
Sovereign Credit Analysis of the United Kingdom

It isn’t often that we agree with China’s Dagong Global Credit Rating Company, but we find 

ourselves sympathetic to the agency’s sovereign credit assessment of the United Kingdom (UK). 

The agency rates the UK A+ and has a negative outlook on the credit.  For those who have not 

yet read our book “Stories in Credit Analysis”, 

http://crediteye.wordpress.com/2010/11/12/stories-in-credit-analysis-complete-book/) 

prior to the credit crisis, Dagong used to draw inspiration from Moody’s Seven Pillar bank rating 

methodology for its bank credit assessments.  Needless to recap, the methodology was not 

excessively successful in predicting disaster at US and European banks.   Dagong has since 

moved on to the mission of proving China’s sovereign credit quality to be much superior to 

those of western economies.   

The main advantage propounded by those who say that the UK is in a better economic spot than 

Eurozone is that it has its own currency.  Actually, that makes matters worse.  It means the 

country has the ability to repay its debt through shiny paper of the printing presses of the 

central bank.  As a creditor, we would only lend to countries which either do not have the 

means or will never resort to the printing presses for repaying debt.  It is really amusing to see 

the rating agencies exhort the European central Bank to crank up the printing presses to repay 

debt- not repay debt through the traditional means of increasing tax income and cutting 

spending (precisely what Germany is exhorting the Eurozone countries to do).  Since the day the 

US started its QE1 program, printing money has somehow gained respectability.  The stigma of 

being on a fast track to banana republicdom through cranking up the printing presses has not 

only disappeared- it is being worn as a badge of honor.   Whose interests, other than their own, 

the rating agencies represent we do not know- but they certainly do not represent the interests 

of creditors, allegedly the raison d’etre of their existence.    

http://crediteye.wordpress.com/2010/11/12/stories-in-credit-analysis-complete-book/


Analytical Framework

Our sovereign credit analysis of the UK would focus on the following framework, which we had 

discussed in more detail in our piece Credit Analysis of the EFSF.  

(https://crediteye.wordpress.com/2011/11/21/credit-analysis-of-the-efsf/)

• Assessing the current consolidated debt (public and private sector) of the UK 

and efficacy of debt usage of the British society (See 

https://crediteye.wordpress.com/2011/02/17/chapter-3-consolidated-

financials-and-consolidated-risk-edited/)-  This includes assessing contingent 

liabilities and unfunded liabilities (see 

http://crediteye.wordpress.com/2010/11/12/chapter-6-contingent-liabilities-

assets-and-margins/ )

• Assessing the government’s tollable assets which can be sold to the private 

sector to repay debt

• Understanding the credit story of the UK (See 

http://crediteye.wordpress.com/2010/11/12/chapter-2-what-is-the-credit-

story/)

Consolidated Debt and Contingent Liabilities of the UK

For a government’s debt/GDP ratio to be stable, it is necessary that its

Yield on government debt + fiscal deficit <= real growth rate of economy + inflation

Obviously, a government facing considerable structural deficit and challenges on the economic 

growth front has only one way of getting out of trouble – let inflation soar (say through 

quantitative easing) so that the real value of debt falls.   But the only strategy that works in the 

long run is low fiscal deficit, low interest on government debt (not through the central bank 
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buying up bond issues but through the government running a tight ship).  This ensures that the 

private sector has more access to resources.  As a result, there is increased efficiency in the 

society’s capital usage, increased tax collection for the government and high real growth of the 

economy.  We feel the current UK government’s measures to cut government spending is the 

right strategy.  The degree of credibility of the government in staying in this path will determine 

yield on government debt.  In the short term, fiscal deficits will zoom as growth falls on the back 

of austerity measures.  But if we were a long term investor in the UK government debt, we 

would applaud the government and feel comforted about long term debt servicing ability.   Any 

other route would have forced the UK to face market induced austerity (higher yields on 

government debt and all the pain it causes).   But a long term creditor would be less sanguine 

about the Bank of England’s quantitative easing program.   

In 2010, the UK’s Institute of Economic Affairs estimated the UK’s sovereign debt at £4.8 trillion 

when unfunded liabilities were included (330% of the UK’s GDP.  This ratio is even higher now). 

Of this, £2.7 trillion emanated from state pension liability and £1.2 trillion emanated from public 

sector pension liabilities.  

In the case of private sector debt and unfunded liabilities, a Morgan Stanley report states that 

the UK’s private sector debt is 950% of GDP.  The financial sector alone has debt which is greater 

than 600% of GDP.  Even the UK Budget Office estimates the private debt to be 450% of GDP, 

with the financial sector contributing to 250%.  The UK household debt was only 38% of GDP in 

1987 (when the UK was a genuine AAA).  In 2009, this jumped to 118% of GDP.  The financial 

sector’s debt was 50% of GDP in 1987.  By 2009, this had climbed steeply to 261% of GDP.   The 

OBR estimates the UK household debt will hit £2.4 trillion in 2017.  We think this forecast is too 

sanguine, and the debt will hit the target earlier.  Worse, more than 28% of UK household have 

less than £250 in savings, grossly inadequate for a rapidly ageing population.  All these implies 



that the Marginal Productivity of Debt of the UK  (as we had defined in Consolidated Financials  

and Consolidated Risk) has been negative for the better part of the last decade.     

About 25% of gilts are held by foreigners and UK arms of foreign funds.  Add in the debt held by 

the Bank of England through its quantitative easing program, one can clearly see that the UK 

government needs resources beyond what it can raise from domestic savings. 

Contingent Liabilities

If one looked at only the current debt of the UK government, one would be sanguine about debt 

repayment prospects.  It is the contingent liabilities and unfunded and underfunded liabilities 

that are worrisome.  The government’s strategies for curtailing these liabilities and how these 

curtailments are conveyed to the public will have a vital role to play in deciding the 

creditworthiness of the country.  After all, this is not Chairman Mao’s land where government 

programs can be cut without too much ramifications, beyond the odd shooting.   

As with governments in most developed countries, the UK government took on obligations in 

the post second world war period that were based on two broad assumptions- the longevity of 

human life would not increase and the tax and demographic structure of society would remain 

unchanged.  The obligations are broadly of two types- social security or a pension payment to 

every citizen after a certain age and health care benefits, which in some countries are for all 

citizens.  

In a true sense, these liabilities are not contingent liabilities but actual liabilities that the 

governments had taken on.    Because in each year, the actual payouts were lower than current 

inflow of cash into the schemes, the assumption was that such a clement state of affairs would 

last, though the schemes were technically insolvent because the present value of future 

obligations were higher than fund assets.  Like all Ponzi schemes, the schemes of the 



governments were liquid while being insolvent.  People make absurd statements like “Social 

Security will be bankrupt in 2037”.  If you know that it would be bankrupt in 2037, it means the 

scheme is bankrupt today.  What they perhaps mean is that the Ponzi scheme will collapse in 

2037 with cash not available for meeting payouts. 

Credit rating agencies are still not bothered by the widening hole.  Perhaps, they think that since 

these are obligations to natives and not foreigners, a government defaulting on those 

obligations would not constitute a sovereign default.  That assumes creditors are senior to 

entitlements.   In reality, default on such obligations would be difficult since in most developed 

countries older voters, who would immediately be affected, outnumber younger voters.  How 

this intergenerational battle will play out is uncertain.  Would the default happen through subtle 

cutting corners as happens in a developing country where government hospitals would not be 

stocked fully with medicines and replacement of broken down equipment does not take place? 

The number of hours for which doctors would provide services could fall.  Would there be cut 

backs on public schools, fire services etc?  Would there be a subtle brow beating of service 

providers?   

While the NHS and pension schemes are actual obligations that are underfunded, the real 

contingent liability emanates from two sources- first from the fall in the value of pension assets 

of government schemes and second from private sector pension liabilities that could be dumped 

on the UK’s Pension Protection Fund during bankruptcies.    Bankruptcies could be a double 

whammy for government pension schemes.  Besides the dumping of pension liabilities on to the 

government schemes, they reduce the value of pension assets if the government pension 

schemes hold securities of the bankrupt company.  Investment banks, in the recent past, were 

not content with wrecking havoc on the banking system and the economy.  They also shoved a 

lot of junk “assets” into the public sector pension funds.  A classical historian had remarked that 



“Rome under Sulla was like a bus with half the passengers trying to drive and the rest trying to 

collect the fare”.  Half the investment banks were extracting a toll on the “here and now” by 

requiring bailouts.  The other half was creating future liabilities for governments by flooding the 

pension system with junk “assets”.

Assessing the Tollable Assets of the Country

Unlike developing countries, developed nations such as the UK have infrastructure assets and 

other assets owned by the government and whose usage by citizens is currently free, but which 

can be sold to the private sector and the proceeds used to pay down government debt.  The 

private sector can then charge a toll on the usage of the asset.  In effect, this is a tax increase, 

but a tax that is fair since only the users of the asset (say a toll road) pay for it.  We had 

discussed in detail about assessing the tollable assets of a country in our piece Credit Analysis of  

the EFSF.  As we had stated in that piece, tollable assets cannot be estimated by an analyst 

based far away from the country whose tollable assets need to be assessed.  Hence, we will not 

discuss this issue any further.

Credit Story of the UK

Assessing the credit story of a country involves assessing the earnings power of its citizens and 

companies and taxation power of the government to tap into those earnings by attaching itself 

to the teats of corporate earnings, property valuation, capital gains and household earnings.

The UK has been a services driven economy.  The sector employees 80% of the workforce while 

contributing 77% to the country’s GDP.  The manufacturing and industrial sector contributes 

18% to the total output of the country.  During the last three decades, the country moved from 

being resources abundant (coal and North Sea oil) to being a net importer of energy resources. 

Despite a sizable chunk of the country’s land being arable, agriculture contributes negligibly to 



total output as the farm sector cannot compete with the farm subsidies of the EU Common 

Agricultural Policy.

Manufacturing

It is the manufacturing and industrial sector that will determine the future of the UK’s credit 

story.  Many elements of why the UK was the birthplace of the industrial revolution remain in 

place, despite this not being readily recognized.  Engineering and allied industries contribute 

almost a third of the gross value added in the manufacturing sector.  The country’s prowess in 

the arena of niche cars is amazing.  BMW’s Rolls Royce and Mini, the Tata’s (of India) Jaguar and 

Land Rover and Volkswagen’s Bentley have stood the test of time.  The sad part is since these 

amazing brands are not owned by British companies, the strategies for developing and 

enhancing the brands, which can result in these world beaters employing more engineers and 

workers in the UK, will not be taken in the British territory, but in Germany or India.  It would of 

course be foolish for the Germans and the Indians to play hooky with those brands.  And many a 

global buyer will cease to buy a Range Rover if they are built in India.  But longer term, this lack 

of control over the country’s big manufacturing brands could be a problem.  We do not belong 

to the camp that believes ownership structure of these brands does not matter.    Cars are not 

Scotch whisky which needs water from Scottish rivers for attaining optimal spunk.  

Another area where the UK has industrial strength is in the area of pharmaceuticals. 

GlaxoSmithKline and AstraZeneca are the largest exemplars of this.  The value of these 

companies comes from their brands and less, in the medium term, from patents.  Since the 

country’s health care systems are under pressure, there would be an encouragement of 

generics, which could hurt these world beaters.  The brands of GAlxoSmithKline such as Horlicks, 

Boost and Sensodyne are globally strong and likely to ring in profits for the owning companies as 

well as trade income for the UK 



The final area of manufacturing strength lies in the area of defense and power generation.  BAE 

Systems and Rolls Royce (the gas turbine engine manufacturer) have been big players in their 

fields for a long time.  Rolls Royce is particularly interesting because of its “manufacturing and 

services” model.   Lower defense spending in BAE’s core markets could be a worry.  The 

countries which are expanding their defense budgets (such as China) are those that BAE cannot 

sell to. 

Services

The big items of the services sector, the biggest contributor to the UK’s GDP include Healthcare, 

Education, Financial Services, Tourism (including hotels and restaurants), real estate, defense 

and administration as well as Transportation and Communications.  The UK spends about 8% of 

its GDP on Healthcare.  The National Health Service (NHS) accounts for 80% of this spending and 

is Europe’s largest employer (1.5 million in 2008).   As the UK’s austerity measures strengthen, 

this will be a sector that will see retrenchment.  This is despite the ageing population of the UK 

requiring greater access to healthcare.  To save money, the government will be forced to 

encourage medical tourism- the spending of healthcare pounds not in the UK, but in countries 

where the cost of treatment is cheaper.  Allied to this, there will be increasing emphasis on 

generic drugs- a move that will hurt domestic players like Glaxo and AstraZeneca.  

The most prominent services sector of the UK today- financial services- has definitely seen its 

heyday for a generation (the next generation has to invent some hair brained scheme for 

financial services to acquire prominence again.  As John Galbarith said in his book, A Short  

History of Financial Euphoria,  “Financial operations do not lend themselves to innovation. What 

is recurrently so described and celebrated is, without exception, a small variation on an 

established design . . . The world of finance hails the invention of the wheel over and over again, 

often in a slightly more unstable version.”  For the time being, Finance will get back to basics- 



about creating wealth through moving capital from savers to those who can use the funds 

efficiently to generate highest returns.  It is no longer about wealth transfer through derivatives 

trading.   This change will hurt London’s financial services industry immensely (as we said in 

https://crediteye.wordpress.com/2011/07/01/the-future-of-the-london-financial-cluster/)

Flipping, whether stocks (high frequency trading), houses, businesses (private equity) or even 

burgers, is not a high return activity over the medium term and the present decade will reveal 

the starkness of this truism.   Unfortunately for the UK, Financial Services, while contributing less 

than 10% to the country’s GDP, has tremendously increased the risk to the economy far beyond 

its size -like a bed bug which drinks seven times its own weight of blood in a night.   Measures 

taken to rein in the banks will further contribute to fall in revenue from the sector.  With the fall 

in revenue from taxing financial services, the UK’s government will see a sharp fall in revenues- 

both directly and indirectly from the real estate sector.  Commercial real estate will witness pain 

and further hurt tax receipts.  

The other services- transportation and tourism will be hurt on account of drastic austerity in the 

Euro Zone countries.  But a long term creditor need not be unduly worried.  If the UK and the 

countries of the Euro Zone stay the course in drinking the bitter bile of austerity, the long term 

prospects will sort themselves out, provided the unfunded and underfunded obligations are 

drastically cut.

The UK credit story will crucially depend on how fast the country can reduce its dependence on 

services and increases the scope of its high tech manufacturing.  In short, it must export more 

Rolls Royce turbines and ensure that it always remains competitive in this knowledge based 

manufacturing sector.  Even in the services sector, the services which are an adjunct to 

manufacturing (for example, Rolls Royce gets almost as much revenue servicing its global fleet 

of engines as from manufacturing them) are the way forward.  Don’t believe the wise men who 

https://crediteye.wordpress.com/2011/07/01/the-future-of-the-london-financial-cluster/


tell you that rich countries should not focus on manufacturing.   This interplay between 

knowledge based manufacturing and associated services supports a large work force and 

ensures a stable society in which creditor interests are protected.  Low end services such flipping 

burgers for tourists will have to continue to play the role they are currently doing, and ensure 

that a fairly sizeable workforce can be supported.  

Sensible Course for a UK creditor

The UK is not going to default tomorrow.  And neither will it in the long term provided the 

government stays the course on its austerity program.  The next phase of this program will 

include drastic cutting of entitlements, which are a far bigger threat than current debt.   And 

sensible measures being taken to rein in the banks implies that the government might not need 

to bail out those reckless entities for a generation.   But the battle against debt is far from over 

in the British society.

While the government is drastically cutting current fiscal deficits through spending cuts and in 

future reduce entitlements, it must let its citizens know that in future pension payouts and other 

government services will be cut.  This advance warning will help citizens plan their long term 

consumption accordingly.  Short term, this fall in consumption spending will cause lower 

government receipts (lower sales tax, income tax, capital gains tax) and wider deficits.  But a 

long term credit investor should be comforted and should not panic over short term eye-

popping fiscal deficit numbers.  In fact, a creditor should be worried if the fiscal deficits don’t hit 

shocking levels despite spending cuts.  It means the government has decided to forego short 

term pain while hurting long term creditors, who can then expect to be repaid through 

quantitative easing.  



The next three years are critical.  If the British show their fortitude in the wake of short term 

pain, we would recommend being long term investors in UK debt. Of course, at that point, long 

term government debt yield will be far more attractive.  Until then, we would recommend 

investing only in short term UK government debt.  Over the medium term, foreign investors 

need to be cautious as over the period the pound sterling can weaken (especially if QE 

continues).  But the currency weakening itself will provide impetus to British manufacturing and 

allied services and sustain the UK’s creditworthiness. 
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