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IMF Executive Board Concludes 2016 Article IV Consultation with Malta

On February 17, 2017, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation! with Malta.

Malta is one of fastest-growing economies in Europe. Following an average growth of nearly 8
percent in 2014-15, output is estimated to have expanded by 4.1 percent in 2016, supported by
strong domestic demand. Robust job creation drove unemployment to record lows, despite rising
labor supply, while subdued wage pressures contributed to low inflation. The external position
remains strong, with sizable exports of services keeping the current account in surplus. Owing to
buoyant revenues and consolidation measures, the 2016 fiscal deficit narrowed to an estimated
level of 0.7 percent of GDP, well below the budget target of 1.1 percent of GDP, while public
debt declined further to about 60 percent of GDP.

Domestic banks remain well-capitalized and liquid, with profitability well above the levels seen
in European peers. Banks’ asset quality continues to improve, while measures have been taken to
reduce legacy non-performing loans. Credit growth to the private sector was subdued as credit to
the non-financial corporate sector contracted, but mortgage lending remained buoyant, resulting
in higher household debt and further increase in banks’ exposure to property-related loans.
Residential property prices showed a positive momentum in the face of rising demand and
sluggish supply response.

The outlook is favorable, though growth is set to moderate to 3.4 percent in 2017 and converge
to its potential of about 3 percent over the medium term as the impetus from domestic demand is
projected to weaken. As a result, the output gap is expected to close, while the current account
surplus is set to increase modestly. Strong job creation is likely to continue, keeping
unemployment low, while inflation is expected to pick up as import prices recover. Favorable
macroeconomic conditions, the low interest rate environment, and persistent primary fiscal
surpluses are expected to bring down public debt as a proportion of GDP in the coming years.

1 Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually
every year. A staff team visits the country, collects economic and financial information, and discusses with officials
the country's economic developments and policies. On return to headquarters, the staff prepares a report, which
forms the basis for discussion by the Executive Board.

(continued...)
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Executive Board Assessment?

The executive Directors agreed with the thrust of the staff appraisal. They commended the
authorities for implementing sound macroeconomic policies, which have contributed to strong
economic performance, robust job creation, low unemployment, and improved public finances.
While noting that Malta’s medium-term outlook remains strong, Directors agreed that as a small
and open economy, policies ahead should continue to focus on further enhancing the economy’s
resilience to shocks and strengthening competitiveness. They welcomed the authorities’
commitment to building fiscal buffers, preserving financial sector stability, and implementing
structural reforms to address the remaining impediments in the labor market, boost productivity,
and ensure inclusive growth.

Directors commended the authorities’ medium-term fiscal consolidation plan, which strikes an
appropriate balance between further lowering public debt and sustaining the growth momentum.
To achieve the fiscal targets, they highlighted the need to enhance the efficiency of tax collection
and contain the fast growing wage bill and spending on goods and services, including by
building on the recommendations of the recent in-depth spending reviews. Directors agreed that
further improving the financial health of SOEs and containing the long-term spending pressures
would reduce fiscal risks.

Directors noted that the banking system is well capitalized and liquid, with profitability well
above levels seen in peers. However, they observed that protracted low interest rates, weak credit
growth, legacy corporate non-performing loans (NPLs), and an uncertain external environment
pose challenges. In addition, banks’ high and increasing exposure to the property market
alongside persistent house price appreciation could also lead to imbalances. They encouraged the
authorities to deploy targeted macro-prudential tools to enhance the resilience of banks and
households to property market swings, close data gaps, and review the fiscal incentives related to
the property market. While there has been progress in reducing non-financial corporate sector’s
legacy NPLs, Directors noted that a faster resolution of remaining distressed loans would help
unlock resources for growth. They welcomed the authorities’ plans in this area, including their
intent to streamline the insolvency and bankruptcy frameworks. Directors underscored that
maintaining a robust implementation of the AML/CFT framework in line with international
standards would also help continue safeguarding the integrity of the financial system.

Directors concurred that the planned Malta Development Bank could support the economy by
alleviating financing constraints faced by small and medium-sized enterprises and by fostering
higher development investment. However, they underscored the need to ensure that the
Development Bank’s operations support the origination of new credit to viable firms, and
encouraged the authorities to adopt well-designed origination rules. Directors also noted that a
robust governance structure, prudent risk assessment, and adequate supervision will help
mitigate contingent liability risks to public finances.

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any qualifiers
used in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.
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Directors highlighted that continued structural reform momentum is needed to support high and
inclusive long-term growth. They called for sustained efforts to further increase female labor
force participation and reduce skill mismatches in the face of changing labor market demand.
Directors also underscored the need for further improvements in research and innovation and the

efficiency of the judicial system.



Malta: Selected Economic Indicators, 2012-2017

(Year-on-year percent change, unless otherwise indicated)

2012 2013 2014 2015 2016 2017
Est. Proj.
Real economy (constant prices) (Percent change year on year)
Real GDP 2.7 45 8.4 74 41 34
Domestic demand -0.2 2.7 30 128 5.5 36
CPI (harmonized, average) 3.2 1.0 0.8 1.2 0.9 15
Unemployment rate (percent) 6.3 6.4 5.8 54 4.8 4.9

Public finance
Overall balance
Primary balance
Gross debt

Money and credit
Broad money
Credit to nonbank private sector 1/

Interest rates (year average)
Interest rate for mortgage purposes
Ten-year government bond yield

Balance of payments
Current account balance
Trade balance (goods and services)

Exchange rate
Exchange rate regime
Nominal effective rate (2005=100)
Real effective rate, CPI-based (2005=100)

(General government, percent of GDP)

-3.7
-0.6
68.0

9.6
-1.2

3.6
41

1.7
49

96.8
96.5

-2.6
0.3
68.7

(Percent change year on year)

110
-0.1

3.6
34

31
7.1

Joined EMU on January 1, 2008

99.5
98.1

-2.0
0.8
64.3

-1.3
12
60.8

-0.7
14
60.0

144 104 10.5
3.8 0.6 11

(Percent)

3.5 31 31
2.6 16 11

(Percent of GDP)

9.6 5.2 44
12.6 7.9 7.1

100.1
97.9

95.1
98.0

97.2
98.3

-0.6
14
59.0

44
7.0

Sources: National Statistical Office of Malta; Central Bank of Malta; European Central Bank;
Eurostat; European Commission; and IMF staff estimates.

1/ Loans to nonfinancial corporate sector and households/individuals.
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MALTA

s STAFF REPORT FOR THE 2016 ARTICLE IV CONSULTATION

February 2, 2017

KEY ISSUES

Context: Malta has recorded robust growth in recent years. Vibrant domestic demand,
favorable external conditions, and further progress with structural reforms supported
solid job creation, particularly in services, and reduced unemployment to record-lows.
This strong performance, together with fiscal discipline, contributed to continued deficit
and public debt reduction while solid profitability and adequate capitalization have kept
the banking system stable and resilient.

Outlook and risks: The outlook remains favorable, with medium-term growth
estimated at about 3 percent. However, downside risks predominate, reflecting mainly a
weaker external environment and rising anti-globalization sentiment. Uncertainties
surrounding the Brexit negotiations could weigh on economic activity through direct
and indirect exposures, while EU-wide corporate tax reform may impact the economy
unfavorably. While current data do not point to a misalignment of housing prices,
persistent strength in the property market may lead to imbalances, and—with high
exposure of banks to this market—amplify financial stability risks.

Challenges and policy priorities: Malta's key challenges are to close the income gap
with the euro area, ensure equitable distribution of growth dividends, and enhance the
economy’s resilience to adverse shocks. Policies should, therefore, focus on building
fiscal buffers, safeguarding financial sector stability, and advancing structural reforms to
promote inclusiveness and competitiveness. Key priorities are:

¢ Fiscal policy. Proceed with consolidation to reduce public debt ratio further and
build buffers. The adjustment strategy should rely on containing current spending
growth, particularly the wage bill and goods and services, and efforts to enhance tax
collection. Long-term spending pressures and risks emanating from fragile state-
owned enterprises (SOEs) need to be addressed.

¢ Macro-financial policies. Further reduce legacy non-performing loans (NPLs) and
increase loan-loss provisions. Close data gaps, adopt targeted macro-prudential
measures to enhance the resilience of banks and households to possible property
market swings, and ensure that fiscal measures related to the housing market do not
amplify the cycle. Increase access to finance to small and medium-sized enterprises
(SMEs) and reduce their vulnerabilities to shocks through a faster loan restructuring.

e Structural reforms. Increase female labor force participation further and reduce skill
mismatches through active labor market policies and expansion of technical and
vocational training. Enhance SMEs’ innovation activities, including through greater
public sector support and provision of nonbank financing options. Improve the
efficiency of the judicial system, and streamline the corporate insolvency framework.
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Approved By Discussions were held in Valletta during December 6-16, 2016. The
Mahmood Pradhan team comprised Mr. Klein (head), Ms. Budina, Mr. Ebeke, and Mr. Na
(EUR) and Mary (All EUR). Mr. Grinberg, Mr. Cai, Ms. Bezerra de Menezes (All EUR),
Goodman (SPR) and Mr. Ugazio (STA) assisted from headquarters. Mr. Bassanetti

(OED) participated in the discussions. The team met with Finance
Minister Scicluna, Central Bank of Malta Governor Vella, Central Bank
of Malta Deputy Governors Mifsud and Demarco, Malta Financial
Services Authority Chairman Bannister, and other senior officials,
representatives of labor and business organizations, and financial
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I CONTEXT

1. Malta exhibited remarkable macroeconomic resilience to global shocks. Its
diversified economic structure, flexible labor Real GDP /1
market, and reliance on domestic funding, helped ~ ,,, ?0%8Q=100

the economy weather the global financial crisis 130
well, and following a short-lived recession in 2009, 120
growth rebounded strongly, averaging 4% percent
over 2010-15. Robust growth, accompanied by a
continuous decline in unemployment, was also

supported by a stable banking system, favorable

Euro area

external conditions, and sound policies, which 2008Q1 2010Q1 2012Q1 2014Q1 2016Q1
1/ Area refers to the difference between the 5th and 95th percentiles of real
advanced structural reforms and strengthened GDP among euro area countries.

Sources: Haver and IMF staff calculations.

public finances. Recognizing the improved
economic fundamentals, Standard & Poor’s upgraded Malta's sovereign rating to A- from BBB+
in October 2016.

2. The strong economic performance took place in the context of a continued
structural rebalancing. The economy has experienced a prominent increase in the relative
importance of the services sector in recent years, reflecting the emergence of new niche
industries and expansion of more traditional sectors. The structural shift has been job-rich and
attracted foreign workers, predominantly from the EU. As the growing sectors were largely
export-oriented, this rebalancing also contributed to a surge in services exports, improvement in
the current account balance, and a sizable increase in the net international investment position
(NIIP).

CPhan?ele: Felatlvle Slzde :f tll‘u(aj‘Servbllc.:esd Sg;:o: Malta: Relative Size of Main Sectors
(Percent of total gross value added, excluding public administration) 100 (Percent of total gross value added)
B Change in relative size of services sector, 2008-2015 8 K o
12 oo . B Change in relative size from 2008
— Relative size of services sector, 2015 (RHS) 90 6 T
. — Relative size in 2015 (RHS)
: ||||II|||| o § il
0 I-----I...III I 70 0 - e e — - .
4 - - - _ - -2
_ - 60
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1 50 B
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Source: Haver Analytics and IMF Staff's calculations. Source: Haver Analytics and IMF Staff's calculations.
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MALTA

BN RECENT DEVELOPMENTS AND POLICY PRIORITIES

3. Economic performance remained robust. Real GDP expanded by 3.9 percent y/y in the
first three quarters of 2016 following exceptional Malta: Contribution to GDP Growth
growth in 2014-15.! Private consumption continued (npercentage points

NN
[ NN

EDomestic demand
EmExternal demand
—Real GDP growth

to benefit from favorable consumer sentiment, easy

—
S)

monetary conditions, and higher employment and
incomes (Figure 1). Investment contracted after
surging in 2015 due to large-scale infrastructure

projects and developments in the aviation industry

&bV onNn s o

and, with the related decline in imports, the
. . 2007 2008 2009 2010 2011 2012 2013 2014 20152016Q3*
ContrlbUtlon Of net eXpOrtS to grOWth tu rned Sources: Haver and IMF staff's calculations.
oy . o o . *First three quarters of 2016 relative to the same period in 2015.
positive.? High frequency indicators for 2016g4 point

to a continued solid performance (Figure 2).

4. Labor market conditions continued to improve while inflation remained low. Solid
employment growth brought the unemployment rate to a record-low level of 4.8 percent in
201693 from 5.2 percent at end-2015. HICP inflation eased to 0.8 percent y/y in 201694 from 1.4
percent in 2015g4, reflecting a moderation in the growth of non-energy goods and services’
prices. Expanding labor supply, resulting from higher labor participation and influx of foreign
workers, kept wage pressures subdued and thus also contributed to the low inflation.

5. Rising demand has stimulated the property market in the face of limited supply.

Residential property prices have showed a Malta: Residential Property Prices

positive momentum, surpassing their pre-crisis 1p5 auarter moving average, 2008Q1=100)
peaks. The transaction-based price index g | rensaction-based - ~mAdvertied propertes
increased by a cumulative 20 percent since s
2011, while the advertised property price index
increased in 201693 by about 30 percent in this

period. Residential property prices are being

110
105
100

boosted by buoyant mortgage lending, low
95

interest rates, rising disposable incomes, and

. . , 90
influx of foreign workers. Government’s 2008Q1 201001 2012Q1 2014Q1 2016Q1
measures SUCh as the IndiVidual Investor Sources: Central Bank of Malta, Eurostat, and IMF staff's calculations.

Program (IIP), reduced tax rate on rental income, and the first time buyers’ stamp duty relief may

1 Malta’s real GDP level was recently revised by about 5 percent due to incorporation of the 2014 Structural
Business Statistics Survey, which indicates that the contribution of online gaming was higher than previously
estimated.

2 Staff expect an increase in imports and investment in 2016q4 due to a sizable transaction in the aviation
industry. Consequently, the 2016 contribution of net exports to growth is projected to remain slightly negative.

INTERNATIONAL MONETARY FUND 5



MALTA

have also stimulated demand.? At the same time, construction activity—although improving—
remained subdued, reflecting in part financing constraints and legacy NPLs.

6. Credit growth remained weak and banks’ exposure to mortgages increased further.

Mortgage lending continued to grow strongly at
Malta: Credit Developments

N .

abOUt 7 /2 percent y/y n 2016 However’ Overa” 45 Share of mortgages (in total lending to the private sector, RHS)

credit growth to the private sector remained subdued ~  ZZCredterowh nonancial corporations %

—Credit growth, mortgages

as credit to non-financial corporate (NFC) sector — Credit growth, private sector 40
. . . 25

continued to contract. The latter reflects tight lending My "

conditions faced by SMEs as well as demand factors, 1

including the deleveraging of highly indebted firms 5 2

and the ongoing structural shift to less capital
intensive services. With buoyant mortgage lending

. . , -15 0
and further contraction of corporate credit, banks 2005Q1  2007Q2  2009Q3  2011Q4  2014Q1 201602
exposure tO mortgages continued tO increase. Sources: Haver and IMF staff's calculations.
7. Pockets of vulnerabilities, including from legacy NPLs and rising household debt,
persist.
e The NFC sector’s debt remains high at about 140 Malta: Non-Performing Loans/1
. (I t of total | )
percent of GDP, though nearly half of it 20 [ PEICEI LIEOA
. . . 18 ElTotal NPLs
comprises inter-company loans, which are more 16 | —NPLs, Nonfinancial Corporates
stable and less prone to sudden reversals. 1

Average profitability remained sound, yet SMEs 10

in some segments are financially weak and 8
. 6
vulnerable to shocks (see accompanying Selected 4
Issues Paper (SIP)). The share of NPLs across the z
corporate sector declined recently, but remains 2008Q1 2009Q2 2010Q3 2011Q4 2013Q1 2014Q2 2015Q3
. Source: Central Bank of Malta.
eIeVated at about 13 percent, |arge|y reﬂectlng 1/The data source up to 2014Q4 is BRO6 and thereafter from FINREP.

distressed legacy loans in construction and real estate activities.

e Households’ financial wealth is high (200 (I":‘;‘e‘fcj:‘t‘:'fgrzjg:posab‘emme)
percent of GDP in 2015) and their default rate 120
remained below 5 percent. However, the solid
mortgage lending in recent years pushed
household debt up to 116 percent of gross "
disposable income in 2016Q2 (about 67 percent 70
of GDP) from about 100 percent in the pre-crisis 60

110 == Malta/1 —Euro area

100

920

period. Moreover, household debt is 50
2004Q1 2006 Q1 2008Q1 2010Q1 2012Q1 2014Q1 2016Q1
Concentrated N a I’e|atlve|y Sma” g rou p Of home 1/ Disposable income for Malta is based on Central Bank of Malta estimates.

Sources: Central Bank of Malta, Haver, and IMF staff's calculations.

3 The IIP offers individuals a Maltese citizenship. Requirements include residency and a minimum investment in
property and financial instruments.
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MALTA

owners, who—given the prevalence of variable rate mortgages—are vulnerable to interest

rate movements (see accompanying SIP).

8. The 2015 fiscal deficit came in below the target of 1.6 percent of GDP and public

debt declined further. The 2015 fiscal deficit declined
by 0.7 percentage points of GDP to 1.3 percent of GDP,
which along with favorable debt dynamics lowered
public debt to 60.8 percent of GDP from 64.3 percent
of GDP in 2014 (Figure 3). Deficit reduction was largely
driven by lower social benefits and higher revenue
from IIP and excises. At the same time, the revenue
buoyancy that resulted from better-than-expected
economic conditions was almost entirely offset by
spending overruns on public wages, higher-than-

Malta: Public Debt and Fiscal Balance
(Percent of GDP)

EEPublic Debt (LHS) ==Fiscal Balance

Sources: Eurostat; and IMF staff calculations.

budgeted government co-financing of EU funds, and other temporary spending.

9. The external position remained strong and the growth of unit labor costs (ULC)

moderated (Figure 5). The current account posted a
surplus of nearly 7 percent of GDP during January-
September 2016 as services receipts more than offset
the deficits in the goods and income balances, while
the NIIP remained stable at just above 50 percent of
GDP. Strong labor productivity growth and weak
wage pressures contributed to the moderation of ULC
following a rapid increase in recent years. The overall
external position is assessed to be in line with
fundamentals (Box 1).

10. Financial conditions remained broadly
supportive. Malta's government bond yields increased
modestly at end-2016 in line with the steepening of
euro-area yield curves, but remained low from
historical perspective. After climbing by over 30
percent in 2015, Malta stock exchange index has
fluctuated in a relatively narrow range, and registered
a modest gain in 2016. A broad-based Index (FCI)
developed by staff suggests that financial conditions
remained supportive (see accompanying SIP).

Unit Labor Costs

120 (2010=100, 4-quarter moving average)

115 -=-Portugal — UK Italy EA —Malta

80
2004Q1 2006Q1 2008Q1 2010Q1 2012Q1  2014Ql  2016Ql

Source: Haver.

Ten-Year Sovereign Bond Yields
(Basis points)
350
300 B Spread
— Malta
250
----Germany
200 .
Y

st

i

-50

350

300

250

200

150

100

50

0

-50

Jan-14  Jun-14 Nov-14 Apr-15 Sep-15 Feb-16 Jul-16  Dec-16

Source: Bloomberg.
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MALTA

Box 1. Malta’s Competitiveness Developments

Malta’s external position remains strong. The CPI-based real effective exchange rate (REER) remained
broadly stable in recent years, registering a modest depreciation of about 1 percent between 2010 and 2015.
However, the ULC-based REER appreciated modestly over this period following a continuous appreciation
that took place since EU accession in 2004. The latter largely reflects a rapid increase in ULC due to a
composition effect, namely the structural shift from the more labor productive manufacturing sector towards
the less productive services sector. Despite the rise in aggregate ULC and the REER appreciation trend,
Malta’s external balance has improved rapidly in recent years.

Malta: Real Effective Exchange Rate Malta: Current Account and NIIP

(2005=100; 37 trading partners; 4 qtr rolling) (In percent of GDP)
120 15 60
=== Current Account Balance, (4-qtr rolling average)
115 10 s NIIP, rhs 50
110 5 40
105 0 30
100 -5 20
95 ——CPl-based ==—ULC-based -10 10
90 -15 0
2005 2007 2009 2011 2014 2016 2005 2007 2009 2011 2014 2016
Sources: Eurostat. Sources: National Statistical Office and Central Bank of Malta.

The external position is broadly in line with fundamentals. This assessment is based on several

indicators, including the EBA-lite current account Exchange rate assessment (EBA-lite methodology)

norm estimates, misalignment estimates, and Current account approach REER approach
idiosyncratic factors. Given the high uncertainty CA-adjusted* 18 In(REER)-Actual 45
surrounding the estimates, including the volatile E:g';”m g: In(REER)-Norm 45
balance of payments flows, a number of statistical Policy Zap 06 Policy gap 00
adjustments were applied in line with the EBA-lite Residual 03 Residual (percent) 05
methodology. With these adjustments, the REER-Gap (percent) -11 REER-Gap (percent) 05
cyclically-adjusted current account norm shifts (*) The cyclically-adjusted current account to GDP ratio in 2015 has been adjusted

downward (to 1.9 percent of GDP) by a one-off factor which is equivalent to aligning

from 27 percent to 09 percent Of GDP The the volatility of the overall current account with its trade or income balance
resulting gap (the difference between the adjusted counterparts (around 3.5 percentage points of GDP), broadly in line with Malta's
current account and the adjusted norm) iS 09 2015 Article IV report. Th‘e adjustment to the estimated cycllcally-adjl{sted current
X A X account norm has taken into account the fact that a large share of private sector

percentage pomt of GDP. This translates into a credit finances non-tradable activities (such as mortgages and residential real
REER undervaluation Of 1.1 percent Contribution estates) and does not necessarily affect the trade balance.

. . S : IMF staff esti X
from policy gaps increases the current account ource: IMF staff estimates
surplus (mainly explained by Malta’s fiscal consolidation efforts). EBA-lite REER estimates suggest a small
overvaluation of the REER of 0.5 percent. In a nutshell, staff assesses the external position as broadly

consistent with medium-term fundamentals and desirable policy settings.
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I OUTLOOK AND RISKS

The outlook is strong, but risks are tilted to the downside

11. Strong growth is projected to continue, albeit at a more moderate pace.

MALTA

e Real GDP growth is projected to remain robust, though decelerate to about 4 percent and
3%2in 2016 and 2017, respectively, on account of a weaker impetus from domestic demand.
The completion of large-scale infrastructure projects, notably in the energy sector, and
expiration of the previous EU funding cycle will drag investment growth lower while the
effect of the recent policy measures to increase disposable income will diminish and lead to a
gradual deceleration of private consumption growth. Against a backdrop of loose ECB policy,

favorable financial conditions are expected to support household credit growth (see

accompanying SIP). The contribution of net external demand to growth is projected to

remain low.

e Over the medium term, growth is projected to decelerate towards an estimated potential of

about 3 percent, narrowing gradually the positive output gap, while inflation is set to

increase moderately as imported prices recover. Domestic demand will remain the main

engine of growth. However, ongoing deleveraging in the NFC sector, completion of
infrastructure projects, and structural rebalancing towards services, will keep credit to

corporates subdued and dampen the expansion of investment, while the moderation of
income growth will restrain private consumption growth. Current account surpluses are
expected to persist due to sizable services balances, and less buoyant domestic demand.

Malta: Macroeconomic Projections, 2015-21
(Percentage change unless indicated otherwise)

Projections

2015 2016 Est. 2017 2018 2019 2020 2021

Real GDP 7.4 41 34 31 31 31 31
Domestic demand 12.8 5.5 36 31 3.0 2.9 2.9
Private consumption 5.5 4.0 3.2 29 2.8 2.7 27
Public consumption 4.7 4.5 5.4 44 4.2 4.2 4.2
Fixed investment 49.8 4.0 34 2.3 2.3 2.2 2.2
Exports 4.3 1.8 2.4 2.7 2.7 3.0 3.0
Imports 7.7 2.2 2.4 2.6 2.6 2.8 2.8
Current account (percent of GDP) 5.2 4.4 4.4 47 4.8 49 5.0
Output gap 14 15 0.8 0.6 0.4 0.3 0.2
Consumer Prices (HICP, period average) 1.2 0.9 15 16 1.8 1.8 1.8

Source: National Statistics Office; and IMF staff projections.

12. Risks to the outlook are skewed to the downside (see Risk Assessment Matrix,

Annex II). In view of Malta’s high openness, prolonged weaker growth in key trading partners

and rising anti-globalization sentiment would adversely affect exports, erode business

confidence, and undermine investment. Rising global interest rates would tighten financial

INTERNATIONAL MONETARY FUND 9



MALTA

conditions, yet the limited linkages of international banks to the domestic economy and the
reliance of core domestic banks and the government on domestic funding are mitigating factors
(Box 2). Uncertainties surrounding the Brexit negotiations may adversely affect the economy
through direct and indirect exposures, while EU-wide corporate tax reform may impact Malta
unfavorably.* Domestically, recent measures to boost the labor participation rate, completion of
infrastructure projects, and efficiency gains in the energy sector could have a prolonged positive
effect on growth. However, rising households’ debt could amplify risks from a sharp reversal in
house prices, while slower implementation of structural reforms could adversely affect
competitiveness and long-term growth. Persistent strength in mortgage lending and housing
market may lead to imbalances, and increase risks to the financial system and economic activity.

Authorities’ views

13. The authorities broadly agreed with staff on the outlook and the sources of risks.
They stressed that Malta’'s economic activity is expected to remain robust, supported by sound
policies, structural reforms and favorable conditions. While agreeing that external environment
poses downside risks, the authorities underscored Malta's resilience to shocks owing to increased
economic diversification, strong domestic demand growth, and reliance on domestic funding.
The authorities viewed risks from the Brexit decision as largely contained, in part due to possible
relocation of UK-based firms to Malta. They stressed that, while the EU-wide corporate tax
reform may negatively affect the economy, there are other factors that make Malta attractive to
foreign firms such as the high labor market flexibility, the government pro-business agenda, low
cost compared to euro area peers, and the prevalence of English-speaking population. They also
argued that stronger than anticipated private investment growth provides an upside risk, and
noted that private consumption growth may prove stronger-than-expected on the back of
higher incomes and lower saving rate. Regarding the property market, the authorities
acknowledged that strong activity in the market may increase vulnerabilities, but noted that
house prices are not misaligned at the current juncture.

4 The second phase of the proposed Common Consolidated Corporate Tax Base suggests that firms’ profits
will be allocated across member states based on a formula intended to reflect the activities in each country.
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Box 2. Balance Sheet Analysis (BSA) for Malta?

The BSA presents a snapshot of outstanding balance sheet positions (stocks) forming the linkages
between different sectors of the Maltese economy, including with nonresidents. The BSA can be used
to study macroeconomic imbalances at the individual sector level as well as cross-sectoral linkages between
different sectors of the economy. The analysis for Malta is based on a rich source dataset, and thus allows
for a from-who-to-whom decomposition of financial assets based on 11 subsectors: (1) Government; (2)
Central Bank; (3) Core domestic banks ; (4) Non-core domestic banks ; (5) International Banks (banks with
limited interaction with domestic residents); (6) Investment Funds; (7) Insurance; (8) Other Financial
Intermediaries (OFIs); (9) Non-financial Corporations (NFCs); (10) Households (HHs); and (11) Rest of the
world (ROW).

The analysis confirms Malta’s position as a financial hub. The cross-sectoral linkages show that the OFIs
hold assets and liabilities vis-a-vis the ROW of approximately 1,950 percent of GDP, mainly reflecting the
activity of holding companies, captive financial institutions, and money lenders. Other depository
corporations are also very interconnected with the Figure 1: BSA Matrix in Network Map Form
ROW, largely due to international banks’ holdings of (gross exposures) /1

asset and liabilities. A smaller, but still significant
part of financial services with external linkages is the
insurance sector (reinsurance in particular).

‘,“-ES’:’»’E‘N’ FUNDS.

Potential vulnerabilities from ?
interconnectedness appear low while EREHENT
macroeconomic imbalances are generally small.
Figure 1 shows that financial institutions with large
exposures to nonresidents are not significantly
connected to domestic sectors, suggesting that the
risk of external spillovers is relatively low.
Additionally, the nodes' size in Figure 1, which
represent the sector’s net position, show that
macroeconomic imbalances are generally modest,
though the household sector is a large net lender,
with wealth mostly deposited at the core domestic 1/ The OFlIs in the chart exclude the insurance sector and
banks. The government and NFCs are net borrowers investment funds. The nodes’ size represents the size of the
mainly from banks, households, and the ROW. net imbalance between funds borrowed and lent by a sector,

while the nodes color represents whether a sector is a net
debtor (red) or creditor (green). The thickness of arrows from
a sector to another depicts the bilateral exposures.

-
CENTRAL BANK INTERNATIONAL BANKS

Source: Central Bank of Malta and IMF staff estimates.

Core domestic banks are at the center of inter-
sectoral linkages among domestic residents.
They are net borrowers with respect to households,
with deposit liabilities almost double compared to
loan claims. The excess liquidity not used for lending is mostly distributed between deposits at the central
bank and holdings of government and foreign debt securities.

Table 1. BSA Matrix, 2015q4 (gross exposures, percent of GDP)

Government Central Bank Depository Corporations OFIs NFCs HHs ROW

Assets Liabilities | Assets Liabilities | Assets Liabilities Assets Liabilities | Assets Liabilities | Assets Liabilities | Assets Liabilities
Government 9 7 24 4 13 0 6 11 21 2 8 6
Central Bank 7 9 18 1 1 0 1 0 8 0 11 39
Depository Corporations| 4 24 1 18 33 17 36 40 122 53 326 356
OFIs 0 13 0 1 11 27 27 18 68 2 1944 1965
NFCs 11 6 0 1 40 36 18 27 28 10 83 44
HHs 2 21 0 53 122 2 68 10 28 0 10
ROW 6 8 39 11 356 326 1965 1944 44 83 10 0

Source: Central Bank of Malta and IMF staff estimates.

! Prepared by Giovanni Ugazio (STA).
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POLICY CHALLENGES

Malta’s high openness and heavy reliance on export-oriented sectors put a premium on enhancing
the economy’s resilience to shocks and strengthening competitiveness. Policies should, therefore,
focus on building fiscal buffers, safeguarding financial stability, and supporting the operating
environment for SMEs. Addressing the remaining structural weaknesses in the labor market and
improving the business climate would boost productivity and make growth more inclusive.

A. Further Strengthening Public Finances

14. The 2017 budget aims to reduce the fiscal deficit further, following an over-
performance in 2016. Strong economic conditions, lower support to SOEs, and expenditure
restraint measures, have led to a marked improvement in the 2016 fiscal position. Based on the
outturn through November, staff estimate the 2016 deficit at 0.7 percent of GDP, below the
budget target of 1.1 percent of GDP. The deficit reduction implies a structural adjustment of 0.4
percent of potential GDP, supported by higher-than-planned revenue from IIP, which more than
offset higher-than-anticipated expenditure on goods and services and compensation of
employees. Looking to 2017, the budget targets a deficit of 0.5 percent of GDP to be achieved
mainly through higher excises, and lower spending on social benefits, subsidies, and interest
payment. These measures are expected to deliver an additional structural adjustment of 0.4
percent of potential GDP and contribute to further reduction of public debt.

15. The authorities’ medium-term consolidation plan should be underpinned by
specific measures. Malta’s high degree of openness, which increases its susceptibility to external
shocks, long-term spending pressures, and elevated level of government guaranteed debt (14

percent Of GDP) underline the Importance Of Malta: Fiscal Estimates and Projections

further reducing the public debt-to-GDP ratio. (Percent of GDP)

In this regard, the authorities’ latest projections, Projections
] ) ) 2016Est. 2017 2018 2019
which envisage a cumulative structural Revenue 38.2 37.9 37.9 38.0
adjustment of 12 percent of GDP in 2017-19 Expenditure 38.9 38.6 38.6 38.6
. . . . Overall balance -0.7 -0.6 -0.6 -0.6
such that their Medium-Term Objective of a ctructural balance 13 09 09 08
structural balance in 2019 will be achieved Public debt 60.0 59.0 56.6 55.2

. . The authorities' interim forecasts 1/

comfortably, appear appropriate as they strike . o7 o5 02 o1
the right balance between the need to sustain Structural balance 12 -03 01 03
Public debt 60.2 58.9 55.9 53.7

growth momentum and build fiscal buffers.
X . 1/ These are the authorities’ latest interim forecasts; updated targets

However, with measures not SUfﬂC'ently will be provided in the Stability Programme following the conclusion

specified staff project a slower adjustment pace of the spring macroeconomic forecasts and revised fiscal projections.

! . , . Sources: Ministry of Finance and IMF's staff projections.

than the authorities. Under staff's baseline

scenario, the overall deficit is projected to remain at 0.6 percent of GDP from 2017 onwards, thus

delivering a cumulative structural adjustment of 0.5 percent of potential GDP in 2017-19. While

continued primary surpluses and favorable debt dynamics are projected to gradually reduce
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public debt-to-GDP ratio, contingent liabilities—stemming from SOEs and relatively large
banking sector—are a key risk (Annex 1V).

16. Efforts to contain fast-growing current spending and enhance revenue collection
can support the planned fiscal consolidation. In particular,

e The public sector’'s wage bill and spending on goods and services are relatively high and
have increased rapidly in recent years. Measures to restrain these expenditures would help
reduce the risk of spending overruns. Furthermore, sustained expenditure rationalization
would require incorporation of recommendations of the recent in-depth spending reviews
and execution of similar reviews in the broader public sector (Annex III).

Real Growth of Goods and Services and Wage Bill, General Government Spending
2007-15 (2007=100) Average 2011-2015 (Percent of GDP)
70 25 25
160 I Goods and services, Euro area B Goods and services £ Wage bill
20 20

150 mmm \Wage bill, Euro area

——Goods and services, Malta

140 15 15

==-Wage bill, Malta
130

o 10 10

120 B
110 PRabt T R Ll

5
100
o L — —
920
80

2007 2008 2009 2010 2011 2012 2013 2014 2015

S
©
>

Euro Area
Austria
Greece

Portugal
Slovenia

Sources: Eurostat and IMF staff's calculations Sources: Eurostat; and IMF staff calculations.

e The authorities have taken steps to simplify the Efficiency of Tax Administration
tax system and improve the efficiency of tax (1-10 scale, 10 indicates the "best practice)
collection, and work is underway to merge e ettt Arengements
various revenue departments into a single
government revenue function. Nevertheless,
while Malta’s overall VAT gap is relatively low,
recent study suggests that VAT compliance
could be strengthened further.® Efforts should,
therefore, focus on: (i) making a better use of IT Human Resources
and online services to facilitate compliance and st stmergngeonome o DGR
provide high service standards; (ii) ensuring adequate human resources (i.e., staffing and
training), and (iii) enhancing the operational performance of the tax administration.

IT/Online

Organizational Structure
Services

8
o
/4
2
\0

Operational performance Strategic Management

> Under contingent liability shocks equivalent to 5 percent of the domestic banks’ total assets and 50
percent of the government guaranteed debt, public debt would increase by 18 and 8 percentage points of
GDP, respectively.

6 See European Commission study on VAT Gap in the EU-28 Member States.
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e Inview of the uncertainties surrounding the baseline, automatic stabilizers should be allowed
to operate fully if growth disappoints while budget windfalls should be used to further
reduce the borrowing needs and build fiscal buffers.

17. Reforms of SOEs are progressing, but risks remain. The state electricity provider,
Enemalta, has improved its financial standing following internal restructuring and a partial
privatization, and posted a profit in 2015 after a prolonged period of losses. Meanwhile, the
restructuring of Air Malta, the national carrier, continues to lag behind and, although financial
performance has improved recently, the company continues to generate losses.” To this end, a
faster restructuring of Air Malta is needed to contain fiscal risks. At the same time, Enemalta’s
elevated level of government guaranteed debt (about 6 percent of GDP in 2015) calls for
continued close monitoring of its operations.

18. Further efforts are needed to reduce long-term spending pressures. Malta is facing
rising ageing pressures and is expected to Change in Age Related Spending, 2013-60 1/
record a significant increase in age-related

6 B Pensions B Health @ Long-term care + Total

spending going forward. The recent pension
changes adopted by the authorities in the _
2016 budget, which included measures to 2 [ f\ R

B | R
delay retirement, incentivize voluntary 0 T I_Q@@@@Q@%wﬁ
savings, and increase minimum pensions for

the most vulnerable, are steps in the right “
. . . . 6
direction. Additional measures to align the N U D (0 1 e o e
. . . . zgmmn__lImumuJu.lo wTo
effective retirement age with life expectancy, wm
. . . . Source: European Commission The 2015 Ageing Report.
better link the penS|onab|e income to life- 1/The age-related spending is updated given new populations statistics. New

estimates will likely yield lower expected expenditure.

time incomes, and lengthen the contributory
period would further mitigate the associated long-term fiscal risks. Increasing the administrative
efficiency in the health sector and strengthening the primary care should also help contain age
related spending growth and support the pension reform.

Authorities’ views

19. The authorities confirmed their commitment to continue with fiscal consolidation.
They expressed confidence in meeting their 2017 deficit target on the back of continued
favorable economic conditions, and prudent macro and revenue forecasts. They agreed that
measures to support fiscal consolidation should build on containting current spending, including
through the implementation of in-depth spending reviews, though noted that the ongoing
public sector wage negotiations with the unions pose uncertainty. They also pointed to
continued efforts to enhance tax collection efficiency, including by better use of technology and
more efficient risk-based tax audits. They recognized risks from contingent liabilities, but stressed

7 Air Malta received a cumulative capital injection of about 0.6 percent of GDP by the government in 2015-
16.
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that the impact of these risks on public debt is contained, also given the ongoing reforms in
SOEs. Finally, they agreed with the need to continue addressing long-term spending pressures
from ageing and committed to review the effectiveness of the recent measures periodically.

B. Safeguarding Financial Sector Stability

20. The banking sector appears sound and resilient to shocks.? Core domestic banks
continued to expand their balance sheets in 2016H1. Profitability remained above levels seen in

peers and capltal and IIqUIdlty pOSItIOﬂS Core Domestic Banks: Key Financial Soundness Indicators

continued to be strong. Recent stress (Percent)
tests conducted by the Central Bank of 2012 2013 2014 2015 2016H1
Malta indicated that the loss absorption  Regulatory Tier 1 capital 121 129 116 122 130
capacity Of core domestic banks against Loan to deposit 721 67.8 64.0 58.2 58.6
. . Return on assets 11 11 0.7 0.7 1.0
adverse macroeconomic conditions Interest margin to gross income 61.8 63.6 64.8 64.5 63.9
remained ade uate The macro rudential Non-interest expenses to gross income 45.5 47.1 51.2 54.1 54.5
9 ’ P NPL ratio 7.8 9.0 7.6 7.2 6.4
framework has been strengthened Coverage ratio 355 379 404 435 472
fu rther Wlth the introduction Of the Loan-to-Value, residential properties 704 715 74.2 75.1 75.7
Liquid assets to short term liabilities 51.5 51.7 50.4 50.2 54.1

Counter-Cyclical Capital Buffer and
buffer for "Other Systematically
Important Institutions” in early 2016.

Source: Central Bank of Malta.

21. However, domestic banks face a number of challenges. Legacy NPLs continued to
decline, but remained elevated; the loan-loss coverage ratio remains relatively low at about 47
percent with high heterogeneity across banks; and Euro Area: NPL and Loan Loss Coverage Ratios, 2016H1/1
credit growth continued to be sluggish on account %

of corporate sector deleveraging. Future regulatory
changes and uncertain external environment may
affect banks’ profitability and their capacity to
support growth. Furthermore, persistent pressures

U o N ®
S S o
L]

L]
[
°

IS
S

Bank Provisions to NPLs (percent)

30
L]

in the property market, combined with increased »

10
exposure of banks to property market and elevated .

L 1 0 10 20 30 40 50

households’ indebtedness, could pose risks to NPLS to ol Gross Loans (percent
fl na nCIa| stablllty 1/ Data for Malta are for core domestic banks.

Sources: IMF's Financial Soundness Indicators and Central Bank of Malta.

22, Strengthening the macroprudential framework further would enhance resilience to
possible property market swings. Staff's analysis does not point to a significant misalignment
of property prices (see accompanying SIP). However, persistent demand pressures in the housing
market could eventually lead to imbalances, particularly given the lagged supply response. With
high exposure of core domestic banks to the housing market, a sharp turnaround in housing
prices could weaken banks’ financial health—particularly if accompanied by broader economic
slowdown and an increase in unemployment—possibly resulting in a negative spiral of low

8 See description of banking sector’s structure in footnote 1 in Table 4.
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lending and investment. While households default rate is currently low and financial wealth is
high, their elevated debt, high concentration of assets in real estate, and the prevalence of
variable rate mortgages could increase vulnerabilities. Sustained efforts are therefore needed to
ensure that imbalances in the housing market will not emerge, including by ensuring that fiscal
measures related to the housing market do not amplify the cycle, and by adopting targeted
macroprudential measures such as limits on loan-to-value and debt-to-income ratios. Closing
data gaps, including on borrower characteristics, is critical for the calibration of the
macroprudential measures and for identifying risks in a timely manner.

23. The non-financial corporates, particularly SMEs, remain vulnerable to shocks. Staff's
analysis suggests that the financial health of medium and large firms has improved in recent
years, but the financial position of smaller enterprises and firms in the construction sector
remained generally weak. Furthermore, a decline in profitability and an increase in interest rates
would push many firms into a vulnerable state and thus likely result in new defaults and
underinvestment (see accompanying SIP).

Malta: Interest Coverage Ratio Malta: Interest Coverage Ratio

(EBITDA/Interest Expenses) (EBITDA/Interest expenses)
6

W 2012-13 @ 2007 W2012-13 @2007
10 5
8 4
6 3
4 2
0 0

Micro Small Medium Large Construction Manufacturing Services Real estate
Sources: Orbis BvD and IMF staff calculations Sources: Orbis BvD and IMF staff calculations.

24, A faster cleanup of banks and firms’ balance sheets would improve the credit
channel and support investment. High legacy NPLs continue to weigh on banks' balance
sheets. Moreover, they have contributed to high borrowing costs, thus weakening the monetary
policy transmission mechanism and undermining investment activity, particularly by SMEs that
lack sufficient internal funding. In this regard, the recent regulatory changes, which require banks
to submit plans to reduce their NPLs ratios to below 6 percent within five years, are steps in the
right direction, given the elevated NPLs ratios for some smaller banks, while efforts to streamline
the insolvency framework will help support the resolution process.® A further increase in loan-
loss provisions would minimize uncertainty regarding future losses and also assist with faster
cleanup of banks’ balance sheets.

9 Banks that will deviate from their NPL resolution plans would have to accumulate a “Reserve for Excessive
NPLs".
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25. Steps to improve SMEs’ access to finance would support sustained economic
development. With high credit risk and lack of

Borrowing Costs for the Non-financial Sector

competition in the lending market, many SMEs  (Percent, outstanding amount)

continue to face limited access to bank funding.l® The ok m=Spread (RHS) —Malta —Euro Area
recently established central credit register (April

2016) is likely to improve competition by reducing °

informational monopoly of large banks. In addition, w

3

the planned state-owned Development Bank (MDB),
expected to commence operations by mid-2017, aims z N | |||

||nnmum||||||m||\|mn|\wm||llm

‘ 15
1
0.5

0

at supporting SME financing by providing long-term !

. . .
loans through commercial banks (Box 3). To this end, e T 2010 T 012 edem 2018 sem 2016 o
the authorities’ commitment to adopt well-designed Sources: Haver and IMF staff's calculations.

origination rules to ensure that the MDB's operations

will result in new credit extension to creditworthy SMEs rather than ever-greening existing bank
exposures to distressed borrowers is welcome. Robust governance structure, prudent risk
assessment, and adequate supervision, are also needed to mitigate contingent liability risks to
public finances.

26. On-going vigilance is needed to contain risks to the integrity of the financial
system. Additional resources were made available for AML/CFT supervision, resulting in an
increase in intensity and frequency of onsite inspections of obliged entities by the Financial
Intelligence Analysis Unit and with the support of the Malta Financial Services Authority as
regards to supervision of financial institutions. In light of the growing size of the financial sector,
expansion of online gaming activities, and increased demand for IIP, sustained efforts are needed
to ensure a robust implementation of the AML/CFT framework in line with international
standards, and that the institutions involved have adequate resources for capacity building and
operations.

Authorities’ views

27. The authorities concurred with staff on the need to enhance the financial sector’s
resilience and improve access to finance. They underscored that the banking sector is resilient
to various shocks, including from house prices. Nevertheless, they noted that granular financial
data are being collected to improve the monitoring of risks related to mortgage lending, and
that consideration is being given to the introduction of macroprudential limits as precautionary
measures. The authorities highlighted that recent regulatory changes and ongoing
improvements to the insolvency framework are likely to expedite private sector balance sheet
repair. This, together with the establishment of the MDB and introduction of the credit register,
would also help ease SMEs access to finance. They reiterated their commitment to maintain a
rigorous compliance with AML/CFT regulations.

1 The two largest core domestic banks provide about 80 percent of the loans to the resident NFC sector.
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Box 3. The Modalities of the Proposed Malta Development Bank

The Maltese authorities are actively working to establish a Development Bank (MDB), which is
expected to be fully operational in mid-2017. It aims to address the SMEs' financing gap that has
emerged in the Maltese economy mainly due to their high risk, insufficient collateral, and required loan
duration. The MDB will also co-finance large infrastructure development projects, which otherwise could not
be financed entirely by the private sector due to their large size and long maturity. The proposed MDB will
be 100 percent government-owned, and, in line with EU State Aid obligations, seeks to complement
commercial banks operations where their lending facilities are lacking or insufficient, rather than competing
with them. The MDB will be subject to a supervisory board, which is expected to gradually align the MDB
with the bank regulatory framework.

Funding: The MDB's funding would be a combination of local issuance of bonds (up to 480 million euros by
the fifth year), and direct bilateral loans from international institutions such as the EIB, the CoE Development
Bank, and the EBRD. Consideration will be given to private placement of bonds to foreign financial
institutions. The government is expected to gradually inject €100 million of equity in the first five years.

Lending: The MDB is expected to provide up to €780 million (equivalent to about 8 percent of the projected
2016 GDP) in its first five years. About 75 percent of the MDB's lending will be allocated, via commercial
banks, to viable SMEs that experienced difficulties in accessing credit. These loans will be restricted for new

lending and mainly directed for both

working capital and investment activities. Projected Loans by Malta Development Bank

.. . . (Million euros, cumulative)
The remaining share of the lending is 800

expected to be allocated to co-financing
social/development infrastructure
investments. The MDB loans may be 600 ™ SMEs ® Infrastructure
provided on state-aided terms (compliant 500

with the EU de minimis Regulation and the 400

General Block Exemption Regulation) and/or

700

300

on market terms. The infrastructure loans at

. 200 3

market rates must be complemented with at

least 50 percent of private sector’s 100 10 -
participation. Overall, the share of loans that o SR

will be covered by government guarantees is 1 2 3
projected to stand at 30 percent of the
MDB'’s total lending, comprising 45 percent

for infrastructure loans and about 25 percent for the SME segment.

Years

Source: MDB Working Group.

C. Sustaining High Growth and Increasing Inclusiveness

28. Steady implementation of structural reforms would improve competitiveness, and
strengthen the foundations for a high and more inclusive long-term growth. Recent
reforms and large-scale infrastructure investment have boosted Malta’'s medium-term potential
growth (see 2015 Article IV's Selected Issues). Nevertheless, Malta's income gap remains sizable,
while social exclusion—although below the euro area average—remains elevated compared to
the pre-crisis period (Figure 6). Addressing the remaining structural weaknesses, including the
quantity and quality of labor, would help improve competitiveness and support high and more
inclusive medium-term growth. In particular, sustained efforts are needed to:
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Source: Eurostat.
1/ Defined as 60 percent of the median equivalized income.

Increase labor market participation and reduce skill mismatch. Malta's labor force
participation, particularly of women, continues to lag behind the EU average (Figure 6). Beyond
cultural factors, this reflects lack of skills needed to meet the changing labor demand.!* Malta’s
high job vacancy rate, which is one of the highest in the euro area, and the low education
attainment also highlight the skill mismatch problem. The recently completed in-depth review of
education is timely and its recommendations to better align education and vocational trainings
with labor demand are steps in the right direction. Strengthening labor activation policies,
reducing early school leavers, and broadening the incentives to delay retirement would also
support higher labor force participation.

Enhance SMEs research and innovation. Although increasing in recent years, Malta’s gross
domestic R&D expenditures remained low due to low innovation activities of both business and
public sectors. Firm-level data indicates that innovation is significantly lower among SMEs,
reflecting in part their weak financial health (see accompanying SIP). Strengthening the balance
sheets of weak, but viable, firms, while expanding SMEs’ non-bank and equity financing options
would help easing financing constraints for R&D activities. Furthermore, enhanced collaboration
with the academia, higher internationalization of SMEs, and greater direct public sector’s support
would encourage innovation, particularly given that existing tax incentives are less effective for
small firms that lack sufficient funds to invest in R&D.

1 A recent study indicates that around three out of four firms consider skill shortage as a relevant obstacle
to hiring new workers.
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Improve the judicial system efficiency. Insolvency proceedings are lengthy, and-although
improving-the time needed to resolve commercial, civil, or administrative case has been
among the highest in the EU (2016 EU Justice scoreboard).? Recent measures to streamline

the legal proceedings, including by
allocating greater resources to courts,
increasing the number of court sittings,
and expanding the use of IT systems, are
welcome. The adoption of the proposed

amendments to the Companies Act, which
set a time limit for the insolvency process,
introduce a "Second Chance” principle for

entrepreneurs, and provide mediation in
voluntary winding up of companies,

would shorten the insolvency proceedings
and further improve the business climate.

Length of Legal Proceedings
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4.5
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12 The Justice Score is largely based on quantitative data that are provided by member states.
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Authorities’ views

29. The authorities concurred with the need to advance structural reforms. They agreed
that further strengthening productivity is of utmost importance given the demographic
challenges. In this regard, they highlighted that recent and ongoing measures to expand the
labor supply and reduce skill mismatches together with adjustments in the pension system have
already led to significant labor force participation gains. The authorities also reiterated their
commitment to increase the R&D intensity in the economy and highlighted several initiatives to
support innovation by smaller firms. Efforts are also underway to improve the overall business
environment, notably by expediting the processes to establish or close a business, shortening the
length of legal proceedings and increasing out-of-court resolutions. In addition, they stressed
that the amendments to the Companies Act, expected to be adopted in early 2017, should
enhance the insolvency framework.

STAFF APPRAISAL

30. Robust economic activity is set to continue, albeit a more moderate pace. Sound
policies and favorable macroeconomic conditions have supported Malta's exceptionally strong
growth and contributed to a reduction in unemployment to record-lows and an improvement in
public finances. Domestic demand-led growth is projected to remain solid and stabilize at
potential rate of about 3 percent over the medium term. Strong job creation is expected to
continue, keeping unemployment low, while inflation is likely to increase modestly as import
prices recover. The external position, which is expected to remain strong, remains broadly in line
with fundamentals.

31. However, downside risks predominate. Malta's high openness makes it vulnerable to a
weaker external environment and rising anti-globalization sentiment. Uncertainties surrounding
the Brexit negotiations could weigh on economic activity through both direct and indirect
exposures while EU-wide corporate tax reform may impact Malta unfavorably. Domestically,
recent structural reforms could have a stronger-than-expected positive effect on growth. While
data do not point to a misalignment of house prices, persistent strength in mortgage lending
and the housing market may lead to imbalances, amplifying risks to the financial system and the
broader economy.

32. The authorities’ medium-term consolidation plan is appropriate, but measures need
to be better specified. Achieving the medium-term objective of a structural fiscal balance will
put public debt on a firmly downward path while sustaining the growth momentum. Measures
beyond 2017 need to be better specified. Priority should be given to containing the fast-growing
wage bill and intermediate consumption, including by building on the recommendations of the
recent in-depth spending reviews and conducting similar reviews for the broader public sector.
Ongoing efforts to enhance tax collection efficiency would support the adjustment while creating
space for growth-enhancing policies. Improving the financial health of SOEs, and containing
long-term spending pressures would help reducing fiscal risks.
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33. The banking system appears sound and resilient, but faces a number of challenges.
Domestic banks report adequate capitalization and liquidity, and profitability above levels seen in
peers. However, headwinds from protracted low interest rates, weak credit growth, and legacy
corporate NPLs pose challenges. Future regulatory changes and uncertain external environment
may affect banks' profitability prospects and capacity to support growth. High and increasing
banks' exposure to the property market may increase financial stability risks.

34. The resilience of the private sector needs to be bolstered further. Deployment of
targeted macro-prudential tools linked to mortgage lending would enhance banks’ and
households’ resilience to possible property market swings. Closing data gaps is critical to
calibrate such measures. A careful review of the fiscal incentives related to property market
together with measures to address housing supply bottlenecks would help prevent housing
market imbalances. A faster resolution of legacy NPLs would strengthen private sector balance
sheets and unlock resources for growth. In this regard, the recent regulatory changes, requiring
banks to submit time-bound plans to reduce their NPL ratios and efforts to streamline legal
proceedings, are steps in the right direction.

35. The planned development bank could support the economy but fiscal risks should
be contained. The establishment of the MDB could help alleviate financing constraints faced by
SMEs and foster higher development investment. The authorities’ intentions to ensure that
MDB'’s operations will lead to new credit origination by banks to viable firms would reduce the
risk of evergreening existing exposures to distressed borrowers. Robust governance structure,
prudent risk assessment, adequate supervision, and well-designed origination rules are also
needed to mitigate contingent liability risk to public finances.

36. Ongoing vigilance is needed to contain financial system’s integrity risks. Continued
efforts should be pursued to effectively implement the AML/CFT framework, including by
ensuring that the competent authorities are adequately resourced and coordinate closely in
supervising compliance.

37. Steady reform implementation will support high and inclusive long-term growth.
Continued reform momentum—consistent with the government’s national strategy—would help
address the remaining structural impediments, close the income gap, and ensure a more
equitable distribution of growth dividends. In particular, sustained efforts are needed to (i)
increase the labor force participation, particularly of women, and reduce skill mismatch in the
face of the changing labor demand; (ii) enhance SMEs’ innovation, including by strengthening
their balance sheets and broadening financing options, increasing public R&D spending, and
fostering close partnerships with education institutions; and (iii) further streamline the legal
process and address the shortcomings of insolvency and bankruptcy frameworks.

38. Staff proposes that the next Article IV consultation with Malta follow the standard
12-month cycle.
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Figure 1. Malta: Economic Indicators 2004-2016
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Figure 2. Malta: Short-Term Indicators, 2008-2016
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Figure 3. Malta: Fiscal Developments
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Figure 4. Malta: Financial Soundness Indicators
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Figure 5. Malta: External Sector
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Figure 6. Malta: Labor Market and Income Inequality Developments
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Table 1. Malta: Selected Economic Indicators, 2014-2021
(Year on year percent change, unless otherwise indicated)

Projections

2014 2015 2016 Est. 2017 2018 2019 2020 2021

(Year on year percent change)

Real GDP 8.4 7.4 41 34 31 31 31 31
Domestic demand 3.0 12.8 5.5 3.6 31 3.0 29 29
Consumption 38 5.3 4.1 3.7 33 3.2 31 31
Private consumption 2.6 5.5 4.0 32 29 2.8 2.7 27
Public consumption 7.0 47 4.5 5.4 4.4 4.2 4.2 4.2
Fixed investment 8.8 49.8 4.0 34 2.3 2.3 2.2 2.2
Exports of goods and services 51 43 18 24 2.7 2.7 3.0 3.0
Imports of goods and services 1.5 7.7 2.2 24 2.6 2.6 2.8 2.8
Contribution to growth (Percent)
Domestic demand 2.8 11.6 4.6 34 29 2.8 2.7 2.7
Foreign balance 5.6 -4.2 -0.4 0.0 0.2 0.3 0.4 0.3
Potential GDP growth 43 5.8 41 41 33 33 33 31
Output gap (percent of potential GDP) -0.1 14 15 0.8 0.6 0.4 03 0.2
HICP (period average) 0.8 1.2 0.9 15 1.6 1.8 1.8 1.8
GDP deflator 1.9 2.2 1.9 2.0 2.0 2.0 2.0 2.0
Unemployment rate EU stand. 5.8 5.4 4.8 4.9 4.9 5.0 51 5.2
Employment growth 34 23 23 2.2 20 20 2.0 20
Gross national savings (percent of GDP) 26.1 28.6 29.1 29.1 29.3 294 294 29.5
Gross capital formation (percent of GDP; 16.5 234 24.6 247 24.6 24.6 24.5 24.5
Balance of payments (Percent of GDP)
Current account balance 9.6 5.2 44 4.4 47 4.8 4.9 5.0
Trade balance (Goods and services) 12.6 7.9 7.1 7.0 7.3 7.4 7.6 7.7
Exports of goods and services 148.8 1434 137.8 136.3 1355 1345 1339 1333
Imports of goods and services 136.2 1355 130.7 129.3 128.2 127.0 126.3 125.6
Goods balance -13.3  -20.0 -17.6 -18.0 -18.3 -18.7 -19.1 -19.1
Services balance 25.9 27.9 24.7 25.0 25.7 26.1 26.7 26.8
Primary income, net -5.7 -5.3 -5.3 -5.3 -5.3 -5.3 -5.3 -5.3
Secondary income, net 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
Financial account, net 24 -7.1 6.2 6.2 6.5 6.6 6.7 6.8
Financial sector
Credit to the private sector (% GDP) 96.1 91.0 88.9
Credit growth, private sector -1.7 39 37
Memorandum item:
Nominal GDP (millions of euros) 8426.3 9250.3 9819.0 10355.9 10893.0 11454.8 12045.9 12663.3
Nominal GDP growth 10.4 9.8 6.1 5.5 5.2 5.2 5.2 51

Sources: Maltese authorities; and IMF staff projections.
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Table 2. Malta: Fiscal Developments and Projections, 2014-2019
(Percent of GDP, unless otherwise indicated)

Projections

2014 2015 2016 Est. 2017 2018 2019

Revenue 395 399 382 379 379 38.0
Taxes 26.9 264 264 264 264 264
Indirect taxes 13.0 12.8 129 13.0 129 129
Direct taxes 13.7 134 133 133 133 133
Other taxes (capital taxes) 0.1 0.2 0.2 0.2 0.2 0.2
Social contributions 6.6 6.4 6.4 6.4 6.3 6.3
Grants and Capital revenue 23 31 1.0 17 2.0 2.2
Other revenue 37 4.0 44 34 32 31
Expenditure 415 41.2 38.9 38.6 38.6 38.6
Expense 38.0 371 357 35.2 35.2 351
Compensation of Employees 125 121 122 122 123 123
Use of goods and services 6.2 6.5 6.7 6.7 6.8 6.8
Interest 27 25 21 20 2.0 2.0
Subsidies 1.2 1.2 11 1.0 1.0 1.0
Social benefits 11.9 111 109 10.6 10.6 10.5
Other expense 34 3.7 2.7 2.6 26 2.6
Net acquisition of nonfinancial assets 35 42 33 33 34 35
Gross Operating Balance 15 29 26 2.7 2.8 29
Net lending/borrowing (overall balance) -2.0 -1.3 -0.7 -0.6 -0.6 -0.6
Memorandum items:
Overall balance excl. one-offs -1.8 -11 -0.6 -0.6 -0.6 -0.6
Cyclically adjusted overall balance -1.9 -1.9 -14 -1.0 -0.9 -0.8
Cyclically adjusted overall balance, excl. one-offs -1.7 -1.7 -1.3 -0.9 -0.9 -0.8
Cyclically adjusted primary balance 1.2 0.9 0.9 12 1.0 11
Cyclically adjusted primary balance, excl. one-offs 1.0 0.7 0.8 11 1.0 11
Cyclically adjusted overall balance /1 -1.9 -1.9 -14 -1.0 -0.9 -0.8
Cyclically adjusted overall balance, excl. one-offs /1 -1.7 -1.7 -1.3 -0.9 -0.9 -0.8
Cyclically adjusted primary balance /1 12 0.9 0.9 12 1.0 11
Cyclically adjusted primary balance, excl. one-offs /1 1.0 0.7 0.8 11 1.0 11
Primary balance 0.8 12 14 14 13 13
One-offs 0.2 0.2 0.1 0.1 0.0 0.0
Public debt 64.3 60.8  60.0 59.0 56.6 55.2
Government guaranteed debt 15.8 15.2 14.3 13.6 129 123
Nominal GDP (millions of euros) 8426 9,250 9,819 10,356 10,893 11,455

Sources: Maltese authorities; and IMF staff projections.
1/ As a percentage of Nominal Potential GDP.
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Table 3. Malta: Balance of Payments, 2014-2019
Projections
2014 2015 2016 Est. 2017 2018 2019
(Millions of euros)
Current account balance 805 485 434 451 510 545
Trade balance (Goods and services) 1,066 731 695 726 800 850
Goods balance -1,117 -1,854 -1,732  -1,864 -199  -2,140
Exports 2,618 2,708 2,762 2,823 2,893 2,956
Imports 3,736 4,562 4,494 4,687 4,889 5,096
Services balance 2,183 2,584 2,427 2,590 2,796 2,990
Exports 9,923 10,557 10,768 11,288 11,868 12,447
Imports 7,739 7,972 8,341 8,698 9,072 9,457
Current income, net -482 -489 -519 -547 -576 -605
Current transfers, net 221 243 258 272 286 301
Private -598 -591 -742 -783 -823 -866
Public 819 834 1,000 1,055 1,110 1,167
Capital account, net 141 166 177 186 196 206
Financial account, net 199 -657 611 637 706 751
Direct investment -6,616 -8,780 -9396 -8874  -9,335 -9,816
Portfolio investment 13,201 4,703 4,992 5,265 5,538 5,824
Other investment -5,821 4,460 6,042 5329 5,642 5,941
Reserves ( - inflow; + outflow) 12 -73 0 0 0 0
Errors and omissions -746 -1,309 0 0 0 0
(Percent of GDP)
Current account balance 9.6 52 44 4.4 47 4.8
Trade balance (Goods and services) 126 7.9 7.1 7.0 7.3 74
Goods balance -133 -20.0 -17.6 -18.0 -18.3 -18.7
Exports 311 29.3 28.1 273 26.6 25.8
Imports 44.3 493 458 453 449 445
Services balance 259 279 24.7 25.0 25.7 26.1
Exports 117.8 1141 109.7 109.0 108.9 108.7
Imports 91.8 86.2 84.9 84.0 833 82.6
Primary income, net -5.7 -5.3 -5.3 -5.3 -5.3 -5.3
Secondary income, net 2.6 2.6 2.6 2.6 26 26
Private -7.1 -6.4 -7.6 -7.6 -7.6 -7.6
Public 9.7 9.0 10.2 10.2 10.2 10.2
Capital account, net 1.7 1.8 1.8 1.8 1.8 1.8
Financial account, net 24 -7.1 6.2 6.2 6.5 6.6
Direct investment -78.5 -94.9 -95.7 -85.7 -85.7 -85.7
Portfolio investment 156.7 50.8 50.8 50.8 50.8 50.8
Assets 157.3 40.5 40.5 40.5 40.5 40.5
Liabilities 0.6 -10.3 -10.3 -10.3 -103 -10.3
Other investment -69.1 48.2 61.5 515 51.8 519
Assets -23.7 -21.8 -21.8 -21.8 -21.8 -21.8
Liabilities 453 -70.0 -83.3 -73.2 -73.6 -73.7
Reserves ( - inflow; + outflow) 0.1 -0.8 0.0 0.0 0.0 0.0
Errors and omissions -8.9 -141 0.0 0.0 0.0 0.0
Memorandum items:

Gross external debt (Percent of GDP) 1,109.9 962.8 9114 868.5 8304 7944
Net external debt (Percent of GDP) -298.7 -249.5 -250.7 -2520 -2534 -255.0

Sources: National Statistics Office of Malta; and IMF staff projections.
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Table 4. Malta: Financial Soundness Indicators, 2012-2016 H1 /1

(Percent, unless otherwise indicated)

Core Domestic Banks Non-Core Domestic Banks International Banks Total Banks
2012 2013 2014 2015 2016H1 2012 2013 2014 2015 2016H1 2012 2013 2014 2015 2016H1 2012 2013 2014 2015 2016H1
Core FSIs
Regulatory capital to risk weighted assets 161 16.5 145 150 158 269 226 174 225 159 1157 1196 69.2 56.9 66.8 55.8 46.2 258 219 241
Regulatory Tier 1 capital to risk-weighted assets 121 129 116 122 130 243 221 171 189 128 115.2 119.6 69.1 511 622 533 439 237 185 210
Non-performing loans net of provisions to capital 374 390 426 380 317 77 21 77 85 113 0.2 0.8 3.0 46 42 6.2 94 216 236 189
Non-performing loans to total gross loans 78 9.0 76 72 64 9.8 37 46 41 43 05 14 55 09 13 38 56 77 43 41
Return on assets 11 11 0.7 0.7 10 12 03 -13 0.2 0.7 11 03 0.9 10 16 11 0.6 0.7 09 13
Return on equity 155 153 98 99 1238 6.9 16 -64 14 78 46 23 24 34 249 59 37 36 59 181
Interest margin to gross income 618 636 64.8 64.5 639 147 420 463 435 324 1233 1736 2019 1378 86.9 831 1012 1151 93.0 732
Non-interest expenses to gross income 455 47.1 512 541 54.5 287 64.8 56.1 734 702 71 100 119 248 262 274 349 36.8 433 420
Non-interest income to gross income 332 364 352 355 361 710 58.0 537 56.5 67.6 -244 -736 -101.9 -378 131 169 -12 -151 71 268
Liquid assets to total assets 266 272 283 318 341 155 202 317 363 331 9.9 281 19.7 227 40.5 196 269 273 312 348
Liquid assets to short-term liabilities 515 517 504 50.2 54.1 579 721 779 63.3 613 146.0 204.2 847 836 1156 55.6 59.6 539 526 570
Other FSIs

Total Coverage ratio (total provisions to NPLs as per BR/09) 355 379 404 435 472 63.8 94.6 771 63.2 60.6 95.2 430 405 542 513 436 423 427 40.2 485
Domestic Investment Securities to Total Assets 108 110 9.7 93 93 29 55 46 77 72 0.0 0.0 0.0 0.2 0.2 36 41 39 45 46
Foreign Investment Securities to Total Assets 180 193 233 218 215 228 210 195 125 142 36.2 379 52.8 504 486 298 306 40.1 36.0 349
Unsecured Loans to Total Lending 228 262 290 274 271 720 748 65.2 709 745 556 573 484 30.7 289 424 413 377 308 303
Assets to Total Capital and Reserves (Ratio) 132 126 141 137 134 32 34 84 84 111 15 13 17 20 21 31 37 6.4 80 81
Large exposure to total capital 1020 1080 1034 96.5 649 186.6 199.9 3399 1585 2492 108 171 453 1248 979 314 48.0 889 1140 923
Gross asset position in financial derivatives to total capital 27 21 25 20 25 03 04 23 03 04 0.5 0.0 09 0.6 01 09 05 16 13 12
Gross liability position in financial derivatives to total capital 95 45 82 38 50 08 0.5 28 0.7 29 01 0.1 0.6 03 04 15 11 37 21 28
Personnel expenses to non-interest expenses 539 506 50.8 512 513 396 421 450 425 436 252 333 274 231 208 485 481 474 439 419
Customer loans to customer deposits. 721 67.8 64.0 582 586 86.9 96.2 757 60.7 528 1406 795 931 104.2 799 94.0 723 718 679 637
Net open position in equities to total own funds 138 135 139 154 143 139.7 169.4 453 823 1357 0.3 0.0 03 2.7 12 7.8 109 9.0 181 16.6

1/ Banks’ total assets amounted to about 500 percent of GDP (about €48 billion) at 2016H1. Half of these assets are owned by international banks, which have limited or no linkages to the domestic economy. Core domestic banks, which account for 44 percent of the banking sectors total assets, are tightly
linked to domestic activity as they rely mainly on domestic deposits and provide the bulk of lending to residents. Non-core domestic banks, which account for about 5 percent of the banking system’s assets, maintain small exposure to residents.

Source: Central Bank of Malta
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Annex L. Implementation of IMF Recommendations

The Maltese authorities have taken on board the majority of policy recommendations made by the
Fund in previous Article IV consultations.

Table 1. Implementation of IMF Recommendations

2015 Art. IV Advice

Actions since 2015 Art. IV

Fiscal Adopt additional expenditure measures to | Fiscal consolidation was pursued in 2016 and the
issues meet the fiscal targets and use revenues in | deficit is estimated to have over-performed the
excess of target to build fiscal buffers. budget target. The 2017 budget aims to further
reduce the deficit. In-depth reviews of health and
education were carried out in 2015 and 2016,
respectively, with a view to improve the efficiency
and quality of public services.
Ensure that pension reform measures lead | Some measures were adopted in the 2016 budget.
to an increase of effective retirement age | The government is considering the next steps with
and to higher participation in voluntary | respect to the other recommendations of Pension
third pillar. Strategy Group.
Disclose and manage fiscal risks from SOEs. | Enemalta is expected to remain profitable in 2016
following a partial privatization in  2015.
Discussions on a possible sale of 49 percent of Air
Malta’s shareholdings to Alitalia were recently
terminated (January 2017).
Financial | Develop bank recovery plans, collect| Ongoing.
sector contributions for resolution fund, and
issues strengthen contingency framework.
Introduce additional precautionary Counter-cyclical capital buffer came into effect in
macroprudential measures. 2016. "Other Systemically Important Institutions”
(O-SII) buffer will be phased in gradually in
2016-19.
Coordinate and ensure robust | Ongoing.
implementation of AML/CFT framework.
Structural | Encourage participation of women and the | Ongoing. Recent measures, including free
reforms elderly. childcare, tapering of benefits, and Employment

Aid Program, are expected to continue support
higher labor participation rate.

Ensure effective supervision and strong
governance of the planned Development
Bank.

Ongoing. The European Commission approved the
modalities of the proposed Malta Development
Bank (MDB). The MDB is expected to become
operational in mid-2017.

Further improve the efficiency of the judicial
system.

Ongoing. More resources were allocated to civil
courts (first quarter of 2016). To expedite civil and
commercial cases, the parliament adopted an array
of amendments to the code of organization and
civil procedure (January 2016).
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Source of Risks Relative Impact if Realized
Likelihood!
High/ Medium
Structurally weak growth in key advanced and Medium The Maltese economy is highly open with exports standing at about 143 percent of GDP in

emerging economies.

2015, though there is a considerable import content. A secular weak external demand,
accompanied by lower FDI, would have an adverse effect on domestic confidence and
growth prospects. Higher-than-envisaged gains from recent large scale infrastructure
projects and labor market reforms may mitigate adverse spillovers.

Policy response: Allow automatic stabilizers to operate in the short run if growth disappoints. Improve access to finance and maintain structural reform momentum

to remove impediments to growth. Continue diversify

trade and financi

al activities. Fiscal policy could be used to mitigate the impact on vulnerable groups.

Protracted uncertainty associated with
negotiating post-Brexit arrangements.

Medium

Medium
Malta's trade and financial links with the UK makes it susceptible to a slowdown in the UK
economy and to a further depreciation of the Sterling. Heightened uncertainty regarding
future relationships between the UK and EU, may weigh on confidence and adversely affect
growth prospects. These effects could be larger than projected in the baseline, especially if
the process is volatile and/or has significant political repercussions. Some of these effects,
however, are likely to be mitigated given the diversification, and capacity constraints in the
tourism sector, and possible relocation of firms that service the EU from the UK to Malta,
resulting also in a potential increase of FDI inflows over the medium term.

Policy response: Allow automatic stabilizers to operate if growth disappoints. ECB should stand ready to provide liquidity support to euro-system banks if needed.
Continue monitoring developments and develop contingency plan to mitigate adverse effects. Continue close supervision to ensure that banks would be able to
withstand negative shocks. Fiscal policy could be used to mitigate the impact on vulnerable groups.

Rising anti-globalization sentiment

High

Medium
As a small open economy, Malta is vulnerable to external shocks through trade linkages.
Financial spillovers are limited given the relatively high reliance of government and core
domestic banks on domestic funding.

Policy response: Participate in a coordinated policy response at the European level. Allow automatic stabilizers to operate. Maintain structural reform momentum to
de and financial activities. Fiscal policy could be used to mitigate the impact on vulnerable groups.

remove impediments to growth. Continue diversify tra

Tighter and more volatile global financial
conditions.

Medium

Medium/Low
Malta has been relatively insulated from financial market contagion given public and private
sector's reliance on domestic financing, but still vulnerable to weak external demand and
lower FDI inflows.

Policy response: ECB should stand ready to provide liquidity support to euro-system banks if needed. Continue to reduce vulnerabilities (fiscal and financial) to
ensure stability, improve access to finance and remove remaining structural impediments.
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Source of Risks Relative Impact if Realized
Likelihood
Medium Medium/Low

Slow implementation of structural reforms

While the positive impact of recent structural reforms is likely to persist over the medium
term, delayed implementation of the planned initiatives would negatively affect
competitiveness and long-term growth, while increasing long-term fiscal risks. It may also
increase social exclusion.

Policy response: Sustain and monitor the implementation of structural

reforms, and implement additional measures to safeguard long-term fiscal sustainability.

A sharp correction in housing prices.

Medium/Low

Medium
Core domestic banks are significantly exposed to property market shocks. A significantly
lower house prices could weaken bank and household balance sheets, with adverse effects
on financial stability and growth. High financial wealth of households, low default rates and
the low share of population with mortgages are mitigating factors.

Policy response: Monitor risks, close data gaps, and implement targeted macro-prudential measures. Limit exposure of banks to asset price bubble if they begin to

emerge. Ensure that fiscal measures related to the proper

ty market, incl

uding incentives to first time buyers, do not exacerbate imbalances.

Changes in the EU corporate tax framework

Medium/Low

Medium
Malta’s attractiveness as a financial and business location may weaken, with adverse effect
on tax revenues, foreign investment, and the external position.

Policy response: Continue diversify the economy and accelerate structural reform implementation to remove impediments to growth, boost productivity and

enhance competitiveness. Scrutinize associated new risks.

The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most likely to materialize in the view of IMF staff). The relative
likelihood is the staff's subjective assessment of the risks surrounding the baseline (“low” is meant to indicate a probability below 10 percent, “medium” a probability between
10 and 30 percent, and “high” a probability between 30 and 50 percent). The RAM reflects staff views on the source of risks and overall level of concern as of the time of
discussions with the authorities. Non-mutually exclusive risks may interact and materialize jointly. “Short term” and “medium term” are meant to indicate that the risk could

materialize within 1 year and 3 years, respectively.
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Annex IIL. In-Depth Spending Reviews

To enhance efficiencies and support fiscal consolidation, the government is adopting the
recommendations of several in-depth spending reviews that were conducted in recent years.

e Social benefits. The first in-depth spending review on social security benefits, completed in
September 2014, provided a number of recommendations that were included in the
subsequent budgets. The main recommendations included tapering of benefits to enhance
the incentives for unemployed to search for employment, in-work benefits to incentivize low-
income workers with children to stay in employment, and the youth guarantee scheme to
improve the employability and further educational prospects of youths who are not in
employment, education, and training.

e Health. The in-depth health spending review, completed in September 2015, focused on the
State Hospital, given its importance for the health financial resources. The review
recommended better scrutiny of the payroll system, overtime, sick leave and allowances,
reducing spending on medicines and medical supplies, and improving procurement process.
The ongoing budget decentralization at the department level and the notional billing
introduced between departments is enhancing transparency of decision making process and
enables departments to become more aware of their staffing costs.

e Education. The in-depth review in education, initiated in January 2016, includes series of
initiatives, such as: (i) free child care for all to ensure school readiness; (ii) a breakfast club
state schools, allowing children to attend school before the start of official school hours; (iii)
The 3 to 16 club, allowing children to do homework and other extra-curricular activities after
school. In addition, the ongoing review aims to use the existing resources more efficiently by
consolidating schools, improving teaching and learning, and reducing early school leavers
from 20 to 10 percent.
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Annex IV. Debt Sustainability Analysis

Malta’s public debt has moderated in recent years on the back of deficit reduction, strong growth,
and favorable financing conditions. The debt dynamics are robust to most shocks, though under a
contingent liability shock that is combined with a low growth scenario, the public debt ratio would
increase considerably and remain elevated throughout the projection horizon. The moderate gross
financing needs and the low share of debt held by non-residents limit potential vulnerabilities. With
large external assets that comfortably cover external liabilities, Malta's external position appears
resilient to various types of shocks.

Public debt sustainability

1. The public debt is set to remain on a downward trajectory. Strong nominal GDP
growth (9.8 percent) and a higher primary fiscal balance lowered the public debt to 60.8 percent
of GDP in 2015 from 64.3 percent of GDP in 2014. Going forward, favorable growth prospects,
further fiscal consolidation, and improved financing conditions are expected to support a
continued moderation of public debt to about 52 percent of GDP by 2021.

2. The stock of government guaranteed debt to non-financial SOEs modestly
decreased, but remains high. Government guaranteed debt declined to 15.2 percent of GDP in
2015 from 15.8 percent of GDP in 2014. The partial privatization of Enemalta and improvement of
its financial health, alongside continued restructuring of Air Malta, are likely to reduce risks
emanating from SOEs.

3. In order to assess the sustainability of government debt, a number of adverse
scenarios are considered. These scenarios include low growth, high borrowing costs, a
deterioration in the primary balance, and materialization of contingent liabilities. The results
indicate that public debt-to-GDP ratio remains vulnerable to a number of shocks. In particular:

e Under a growth shock, which envisages a reduction of output by 3.0 percentage points in
2017 and 2018 relative to the baseline (equivalent to one standard deviation of growth over
the past 10 years) and a decline in inflation by 0.8 percentage points in 2017 and 0.7
percentage points in 2018 relative to the baseline, debt would peak at 65.4 percent of GDP in
2018, 8.8 percentage points higher than in the baseline and decline to 61.1 percent of GDP in
2021.

e A sustained interest rate shock of 200bps would slow down the moderation of the public
debt ratio such that by 2021 it would reach 53.5 percent of GDP, which is 1.2 percentage
points higher with respect to the baseline.

e A primary fiscal balance shock of 0.4 percentage points in 2017 and 0.3 percentage points in
2018 relative to the baseline would bring public debt to 53.0 percent of GDP in 2021, which is
0.7 percentage points higher relative to the baseline.
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e A combined macro-fiscal shock including growth, interest rate and primary balance shock
above would result in debt peaking at 65.6 percent of GDP in 2018, 9.0 percentage points
higher relative to the baseline, and decline to 62.4 percent of GDP in 2021.

e A contingent liability shock envisages a one-time increase in non-interest expenditures
equivalent to 5 percent of the domestic banks’ total assets. This shock is accompanied by a
real GDP growth shock as the one above (with growth declining by one standard deviation
over 2017-2018) while revenue-to-GDP ratio remaining the same as in the baseline. The
deterioration of the primary balance leads to higher interest rates while the slowdown in GDP
growth lowers the inflation rate. Overall, this shock would increase public debt to
75.0 percent of GDP in 2018, 18.4 percentage points higher relative to the baseline. At the
end of the projection horizon, public debt would moderate to 71.0 percent of GDP.

e The government guaranteed shock reflects a contingent liability risk from SOEs. It includes a
one-time increase in non-interest expenditures equivalent to 50 percent of government
guaranteed debt, accompanied by a transitory negative confidence impact on Malta’s spread.
Under this shock the debt ratio would peak at 66.6 percent of GDP in 2017, 7.6 percentage
points higher than in the baseline, and decline to 60.0 percent in 2021.

Overall, the key risk to public debt is assessed to be originating from contingent liabilities,
and low growth.

External debt sustainability

4. Malta’s gross external debt is very large but ample external assets appear to
comfortably cover its external liabilities. The net short term debt is relatively high (176 percent
of GDP), and largely held by international deposit taking corporations, which have limited links to
the domestic economy. Limited currency risks and substantial inter-company lending help to
reduce potential vulnerabilities. External asset accumulation is likely to continue over the
medium-term, on the back of steady service-led current account surpluses. Overall, Malta's
external position is likely to remain robust and resilient to various types of shocks.
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Figure 1. Malta: Public DSA Risk Assessment
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Source: IMF staff.

1/ The cell is highlighted in green if debt burden benchmark of 85% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not baseline,
red if benchmark is exceeded under baseline, white if stress test is not relevant.

2/ The cell is highlighted in green if gross financing needs benchmark of 20% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not
baseline, red if benchmark is exceeded under baseline, white if stress test is not relevant.

3/ The cell is highlighted in green if country value is less than the lower risk-assessment benchmark, red if country value exceeds the upper risk-assessment benchmark, yellow if
country value is between the lower and upper risk-assessment benchmarks. If data are unavailable or indicator is not relevant, cell is white.

Lower and upper risk-assessment benchmarks are:

400 and 600 basis points for bond spreads; 17 and 25 percent of GDP for external financing requirement; 1 and 1.5 percent for change in the share of short-term debt; 30 and 45
percent for the public debt held by non-residents.

4/ Long-term bond spread over German bonds, an average over the last 3 months, 06-Aug-16 through 04-Nov-16.

5/ External financing requirement is defined as the sum of current account deficit, amortization of medium and long-term total external debt, and short-term total external debt at
the end of previous period.
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Figure 2. Malta: Public DSA — Realism of Baseline Assumptions
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Figure 3. Malta: Public Sector Debt Sustainability Analysis (DSA) — Baseline Scenario

(in percent of GDP unless otherwise indicated)
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Source: IMF staff.

1/ Public sector is defined as general government.

2/ Based on available data.

3/ Long-term bond spread over German bonds.

4/ Defined as interest payments divided by debt stock (excluding guarantees) at the end of previous year.

5/ Derived as [(r - i(1+g) - g + ae(1+r)]/(1+g+T+gm)) times previous period debt ratio, with r = interest rate; t = growth rate of GDP deflator; g = real GDP growth rate;
a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).

6/ The real interest rate contribution is derived from the numerator in footnote 5 as r -  (1+g) and the real growth contribution as -g.

7/ The exchange rate contribution is derived from the numerator in footnote 5 as ae(1+r).

8/ Includes asset changes and interest revenues (if any). For projections, includes exchange rate changes during the projection period.

9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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Figure 4. Malta: Public DSA — Composition of Public Debt and Alternative Scenarios
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Source: IMF staff.
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Figure 5. Malta: Public DSA - Stress Tests

e Baseline
Real GDP Growth Shock

Gross Nominal Public Debt
(in percent of GDP)

/_\
M

60
50
40
30
20
10

0

2016 2017 2018 2019 2020 2021

e Baselline
government quarantee shock

Gross Nominal Public Debt
(in percent of GDP)

Macro-Fiscal Stress Tests

Primary Balance Shock
""""" Real Exchange Rate Shock

Gross Nominal Public Debt
(in percent of Revenue)
200
180
140 =
120
100
80
60
40
20
0
2016 2017 2018 2019

2020 2021

Additional Stress Tests
= = = Combined Macro-Fiscal Shock
Potential growth shock

Gross Nominal Public Debt
(in percent of Revenue)

80

70

60

50

40

30

20

10

0
2016 2017 2018 2019 2020 2021

Primary Balance Shock 2016 2017 2018

Real GDP growth 41 34 31

Inflation 19 20 20

Primary balance 14 10 10

Effective interest rate 37 36 35
Real Interest Rate Shock

Real GDP growth 41 34 31

Inflation 19 20 20

Primary balance 14 14 13

Effective interest rate 37 36 38
Combined Shock

Real GDP growth 41 04 0.1

Inflation 19 12 13

Primary balance 14 0.0 -15

Effective interest rate 37 36 38

250
200
150
100
50
0
2016 2017 2018 2019 2020 2021
Underlying Assumptions
(in percent)
2019 2020 2021 Real GDP Growth Shock
31 31 31 Real GDP growth
20 20 20 Inflation
13 13 13 Primary balance
37 38 39 Effective interest rate
Real Exchange Rate Shock
31 31 31 Real GDP growth
20 20 20 Inflation
13 13 13 Primary balance
41 44 4.7 Effective interest rate
Contingent Liability Shock
31 31 31 Real GDP growth
20 20 20 Inflation
13 13 13 Primary balance
4.2 44 4.7 Effective interest rate

— — ' Real Interest Rate Shock

Public Gross Financing Needs
(in percent of GDP)

14
12
10
8
6
4
2
0
2016 2017 2018 2019 2020 2021
Contingent Liability Shock
Public Gross Financing Needs
(in percent of GDP)
25
20
15
~
10 NN
5
0
2016 2017 2018 2019 2020 2021
2016 2017 2018 2019 2020 2021
41 0.4 0.1 31 31 31
19 12 13 20 2.0 20
14 0.0 -15 13 13 13
37 36 35 38 3.8 39
41 34 31 31 31 31
19 24 20 20 20 20
14 14 13 13 13 13
37 36 35 37 38 39
41 04 0.1 31 3.1 31
19 12 13 20 2.0 20
14 -116 13 13 13 13
37 37 42 41 42 43

Source: IMF staff.

INTERNATIONAL MONETARY FUND 43




MALTA

-200

100

Figure 6. Malta: External Debt Sustainability: Bound Tests 1/ 2/
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Sources: International Monetary Fund, Country desk data, and staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks.

Figures in the boxes represent averagetprojections for the respective variables in the baseline and scenario being

presented. Ten-year historical average for the variable is also shown.

2/ For historical scenarios, the historical averages are calculated over the ten-year period, and the information is

used to project debt dynamics five years ahead.

g/ IPermanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current account
alance.

4/ One-time real depreciation of 30 percent occurs in 2017.
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Table 1. Malta: External Debt Sustainability Framework, 2011-2021
(Net external debt, in percent of GDP unless otherwise indicated)

Actual Projections
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 Debt-stabilizing
non-interest
current account 6/

1 Baseline: External debt -4943 4780 -3699 -2987  -2495 -250.7 -252.0 -253.4 -255.0 -256.6 -258.4 -4.4
2 Change in external debt -5.4 163 108.2 711 49.2 -1.2 -1.3 -14 -1.5 -1.7 -1.8
3 Identified external debt-creating flows (4+8+9) -85.4 -35.7 -149 37.0 204 -8.1 -6.4 -7.5 -73 -7.1 -7.0
4 Current account deficit, excluding interest payments 148 125 9.4 -0.2 16 1.0 11 15 20 24 2.6
5 Deficit in balance of goods and services -26 -4.9 -71 -126 -79 -71 -7.0 -7.3 -74 -76 =77
6 Exports 160.6 165.6 157.2 148.8 1434 137.8 136.3 135.5 1345 1339 1333
7 Imports 158.0 160.7 150.2 136.2 135.5 130.7 129.3 128.2 127.0 126.3 125.6
8 Net non-debt creating capital inflows (negative) -101.7 -57.6 -40.8 116 -21 -134 -10.6 -10.3 -10.0 -9.7 -94
9  Automatic debt dynamics 1/ 15 9.4 16.5 255 209 43 31 12 0.7 0.3 -0.1
10 Contribution from nominal interest rate -14.6 -14.2 -12.6 -94 -6.8 -5.4 -5.5 -6.2 -6.7 -7.3 -7.6
11 Contribution from real GDP growth 6.5 138 19.7 281 242 9.7 86 75 75 75 75
12 Contribution from price and exchange rate changes 2/ 9.6 9.8 9.3 6.8 35
13 Residual, incl. change in gross foreign assets (2-3) 3/ 80.0 521 1231 342 288 6.9 51 6.1 5.7 54 5.2
External debt-to-exports ratio (in percent) -3079 -2887 -2352 -200.7 -1740 -1820 -1849 -1870 -1896 -191.7 -1939
Gross external financing need (in billions of US dollars) 4/ 22 8.4 6.5 77 17.8 89 111 9.9 9.6 9.3 9.0
in percent of GDP 235 915 64.1 68.5 1731 10-Year 10-Year 818 102.1 86.4 794 731 67.9

Scenario with key variables at their historical averages 5/ -250.7 -288.5 -336.2 -384.6 -433.0 -4794 -59.8

Historical ~ Standard
Key Macroeconomic A pti Underlying Baseli Average Deviation

Real GDP growth (in percent) 14 2.7 4.5 84 74 35 30 41 34 31 31 31 31
GDP deflator in US dollars (change in percent) 71 -5.8 53 19 -14.7 17 8.1 17 -2.9 18 21 21 1.8
Nominal external interest rate (in percent) 33 28 29 28 21 38 29 23 22 26 28 3.0 31
Growth of exports (US dollar terms, in percent) 13.8 -0.2 45 46 -11.7 14.9 289 17 -0.7 43 44 49 44
Growth of imports (US dollar terms, in percent) 115 -15 29 0.2 -8.8 134 27.8 21 -0.7 4.0 43 47 43
Current account balance, excluding interest payments -14.8 -125 -94 0.2 -16 -14.0 10.9 -1.0 -11 -15 -2.0 -24 -26
Net non-debt creating capital inflows 1017 576 40.8 -11.6 21 67.1 46.7 134 106 103 100 9.7 9.4

1/ Derived as [r - g - r(1+g) + ea(1+n)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate,

e = nominal appreciation (increase in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.

2/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock. r increases with an appreciating domestic currency (e > 0) and rising inflation (based on GDP deflator).

3/ For projection, line includes the impact of price and exchange rate changes.

4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.

5/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

6/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels

of the last projection year.
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MALTA

S FUND RELATIONS

(As of December 31, 2016)

Membership Status
Joined: September 11, 1968; Article VIII

General Resources Account SDR Million Percent Quota
Quota 168.30 100.00
Fund holdings of currency 137.15 81.49
Reserve Tranche Position 31.19 18.53
SDR Department SDR Million  Percent Allocation
Net cumulative allocation 95.40 100.00
Holdings 87.53 91.74

Outstanding Purchases and Loans
None

Financial Arrangements
None

Projected Obligations to Fund 1/
(SDR miillion; based on existing use of resources and present holdings of SDRs)

Forthcoming

2017 2018 2019 2020
Principal
Charges/Interest 0.02 0.02 0.02 0.02
Total 0.02 0.02 0.02 0.02

1/ When a member has overdue financial obligations outstanding for more than three months, the amount of such arrears will
be shown in this section.

Exchange Rate Arrangement

Member of the euro area since January 1, 2008. Malta maintains an exchange system that is free of
restrictions on the making of payments and transfers for current international transactions with the
exception of restrictions notified to the Fund in accordance with decision No. 144-(52/51).
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Article IV Consultation

MALTA

Malta is on the standard 12-month consultation cycle. The previous consultation discussions took

place during November 2-13, 2015, and the staff report (Country Report No.16/20) was brought for
the Executive Board's consideration on a lapse-of-time basis. The Article IV Consultation with Malta
was concluded on January 6, 2016.

Technical Assistance

Date Department Subject

April 2015 FAD Revenue Administration

November 2014 FAD Revenue Administration

March 2014 FAD Strengthening Public Financial
Management

May 2013 STA Balance of Payments

April 2009 STA SDDS subscription finalization

November 2006 STA Producer price index/SDDS
preparations

April and Expert visits

December 2007

June 2005 STA ROSC Data Module

October 2002- MFD FSAP missions (joint with World

January 2003 Bank)

March 2001 STA Money and banking statistics

February 1999 MAE Monetary operations and liquidity

Forecasting

Resident Representative
None
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MALTA

I STATISTICAL ISSUES APPENDIX

(As of January 31, 2017)

I. Assessment of Data Adequacy for Surveillance

General: Data provision is adequate for surveillance purposes. Significant progress in improving
macroeconomic statistics has been made in close cooperation with the European Central Bank (ECB)
and Eurostat while upgrading statistical systems to meet the euro area standards. Most
macroeconomic statistics can now be accessed through Eurostat and Haver Analytics. The country has
subscribed to the SDDS since December 1, 2009, with the metadata posted on the IMF's Dissemination
Standards Bulletin Board.

National Accounts: Malta compiles its national accounts in accordance with the guidelines of ESA
2010 since October 2014. The effect of the conceptual differences from ESA 1995 on the
estimated level of GDP in 2010 was a relative small upward revision of 0.5 percent. Data on retail
and consumer prices, labor market indicators, and tourism arrivals are released monthly, usually
with a short lag. A harmonized index of consumer prices has been published since May 2004.
These data are available through Eurostat and Haver Analytics as well as via the Internet at the
Central Bank of Malta (CBM) and the National Statistical Office (NSO) websites. The NSO releases
quarterly national accounts data in current and constant prices with a lag of about two months,
annual nonfinancial sectoral accounts in current prices with a lag of about 10 months, and a
monthly index of industrial production with a lag of just over a month. However, national
accounts data have been subject to substantial revisions, often affecting several years. The
reasons for revisions include large statistical discrepancies (captured under changes in inventory
stocks), particularly on the first release and revisions of deflators. Furthermore, supply-side GDP
estimates by type of economic activity are only available at current prices and compilation of
volume measures is currently progressing. Volume estimates of expenditure GDP are obtained
using annual-chain linking with 2010 as the reference year. The monthly producer price index for
total industry has been published, but that for services sector is still under discussion. National
accounts imports and exports data are not disaggregated into goods and services. Annual
Financial balance sheets and transactions by sectors are published on the Eurostat website.
However, data on household savings are not available.

Price Statistics: Data on retail and consumer prices are released monthly, usually with a short lag. A
harmonized index of consumer prices has been published since May 2004. These data are available
through Eurostat and Haver Analytics and via the Internet at the Central Bank of Malta (CBM) and the
National Statistical Office (NSO) websites. The monthly producer price index for total industry has been
published, but that for services sector is still under discussion.

Government finance statistics: Fiscal statistics meet requirements, with quarterly accrual-based data
on general government operations compiled in accordance with the ESA2010 methodology and
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MALTA

disseminated with a one-quarter lag. The general government comprises data from the consolidated
fund of government adjusted to include other accounts of government, the accruals elements, and the
financial performance of the Extra Budgetary Units and of the Local Councils. The NSO also publishes
monthly statistics on the cash operations of the central government with a lag of one month, for which
the authorities plan to utilize the targeted timeliness flexibility option in light of additional time
required for the final month of the fiscal year.

Monetary and Financial Statistics: Monetary statistics are timely and of good quality. Since the entry
into the euro area in January 2008, monetary data for IMF statistical publications have been obtained
through a gateway arrangement with the ECB, thus reducing the reporting burden of the country.

Financial Sector Surveillance: Malta has reported Financial Soundness Indicators beginning from
2005 along with metadata, which are available on the IMF's website (http://fsi.imf.org).

External sector statistics: Summary data (merchandise trade, current account balance, and selected
financial account data) are released by the NSO on a quarterly basis with a lag of about three months.
More detailed BOP and IIP data are released quarterly, the latter with a lag sometimes of about one
year. Summary trade statistics are released monthly with a lag of about 40 days. The CBM publishes
the external debt templates in line with requirements of the SDDS, including both gross and net
external debt. In line with the European regulation, Malta has transitioned to BPM6 and has revised the
estimates back to 2008. In line with the BPM6 requirements, the new data include estimates for the
SPEs and other coverage improvements, affecting in particular the primary incomes and the financial
account (direct and portfolio investments), as well as position data (IIP). The BPM6 implementation and
data back casting entailed a series of data revisions recently.

II. Data Standards and Quality

The country has subscribed to the SDDS since A data ROSC was published in 2006.
December 1, 2009, with the metadata posted
on the IMF's Dissemination Standards Bulletin
Board.
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Malta: Table of Common Indicators Required for Surveillance
(As of January 31, 2017)

Memo Items:®

Date of latest| Date |Frequenc|Frequency | Frequenc . _
observation |received | vy of of yof | Data Quality — | Data Quality —
(For all dates Data’ | Reporting | Publicati | Methodologic | Accuracy and
in table 7 on’ al soundness® | reliability°
please use
format
dd/mm/yy)
Exchange Rates Current| Current D
International Reserve Assets and Dec 2016 Jan M M Q
Reserve Liabilities of the 2017
Monetary Authorities 1/
Central Bank Balance Sheet Dec 2016 Jan M M Q
2017
Consolidated Balance Sheet of Dec 2016 Jan M M Q
the Banking System 2017
Interest Rates 2/ Dec 2016 Jan M M M
2017
Consumer Price Index Dec 2016 Jan M M M| O,L0,0,0 |O,0,LO, L0, 0
2017
Revenue, Expenditure, Balance Sep 2016 Jan Q Q Q| O,LO,0,LO0 |0,0,0,L0,0
and Composition of Financing 3/ 2017
— General Government 4/
Revenue, Expenditure, Balance Nov 2016 Dec M M M
and Composition of Financing 2016
3/- Central Government
Stocks of General Government Sep 2016 Jan Q Q Q
and General Government- 2017
Guaranteed Debt 5/
External Current Account Sep 2016 Dec Q Q Q| O,LO, 0,0 LO, O, O, O,
Balance 2016 LNO
Exports and Imports of Goods Sep 2016 Dec Q Q Q
and Services 2016
GDP/GNP Sep 2016 Dec Q Q Q| O,LNO, O, LO | LO, O, LO, LO,
2016 LO
Gross External Debt Sep 2016 Dec Q Q Q
2016
International Investment Position Sep 2016 Dec Q Q A
6/ 2016
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Malta: Table of Common Indicators Required for Surveillance
(As of January 31, 2017) (Concluded)

1/ Any reserve assets that are pledged or otherwise encumbered should be specified separately. Also, data should comprise short-term liabilities linked to a
foreign currency but settled by other means as well as the notional values of financial derivatives to pay and to receive foreign currency, including those
linked to a foreign currency but settled by other means.

2/ Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

3/ Foreign, domestic bank, and domestic nonbank financing.

4/ The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state

and local governments.

5/ Including currency and maturity composition.

6/ Includes external gross financial asset and liability positions vis-a-vis nonresidents.

7/ Daily (D); weekly (W); monthly (M); quarterly (Q); annually (A); irregular (I); and not available (NA).

8/ These columns should only be included for countries for which Data ROSC (or a Substantive Update) has been published.

9/ This reflects the assessment provided in the data ROSC or the Substantive Update (published on August 2006, and based on the findings of the mission
that took place during June 22 — July 5, 2005) for the dataset corresponding to the variable in each row. The assessment indicates whether international stan
concerning concepts and definitions, scope, classification/sectorization, and basis for recording are fully observed (O); largely observed (LO);

largely not observed (LNO); not observed (NO); and not available (NA).

10/ Same as footnote 9, except referring to international standards concerning (respectively) source data, assessment of source data, statistical techniques,
assessment and validation of intermediate data and statistical outputs, and revision studies.

INTERNATIONAL MONETARY FUND 7




Statement by Carlo Cottarelli, Executive Director for Malta and Antonio Bassanetti,
Senior Advisor to the Executive Director
February 17, 2017

The authorities of Malta express their appreciation to the Fund staff for very constructive
consultations, based on open dialogue, mutual trust and careful consideration of each other’s
point of view. Pursuing such an approach over the years allowed the Fund to be considered
as a trusted advisor in Malta, as testified by the very high degree of implementation of the
policy recommendations made in previous Article IV consultations.

The authorities of Malta are in broad agreement with the thrust of the 2016 Article IV
Report, and would like to provide the following comments.

Macroeconomic outlook

As clearly described in the Report, over the last few years Malta has experienced strong
growth, low unemployment, contained inflation, and a buoyant external position. Such a
performance is neither the result of a post-crisis rebound — Malta weathered well both the
global financial crisis and the euro area sovereign crisis — nor of an unbalanced growth
model. Rather it reflects the continued strengthening of fundamentals through a proactive
approach to macroeconomic, structural, and financial policies. Beyond being beneficial per
se, the authorities’ policy strategy allowed the country to take full advantage also of the
improving external environment.

Since joining the euro in 2008, Malta has halved its per capita GDP gap with respect to both
the EU and the euro area average, with the latter gap closing from around 74 to 87 percent (in
purchasing power standards). Malta is thus a leading example of European integration. Going
forward, the authorities’ assessment of the outlook is broadly in line with that of the IMF
staff, though they see risks as being more balanced, rather than tilted to the downside.

Regarding external risks, Malta has already demonstrated its resilience in recent years,
despite the severe negative shocks that hit its regional context. Malta is well placed to
respond to future shocks by relying on an even stronger set of fundamentals, including and
increasingly attractive business environment, a well-diversified economy, and sounder public
finances. On the domestic side, there is broad consensus that the capacity to deliver on sound
policies and relevant structural reforms is a critical competitive advantage of the country, and
that — as proven by the recent performance — there is a premium in ‘staying ahead of the
curve’ when tackling potential vulnerabilities.

The Maltese authorities agree that the main challenge now facing Malta is consolidating the
recent achievements, which would then form the basis for further leveraging its development
prospects. This requires addressing the main bottlenecks in the country’s production
capacity: labor supply should rise faster, skill mismatches should be overcome, innovative



capability should be improved, and infrastructure should be strengthened — particularly in the
transport sector. The authorities are determined to pursue these objectives, while persevering
with a sound, balanced and cautious approach to macroeconomic policies.

Economic structure

All available estimates point to a sharp increase of Malta’s potential output growth since the
global financial crisis. It is now time to push for a further breakthrough in each single
component — labor, capital, productivity — in order to ensure continued progress.

Labor supply. Since 2010, the labor market participation in Malta has increased by around 7
percentage points, to 67.6 percent, mainly on the back of the steep positive trend in female
participation. The measures introduced in recent years — like free childcare for working
parents, tax deductions for the use of private child care centers, free early and after school
opening, and fiscal incentives for females returning to the labor market — have thus proven to
be very effective. Yet, both the remaining gap with the European average — though more than
halved in the last five years — and the labor shortages that are being experienced, point to the
need for further improvements in labor supply.

The authorities rank this among the highest priorities and are confident that many recent
measures undertaken on several fronts will deliver results in the coming years. Such
measures include, among others, the 2016 pension reform which provides incentives for
remaining active in the labor market beyond the statutory retirement age; the tapering of
some social benefits to stimulate the search for employment; the in-work benefit scheme to
help low-income working parents staying employed; the progressive reduction of personal
income tax spread over 2013-2015 and the raising of the tax-free income tax thresholds.

The Maltese authorities also recognize the need to enhance the quality of labor supply. The
goal is for educational attainments and vocational training to be better attuned to the rapidly
changing structure of the Maltese economy. Reflections are ongoing on ways to enhance both
teaching and learning, including through the recently concluded in-depth review of the
education system. Vocational training is also being pursued through the Youth Guarantee
Scheme — in place since a few years — and the educational grants for unemployed single
parents.

Capital stock. In recent years the capital stock has been boosted by the implementation of
some large projects, particularly in the energy sector (building of new gas plants, realization
of an interconnector with Sicily, among others). A substantial contribution came also from
strong government investment, which in turn benefitted from the authorities’ capacity to
ensure full absorption of the country’s entitlements to EU structural funds.



However, like in the case of the labor supply, the infrastructure development is not matching
the pace of a fast growing economy, particularly when it comes to the transport sector.
Tackling these bottlenecks inevitably takes some time. The very small dimension of the
island and its morphology add complexity to the issue. However, apart from substantial
infrastructural investments in major road arteries to ease traffic flows, the authorities have
increased substantially the subsidy contribution to the Public Transport operator, a measure
that has contributed to enhance the service leading to greater use. This year those turning 18
years old have been granted free entitlement to unlimited public transport use to get them
used to it before buying a private car, 18 being the legal driving age. There are also plans for
expansion of the Airport terminal by the private operator and the construction of a
breakwater to Valletta’s second harbor is being considered for financing under the EFSI
Junker Plan.

Productivity. The authorities are aware that there is significant room for improving
productivity. Besides the focus on the education and vocational systems, measures are being
taken to facilitate access to finance, particularly for SMEs, as a precondition to foster
investment and innovations; particular care is also taken to assist firms to internationalize and
to ensure continued improvements in the business environment. More specifically:

- As for SMEs: (i) the so-called Microinvest scheme — which proved very effective in
recent years by envisaging a tax rebate for investment activity — has been extended to
2020; (ii) in 2016 the B-Start scheme has been launched to support innovative start-
ups; (iii) since a couple of years, Malta Enterprise — the national development
corporation — is offering a microguarantee scheme for loans to SMEs; (iv) the recent
launch of the Credit Register will reduce asymmetries of information; (v) the
Development Bank should become operational this year with the objective of
facilitating access to credit for SMEs and financing infrastructure investments; (vi)
finally Trade Malta will provide support to SMEs in their internationalization efforts.

- As for the business environment, Malta Enterprise has recently overhauled the
procedures for setting up a business, thereby reducing the required days from 32 to
just 2 or 3 by filling out a short electronic form on an online portal following a two-
steps procedure. A similarly sharp decrease in the costs of setting up a business has
also been achieved (down to around €100 from more than €1,000). Self-employed
could start operations by following a simple and free one step procedure which can be
completed in one day. The time needed to open up the utilities accounts (electricity,
water, etc.) decreased by around 60 percent. For the coming years, Malta Enterprise is
working on further simplification of the procedures for both running and closing a
business.

- In order to favor a healthier corporate sector, the amendment to the Companies’ Act —
envisaging substantial modifications to the insolvency regime — is being discussed by
Parliament. Among the proposed changes, the new regime foresees a short period of



time — just four months — to complete the insolvency procedures (extendable to
twelve months only under exceptional circumstances). An out-of-court mediation
mechanism is also envisaged under specific circumstances. Finally, a “second
chance” principle would be introduced. These measures should contribute to a quick
repair of businesses’ balance sheets, thereby saving jobs and enhancing recovery
ratios.

- Asreported by staff, many measures have been adopted in recent years to improve
the judicial systems. Efficiency indicators are providing some encouraging evidence.
The average disposition time has decreased from 834 days in 2013 to 668 in 2015; at
the same time, the clearance rate has substantially increased and, by standing above
100 percent since a couple of years, allows the gradual reduction of the backlog.
Measures are also being considered to hasten contract enforcement by licensed credit
and financial institutions as this will help reducing their NPL levels.

Fiscal policy

The strengthening of fiscal accounts achieved in recent years has been notable. The primary
surplus improved and is estimated to have reached 1.5 percent of GDP in 2016. The overall
deficit is estimated to have declined to 0.7 percent of GDP, well below the original target,
and the public debt-to-GDP ratio fell from the peak of 69 percent in 2013 to an estimated 60
percent in 2016. Going forward, the authorities are determined to continue building fiscal
buffers. They plan reaching a surplus of 0.1 percent of GDP by 2019, corresponding to an
improvement of 1.5 percentage points in structural terms, thereby reaching the MTO of a
balanced budget as planned. This would imply a further sharp decrease of the debt ratio, to
close to 55 percent of GDP.

The authorities take note that — in the absence of a full specification of measures — staff
projects a slower adjustment pace. At the same time, they would like to reiterate the
credibility of their commitment — won by delivering on the sizeable adjustment of recent
years — and would recall the strong and broad political support for further enhancing fiscal
fundamentals. Their intention is to continue intervening on both sides of the budget, in the
context of prudent revenue projections.

On the revenue side, and as reported by staff, the authorities have been adopting measures to
improve the efficiency of revenue administration. On the expenditure side, they will further
pursue expenditure control and rationalization, relying — among other things — on the
evidence provided by the in-depth spending reviews conducted in the last three years in the
critical areas of social benefits, health, and education.

The authorities agree with staff’s suggestion to restrain current spending growth. This said,
Malta’s current expenditure as a ratio to GDP decreased from 38.4 to 37.1 percent in the last



three years and is significantly lower than the average for the euro area (44.4 percent). As for
the risk of spending overruns, in recent years expenditure in priority areas such as health and
education was adjusted only in so far as revenues exceeded expectations. In any case, the
authorities agree on the need to exercise restraint.

Aging-related pressures are also on their radar screen. The pension reform adopted in 2016 —
inspired by the principle of enhancing both adequacy and sustainability — aimed at balancing
contributions and benefits through a number of initiatives, mainly through an increase in the
contributory period from 40 to 41 years for persons born after 1968, and including an
increase in minimum pensions, as well as measures and incentives to delay retirement and
increase voluntary savings. The envisaged 5-year monitoring of the results will allow a
calibration of the system, if needed, with a view to maintain a stable proportion between the
contribution periods and the periods of time during which it is expected that the pension will
be paid.

Financial system

As reported by staff, the Maltese financial system is strongly capitalized, highly liquid,
profitable, well supervised, and represents one of the points of strength of Malta’s economy.
These features apply to all the segments of the system, including the core domestic banks,
which have the strongest linkages to the domestic economy. The authorities are traditionally
taking a proactive approach to further strengthen resilience.

While on a decreasing trend — which is expected to continue on the back of improved credit-
worthiness of both NFCs and households — NPLs of core domestic banks (5.6 percent as at
September 2016, down from the peak of 9.0 percent in 2013) continue to be closely
monitored. The authorities believe that — besides the continued increase of provisions and the
significant collateral coverage — building up further buffers is warranted. Thus, they (i)
suggest restraint in dividend distribution; (ii) introduced the Other Systemically Important
Institutions capital buffers to preserve a strong capital position in the most systemically
important banks for the domestic economy; (iii) launched the Countercyclical Capital Buffer
to be activated in case of excessive credit growth; and (iv) proposed a change in Banking
Rule 9 aimed at establishing concrete plans for banks with NPLs higher than 6 percent to
reduce such stock over a 5 year period (in case of failure to deliver on the plans, banks will
be required to accumulate additional reserves).

The staff Report points to the high exposure of the banking sector to the real estate industry,
which is somehow a structural feature of the Maltese system given the small dimension of
the country and the prevailing social and cultural preferences. Bank lending to other sectors
is constrained by the extent of foreign direct investment, particularly in manufacturing, where
reliance on domestic bank financing is more limited. Furthermore, the shift of the economy
towards services, which is less capital intensive, tends to magnify the share of real estate



lending. Given the very high home ownership culture, banks’ exposure to the real estate
sector is mostly through retail mortgages, where the NPL performance is quite positive.
Lending to developers is much more guarded and restrained.

Relatedly, the authorities agree with staff that currently there are no misalignments in
property prices. Concerning household debt, the authorities would take a more nuanced view
compared to staff, as most of the rise of the debt as a ratio of disposable income occurred
prior to 2009-10, with the ratio being broadly stable ever since (as shown also by the chart in
the main Report and in the SIP). In other words, in the last six years, mortgage growth has
been broadly in line with growth in household disposable income. Furthermore, some
mitigating factors further reduce risks, as acknowledged also by staff, such as the sizeable
households’ financial wealth and their very low default rate. Also, while mortgage loans are
concentrated in a small fraction of highly exposed households, the latter mostly belong to
younger cohorts, with a relatively high level of education and — thus — favorable perspectives
in terms of disposable income. In any case, the authorities are monitoring the situation
closely — for example by enhancing data collection on banks’ exposure to the real estate
sector and on credit standards (which remain prudent with low loan-to-value and debt-
servicing-to-income ratios), or by running stress tests assuming sharp drops in housing prices
(in the order of 20 to 30 percent). They stand ready to intervene through macro-prudential
measures, if needed. In this respect, the European Systemic Risk Board has recently
concluded that no further measures are currently needed in Malta.





