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Bermuda Economic Update 

Still Waiting for the Turn 

In this issue of the Bermuda Economic Update we will review the 2011 Gross Domestic 

Product (GDP) release and will provide updates on international business, tourism, 

retail sales, freight and provide our revised GDP forecasts. While the 2011 information 

is dated, it gives us a reference point for our 2012 and 2013 forecasts. The 2011 figures 

were in line with our estimates but some of the previous years’ data was revised 

downward. Following our review, we have reduced our 2012 GDP growth forecast to -

1.4% from -0.6% and lowered our 2013 growth estimate from 0.4% to -0.2%. We will 

also provide an update on the global economy including a discussion on the fiscal cliff, 

the re-acceleration of growth in Asia and the ongoing debt crisis in Europe. In our 

feature article we will be looking at the risk of a sovereign debt crisis in Bermuda. 

During the quarter the Department of Statistics reported that in 2011, Gross Domestic 

Product (GDP) in constant dollars (Real GDP) fell 2.8%. 2010 real GDP growth was 

adjusted downward to -2.2% from the initial estimate of -1.9%, while 2009 Real GDP 

was also revised downward to -5.1% versus the last estimate of -5.0%. From 2008 to 

2011 real GDP shrunk 9.7% to $5.1bn from $5.6bn. Nominal GDP decreased 3.5% to 

$5.6bn. Since peaking in 2008 at $6.1bn the value of the economy in current dollars 

dropped 9% through the end of 2011. Economy wide inflation, measured by the 

difference between nominal and real GDP, came in at -0.7%. 
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Year  GDP Inflation 

2010  -1.9% 2.2% 

2011  -2.8% 2.6% 

2012E  -1.4% 2.5% 

2013E   -0.2% 2.5% 

10YR Bond  3.3% 

Unemployment  7.8% 

Economic Statistics 

Key Updates 

International Business 

The 2011 Bermuda GDP Report data showed the fourth consecutive decline in International Business activity, contracting 3.3% in 

2011. There was a 14.4% decrease in jobs in International Business from 2009 to 2011 as compared to a 7.0% drop in the overall 

workforce over the same period. We forecast that the sector will contract a further 1.0% in 2012 and again in 2013. From an 

employment standpoint there continues to be pressure to reduce overhead due to globalization especially in the critical insurance 

market. Lower interest rates place further pressure on insurers’ profitability. Despite excess capital in the reinsurance market, 

Superstorm Sandy should support rates in the January 1 insurance renewal period and may create some increased demand in the 

intermediate term, especially in the business interruption and flood markets. Unfortunately there appears little interest in creating 

new Bermuda start-ups due to the increased use of Sidecars and other short-term insurance vehicles.  
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It appears that these vehicles do not create as many jobs on the island as new reinsurance companies. It is our expectation that 

local insurers will continue to leverage their existing underwriting ability and that there may be continued consolidation in the 

industry reducing employment on the island. 

The Anchor Bermuda insurance Index reached a new all-time high 

in December despite losses from Superstorm Sandy. The ABI index 

has climbed 4.0% this quarter versus a 0.5% decline in the S&P 

500 Index and the index has gained 16.8% in 2012 excluding 

dividends (18.9% total return) through December 13th, 2.8% 

better than the S&P 500 Index. Allied World, Everest Re, 

Montpelier Re, PartnerRe, Platinum Underwriters and XL Group 

have all gained more than 22% this year. While losses from Sandy 

will reduce earnings for many Bermuda reinsurers in the fourth 

quarter, it has positive implications both for pricing and demand. 

We anticipate an increase in demand for flood and business 

interruption insurance due to the storm. This should reduce 

investors’ concerns on the industry’s rising capital levels. 

Investors have also been attracted to the group’s low valuation with many Bermuda reinsurers still selling below book value.  

In 2012 reinsurance profitability has rebounded with the estimated average return on equity of the industry expected to rise from 

2% in 2011 to 9.4% this year (based on the estimates for the 19 companies in the Bloomberg Reinsurance Index). Profitability 

remains well below the average over the past five years (12.1% on average) and analysts expect the average ROE to decline to 8.7% 

in 2013. They expect reinsurers’ average earnings to rise in 2013 but capital levels continue to climb faster than profits, impacting 

returns. The chart below shows that shareholders’ equity for Global Reinsurers rose 14.6% in the 12 month period ending 

September 30, 2012. 
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The industry faces challenging contract renewals in January and a difficult interest rate environment. Reinsurers expect some 

higher pricing after Superstorm Sandy, yet ample industry capital is available. Reinsurers will likely generate lower portfolio yields 

in 2013 due to the 2012 decline in interest rates. For the year ending 3Q12, five-year German bond yields fell 66 bps, while three-

year A rated U.S. corporate debt declined 105 bps. With an average duration of 2.8 years, reinsurer portfolios may reflect about 

one-third of 2012's rate decline by year-end 2013. While lower investment income may hurt returns on equity, total industry 

returns will primarily depend on underwriting returns. 

Looking ahead to the renewals of reinsurance treaties at 1 January 2013, most commentary from the industry indicates that there 

is still sufficient capacity available in the reinsurance markets and that prices, terms and conditions will at least remain stable in the 

forthcoming renewals in most markets. Management teams  are also indicating that low interest-rates will be considered in pricing. 

It is expected that Hurricane Sandy will lead to a further rise in prices in U.S. property business and for non-proportional natural 

catastrophe covers. 

Tourism 

When we look through the 2011 GDP report we note that the hotel & restaurant industry fell in nominal terms by 2.2% in 2011.  

The hotel industry actually offered a positive contribution of 2.9% on the back of higher occupancy levels and higher expenditures.  

However, the plunge in restaurant value add was negative 8.7% due to a wave of  closures and a 4.5% drop in food sales.  The 

government’s payroll tax relief does not seem to have altered the economics sufficiently to stem the decrease.  Our estimate, in 

real terms was for a rebound from a depressed 2010 figure of 10%.  The real growth in this sector (after factoring in deflation) 

amounted to a 4% rise.  The difference between our estimate and actual is mainly due to higher restaurant closings than 

anticipated.      

Total air arrivals of 81,803 in the third quarter increased 2% year-over-year.  Adding this to the 106,805 so far in 2012 brings the 

three quarter air arrivals figure to 188,608.  2011 comparable figures were 191,203 so 2012 official figures so far are down 1.4%.  

We continue to see weakness in the restaurant sector and note the recent closure of several restaurants. As a result food sales on 

a comparable basis year-over-year, are likely to continue to fall in 2013.  We note that cruise ship visitors for 2013 will likely be 

down as it has been estimated that there will be some 35 less cruise ships arrivals. The fall in cruise ship volume, however, is likely 

to be offset by a rebound in air arrival visitors as advanced room bookings are up 2% to the end of March.  According to the 

Department of Tourism, Expedia bookings are up 10% for the next 6 months (as of October 2012) and group bookings (those 

associated with business meetings) are up 26% for the next six months.  We are still modeling a 3% drop in this sector over the 

current year (2012) and see a small rebound for 2013 of 2.0%.   
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Retail Sales & Freight 

Gross retail sales looked to have bottomed during the second and third quarters of 2012. On a year-over-year basis gross sales 

have increased for 5 consecutive months. September saw growth of 0.8% versus September of 2011. On a trailing twelve month 

basis, retail sales turned positive for the first time, with growth of 0.1%. Unfortunately the rebound in sales has been driven by 

price increases. In September volumes fell 1.1% from September of 2011. Despite some improvements in volume trends in recent 

months, Bermuda remains marred in a stagflationary environment where volumes are declining and prices are rising. 

Freight Trends have deteriorated further in the second half of 2012 and local shipping executives and importers see further 

weakness in 2013 as commercial real estate development in Bermuda dries up. The only major projects, the Waterloo House and 

KEMH, will start winding down and there are no major projects breaking ground in the near future. Shippers are particularly 

concerned about the 32.3% decline in RORO cargo (freight that rolls on and rolls off a ship) with most of the decline occurring 

during the second half of 2012. This is directly related to the collapse in construction activity. To put this in perspective, the 2012 

RORO volume is 55% below the average during the Bermuda construction boom period from 2001 to 2008.  With the current glut 

in commercial office space on the island we are unlikely to see any new commercial projects breaking ground in the near future.  

There have been several hotel projects in discussion phase for several years but we are reluctant to adjust our forecasts until 

ground is broken. 

We are keeping our estimate for a 5% decline in eastbound container volumes for the industry in 2012, although trends appear to 

be deteriorating slightly in the second half of the year. 2012 will be the sixth consecutive year of declining year-over-year figures 

and we estimate that approximately 16,650 Total Equivalent Units (TEU’s) will be imported into Bermuda during 2012 which 

represents the lowest annual figure since 1997. This confirms Anchor’s thesis that the Bermuda economy did not turn the corner in 

2012.  Unfortunately our initial forecast for 2013 is a further decline of 3% in eastbound freight volumes which does not bode well 

for a 2013 economic rebound.  

Public Sector 

While the private sector continues to contract, the public sector in Bermuda (defined by public administration, education, health 

and social work, other community, social and personal services sectors) has remained relatively stable. From 2008 – 2011 public 

sector GDP fell 1.3% while private sector GDP dropped 11.1%. In 2011 public sector GDP fell 0.5%. While spending on public 

administration and other community, social and personal services was down nearly 5%, spending on education, health and social 

work was up 4.2%. On the employment front, total jobs in Bermuda fell by 2,834 between 2008 and 2011. While 3,554 
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private sector jobs were lost during that time, jobs in the public sector were up by 720. In 2008 public sector jobs accounted for 

24% of jobs and by the end of 2011 that share had increased to 28%.  

Unfortunately increased government spending in an environment of falling revenues leads to increases in government debt. 

Followers of Keynesian economic theory would argue that it is the government’s role to bridge the gap between aggregate supply 

and demand throughout the business cycle. While we are more Austrian in nature (free market oriented), the theory has merit 

provided government spending has a positive multiplier in the economy which stimulates the private sector. Unfortunately for 

Bermuda, we are not seeing the trickle down effects in the rest of the economy. 2012 will be the fourth consecutive year of 

negative economic growth. As a result debt levels have increased significantly from just $255 million in 2006 to $1.42bn currently. 

In 2006 the government of Bermuda ran a budget surplus of $40 million. Since that time flat revenues and increases in spending 

have led to annual budget deficits of nearly $200 million. See our feature article where we look at the sovereign debt risk for 

Bermuda’s debt. 

Global Economic Update 

Despite claims that the global economy is the reason for Bermuda’s ongoing economic woes, the reality is that global economic 

growth continues to chug along. After falling 1.2% in 2008 growth in the United States, GDP has risen for 4 consecutive years. 

While Bermuda’s economic output is 9% lower than it was at the end of 2008, the economy of its largest trading partner is 11% 

higher. That said, a growing global economy could provide some help to Bermuda if more accommodative policies are put into 

place. Heading into 2013 we expect global economic growth to continue in the 3-3.5% range. We expect the United States to 

improve slightly, for Europe to remain relatively weak and for Chinese growth to quicken. 

In the United States, growth continues to plod along. In the third quarter GDP grew at an annualized pace of 2.0%, while year-over-

year growth was 2.4%. Since the re-election of President Obama, much focus has been paid to the “fiscal-cliff” debate. With an 

Obama victory, political gridlock in Washington remains an impediment towards any resolution of the automatic tax increases and 

spending cuts set to begin in 2013. Anchor’s house view is that politicians will continue to “kick the can down the road” and 

eventually come to an agreement with the result being limited impact on the economy over the next 12 months. We are big 

believers that uncertainty has held back the economy in 2012. Growth in capital expenditures has evaporated while job growth 

remains quite tame. We attribute a large part of this to uncertainty. With the election over and the “fiscal cliff” debate soon to be 

behind us, we see less uncertainty going forward and feel that this will kick-start capital expenditures and employment. The U.S. 

housing market is in recovery mode and we expect this to continue. With the Federal Reserve’s recent linking of interest rates to 

the unemployment rate of 6.5%, and inflation benign, we expect monetary policy to be accommodative over the next several 

years.  

The Eurozone economy contracted by 0.1% in the third quarter, marking the third quarterly decline in a row. The economy is now 

expected to contract by 0.4% in 2012 and achieve no growth next year. Economic contraction in the peripheral economies has 

continued and unemployment has hit record highs. The weakness in the peripheral countries has also spread to the “core” 
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members of the Eurozone. The outlook for Germany’s GDP was slashed as well and is only expected to grow mildly this and next 

year. France’s credit rating was cut from Aaa to Aa1 with a negative outlook by Moody’s due to the structural challenges facing the 

country and its ties to the peripheral economies. Spain remains the Eurozone’s problem child since it appears to us that it is 

following the path of Greece. Net wealth in Spain is very low and it will be difficult for the authorities to generate sufficient tax 

revenues through austerity. The budget deficit targets for this and next year will be missed once again. The European Central Bank 

stands ready to activate its Outright Monetary Transactions program, labeled OMT, in order to buy Spanish government bonds in 

case rising risk premiums impact the monetary transmission mechanism. 

Based on the available leading indicators, the outlook for the Eurozone economy is dire. Lower than expected inflation will l ikely 

lead to another interest rate cut by the ECB despite hefty opposition by the German Bundesbank. So far only liquidity problems 

have been addressed in the Eurozone but solvency and growth remain the important issues to resolve. Near-term risks for the 

Eurozone are Spain’s lack of willingness to apply for the ECB’s bond purchase program and the failure of the U.S. government to 

resolve the “fiscal cliff” issue quickly. 

In Asia we are seeing some notable signs of recovery in China. Growth in retail sales accelerated from 13.1% in July to 14.5% in 

October. October also saw year-over-year growth in electricity sales of 7.1% versus just 3.1% average growth in the first nine 

months of the year. We believe that fiscal and monetary policy will continue to be quite accommodative through the leadership 

handover which began in November. We expect Chinese growth will remain between 7.5% and 8% in 2013. Much of the worry 

regarding China has been focused on a perceived property bubble. While there is no question that in certain cities the property 

market moved into an overbuilt condition, the market is moving towards equilibrium. Over the past two years housing starts have 

decreased from a peak of 30% year-over-year growth to about 10%. On the demand side housing affordability continues to 

improve as the growth in disposable incomes has significantly outpaced the growth in house prices. Improving affordability, means 

more marginal buyers.  
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Summary  

Anchor has revised our 2012 and 2013 Bermuda GDP forecasts following the release of the 2011 GDP.  While the 2011 figures 

were in line with our estimates, some of the previous years’ data was revised downward. Following our review, we have reduced 

our 2012 GDP growth forecast to -1.4% from -0.6% and lowered our 2013 growth estimate from 0.4% to -0.2%. 2012 and 2013 

forecasts were reduced in 6 out of 14 sectors.   

% GDP        INDUSTRIAL SECTIONS 2009 2010 2011 2012E 2013E
0.9% Agriculture, forestry and fishing $48,343 $47,896 $45,963 $45,504 $45,959

-5.0% -0.9% -4.0% -1.0% 1.0%

1.4% Manufacturing $85,992 $79,613 $74,981 $74,231 $74,231

-0.1% -7.4% -5.8% -1.0% 0.0%

1.3% Electricity, gas and water supply $65,536 $69,655 $70,715 $70,008 $70,358

3.7% 6.3% 1.5% -1.0% 0.5%

4.3% Construction & Quarrying $283,951 $239,636 $226,139 $214,832 $208,387

-11.4% -15.6% -5.6% -5.0% -3.0%

6.4% Wholesale and retail trade and repair services $374,368 $356,728 $341,810 $331,556 $334,871

-2.0% -4.7% -4.2% -3.0% 1.0%

4.6% Hotels and restaurants $207,979 $233,923 $243,613 $236,305 $241,031

-15.5% 12.5% 4.1% -3.0% 2.0%

4.6% Transport and communications $274,689 $267,603 $242,527 $237,677 $237,677

-6.8% -2.6% -9.4% -2.0% 0.0%

13.8% Financial intermediation $684,249 $705,464 $734,057 $741,397 $756,225

-12.0% 3.1% 4.1% 1.0% 2.0%

16.3% Real estate and renting activities $906,268 $900,275 $866,179 $840,194 $823,390

3.4% -0.7% -3.8% -3.0% -2.0%

8.2% Business activities $478,935 $446,477 $438,024 $433,644 $433,644

-3.6% -6.8% -1.9% -1.0% 0.0%

5.3% Public administration $291,126 $294,313 $280,489 $272,074 $269,353

-2.0% 1.1% -4.7% -3.0% -1.0%

7.1% Education, health and social work $373,970 $364,172 $379,646 $383,443 $387,277

4.3% -2.6% 4.2% 1.0% 1.0%

1.8% Other community, social and personal services $104,255 $102,549 $97,468 $97,468 $97,468

-7.2% -1.6% -5.0% 0.0% 0.0%

23.9% International business activity $1,336,043 $1,311,773 $1,269,043 $1,256,352 $1,243,789

-7.5% -1.8% -3.3% -1.0% -1.0%

Total $5,515,702 $5,420,079 $5,310,653 $5,234,683 $5,223,659

Less:  Imputed bank service charge $422,000 $436,952 $470,146 $463,420.57 $462,444.63

Add:  Taxes and duties on imports $228,894 $224,926 $220,385 $217,232.21 $216,774.73

GDP at constant market prices $5,322,596 $5,208,053 $5,060,892 $4,988,495 $4,977,989

Percentage change from previous year -5.1% -2.2% -2.8% -1.4% -0.2%
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Feature Article- Quantifying Bermuda’s Sovereign Debt Risk 

Since the Great Recession, investors have continually been plagued with sovereign debt risk concerns.  Governments of the devel-
oped world have done a very poor job of managing finances over the last few decades, and this has left nations in a precarious 
state.  Developed world governments now have limited flexibility in dealing with any future economic crisis due to their large defi-
cits.  Lately we have heard various comments on how risky or not risky Bermuda’s fiscal situation is in regards to its debt level.  The 
level of debt to gross domestic product (“GDP”) at 25% is an often quoted figure and one frequently used in an attempt to compare 
Bermuda to various countries.  However, we believe it is far too simplistic to simply use a debt to GDP ratio as a guage, and that a 
myriad of factors need to be considered when assessing sovereign risk.  We have decided to try and take a deeper look into Bermu-
da’s sovereign risk using various factors to get a better understanding of where Bermuda stands.  
 
In an attempt to quantify Bermuda’s risk and susceptibility to a future debt crisis, we have adopted the risk ranking methodology 
employed by the Macro Research Board (“MRB”) (www.mrbpartners.com)1.  This analysis consists of ranking 23 countries, includ-
ing Bermuda, across the developed world based on six risk factors.  These six factors incorporate 24 variables that we feel are fairly 
accurate in quantifying the country’s comparative risks.  The six major risk factors include economic foundation, economic pro-
spects, banking system vulnerability, fiscal flexibility, external dependence, and monetary flexibility.  A higher aggregate ranking in 
MRB’s six risk factors implies a greater vulnerability and/or probability of a future sovereign debt crisis.   
Table 1 below summarizes these six major factor ranks and provides an aggregate ranking of the 23 countries.  We cover the details 

of these factors and focus on Bermuda’s scoring in the various sections below.   

What we have found is that Bermuda’s risk rank is worse than most OECD countries in our universe and ahead of only Spain, Ire-

land, Portugal and Greece. All four of these countries have seen a significant increase in their cost of debt over the past five years 

due to investors default concerns. This leads us to believe that serious consideration should be given to Bermuda’s sovereign debt 

level and its potential for a debt crisis if current debt trajectories are maintained.  Policymakers in Bermuda should be working to-

ward reducing these risks and improving public sector finances to stabilize or improve the island’s fiscal situation.  

1 We have used MRB’s general framework but have attempted, where possible, to use original sourced data that may differ from their original report “Sovereign 

Debt Crisis: Where Will the Next Shoe Drop?” dated November 27, 2012.  Our calculations and ranking may differ somewhat from MRB’s ranking as our data may 

not be exactly the same.  We have, to the best of our ability, attempted to obtain accurate figures and any errors or discrepancies are the fault of Anchor invest-

ment Management Ltd. and not MRB.  

http://www.mrbpartners.com
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Risk Factor #1: Economic Foundation 

The economic foundation of a nation is predicated on its overall wealth and diversity.  Countries of high affluence, equitable 

income, high domestic savings and economic diversity tend to provide strong foundations.  Wealthier nations tend to have more 

established property rights and business friendly environments.  The four variables that MRB uses to judge a nation’s economic 

foundation are as follows: 

Affluence:  GDP per capita offers a good proxy for the level of wealth in a nation.  Lower risk scores are assigned to more 

wealthy nations. Bermuda’s per capita GDP is second only to Norway’s and offers a sound base. 

Equality:  MRB uses the UN Human Development Index which incorporates life expectancy, education and standard of living.  

A higher score on this index equates to a lower risk.  We have calculated Bermuda’s score which is not provided by the 

UN.  We have assumed a life expectancy of 79.3 years, mean years of schooling of 12 years, and expected years of 

schooling of 15 years (in line with most developed nations) and a gross national income per capita of $85,996. 

National Savings: An economy with a large degree of domestic savings can more easily withstand adverse macroeconomic 

shocks, reducing the tendency for a painful deflationary adjustment.  Bermuda’s large pool of gross national savings at 

40.4% of GDP is the highest in the universe and offers a large base for national wealth.   

Economic Breadth:  MRB uses the percentage total market capitalization accounted for by the five smallest equity sectors in 

the DataStream equity market of a nation as a rough proxy of economic and business sector diversity.  Bermuda’s 

economy is very concentrated in the financial sector and its public markets do not have any listed companies in staples, 

materials, energy, and healthcare companies.  Its five smallest industries as a percentage of GDP account for only 10.7% 

of output and this composition has declined over time. Government is Bermuda’s fastest growing industry. 

Bermuda’s wealth and savings offer a great foundation for growth and it ranks favorably on this risk factor.  The ranking of these 

variables can be seen in Table 2 below. 
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Risk Factor #2: Economic Prospects 

Economic prospects are one aspect to consider when assessing sovereign credit risk.  Rapidly growing economies can more easily 

support higher levels of public and private debt levels and grow their way out of prior fiscal missteps.  Economic volatility also plays 

a crucial role as countries susceptible to large swings in activity are at risk of having pronounced recessions.  MRB suggest the ideal 

situation is one in which a country has a high underlying growth rate with a low standard deviation.  The four variables they use to 

assess this are as follows: 

Growth:  The long-run average growth rate of an economy can be denoted by its potential GDP growth rate.  Long time 

readers may recall we have calculated this for Bermuda (see “Bermuda’s New Normal”) and its works out to 0%. 

Return on Assets:  Economies with corporations that have high return on assets are likely to receive investment inflows and 

also offer the ability to expand internationally.  Bermuda’s profitability has suffered greatly over the last few years and its 

market capitalization weighted return on assets is only 0.8%.  Companies on the island continue to suffer from margin 

compression as aggregate demand has dropped and supply in certain industries still remains excessive.  The latest 

quarterly figures on the island’s banking sector, for example, show the industry has generated combined return on assets 

of only 0.1% and a return on equity of only 1.2%.  

Competitiveness:  We have opted to use the World Economic Forum which conducts a very thorough measure of national 

competitiveness.  In Bermuda’s case, which is not ranked, we have assumed it ranks on blended average between Ireland, 

Barbados, Malta and Panama.   

Growth Volatility:  The standard deviation of annual GDP growth over the past 10 years is used as a measure of growth 

volatility.  Bermuda’s annualized standard deviation over the past 10 years is 3.11%, which ranks it near the middle of 

volatility of nations compared.   

Bermuda’s economic prospects look grim in comparison to nations ranked.  Its contracting labour force, low profitability and lower 

competitiveness pose a risk to its ability to service escalating debt levels.  Table 3 summarizes the ranking of these variables. 

 



 11 

Anchor Investment Management Ltd. is licensed to conduct investment business by the Bermuda Monetary Authority 

Bermuda Economic Update 

Risk Factor #3: Banking System Vulnerability 

A key component to all modern and developed economies is its banking system.  This system helps drive domestic economies of 

nations if it is stable and able to offer credit for expansion.  Financial sector stress, as seen in the more recent financial crisis, can 

put strain on governments who absorb losses and thus this sector acts as a contingent liability.  MRB uses five variables in assessing 

this risk factor: 

Banking System Size:  In periods of financial distress, a large banking system poses a risk to fiscal authorities.  If institutions are 

in distress, governments may be forced to recapitalize them to avert an economic meltdown.  Large financial institutions 

can incur large losses as a percent of a nation’s GDP and pose a risk of incurring a sovereign debt crisis.  Ireland would be 

the case in point for this factor. Total pubic bank assets as a percentage of GDP is used for this metric.  The Bermuda 

banking industry has $23.7 billion in assets compared to the island’s most recent nominal GDP of $5.56 billion.  This places 

it high up on the risk ranking, slightly below the United Kingdom.   

Borrowing Requirements:  This metric uses a nation’s loan-to-deposit ratio to gauge the level of banking sector claims that are 

funded from deposits.  The higher this ratio gets the more the overall banking system needs to rely on less stable sources 

of funds.  Bermuda’s low loan-to-deposit ratio of only 46.5% portends to lower risk. 

Liquidity:  The loan-to-reserve ratio provides a measurre of liquidity that a nation’s banking system offers.  It gives a sense of a 

country’s ability to meet obligations and absorb losses.  The higher the ratio the greater the vulnerability.  We have 

calculated the Bermuda banking system liquidity as a very solid 3.1 times ($9.4 billion in loans to $3.0 billion in equity and 

subordinated debt).   

Foreign Funding:  As per MRB: “When a nation’s banking system has net foreign liabilities, it means that the supply of 

domestic credit is reliant on lending from abroad.  A large net liability indicates that the banking system and economy is 

vulnerable if foreigners become unwilling to provide financing.  In such an event, a severe domestic credit crunch could 

take hold, forcing the government to provide a sizable fiscal offset.”  MRB calculates this as a percentage of nominal GDP 

from data supplied by the Bank of International Settlements.  Bermuda is a large offshore banking center and thus has 

very large foreign claims as a percentage of its GDP.   As a result it has huge exposure relative to the size of its domestic 

economy.  This will always pose somewhat of an elevated risk.   

Collateral:  Real estate accounts for the bulk of bank lending in most developed nations.  When values decline there tends to 

be increased pressure on the banking sector as this form of collateral deteriorates.  MRB uses annual growth in house 

prices and we have chosen to use a negative 10% number for Bermuda based on reports from Coldwell Banker Bermuda 

that housing prices have deflated by about this amount.  It is worth noting that condo prices in Bermuda have suffered 

price contraction of about 30% recently as well.   

Bermuda’s banking system represents a very large proportion of its economy.  In fact the financial intermediation sector equates to 
over 13% of GDP.  Like most offshore banking jurisdictions, the sheer size of this component increases the nation’s risk should a 
financial crisis erupt.  This can be noted first hand by the government’s recent bailout of Butterfield Bank that resulted from the 
financial crisis.  Had the Bank of Butterfield been unable to raise private funds the cost to Bermuda may have amounted to about 
14% of GDP.  Table 4 summarizes these factors and ranks.  
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Risk Factor #3: Banking System Vulnerability (continued) 
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Risk Factor #4: Fiscal Flexibility 

This is the most important and highest weighted component in ranking sovereign debt market risk.  To offset macro shocks and 

help add counter-cyclical stimulus, a government must have adequate financial flexibility.  This factor is particularly important for 

Bermuda as it does not have an independent monetary policy and could be subject to bank stress.  As a result the island does not 

benefit as much from monetary transmission mechanisms such as quantitative easing.  As per MRB, if markets begin to question a 

nation’s ability or willingness to repay creditors, “increasing fiscal spending can lead to a lenders strike and sovereign debt crisis”.  

This factor is split into components: fiscal starting point and fiscal prospects.   

In those economies with already elevated debt levels, obligations may be harder to meet in subsequent periods of economic 

weakness because tax revenues decline.  The following variables help measure a nation’s starting point: 

Debt Burden:  This is where the net government debt as a percentage of GDP is ranked.  As debt levels rise as a percentage of 

a nation’s economy, risk begins to escalate.  Bermuda’s value of some 25% ranks it in the lower half of risk.   

Debt Servicing Ability:  This is measured as net government debt interest payments as a percentage of fiscal revenues.  

Moody’s actually uses this as a key factor in its determination of a country’s sovereign debt rating.  Bermuda’s relatively 

high interest cost at nearly 9% of tax revenues ranks it higher risk amongst comparative countries.   

Contingent Liabilities:  To offer a proxy on contingent liabilities that may be incurred by governments as the result of a bailout, 

MRB uses domestic private credit as a percent of GDP.  Bermuda has $9.4 billion in loans & advances on an economy of 

$5.6 billion which equates to 169%.  This ranks it in the upper half of countries covered. 

We also need to assess, fiscal prospects of nations and to consider whether public finances are likely to substantially improve in the 

future years ahead.  These variables assist us in quantifying this: 

Budget Balance:  MRB uses an equally weighted average of the cyclically-adjusted budget balance and the current budget 

balance.  This metric helps to assess whether government indebtedness is likely to rise rapidly due to persistent deficits.  

In Bermuda’s case this has been a major component over recent years as persistent budget deficits have led to a 312% 

escalation in indebtedness over the past 5 years – $345 million to about $1.42 billion.  As a percentage of GDP, however, 

Bermuda’s budget deficit ranks 11th out the 23 nations studied.   

Government Revenues:  The public sector’s cash flow can be thought of as a ratio of government revenues to GDP.  Higher 

government revenues as a percent of GDP make it easier for fiscal authorities to service future obligations even though 

one could argue it acts as a drag on economic growth.  Bermuda has a very low tax base as percentage of GDP, only 15.7%, 

so it is very vulnerable to escalating interest payments and debt levels.   

Although it is often quoted that Bermuda’s debt to GDP ratio is low, it is not the lowest amongst developed economies.  It is  also 
carrying a debt level at which interest payments are restricting the fiscal flexibility of the nation.  Table 5 summarizes the ranking of 
these components.  



 14 

Anchor Investment Management Ltd. is licensed to conduct investment business by the Bermuda Monetary Authority 

Bermuda Economic Update 

Risk Factor #4: Fiscal Flexibility (continued) 
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Risk Factor #5: External Dependence 

MRB separates this risk factor into two components: liquidity dependence and trade dependence.   

Nations which rely on the goodness of strangers or external funding are more vulnerable to a lenders strike.  Three variables help 

assess this risk: 

External Debt:  High levels of net external debt as a percentage of GDP indicate that a large amount of funding obligations are 

financed abroad and could be subject to capital flight and/or currency risk.  All of Bermuda’s net debt is funded abroad but 

this figure is relatively small compared to its GDP, thus this is a lower risk factor at this time.   

Domestic Savings Creation:  Countries with high domestic savings are not as reliant on external financing to fund rising 

government indebtedness as local savers can become investors.  We have used Bermuda’s mandated pension savings rate 

of 10% as a proxy for the average household savings rate.  This ranks the risk in the lower half of the companies covered. 

Demographics:  Aging populations and shrinking labour forces often lead to a future reduction in domestic savings.  Poor 

demographic trends also can lead to lower potential growth rates for a nation and its ability to attract capital investment.  

In our article “Bermuda’s new Normal” we have already estimated the future change in Bermuda’s domestic labour force 

over the next 5 years.  We have estimated this could fall at a rate of 1.4% per year or cumulatively 7% over 5 years.  This 

highlights Bermuda’s large demographic risk and need for a pro-immigration strategy.   

Having a large export based economy can be a blessing or a curse.  If there is a domestic based crisis, a larger export component 

can help offset negative growth.  Large export nations, however, often find themselves at the mercy of the global economy 

and external shocks.  MRB feels it is still advantageous for a country to have a competitive export sector.  These variables help 

assess this: 

Current Account:  The current account helps to gauge a country’s export level. MRB suggests a sizable deficit as a 

percentage of GDP, usually indicates a lack of export competiveness.  Also a country that runs a persistent current 

account deficit runs the risk of increasing its external debt reliance.  By simple definition, the country will require an 

equivalent external capital inflow to offset a current account deficit.  Failure to entice foreign capital implies deficits 

must shrink which can lead to a self-reinforcing deflationary adjustment.  Bermuda has historically run a persistently 

high current account surplus and its ratio of 12.2% of GDP ranks it as one of the lowest risks amongst nations ranked.   

Export Market Share:  MRB has calculated the change in export performance for each country over the past five years to 

derive a proxy for shift in market share.  This number is derived from an OECD report that measures a nations’ ability 

to sell domestically-produced goods.  For Bermuda we have taken the export figures supplied from the current 

account report and calculated the 5 year change as a proxy.  In 2006 Bermuda had exports of $1.6 billion and in 2011 

this had dropped to $1.4 billion which represents a 10% decline.  It would appear that Bermuda’s export sector is 

falling in significance and is likely due to lower international business activity and tourism. 

Currency: MRB states: ”If a country’s currency appreciates faster than the relative pricing power of its exports, it 

undermines the competitiveness of the overall business sector and leads to a profit squeeze (the reverse is also 

true)”.  Bermuda is pegged to the dollar, which, on a trade weighted basis has appreciated slightly over 5 years. 

Bermuda’s competitiveness has been eroded by its persistent inflation relative to the rest of the world.  As a proxy we 

calculate the rate of change of imports over exports over the five year period.  Rising import ratios denote that cost 

inflation is squeezing margins and rising in excess of export pricing.  As noted above, Bermuda’s exports have fallen 

10% over 5 years yet their imports have actually fallen only 3.6%.  We feel the 2.7 ratio effectively denotes the real 

effective exchange rate and terms of trade change over the past 5 years.   
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Risk Factor #5: External Dependence (continued) 

Bermuda’s poor demographics and deteriorating export sector increase it’s sovereign credit risk. This is somewhat offset by it’s 

very strong current account surplus and domestic savings.  Table 6 summarizes the rankings below. 
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Risk Factor #6: Monetary Flexibility 

Central banks continue to play a key role in most economies.  They are a critical component in assessing risks in an economy.  The 

effect on credit demand is often driven by levels of interest rates. Monetary authorities are limited and restricted by inflationary 

and deflationary pressures.  In general, flexible currency regimes with stable levels of inflation are less risky.  The lack of monetary 

flexibility during economic crisis and recessions helps escalate the chance of a debt crisis.  MRB uses the following 5 variables to 

assess monetary flexibility: 

Currency Regime:  Fixed exchange rate regimes reduce monetary flexibility as rates and policy are not set nationally.  The 

European debt crisis exemplifies this situation.  Countries such as Greece cannot devalue in order to become more 

competitive because they are stuck in a multinational fixed regime.  Peg regimes also pose a risk if a country would rather 

devalue to remain competitive.  A re-pegging at a lower level, for example, would immediately devalue local assets and 

could lead to a sudden spike in inflation.  Bermuda operates under a pegged system and does not have its own central 

bank.  As a result, the island essentially imports the Federal Reserve policy of the United States.   

Inflation Differential:  Central banks try to target low and stable levels of inflation.  Problems arise when inflation rates and 

expectations become unhinged and escalate.  This limits monetary policy as measures are usually needed to control 

escalating prices which often act in a restrictive manner on the economy. The width of the current inflation differential 

(i.e. difference between the current rate of inflation and the central bank’s inflation target) offers a proxy for risk.  For 

Bermuda, we use the Fed’s target rate of 2.0% vs. Bermuda’s current twelve month consumer price index rate of 2.6%. 

Inflation Volatility:  The ideal situation is for a country’s inflation rate to remain stable.  Escalating prices in an expansion and 

plunging prices in a recession greatly reduce the effectiveness of any monetary policy. Our estimate for Bermuda’s 10 year 

standard deviation of our estimated core rate is 0.84 which places it in the upper half of risk.   

Monetary Transmission:  Broad money growth or the lack thereof, gives an indication of risk in a nation.  Bermuda’s money 

supply growth over the past year is negative 5.4% which ranks it as the worst in terms of scoring for all nations.  

Economic Slack2:  Monetary authorities have greatest flexibility when economies are running at full employment.  Higher 

unemployment and a larger output gap (the difference between current GDP and potential GDP growth) often leads fiscal 

authorities to embark on reflation efforts which weaken public finances.  In “Bermuda’s New Normal” we have indicated 

that the current potential growth rate of the economy is 0%.  Given the real GDP figure for 2011 is -2.8% we assume the 

output gap is -2.8% which places the country in the upper half of nations scored. 

Bermuda’s largest negative risk factor is its plunging money supply.  This may be a factor of liquidity preference as local savers 
choose to hold more foreign currency but falling year-over-year deposits of 2.5% seem to indicate at least that the money supply is 
contracting somewhat.  The pegged currency allows the country little flexibility for devaluation in order to become more 
competitive on an export basis.  Table 7 summarizes the rankings.  

2MRB chooses to uses a three factor average for output slack that includes capacity utilization and the current unemployment rate versus the non-accelerating 

inflation rate of unemployment.  We have chosen to only use the output gap as other data was not readily available for the comparable nations or Bermuda.  
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Risk Factor #6: Monetary Flexibility (continued) 
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Conclusion 

From the analysis above it should be clear that assessing sovereign credit risk is not simply a process of comparing debt ratio levels.  

In combining MRB’s risk factors we get a much more comprehensive analysis of the risks faced by Bermuda.  Bermuda has as solid 

economic foundation and is one of the wealthiest nations in the world.  It also does not suffer from excessive external dependence 

at this stage for funding its growing deficit.  However, its poor economic prospects coupled with its large banking system put the 

country at greater risk should the economy continue to deteriorate.  Bermuda will also get no relief from a central bank as it has 

essentially outsourced this function to the U.S.  If one compares Bermuda’s risk rank to its current credit rating it is clear, from this 

analysis, that Bermuda is more likely to get additional downgrades in the future.  We would not be surprised to see it ultimately be 

downgraded to BBB over the intermediate term.  Further rapid escalations in the debt level could tilt Bermuda even further down 

the scale.  As it currently stands, Bermuda is the next country in line to join the PIIGS club.  The countries of Greece, Spain, Ireland 

and Portugal still show up with large credit risks and it is likely to take many years of harsh restructuring to rectify this.  Without a 

credible plan to address the debt level we fear the sovereign debt risk will only escalate further and push Bermuda closer to this 

circumstance.   
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Risks 
The biggest risks to our forecasts are international accounting, regulatory and taxation-related issues, along with Bermuda 

Government tax and work permit policies. The increase in serious criminal activity also represents a potential threat to the growth of 

the economy, as companies can easily move employees to less volatile jurisdictions. 

Disclaimer 
The information contained in this report has been compiled by Anchor Investment Management Ltd. from sources believed to be 

reliable, but no representation or warranty, expressed or implied, is made by Anchor Investment Management Ltd. any other person 

as to its accuracy, completeness or correctness. All opinions and estimates contained in this report constitute Anchor Investment 

Management Ltd.'s judgment as of the date of this report, are subject to change without notice and are provided in good faith but 

without legal responsibility. Nothing in this report constitutes legal, accounting or tax advice or individually tailored investment advice. 

This material is prepared for general circulation to clients and has been prepared without regard to the individual financial 

circumstances and objectives of persons who receive it. The investments or services contained in this report may not be suitable for 

you and it is recommended that you consult an independent investment advisor if you are in doubt about the suitability of such 

investments or services. This report is not an offer to sell or a solicitation of an offer to buy any securities. Past performance is not a 

guide to future performance, future returns are not guaranteed, and a loss of original capital may occur. Anchor Investment 

Management Ltd. research analyst compensation is based in part on the overall profitability of Anchor Investment Management Ltd., 

which includes profits attributable to consultation  revenues. Bermuda and most countries throughout the world have their own laws 

regulating the types of securities and other investment products which may be offered to their residents, as well as the process for 

doing so. As a result, the securities discussed in this report may not be eligible for sale in some jurisdictions. This report is not, and 

under no circumstances should be construed as, a solicitation to act as securities broker or dealer in any jurisdiction by any person or 

company that is not legally permitted to carry on the business of a securities broker or dealer in that jurisdiction. To the full extent 

permitted by law neither Anchor Investment Management Ltd. nor any of its affiliates, nor any other person, accepts any liability 

whatsoever for any direct or consequential loss arising from any use of this report or the information contained herein. No matter 

contained in this document may be reproduced or copied by any means without the prior consent of Anchor Investment Management 

Ltd. 


