
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Summary 
 
Malta’s remarkable economic dynamism in the second half of the 1980's and 1990's 
was interrupted in 2001 as a result of both internal and external factors. Since then, 
Malta seems to have been unable to engineer a sustainable recovery, in the process 
losing ground vis-à-vis other Member States. However, Malta has all the credentials 
to unleash its long-term growth potential – provided that appropriate action is taken 
to address the factors that hinder economic growth. This necessitates pursuing 
further fiscal consolidation while implementing comprehensive structural reforms. In 
particular, this calls for reforms aimed at raising employment, improving labour 
productivity by enhancing human capital, fostering business innovation and 
improving the business environment. 
  

 
 
Introduction 
Following a period of strong economic expansion, the performance of the Maltese 
economy has languished since 2001. Real GDP growth averaged around 4½% 
during the second half of the 1990s, outperforming the average of the 10 recently 
acceded Member States (RAMS), including Cyprus, the most comparable Member 
State, which posted an average growth rate of 3¾% in the same period. In contrast, 
Malta’s economic growth stagnated between 2001 and 2005, with a more 
pronounced slowdown than the EU average, suggesting weakening resilience of the 
Maltese economy (see Chart 1). Concurrently, the convergence with the average 
EU living standards, which was becoming evident by end of the 1990's, was 
reversed. GDP per head in purchasing power standards (PPS) dropped by around 8 
percentage points from 78½% of the EU average in 2000 to 70½% in 2005.  
 
The purpose of this Country Focus is to analyse the factors behind the change in 
fortunes of the Maltese economy. Evidence discussed here indicates that sluggish 
growth cannot be pinned only to cyclical factors, but relates to a complex 
combination of policy and structural shortcomings, which warrant an in-depth 
analysis. In order to shed light on the determinants of the poor growth performance 
of the Maltese economy in recent years, we first look at the main macroeconomic 
developments. Secondly, we trace back the policy context in which this performance 
took place by focusing on the economic developments and policy changes that have 
happened since the 1990s, as well as on their possible future implications. Next, we 
assess the determinants of the growth predicament by looking at developments in 
both the demand and supply side. Finally, we conclude that for Malta to return as a 
frontrunner in the growth race, the former reliance on demand policies should give 
way to supply-side reforms. 
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Chart 1: Real GDP growth (y-o-y % change) 
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The small size and openness of the Maltese economy poses a number of policy 
challenges. It has been documented (see for example Rodrik, 1998) that small open 
economies exhibit greater output volatility which has empirically been shown to have 
adverse effects on economic growth. Since small and open economies are typically 
less well diversified, both in terms of products exported and in terms of export 
markets, they are more affected by external shocks. Specifically, size and openness 
increases small economies’ vulnerability to terms-of-trade shocks. In this context, 
the effectiveness of macroeconomic policy in stabilising the economy is limited. In a 
setting whereby monetary policy is determined by a fixed exchange rate regime as a 
way to achieve price stability, the scope for autonomous fiscal policy is reduced. 
Pursuing consolidation and adopting a counter-cyclical fiscal policy would allow the 
automatic stabilisers to dampen the impact of external shocks. 
 
 
 

Economic reform and economic performance in the 1990s 
The higher pace of economic activity during the 1990s can be traced to a change in 
the policy orientation which, together with a favourable international environment, 
accelerated Malta’s catching-up process. A broad programme of structural 
adjustment was initiated including price deregulation, privatisation, and financial and 
trade liberalisation. These market-oriented policies encouraged greater private 
sector involvement and unleashed a new entrepreneurial spirit reinforcing emerging 
trends in the structure of output towards more service activities (IMF, 1994).  
 
Throughout the 1990s, the drivers of GDP growth alternated between domestic and 
external demand. In the first half of the decade, growth was predominantly 
sustained by domestic demand, mainly through high government spending and 
investment by public enterprises. In 1997 and 1998, the government’s commitment 
to reduce the fiscal deficit brought down domestic demand, which was offset by the 
turnaround in the contribution of external demand to growth. This pattern was 
reversed again in the subsequent two years with economic growth driven again by 
domestic demand. Overall, private consumption was the highest contributor to GDP 
growth in the second half of the 1990's. Job creation remained positive throughout 
the 1990s, albeit at a gradually declining rate. From an average of 1.5% in the first 
half of the 1990s, employment growth decelerated to 0.8% in the second half. In 
response, the unemployment rate increased in the corresponding 5-year intervals 
from an average of 5% to 6.4%.  
 
Fiscal policy underwent a substantial re-orientation during the 1990s. Tax reforms 
fundamentally transformed the direct and indirect tax systems, and a progressive 
shift towards broad-based consumption taxes was implemented. The reform in 
direct taxes comprised a large reduction of the top marginal income tax rate, from 
65% to 35%, the possibility of a separate tax assessment for married working 
women, an increase in the rate of employers' social security contributions, higher tax 
exemptions for interest income, and the introduction of a capital gains tax. The most 
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important change in indirect taxation occurred in 1995 with the introduction of value 
added tax (VAT) which replaced a range of other indirect taxes including customs 
and excise duties and other consumption levies (Central Bank of Malta, various). 
While the tax reform brought a considerable amount of previously unrecorded 
economic activity into the formal economy, the outcome was not entirely successful 
as it appears that unreported activity persists. Furthermore, a policy reversal in VAT 
– which was withdrawn in 1997 and re-introduced in 1999 – generated substantial 
revenue losses.  
 
The fiscal position deteriorated markedly during most of the 1990s. Public 
expenditure increased sharply partly owing to higher investment spending, as the 
government embarked on a series of long overdue infrastructure projects. However, 
the highest increases were due to current expenditure reflecting growing subsidies 
to loss-making public enterprises, rising welfare benefits and pensions and a higher 
public sector wage bill. On the other hand, revenue growth lagged behind owing 
both to policy reversals which took place in a span of three years and as a result of 
political uncertainty (IMF, 1999). By 1998, the general government deficit stood at 
around 9¾% of GDP. Despite various attempts at consolidation, the reduction of the 
fiscal deficit was not durable. Although the expansionary fiscal policy contributed to 
growth, it gave rise to significant imbalances, chiefly persistent public deficit and 
public debt accumulation that later exacerbated structural weakness and contributed 
to persistent sluggish growth. 
 

Table 1: Key features of the Maltese economy 

  2001 2002 2003 2004 2005 

Population ('000) 393 396 399 401 404 
GDP per capita in PPS relative to EU25 74,6 75,6 73,7 70,3 70,4 
Employment growth (%) 1,8 0,6 1,0 -0,8 1,5 
Unemployment rate (% of labour force) 7,6 7,5 7,6 7,4 7,3 
HICP inflation (%) 2,5 2,6 1,9 2,7 2,5 
Total expenditure (% of GDP) 42,8 43,5 48,6 47,7 47,7 
Total revenue (% of GDP) 36,5 38,0 38,6 42,6 44,2 
Current account balance (% of GDP) -4,2 1,3 -5,0 -7,5 -11,0 

Source: Commission services 
 
 
2001: more than an external shock 
At the turn of the century, adverse external shocks hit the electronics industry and 
tourism – two important economic activities for Malta - particularly strong. The first 
was the slowdown of the global semi-conductors industry in the aftermath of the 
bursting of the technology bubble in 2000. On top of this, the geopolitical tensions in 
the Middle East and their impact on world travel depressed the tourist industry. The 
subdued economic expansion since 2001 has consequently been supported entirely 
by domestic consumption. Average real private expenditure growth was at around 
1% between 2001 and 2005, much below historical trends, as consumers struggled 
with lower disposable income caused by higher taxes and weak labour market 
conditions. Real government consumption expenditure grew at an average rate of 
around 2% reflecting the structural downward rigidities of public service wages and 
social expenditure. However, investment growth was negative in the same period, 
notwithstanding the substantial public investment programme. Net exports, 
meanwhile, displayed a weak point in the economy. A decline in exports in the main 
sectors – electronics and tourism – was almost completely offset by a similar decline 
in imports. 
 
Employment growth averaged 0.8% between 2001 and 20051, while the 
unemployment rate increased to 7.5%. The rise in unemployment would have been 
more substantial had a large part of the growing working age population not moved 
into inactivity over the years. The pattern of employment shifted away from the 
public to the private sector. Government employment declined by some one-tenth 
over the last ten years but was more than compensated by private sector 
employment. To a large extent, the weakening labour market outcomes are a legacy 
of the rapid wage growth which occurred in the first half of the 1990s.This has been 
particularly the case at the low-end of the wage scale, where unemployment is most 
pronounced. The erosion of the wage advantage which Malta enjoyed for a number 

Highlights in 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
External shocks in 
2001 adversely 
effected economic 
growth… 
 



ECFIN Country Focus  Volume III, Issue 14 Page 4 

of years and the new competition from low-wage countries led enterprises, 
particularly those in manufacturing, to shed labour and in extreme cases close 
down. This, coupled with a lack of necessary skills among those made redundant, 
has led to higher unemployment in recent years. 
 

Chart 2: General government deficit and debt 
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Source: Commission services 
 
By 2001, general government expenditure had reached around 43¾% of GDP, 
while total revenues stood at 36½% of GDP. Although some improvement was 
registered in 2002 (see Chart 2), the budgetary deficit widened markedly to 10% of 
GDP1 in the following year. With the prospect of EU membership a reality, a fresh 
effort was launched to put public finances on a sustainable path. As with the 
majority of the RAMS, Malta’s general government deficit exceeded the 3% of GDP 
reference value and was consequently placed in excessive deficit. In 2004 and 
2005, the fiscal deficit was brought down to 5% of GDP and to 3¼% of GDP, 
respectively. The deterioration in the deficit was reflected in higher general 
government debt which increased substantially from around 61¼% of GDP in 2001 
to slightly below 75% of GDP in 2004, but declined to 74¼% of GDP in 2005. 
 
 

Determinants of slow growth and diagnoses of challenges 
 
Demand-side factors 
External demand suffered as a consequence of unfavourable cyclical developments 
at the international level. The openness and small size of the Maltese economy 
inevitably imply a high degree of dependence on international trade. Deprived of 
natural resources, Malta imports almost all its needs. Likewise, the small domestic 
market represents a constraint on the viability of most operations, making exports a 
requisite. As a result, the Maltese economy is vulnerable to the vagaries of global 
economic developments, while its small size hinders diversification and hence gives 
rise to a few dominating economic sectors. Indeed, the causes of the deterioration in 
exports since 2001 can be traced mainly to tourism and manufacturing, particularly 
the electronics industry. The fall-off in tourism coincided with the geopolitical 
uncertainties triggered by the September 11 events and the cyclical downturn in the 
EU economy. Tourism accounts for around a quarter of GDP and is notoriously 
sensitive to geopolitical uncertainty. The number of tourists visiting Malta declined 
between 2001 and 2003, although figures improved somewhat in the subsequent 
two years. Still, visitors to Malta are around 4% less than those in 2000, while per 
capita expenditure by tourist declined in 2004 and 2005. Perhaps more critical is the 
dominance of manufacturing by a single operator in the electronics sector which 
accounts for more than half of industry’s total output and exports. The adverse 
external shocks in response to the bursting of the technology bubble in 2000 took 
their toll on export performance.  
 
Weak domestic demand has also been a result of soft labour market conditions and 
insufficient growth in disposable income. As discussed earlier, employment growth 
between 2001 and 2005 was on average slightly more than half that recorded at the 
beginning of the 1990s. In addition, throughout the seven years to 2005 the tax 
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burden increased by around 10 percentage points and in 2005 stood at 35¼% of 
GDP. The higher tax burden weighed on disposable income and, as a consequence, 
private consumption expenditure suffered. The changes in taxes may have also 
produced important labour supply effects which have implications on economic 
growth as discussed below. 
 
Supply-side factors and competitiveness 
Whilst acknowledging the role of demand deficiency as a factor contributing to weak 
economic growth, it is increasingly evident that longstanding domestic structural 
weaknesses have progressively led to a deterioration of Malta’s competitiveness 
(IMF, 2005). This underlying trend became evident around the year 2001. The faster 
pace of world trade liberalisation coupled with huge economic transformations 
steepened the competition from emerging economies. Boasting lower labour costs 
and a more abundant workforce, these new players in global trade are proving to be 
a challenge to Malta’s traditional sectors. Malta is finding it particularly difficult to 
compete in markets where success depends on offering cheap prices. 
 
The structure of manufacturing is characterised by an unbalanced distribution of 
sectors with an overrepresentation of high-tech – explained by the dominance of a 
single electronics firm – which dwarfs the other sectors. Although the presence of 
high-tech activities is in itself commendable, the over-reliance on one sector 
presents a challenge as it exposes the economy to sharp fluctuations. This is even 
more the case given that low-tech industries account for around 30% of industry 
output and 15% of exports. Such mature sectors are characterised by low 
productivity gains and a moderate growth in external demand. The wearing apparel 
and clothing sector is a case in point. Considered to be a bulwark of manufacturing 
in Malta for a number of years, this labour-intensive industry has been shrinking and 
today employs around one-third of the numbers it did ten years back, while exports 
have fallen by around 60%. Despite making inroads in attracting high value-added 
activities such as pharmaceuticals, more effort is needed to rebalance the structure 
of industry from traditional labour-intensive low value-added production to medium 
and high value added activities. This will necessitate stepping up the quality of 
human capital which, despite improvements along the years, remains weak and 
trails behind those of other countries. A similar situation has developed in tourism. In 
reaction to competitive pressures exerted from emerging tourist destinations, the 
industry has been characterised by a ‘race-to-the-bottom’ whereby higher-star hotels 
undercut room prices to attract visitors, in the process piling up additional 
competitive pressures on the low-star hotels. As a consequence, the latter’s 
profitability has declined and many have been forced to close down. 
 
Evidence of the competitiveness predicament is the emergence, from 2001 
onwards, of a real exchange rate appreciation. Between 2001 and 2004, the real 
exchange rate consistently appreciated, by around 9%, against a group of 34 
industrial countries, with some improvements recorded in 2005 (see Chart 3). This 
points to unfavourable developments in unit labour costs, which may be critical 
since, as price-takers, firms operating in Malta would see their margins squeezed if 
unit labour costs increase. Dissecting the two components of unit labour costs, it 
becomes evident that while nominal wage growth has generally decelerated 
between 2001 and 2005, productivity has contracted. This situation may pose some 
risks as a reversal in wage developments will give rise to further losses in external 
competitiveness leading to further disappointing growth, while convergence with the 
EU25 will remain elusive. 
 
It follows that, while the present climate of wage moderation should be sustained, 
further consideration should be given to ensure that a closer link between wages 
and productivity becomes a feature in the wage-settlement process. Moreover, a 
further intensification of structural reforms is needed to boost productivity and raise 
Malta’s potential growth. Specifically, this calls for reforms aimed at enhancing 
human capital and raising labour market participation as well as those that foster 
business innovation and improve the business environment.  
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Chart 3: Developments in Malta's external competitiveness 
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Conclusion and policy challenges 
After a long period of sustained economic expansion, GDP growth in Malta 
languished since 2001, as a consequence of external shocks as well as 
longstanding domestic weaknesses. Although the small size and high degree of 
openness amplify the vulnerability of the Maltese economy to external shocks, 
reinvigorating long-term growth potential that fosters convergence with the EU25 
could be achieved by addressing a number of policy challenges, including: 
 
Sound public finances 
The progress made by Malta in the past two years in reducing the general 
government deficit needs to be pursued further in the coming years. Success in 
achieving lasting fiscal consolidation depends on the implementation of structural 
expenditure reforms which are a requisite for a durable unwinding of the budgetary 
imbalance and further reduction in the general government debt. As noted in the 
Council Opinion to the update convergence programme 2005-20082, provided that 
this is achieved, Malta is well placed to address its budgetary challenges in the 
medium-term. However, further positive steps are needed to ensure the long-term 
sustainability of public finances. In particular, the benefits that would accrue from the 
announced first stage of the pension reform would be higher if complemented by 
similar action in the healthcare system. Apart from the growth-enhancing benefits 
that sound public finances should impart, unleashing Malta’s growth potential 
necessitates further structural reforms. 
  
Enhancing human capital 
 Despite improvements along the years the quality of human capital, remains weak 
and trails behind those of other countries. Key human capital indicators bear this 
out. For example, educational attainment (the proportion of those aged 20 to 24 
having completed at least upper secondary education) stands at only 45%, which is 
the lowest among the EU25. Notwithstanding progress in recent years, Malta suffers 
from a high rate of early school leavers which in 2005 amounted to 44½%, while the 
proportion of students enrolled in upper secondary vocational training is less than 
half the EU25 average. Perhaps more importantly, attracting medium to high-tech 
activities requires better outcomes in tertiary education – specifically, more science 
and technology graduates. These below-average outcomes do not result from a lack 
of spending on human capital, which compares favourably with the EU25, but seem 
to be related to inefficiencies in the education system. In addition to strengthening 
labour productivity, enhancing human capital will ensure that those becoming 
redundant are able to move quickly to a new job and will facilitate the shift to a 
higher value-added productive structure.  
 
Reforming the labour market 
Malta’s labour market is characterised by a relatively low employment rate which, at 
54% of the working age population, is below the average for the EU25 and far from 
the 70% Lisbon target to be achieved by 2010. This underperformance stems from a 
low participation rate among women which stands at around 33% and those within 
the 55-64 age bracket which stands at around 31%. Specifically, as noted in the 
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2006 Annual Progress Report on the Lisbon Strategy by the European Commission, 
taxes on labour and the interaction between the tax and benefit systems can have a 
determining role in attracting more women into the labour market. Evidence shows 
that the higher the household’s earnings, the lower the financial incentive for a 
married woman to take up a full-time job. This may be at odds with the need to 
attract higher value-added production since typically jobs in such activities require 
superior skills which pay higher wages. As higher wages face higher average taxes, 
the labour supply decisions of an important section of married women are being 
distorted. Similarly, the average tax rates for a married woman with two children in a 
full-time job are higher than those faced by a single individual earning the same 
salary. Although a number of initiatives have been taken throughout the years to 
raise female participation, further efforts aimed at removing impediments to female 
employment, with specific focus directed at mothers, would go a long way towards 
improving the performance of the labour market.  
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1 In line with the domestic-oriented composition of growth between 2001 and 2005, 
employment was created mainly in some sheltered sectors (i.e. real estate, wholesale and 
retail and education) which in 2005 accounted for some 56% of total value added. The 
relatively strong pace of employment growth during this period compared to the weaker 
economic activity remains puzzling. 
2 Largely owing to a one-off deficit increasing operation amounting to 3.2% of GDP connected 
with the debt restructuring of the shipyards. 
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