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On 24th June 2009, The States of
Guernsey will debate a Billet d’Etat from
the Treasury and Resources Department
(“T&R”). This Billet seeks to borrow
externally £175 million to help pay for 19
“Priority 1” capital spending projects,
costing £301 million in total.
An Amendment has been tabled which we
support, opposing external borrowing by
the States. It is a self-funding alternative,
offering two choices:
either
Option A - entirely internally funded;
or (as a reluctant compromise)
Option B - externally funded, but only
where debt is covered by the income
from the infrastructure built.
The June debate was delayed from May,
after T&R made a last-minute recalculation
of the size of Guernsey’s cash pool.
This booklet makes good use of that delay.
It presents, in a friendly format and with
a touch of humour, some of the counterarguments to external borrowing.
For a download of the Alternative
Proposal go to:
www.guernseydebt.gg
©guernseydebt 2009
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THINGS ARE
DIFFERENT TODAY

3) Well, at least all
microstates
borrow,
as soon as they can.
Guernsey is no different.

1) Guernsey’s budget
problems are unexpected
and
require
fresh
answers.

Not even all microstates
borrow. Jersey, Isle of Man,
Monaco and Liechtenstein
don’t borrow externally.

Sadly untrue. The States
knowingly risked a period of
unbalanced budgets when
it adopted Zero 10 in 2006.

Microstates
which
do
borrow may be many times
bigger than Guernsey by
population; or be of lesser
reputation (Gibraltar, San
Marino); or be rich in natural
resources, for example
individual members of the
United Arab Emirates.

Indeed, such was the
likelihood of a problem that
corrective steps were builtin at the time. They did not
involve external borrowing.
2) All governments borrow
externally these days.
Guernsey is no different.
We beg to disagree. Not
all governments borrow.
Also, Guernsey is different
from normal countries:
it has a tiny population;
it is dependent on one
business sector, which is
highly cyclical; and it has
a unusually democratic
parliamentary system, with
one deputy for about every
3,000 voters, and fullassembly decision making.

Peace, I understand you have
some oil wells
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4) The World is in the
worst recession since
1929. We must act.

Trying to spend our way out
of overspending is illogical.
In the face of a deepening
budget deficit, we need to
“stop digging”.

The severe global recession
has yet to hit us in Guernsey.
Our Chief Minister is
increasingly optimistic that
it won’t. So the “black hole”
is not caused by that.
The reserves our forebears
built, by over-paying taxes
since the 1970s, were for a
far more serious situation.
They were intended as a
fund for impossible times,
not as a permit to dodge
tough decisions.

When in a hole, stop digging

5) The modern way out of
a recession is to borrow
and spend.

6) “Guernsey must join
the capital markets of
the world”. (Lord Jones –
Guernsey Press 2.3.2009).

Keynesianism, the idea
of state countercyclical
spending, is for economies
with their own currency and
interest rates. As an island
in the Sterling Area we
do not have these levers
available.
Keynsianisam
is inappropriate, and not
just because we have no
recession yet.

Such siren words might
once have lured Iceland or
the Ukraine into debt. But
please, pull the other one.
Guernsey already earns
a healthy living from world
financial markets.
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7)
Refusing
to
borrow
is
oldfashioned pride. We
must swallow our
pride. (Lord Jones).
Guernsey has a bitter
history, long ago,
of
over-borrowing.
Believing ourselves
now
above
the
lessons of our past,
is the real pride to
swallow (see website).

1st cow: “Cordammy. Friesians! Is that Progress?”
2nd cow: “No, m’luv, it’s like that deficit funding”.

8) The world has changed
since Deputy Parkinson
said, “My proposals are
not based on deficit funding….. My policies are
essentially a self-funding package” (Zero-Ten

9) A jurisdiction is not
serious until it has
borrowings. A finance
minister is not serious
until he has some debt to
think about.

debate, 29.6.2006).

Of all people, T&R should
understand how taxation
and public debt policy
dictate the way we are.

With the greatest respect,
the world has not changed.
The dangers of borrowing
and lending have come
back into focus.
Since
Northern
Rock,
Landesbanki, and Lehman
Brothers collapsed in 20072008 from over-borrowing,
the case for prudence has
strengthened.
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Guernsey people have kept
their identity and footprint in
subtle ways, for example,
not having an inheritance
tax keeps real assets in local
hands. Likewise, being free
of States’ debt decisively
beefs up our negotiating
hand.

10) If Guernsey had
some debt, the UK
would not think us so
sanctimonious.

12)
We
borrow
as
individuals, for example to
buy a home. So we should
borrow at Government
level as well.

Such envy, if it exists, could
only be stopped by sinking
to the level of the UK’s
poorer dependent islands.

Government debt is not
like private debt. When a
person borrows, he makes
his bed and lies in it. But
when governments borrow,
the politicians can retire
and wash their hands of
the consequences. Or their
successors can forget the
original constraints.

Our independent, debtfree status is a defining
difference. It is a remarkable
part of our identity.
For example, when policymakers from the USA
or Germany learn that
Guernsey is a low-tax
jurisdiction because we
don’t borrow, there is a
qualitative shift in respect,
for the better.

When a private person
dies, their assets and debts
are netted off. But when
one taxpayer dies, another
steps in.

11) Deputies who vote
against T&R “don’t have
the bottle to borrow”.
Mockery is a bully’s tactic.
The only “bottle” will be the
one into which the genie
won’t return. Putting the lid
back on rampant external
borrowing was last done
by Guernsey in 1814 (see
website), and would be
much harder today.
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“Who’s gonna bottle out?”

COSTEFFECTIVENESS

what matter. Falling prices
make these relatively high.

13) The AAA rating is a
godsend.

The
interest
“spread”
between safe and risky
debts is another warning
sign.
It means prices
would move against us in
any refunding, if we are
downgraded.

The AAA rating is based on
fragile assumptions, and
should not delude anyone
(see Appendix).

What has not changed is
that borrowers must think
both of future prices, and
of their own future income
stream.

Today the covenants which
attach to borrowing are
more onerous than for some
years. Our rating is based
on
false
assumptions,
making it more likely that we
will break the promises we
have to make, to borrow.

The outlook for both these
is uncertain: the hostility of
the G20 to offshore centres
is matched by a recession
in financial services, and
the latest plans of the EU.

14) Interest rates will
never be this low again.
Borrowing costs have risen
since the ‘bargain’ argument
was first put in December.

Here, President Sarkozy
and Chancellor Merkel
were strengthened in the
recent European Elections.
Gordon Brown was further
weakened. The EU’s draft
Alternative Investment Fund
Management Directive, a
piece of franco-german
reform, misses the point of
Guernsey company law and
corporate governance.

But even if they had stayed
low, politicians are not
elected to make a bet with
money they don’t have.
In deflation, interest rates
are deceptive. Nominal
interest rates may be low,
but real interest rates are
5

15) It is acceptable market
practice, to issue a bond
only to “retire” it (buy it
back) after a price fall/
downgrade.

17) Borrowing will allow
Guernsey
to
benefit
sooner from the things it
really needs.
The main benefit of debt
tends to go to the lender.
The benefit of waiting goes
to the buyer: while saving
for something, you discover
if you actually want it, and
gain from new technology.

Guernsey’s current situation
is not comparable to a
multinational
company’s.
The small profit from such
a trade would have large
reputational costs. We
would then still have to raise
the money for the projects.

The fact that Guernsey
doesn’t seem inclined to
save up for things any more,
may simply reflect the truth
that we would rather spend
the money ourselves.

16) Hyperinflation will
make repayments easy.
Hyperinflation may not
happen.
The markets
(through the price of UK
inflation-linked
Government Bonds) are saying
that it won’t.
If
hyperinflation
does
happen,
Guernsey’s
projects will go unfinished
because builders on fixedprice contracts will go
bankrupt first.
Possibly the States will have
to borrow again to finish
the projects, but by then at
punitive interest rates.
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“Mouth-watering, but why can’t I
bother to save up for these?”

GUERNSEY CAN’T COMPETE

19) We need
projects now.

18) Guernsey cannot
compete
with
other
jurisdictions unless we
borrow.

these

There is a whiff of “the
Emperor’s Clothes” about
most project priorities,
while today’s life-or-death
factors go unmentioned. If
the broadband service was
down for a week, would
jobs start disappearing?
Yes. Yet is the security of
broadband provision on the
capital prioritisation list?

Guernsey can and does
compete. Its advantages
include:
a) our independent
legislature;
b) the close web of our
democracy;
c) our intelligence, flair,
common sense and
stubbornness;
d) our London time-zone;
e) our proximity to Europe;
f) our English-speaking
workforce;
g) our sensible taxes;
h) our refusal to borrow.

“We don’t need to build
a new Manhattan in the
English
Channel.
We
need
employment
for
the people of Guernsey”.
(Deputy Parkinson, Zero-Ten
debate, 29.6.2006).

A gleaming infra-structure
is not what makes us, or will
make us, different.
To be a more attractive
jurisdiction than we are
now, we would control the
size of the state within the
whole economy, already
31% of GDP according to
S&P (see Appendix), and
keep growing our reserves.
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20) We must think longterm.

22) We need a textbook
fiscal stimulus.

This is true. However, living
beyond our means is not a
long-term solution.

Firstly, as mentioned before
(in 4, above), it is not clear
that we are in recession.

One must cut one’s coat
according to one’s cloth.

But even if we were,
we already have low
unemployment. Borrowing
to try to bring this to zero is
inflationary.

Guernsey is currently ultracompetitive on tax.
We
need to reconsider this
before we look at more
desperate options.

An economist would say
that Guernsey’s 1.5%,
unemployment is below the
natural rate (the NAIRU or
non-accelerating inflation
rate of unemployment).

“Short term means living
for today, spending hardearned savings to avoid
taking unpleasant budgetary decisions”.

In the textbooks, a fiscal
stimulus
should
be
reserved for times when
unemployment is sufficient
to ensure that the boost
in government spending,
without a matching tax
increase, does not feed
through into expectations
for inflation.

(Deputy Parkinson, ibid.).

21) External borrowing
has nothing to do with tax
increases later.
Deficit funding will make it
easier to raise taxes later,
probably on businesses, by
making it easier to break
taboos.
Is this why T&R has put the
cart before the horse, only
debating tax later?
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TRUST ME, I’M FROM T&R

24)
Using short-term
finance to fund longterm commitments is
dangerous and unwise.

23) You cannot trust the
States’ Deputies who are
opposing T&R.

The taxpayer stands behind
all types of uncollaterised
States borrowing, internal or
external, short-term or longterm. This is why, if there is
to be taxpayer exposure, it
should be internal. It is also
why our Deputies should
support Option A.

T&R have not exactly
covered themselves in
glory with this Billet. Their
miscalculation about the
available cash pool, and the
timing of its announcement,
has raised suspicions.

However, it is also true that
income-generating projects,
where the taxpayer is not
exposed, could use external
borrowing. This is what
Option B allows, being less
deadly than T&R’s Bonds.

Admittedly, politicians will
change their minds.
But those, such as the
Deputies
tabling
the
Amendment, who have gone
on record most recently in
support of a view, will find it
hardest to do the opposite
of what they have said.
The individuals to be
doubted are the ones who
have changed their tune
most recently, such as the
Minister of T&R on deficit
funding.
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25) Internal borrowing
involves
spending
money which has been
deposited with T&R by
the Post Office, Guernsey
Electricity and some small
charities.
Internal
borrowing
is
imperfect, though
not
as flawed as external
borrowing. However, the
cash belonging to Guernsey
Post, Guernsey Electricity
and small charities would
not be touched.

1950s-style Capital Prioritisation
(the St. Julian’s Avenue water pump)
meets The Apprentice generation.

27) The principle of
external borrowing has
been accepted by the
business community and
their associations.
There was no formal
consultation before T&R’s
external borrowing Billet.
Since then, there has not
been even a show of hands
at Chamber or the IoD.

26) Our process has been
designed in Guernsey for
Guernsey.
Doing things locally is
certainly good. Opposition
to external borrowing is
local too. This booklet
was written, designed and
printed locally.
However, the idea that
Guernsey-made plans for
external debt are somehow
cleverer, is self-serving,
particularly if said by T&R’s
newly arrived English chief
accountant (as this was).
10

Some businessmen take a
short view: they may face
tax increases if we don’t
borrow, but win business
contracts if we do. However,
many do privately oppose
States borrowing.

THE INTER-GENERATIONAL
ARGUMENT
29) It would be unfair to
tax one generation of
islanders to accumulate
funds, while not improving infrastructure until
the next generation.
Our forebears did exactly
that. They left us much
infrastructure - all paid for and some cash reserves on
top of that. They may have
cut corners occasionally,
but they did not bequeath
us debts.

Reluctantly, Jess and Josh were
forced to cut up Gran’s credit cards.

IT’S UNDER CONTROL
30) There is a clear
borrowing
framework.
Our politicians can now
be trusted to borrow.

If we treat our children
differently, we would be the
only generation to win.

The framework is a tacit
nod to politicians’ difficulties
once borrowing starts.

Our children would have
to foist our debts, and
more again, onto our
grandchildren, to enjoy the
spending-power we’d have
enjoyed.

Unfortunately such an
admission does not reduce
the problem. Gordon Brown
invented a similar, mediumterm spending “Golden
Rule” (since abandoned)
to lull the British electorate
and financial markets into
believing in his prudence
when he was chancellor.

Children do not want
these debts. Ask them.
Do they go running to the
sweetshop, if you say it’s
their pocket-money you will
be spending?
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Any “borrowing framework”
in 2009, for all it’s good
intentions, is discredited
before it is even tested.
31) We have a robust
prioritisation process.
The robustness of the
process is not proof of the
sense of the proposal. No
doubt the rating agencies
thought they had a robust
process for sub-prime…
30) These are old projects,
it is not like we’ve gone
mad.

Who says they are the only
old projects? Many others
could claim this status. The
failure to provide sufficient
sinking funds in the past
should not become a reason
to compound the problem
now. If we know we cannot
get a grip, why put ourselves
onto a slippery slope?
32) We won’t be using the
contingency reserve.
Once we have borrowed
externally, the contingency
reserve would become
window-dressing. It would
be more honest to spend it.

A robust framework and process.

33) There will be no leak
from borrowing into civil
service wages and other
consumption spending.

The fact is, while £175m
may be small by the
standards of even one
or two Channel Island
businesses, in terms of
Guernsey’s demographics
and households it is big.
Nor would it be the last...

We used to pay for “capital
spending” out of tax. If we
now pay out of borrowing,
it will subsidise “current
spending” elsewhere.
34) The sinking
solves everything.

36)
Borrowing
is
comparable to alcohol.
Most people can enjoy it
in moderation.

fund

We’d need three sinking
funds: one to renovate
existing assets, one to pay
off the debt and one to
repair the new installations
in 25 years time.

When Deputies muse that
T&R intended to borrow
only £175m, but now will
probably chase up with an
extra £50m, to replace the
money they miscounted, it
sounds like T&R is hooked
already.

35) £175m is a tiny amount
of money.
If it is so small, let’s raise
the money another way.
Our ageing households,
their savings running down,
would stand behind the debt
- £10,000 each.
T&R’s
plan adds £10 million to the
States’ tax bill, just to pay
the interest. That is £200
million gone up in smoke in
20 years.

“Like I always said, I can give up
any time”.
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Appendix: Guernsey’s Recent AAA Rating is a “Real Honour”.
At a presentation to the Guernsey Institute of Directors given on 2nd April
2009, attended by the press, Bethan Haines, States Chief Accountant, said
it was “a real honour to be awarded the Standard & Poors AAA rating”.
In fact the AAA rating is at best a double edged sword, and at worst an
enticement based on mistaken assumptions.
A)

Standard & Poors (“S&P”) appears to overlook a number of problems:

1.)

Guernsey’s economy is unlikely to deliver on S&P’s optimistic
projections,which include:
a. Generating a 2% fiscal surplus in 2009. T&R itself assumes a
deficit.
b. 0.5% unemployment, constant over the next three years. As of
March 2009 unemployment was 1.5%. 0.5% was last seen in
mid 2004.
c. Real GDP growth in 2010 as strong as in 2007.

2.)

Guernsey’s economy is easily the smallest of any AAA sovereign.
With a GDP of $2.7 bn, it is well below Liechtenstein’s $4.3bn, and
the Isle of Man’s $4.7 bn. This matters, because ratings are
sensitive to size:
a. Microstates which borrow have a long history of gradual
downgrades. 8 rated microstates are currently on “negative
watch”, or were recently downgraded, or are in default, including
Andorra and The Bahamas.
b. Accordingly, AAA rated microstates don’t borrow. For example
Liechtenstein has been rated since 1996, but has never
borrowed.

3.)

Favourable comparisons in the S&P analysis between Guernsey
and the “median” AAA sovereign, gloss over the fact that populous
sovereigns can behave differently. The nine AAA-rated sovereigns
with net surplus assets are all smaller countries, the largest being
Sweden and Australia.

4.)

Rated sovereigns with net surplus assets like Guernsey are
quickly derated at the first sign of external borrowing. Countries
with net asset surpluses and external borrowings of “only” 5-10% of
GDP include Hong Kong (AA+), Abu Dhabi (AA), Saudi Arabia (AA-),
Oman and Ras El Khaimah (A) and Montserrat (BBB-).
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5.)

Guernsey does not have much fiscal flexibility compared to its AAA
peers. It already takes 31% of its GDP in tax, compared with
Singapore’s 20%. That is how Singapore (population 4.6 million) is
able to have some external debt, but stay AAA.
On 6th May 2009, Marko Mrsnik, lead analyst on S&P’s Guernsey
rating team explained by email and verbally the difference between
S&P’s figure of 31% and T&R’s, which is a third lower. T&R does
not count the “consolidated revenues of local government and
social security”, in measuring the tax burden.

B
Secondly, S&P itself sounds some warnings in its inaugural March
report on Guernsey. For example:
1.)

Guernsey’s bank deposit insurance protection scheme carries a
potential liability of £100 million. This gives Guernsey one of the
largest financial sector contingent liabilities, relative to GDP, of any
AAA-rated sovereign.

2.)

AAA-rated sovereigns like Liechtenstein and Luxembourg have
lower wage pressures than Guernsey, because workers come
in daily from neighbouring countries. S&P notes,“In Liechtenstein,
the possibility of cross-border commuting allows for a highly flexible
labour market, with inward cross-border commuting accounting for
49% of workers in 2006”.

3.)

S&P finishes its “Rationale” on Guernsey with the following
warning: “We believe Guernsey requires a substantially stronger
fiscal buffer to manage external shocks compared with larger and
more diversified sovereigns with more flexible monetary and
exchange rate regimes”.

C
The outlook for rated sovereigns is gloomy. On May 22nd 2009 S&P
placed the UK on negative watch. Ireland was downgraded from AAA to AA+
March 30th 2009 and it is still on negative watch. In January 2009, Spain
was downgraded from AAA to AA+, New Zealand to AA+ negative for foreign
currency debt, and Portugal to A+.
The best justification for Guernsey’s commissioning an S&P rating, is that
the AAA rating should enhance the private sector’s access to capital, and
help attract foreign direct investment.
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CONCLUSION
Close study shows that the S&P AAA rating is no cause for Guernsey to
celebrate. Its core assumptions are too optimistic. The best way to retain the
AAA rating, as the assumptions catch up with reality, is not to borrow externally
at all.
It is no accident that Guernsey has hitherto shared with Jersey and the Isle
of Man an historic policy not to borrow externally to fund revenue or capital
expenditure. The S&P AAA rating does not alter that logic.

Sources: S&P Press release 22nd May 2009; S&P Ratings Direct - Guernsey, March 2009; S&P
Sovereign Rating History, April 2009; S&P Sovereign Ratings and Country T&C Assessment,
April 2009; S&P Sovereign Risk Indicator, February 2009; S&P The Future of Sovereign Ratings,
October 2008.
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