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Government of Isle of Man – Aa2 negative
Update following outlook change to negative from stable

Update

Summary
The Isle of Man's (IoM) credit profile is supported by high wealth levels created by a long
track record of strong economic growth, strong institutions and prudent fiscal policies.
Moreover, the IoM has no direct debt. Linkages between the IoM and the UK are substantial;
while these fortify the IoM's institutional strength, they also leave its credit profile exposed to
the deterioration in the UK's creditworthiness and the impact of Brexit.
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Credit strengths
» A wealthy and also a relatively diversified economy for its very small size;
» Strong institutions, pragmatic policy making, and a prudent fiscal policy; and
» No outstanding debt and substantial reserves.

Credit challenges
» High level of uncertainty regarding the impact of Brexit;
» Economic volatility that can be associated with a small economic base; and
» Challenges for off-shore financial centres from global and regional tax coordination
efforts.

SOVEREIGN AND SUPRANATIONAL

MOODY'S INVESTORS SERVICE

Rating outlook
On 15 November, we changed the outlook on the Isle of Man’s rating to negative from stable. The change in the outlook was driven
by our view that the correlation of credit risks between the United Kingdom and the IoM remains significant. This means that, at the
current rating level, a deterioration in the UK's credit profile, such as that reflected in the 8 November change in the outlook of the
UK's Aa2 rating to negative, also affects the IoM's credit profile.
At the same time, we affirmed the Isle of Man’s Aa2 government bond ratings. The affirmation of the rating balances credit-supportive
factors such as very high wealth and very strong public finances, against constraints such as economic limitations including skills
shortages.

Factors that could lead to an upgrade
Upward pressure on the IoM’s rating is unlikely over the medium-term due to the credit challenges that the UK faces. The structural
shift in the international political and economic climate for offshore centres since the global financial crisis also makes upward
movement of the rating unlikely.

Factors that could lead to a downgrade
Given the material linkages between the IoM and the UK, a downgrade of the UK's sovereign rating would likely put pressure on the
IoM's rating. Downward pressure on the rating would also arise if we were to observe a material deterioration in the Isle of Man's
economic or fiscal position.
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[1] 2018 onwards are Moody's estimates.
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Detailed credit considerations
We consider the Isle of Man's (IoM) economic strength to be “High”, underpinned by high wealth levels and a track record of strong
economic growth. Per-capita income is one of the highest in our universe of rated sovereigns at around $87,800, while real GDP
growth has averaged 3.5% over the last decade of available data (2008/09 - 2017/18).
Despite the very small size of the economy — which we estimate at $7.4 billion as of 2018, one of the smallest in our global universe
— we consider the economy to have a comparatively higher degree of diversification than many other economies of a similar size. This
diversification, which has been supported by specific government policies, has proved able to sustain the economy during the financial
crisis.
Notwithstanding that diversity, the IoM's economy has close links to that of the UK, and we believe that the UK's decision to leave the
EU will likely have negative repercussions for the Isle of Man's economic prospects. The IoM shares a de facto currency union with the
UK and the UK is the prime market for the island. The island currently has indirect access to the EU Single Market for its goods via the
UK, an arrangement that will end when the UK leaves the EU.
This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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Institutional strength is assessed as “Very High (-)”, given the country's robust and transparent institutional framework. As a Crown
Dependency, although independent and self-governing, the Isle of Man benefits strongly from the UK's institutional strength, which is
assessed at 'Very High (-)'. The island has established a good regulatory framework for its important e-gaming sector and works closely
with the UK's Prudential Regulation Authority, also because the largest banks on the island are UK-based financial institutions.
We consider the Isle of Man's fiscal policies to be forward-looking and prudent, exemplified by the large fiscal buffers that were
accumulated over many years. Importantly for its status as a low-tax jurisdiction, it has a good track record of complying with
international tax standards and is rated “compliant” by the OECD's Global Forum on Transparency and Exchange of Information for Tax
Purposes, one of only a handful of small offshore financial centres to achieve this rating.
The Isle of Man's fiscal strength is considered to be “Very High (+)”, given the absence of direct general government debt and the
high level of overall reserves, which total around 32% of estimated GDP. The government indirectly supports the debt issued by the
combined electricity and water utility, the Manx Utilities Authority (MUA). MUA is in the process of building up a reserve fund out of
its own resources, so as to be able to repay its two outstanding bonds, amounting to a combined £260 million (around 5% of GDP), in
2030 and 2034.
The government's commitment to fiscal consolidation is also supportive of the island's fiscal strength. The prospect of significantly
lower tax revenues as a result of the renegotiation with the UK government on the level of the island's share in customs duties and VAT
revenues have prompted the government to embark on a multi-year fiscal adjustment programme. The programme has focused on
increasing efficiencies in the public sector and reducing the public-sector wage bill and pensions outlays.
At the same time, the government intends to increase capital spending significantly, which will likely result in small overall budget
deficits. Deficits will continue to be funded from the reserve funds rather than by issuing debt. A challenge for fiscal consolidation is
that the IoM has relatively limited policy tools, given that the island's low tax environment constitutes a competitive advantage and
that the proportion of receipts from the UK (mainly VAT) is already high.
Our “Low” susceptibility to event risk assessment reflects the island's very low political and government liquidity risks and the
absence of external vulnerability risk given the customs relationship with the UK and the peg with the Pound Sterling. The overall score
is driven by our assessment of banking sector risks at “low”, adjusted upwards from the indicative score of “low (-)”, which mainly
reflects the large size of the banking system; total assets of the banking system have fallen in recent years but were still equivalent to
around 7 times the island's estimated GDP as of December 2018. Also, rising international pressure to enhance tax transparency could
pose challenges to the island's banking system. However, the risks emanating from the banking sector are mitigated by the low-risk
nature of the business, which is predominantly foreign-owned, and the high levels of capital.
The combination of the above rating factor scores, which are based on our Sovereign Bond Methodology, leads to an indicative rating
range for the Isle of Man of Aa2-A1 (see rating factor grid below).

ESG considerations
How environmental, social and governance risks inform our credit analysis of the Isle of Man
Moody's takes account of the impact of environmental (E), social (S) and governance (G) factors when assessing sovereign issuers’
economic, institutional and fiscal strength and their susceptibility to event risk. In the case of the Isle of Man, the materiality of ESG to
the credit profile is as follows:
Environmental considerations are not material to the rating.
Social risks affect the IoM’s credit profile, given demographic pressures and a falling birth rate. Outward migration of the native
population is also responsible for the tight labour market, particularly university graduates, many of whom do not return to the island
following their studies.
In terms of governance, the IoM benefits from a robust and transparent institutional framework.

3

15 November 2019

Government of Isle of Man – Aa2 negative: Update following outlook change to negative from stable

MOODY'S INVESTORS SERVICE

SOVEREIGN AND SUPRANATIONAL

All of these considerations are further discussed in the “Detailed credit considerations” section above. Our approach to ESG is
explained in our report on how ESG risks influence sovereign credit profiles and our cross-sector methodology General Principles for
Assessing ESG Risks.

Recent developments
The latest national accounts underscore the continued resilience of the Isle of Man’s economy, indicating an expansion of 3.6% in real
terms during the 2017/18 financial year, driven by the strong performance of the e-gaming and insurance sectors. E-gaming is now the
largest sector and accounted for 21.1% of gross value added (GVA) in 2017/18, while the share of the banking sector in the economy
has continued to fall to around 6%. More recent data points to a continued strong performance, with tax receipts having materialized
1.5% above budget in the 2018/19 fiscal year and unemployment remaining very low, at 0.7% in September 2019.
That said, the ambiguity surrounding the UK’s future relationship with the European Union (EU, Aaa stable) continues to present a
key source of uncertainty for the island’s economic prospects. On 28 October, the European Council announced that it was willing
to formally postpone the UK's departure date from the EU until 31 January 2020. The delay helped to avoid a no-deal Brexit on the
previous exit day of 31 October and indicates that the likelihood of the UK leaving the EU with an exit arrangement in place is higher
than it has been for some time. Nevertheless, the delay prolongs the uncertainty around the UK's final departure date and the terms of
its exit.
Protocol 3, which sets out the IoM's relationship with the EU and allows the island to be part of the single market for the free
movement of goods, will cease to apply following Brexit, potentially affecting sectors of the island's economy that are reliant on
exporting goods to the EU, namely manufacturing, agriculture and fisheries. Although these sectors make a small direct contribution
to the economy – around 2.7% of GVA – their contribution to employment is larger, accounting for a combined 6.5% of the employed
population according to the island's most recent census in 2016 (however, a lack of substitutes could shield more specialised parts of
the manufacturing sector from most negative effects). An arrangement between the UK Treasury and the Manx government was signed
in November 2018, establishing a customs union which will allow the island to trade with the UK free of tariffs and with no restrictions
on quantities after Brexit. This will replace the current Protocol 3 arrangement.
The government has maintained a course of fiscal consolidation since the crisis, and the current multiyear fiscal adjustment
programme aims to reduce the government's ongoing reliance on reserves and to support reserve growth from 2020/21. According
to the government's budget (Pink Book), the structural deficit would narrow from a budgeted £58.8 million for 2019/20 (around 1.1%
of estimated GDP) to £13.2 million by 2022/23, while the budgeted operating deficit would decline from 8.1% of operating income
to 2.3% throughout that period. The use of around £59 million in reserves is budgeted for this fiscal year, with a significant portion
(£37 million) coming from the Public Service Employees Reserve. The budget includes new investment projects in transport and
telecommunications infrastructure, part of a five-year £479 million (8.7% of GDP) capital expenditure programme through to 2023/24.
Following cross-party pressure from the UK parliament, the IoM, along with the other Crown Dependencies, pledged in June 2019 to
adopt public registers by 2023 of the ultimate owners of offshore companies incorporated in their jurisdictions, information which
can currently only be accessed by local authorities. The phased transition would see registers become first available for access by law
enforcement authorities, then opened up to financial service businesses that require access for corporate due-diligence purposes, and
finally to the public.
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Rating methodology and scorecard factors
Rating factors grid - Isle of Man
Rating factors

Sub-factor
weighting

Indicator

Scorecard-indicated
outcome

Final factor score

Factor 1: Economic strength
-H
Growth Dynamics
50%
Average real GDP growth (2014-2023F)
3.5
Volatility in real GDP growth (standard deviation, 2009-2018)
2.2
WEF Global Competitiveness index (2017)
-Scale of the economy
25%
Nominal GDP (US$ billion, 2018)
7.4
National income
25%
GDP per capita (PPP, US$, 2018)
-Automatic adjustments
[-3; 0]
Scores applied
Credit boom
0
Factor 2: Institutional strength
-VHInstitutional framework and effectiveness
75%
Worldwide Government Effectiveness index (2018)
-Worldwide Rule of Law index (2018)
-Worldwide Control of Corruption index (2018)
-Policy credibility and effectiveness
25%
Inflation level (%, 2014-2023F)
1.6
Inflation volatility (standard deviation, 2009-2018)
2.0
Automatic adjustments
[-3; 0]
Scores applied
Track record of default
0
Economic Resiliency (F1xF2)
-H+
VH+
Factor 3: Fiscal strength
VH+
Debt burden
50%
General government debt/GDP (2018)
0.0
General government debt/revenue (2018)
0.0
Debt affordability
50%
General government interest payments/revenue (2018)
0.0
General government interest payments/GDP (2018)
0.0
Automatic adjustments
[-6; +4]
Scores applied
Debt trend (2015-2020F)
0
Foreign currency debt/general government debt (2018)
0
Other non-financial public sector debt/GDP (2018)
0
Public sector assets/general government debt (2018)
0
Government financial strength (F1xF2xF3)
-VHFactor 4: Susceptibility to event risk
Max. function
LL
VL
VL
Political risk
Worldwide voice & accountability index (2018)
0.0
VLVLGovernment liquidity risk
Gross borrowing requirements/GDP
0.0
Non-resident share of general government debt (%)
-Market-Implied Ratings
Aa3
LL
Banking sector risk
Average baseline credit assessment (BCA)
baa2
Total domestic bank assets/GDP
681
Banking system loan-to-deposit ratio
27
-VLExternal vulnerability risk
(Current account balance + FDI Inflows)/GDP
-External vulnerability indicator (EVI)
-Net international investment position/GDP
-Government bond rating range (F1xF2xF3xF4)
-Aa2 - A1
Assigned foreign currency government bond rating
Aa2
Note: While information used to determine the grid mapping is mainly historical, our ratings incorporate expectations around future metrics and risk developments that may
differ from the ones implied by the rating range. Thus, the rating process is deliberative and not mechanical, meaning that it depends on peer comparisons and should leave
room for exceptional risk factors to be taken into account that may result in an assigned rating outside the Scorecard-indicated outcome rating range. For more information
please see our Sovereign Bond Rating Methodology.
Footnotes: (1) Scorecard-indicated outcome: rating sub-factors combine with the automatic adjustments to produce a Scorecard-indicated outcome for every rating
factor, as detailed in Moody’s Sovereign Bond Methodology. (2) Final factor score: where additional analytical considerations exist, Scorecard-indicated outcome are
augmented to produce a Final factor score. Guidance on additional factors typically considered can be found in Moody’s Sovereign Bond Methodology; details on countryspecific considerations are provided in Moody’s research. (3) Rating range: Factors 1: Economic strength, and Factor 2: Institutional strength, combine with equal weight
into a construct we designate as Economic Resiliency or ER. An aggregation function then combines ER and Factor 3: Fiscal strength (FS), following a non-linear pattern
where FS has higher weight for countries with moderate ER and lower weight for countries with high or low ER. As a final step, Factor 4, a country’s susceptibility to event
risk, is a constraint which can only lower the preliminary government financial strength rating range as given by combining the first three factors. (4) 15 Ranking
categories: VH+, VH, VH-, H+, H, H-, M+, M, M-, L+, L, L-, VL+, VL, VL- (5) Indicator value: if not explicitly stated otherwise, the indicator value corresponds to the latest
data available.
Source: Moody's Investors Service
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Moody's related publications
» Rating Action: Moody's changes outlook on the Isle of Man's ratings to negative from stable, affirms Aa2 rating, 15 November 2019
» Rating Action: Moody's changes outlook on UK's rating to negative from stable, affirms Aa2 rating, 8 November 2019
» Sector Comment: Brexit extension removes immediate risk of no deal but prolongs uncertainty, 30 October 2019
» Sector In-Depth: Probability of a 'no-deal' Brexit has risen, and would be negative for an array of issuers, 13 September 2018
» Credit Analysis: Government of Isle of Man – Aa2 stable: Annual credit analysis, 12 August 2019
» Rating Methodology: Sovereign Bond Ratings, 27 November 2018
To access any of these reports, click on the entry above. Note that these references are current as of the date of publication of this report and that more recent reports may be available. All
research may not be available to all clients.
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