by about 2%, 
partly for the usual cyclical reasons but also because of 
the constraints of social distancing, home working, etc.

• Productivity fell particularly sharply in the public sector, 
especially education and health, where employment 
was relatively stable but schools were closed and 
hospitals treated fewer patients



8. Coronavirus and productivity: the long term

↓  Lost education and an increase in unemployment, 
especially among young people, could lead to 
permanent skills loss

↓  Business investment has fallen sharply and firms 
may be more reluctant to provide training

↑  ‘Creative destruction’ might finally finish off 
‘zombie firms’ that are holding back productivity 

↑  The pandemic is accelerating the trends towards 
more flexible working



9. Should we put a price on a human life?

• Health economists often put a monetary value on 
people’s lives based on the number of years they have 
left, and the quality of that life (‘QALYs’). 

• This is about using limited resources in the fairest way. 
Suppose it would cost £1 billion to prevent just one 
premature death. Would this be worth it? 

• Imagine you are allocating the last 
seat on a lifeboat as the Titanic 
sinks, and have a straight choice 
between rescuing a healthy child 
or a sickly old man. Whom would 
you save, and why? 



10. Pitfalls in cost-benefit analysis

• The ‘counterfactual’: uncertainty about what would 
happen if the government failed to take particular actions

• The ‘identifiable victim’ problem: putting too much weight 
on Covid deaths and not enough on other harms

• The time horizon: going harder and earlier may increase 
the hit in the short term hit but reduce it in the long term

• Many of the fiscal costs are ‘transfer payments’ that are 
not necessarily a net loss to the economy as a whole…

• …but they may distort incentives and have other costs, 
including the ‘opportunity cost’ of not using the money for 
something else 



11. Benefits of the lockdown

Most visibly:

• the reduction in illnesses and premature deaths from 
Covid itself

But also:

• The prevention of other deaths and harms that might 
result if the NHS is overwhelmed with Covid patients

• Fewer deaths from traffic accidents, pollution, and so on

• A stronger economic recovery in the longer term from 
getting on top of Covid more quickly



12. Costs of the lockdown

Most visibly:
• The collapse in economic activity, including business 

closures, job losses and lost income
• The impact on the public finances

But also:
• Harms done to people with other conditions (e.g. cancer 

patients) not receiving the care they need
• Costs to mental health and wellbeing
• Harm to education and job opportunities for the young
• Damage to civil liberties and confidence in government



13. Is the lockdown worth it?

• There have been several attempts at a comprehensive 
cost-benefit analysis of Covid lockdowns, including: 

1. ‘When to release the lockdown: A wellbeing framework 
for analysing costs and benefits’ (April 2020), by a team 
led by Professor Richard Layard at the LSE

2. ‘Living with Covid-19: balancing costs against benefits 
in the face of the virus’ (July 2020), by Professor David 
Miles and others, published by NIESR 

• Many economists (myself included) think that the welfare 
costs of prolonged lockdowns outweigh the benefits, but 
this is uncertain and controversial



• The government might have to borrow an extra £300 billion 
(£300,000,000,000) this year, split roughly 50/50 between:

1.Direct costs, such as increased public spending on 
subsidies for jobs and additional money for the NHS

2.Indirect costs, notably the negative impact of the slump 
in economic activity on tax revenues and the welfare bill

• The increase in public sector debt (taking it above £2,000 
billion) has been even bigger, because this also includes 
some loans made to companies by the Bank of England 
which the statisticians assume will not be repaid

14. The fiscal costs of Covid 



• Public debt is at a record high in cash terms, but it has been 
much higher as a share of GDP (national income)

15. The jump in debt in context

• Most of the debt taken 
on in previous crises 
has been rolled over, 
rather than repaid

• But the burden of debt 
as a share of GDP has 
still fallen, as the 
economy has recovered



• The government sells bonds (‘gilts’) to private investors

• In practice, most of these bonds are then bought by the 
Bank of England (BoE) using newly-created money as part of 
its programme of ‘Quantitative Easing’ (QE)

• The BoE is therefore financing the deficit indirectly

• The interest rates on this borrowing are very low: it costs 
the UK government just 0.2% a year to borrow for ten years

• Borrowing costs over shorter periods are actually negative: 
investors still receive regular interest, but when the bonds 
mature they get back less than they paid for them

16. Where does the money come from? 



17. How will we pay for all this?

• There is no rush:
- longer-term impact of pandemic is too uncertain
- tax rises (or spending cuts) would slow the recovery
- in the meantime, debt is cheap and easy to finance

• Higher taxes are not inevitable:
- borrowing should fall back as the economy rebounds
- the level of debt will be higher, but still fall as a % GDP
- inflation will reduce the real burden further



18. How should central banks respond?

• The BoE could have taken the view that the pandemic 
is a supply shock which might increase inflation and 
therefore justify higher interest rates

• But, at least in the short term, the pandemic is 
primarily a demand shock, creating spare capacity 
and requiring additional monetary stimulus to 
prevent inflation from becoming too low

• This is also consistent with the BoE’s other aims of 
maintaining financial stability and supporting 
government economic policy more generally



19. What the Bank of England has done

• Cut its short-term interest rate from 0.75% to 0.1%

• Provided additional long-term funding to banks and 
building societies at rates at, or close to, 0.1%

• Reduced capital requirements to allow banks to 
increase lending (on the condition they stop paying 
dividends or senior staff bonuses)

• Worked with the government to lend money directly 
to companies (on favourable terms)

• Stepped up its Quantitative Easing (QE)… 



20. The BoE announced in June that it would buy 
another £100 billion of gilts



21. It would not be a surprise to see the BoE 
announce another £100 billion this week



22. Quantitative Easing (QE)

• “The purchase of assets or making of loans using 
newly-created money” (note the central bank expects 
to be repaid – this is not ‘bailing out the banks’)

• Bond purchases are indirect (in the secondary market), 
not direct from government

• This matters because the price is then still set primarily 
by private investors – even if the central bank backstop 
helps to determine that price

• Direct monetary financing is generally still taboo



23. The many different ways that QE can work

1. Reducing long-term interest rates (bond yields)

2. Allowing governments to borrow and spend more

3. Targeting particular type of borrower (e.g. buying 
corporate bonds, or making loans to SMEs)

4. Boosting asset prices more generally            
(positive wealth effects)

5. Raising inflation expectations 

6. Increasing the money supply and nominal GDP

7. Weakening the currency



24. Beyond conventional QE?

• Direct purchases of bonds from the 
government (i.e. deficit financing)

• Direct transfers to individuals with 
no expectation of repayment 
(‘helicopter money’)

• Risks?
- loss of fiscal discipline
- threat to central bank independence
- ‘free’ money can undermine incentives
- excessive monetary expansion → inflation



25. Negative official interest rates may be more 
trouble than they are worth

• Any additional policy stimulus from cutting interest rates a 
few basis points further would be very small

• This could be offset by the damage to bank profits, given 
their reluctance to charge their own customers for 
deposits, as well as adverse effects on confidence
(especially among savers)

• But it might still help to distinguish between deposit rates
(i.e. what central banks pay on deposits) and lending rates 
(what they charge for borrowing)…



26. Negative lending rates might help
• The case for negative deposit rates is arguably weakest. 

There is also only so low they can go anyway given the 
alternative of simply holding cash (paying 0%)

• Normally, of course, deposit rates set a floor on lending 
rates: otherwise, banks could make ‘free’ money simply by 
taking a loan from the central bank and parking the cash 
back into their deposit accounts

• Conditions can be attached to prevent this: banks can 
borrow from the ECB at -1% as long as the money is used 
for increased lending to firms and households

• But this still seems a step too far for the UK



27. Some conclusions
• A global pandemic is a rare case where (almost!) everyone 

agrees that the state needs to step in

• It’s hard to do a cost-benefit analysis of lockdowns, not 
least given the difficulty of comparing apples (deaths from 
Covid), oranges (other less visible welfare impacts) and 
pears (economic and fiscal costs)

• The government shouldn’t worry too much about the fiscal 
costs of Covid (though there could be other costs of 
increased intervention in markets)

• Monetary policy should take a back seat to fiscal policy, 
especially given the longer-term inflation risks


