e

(2

Malta:

Update of Convergence Programme
2006 - 2009

Ministry of Finance
December 2006
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Introduction

This document presents an Update of Malta's Convergence Programme. This Update was prepared in line
with the* Specifications on theimplementation of the Stability and Growth Pact and Guidelineson theformat
and content of the Stability and Convergence Programmes’, endorsed by the ECOFIN Council on the 11
October 2005. This Code of Conduct takes into consideration the report endorsed by the European Council
on 22 March 2005 entitled ‘ Improving the implementation of the Stability and Growth Pact’ and the Council
Regulations amending Regulations No. 1466/97 and No. 1467/97.

Thisupdate was compiled by the Ministry of Finance, with important contributionsfrom variousMinistries, as
well as the Central Bank of Malta and the National Statistics Office. This document encompasses the
following seven sections. Chapter 1 presents Government’s objectivesfor macroeconomic policy and monetary
and exchange rate policy; Chapter 2 outlines the medium-term projections of the main macroeconomic
variables; Chapter 3 reviews Malta’'s medium-term objectives, fiscal policy and the medium-term fiscal
projections and debt developments; Chapter 4 contains a number of sensitivity analysis of the budgetary
projections and an analysis of the divergences between the current forecasts and the forecasts presented in
the December 2005 Update of the Convergence Programme; Chapter 5 analysesthe quality of public finances
and reviewsthe main measuresinherent in the Budget for 2007 which demonstrate how fiscal targetswill be
achieved; in addition the integration between the Convergence Programme and the National Reform
Programmeisoutlined; Chapter 6 deal swith the sustainability of public finances, including long-term budgetary
prospects and the implications of ageing populations; and in conclusion Chapter 7 presents the ingtitutional
features of public finances.
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1. Overall Policy Framework and Objectives

1.1 Main Macroeconomic Policy Objectives

Government’svision for Mataremainsthat of adynamic, high value-added economy founded on competence,
skills and excellence and capable of sustaining a high standard of living for its people. In this context,
Government’smain macroeconomic policy objectives continueto be thefollowing:

J The achievement of sustainable economic growth and a high and stable level of employment;
. Continue to strengthen the public finance situation so asto secure asustainablefiscal position;
J Ensuring stability in the external sector.

The attainment of a stable and sound macroeconomic environment is necessary for achieving sustainable
economic growth and employment creation. Thus, afiscal policy which aims to secure a sustainable fiscal
position, in line with the Stability and Growth Pact, continues to constitute a key element in Government’s
economic policy agenda. The latest fiscal projections confirm that the deficit is expected to fall below 3 per
cent of GDPin 2006, whil st the debt-to-GDPratio is expected to continue on adownward trend. Government’s
medium-term fiscal targets aim to achieve further reductions in the fiscal deficit and this will be achieved
mainly through expenditure restraint measures.

Government remains committed to reach abalanced structural budget. Thiswill not be achieved in 2008 as
projected in last year’s Update of the Convergence Programme, due to higher capital expenditure in 2008
compared to the levels projected in the December 2005 Programme and a higher than expected structural
deficit in 2006. Instead, a structural deficit of 0.4 per cent of GDP is now projected for 2009. Thereafter,
Government remains committed to reduce further the structural deficit by at least 0.5 percentage points of
GDPannualy until Malta sMTO, as set out in the December 2005 Update of the Convergence Programme,
is achieved. Such an achievement will take place outside the Programme period.

Government is committed to the fiscal targets presented in this Programme and stands ready to introduce
additional corrective measures, should this be warranted by unforeseen circumstances which affect these
targets.

The long-term sustainability of public finances is another key aspect of Government’s fiscal policy. In the
area of pensions, an important step was taken with the publication of the Pensions reform Bill which is
currently inthefinal stages of the legislative process. This constitutes an important step to ensure the long-
term sustainability of the public pension systemin Malta.

Besides a sustainable fiscal position, another important requisite for macroeconomic stability isachieving a
low and stable level of inflation. Recently, the inflation rate has been following an increasing trend, being
significantly affected by the relatively high international oil prices. It is expected that the contribution of
energy related components on the domestic inflation rate should subside by the end of 2006 and the inflation
rateis projected to declinein 2007. Government is closely monitoring inflationary developmentsand istaking
measures to ensure that imperfect competition in specific markets, reflecting the small size of the domestic
market, isnot resulting in pricerigiditiesor in unjustified priceincreases. Government al so recognisesthat in
order to avoid undue inflationary pressures, it isimportant that wage increases correspond to increases in
productivity.

A sound fiscal situation together with arelatively low inflation rate entail stability inthe external sector. This
remainsapriority for the Maltese Government, especially in view of Malta sparticipationin ERMI1 and the
Maltese authorities' intention for Maltato adopt the euro on 1 January 2008.
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Withinthe context of thefiscal consolidation programme underway, Government isusing thefiscal policy tool
in order to spur long-term economic growth. In particular, as outlined in the Budget Speech for 2007,
Government’sfiscal policy aimsto continue to ensure the necessary investment, particularly ininfrastructure
and education, also through the effective and efficient absorption of EU funds. Furthermore, specific measures
have been announced which aim to improve the incentive to work, in order to encourage an increase in
employment rates, inlinewith the Lisbon agenda. Thusfiscal policy isbeing used to improvethe supply side
of the economy, so asto address certain constrai nts which were hampering the attainment of further economic
growth. These measures should result in higher potential growth of the domestic economy and thusfacilitate
real convergence with EU average levels.

The investment in the infrastructure as well as the efforts to improve the education and skills levels of
Malta's human resources are in line with the policy to shift the economy to high value-added sectors. It is
considered that thisisimperative in the context of the increasingly globalised and competitive international
environment in which the small and highly open domestic economy is operating. Such ashift towards higher
value-added economic activitiesis particularly evident in the manufacturing industry aswell asinthe emergence
and development of serviceactivities, including financial servicesand thoserelated to information technol ogy.
At the sametime, Government remains committed to support the devel opment of traditional sectors, particularly
the tourism industry, whilst recognising that improving their competitive position is also essential. In this
context, Government iscommitting significant outlays, including EU funds, in order to improvethe domestic
tourism product.

Thehigh degree of opennessin the domestic economy impliesthat asustained increasein prosperity can only
be acquired through export-led growth. Furthermore, theincreasingly competitiveinternational environment
requiresflexibility so that economies can adapt quickly to emerging changes. Within this context, structural
reformsto instil greater efficiency and to improve competitiveness are of utmost importance. Government
remains committed to increase the efficiency of the public sector, whilst focusing on its role as a regulator
rather than asan operator in the economy. Furthermore, measures are being implemented to nurture competitive
forcesin domestic markets, to improve the business environment, to support small enterprisesand to encourage
research and innovation.

Government believesthat social cohesion should remain an important goal in itseconomic and fiscal policy.
There should be equal opportunities, sothat thereisafair contribution and afair benefit from economic gains.
In this regard, Government considers that education is a key aspect to ensure employment and hence to
achieve social cohesion and avoid poverty. Over the years an extensive welfare system has been devel oped,
which ensures that there is an adequate social safety net. The welfare system must ensure equity, adequacy
and sustainability of the benefits provided. Furthermore, abuse of social benefits should be curbed whilst the
welfare system, and particularly its interaction with the taxation systems, should not act asadisincentiveto
work.

Theimprovement of the environment isanother key priority of the Government. Thiswill not only contribute
toimprovethe quality of lifein Maltabut also support economic activities, in particular the tourism industry.
To thiseffect, significant funds, particularly EU funds, are being earmarked for environment projects.

1.2 Monetary and Exchange Rate Policy

The Central Bank of Malta is responsible for the conduct of monetary policy in Malta with the primary
objective of maintaining price stability. In turn, exchange rate policy is the shared responsibility of the
Government and the Bank. Sincethe entry of the Malteselirainto ERM 11, on 2 May 2005, the central parity
rate has been unilaterally maintained constant at MLT/EUR 0.429300, the closing rate prevailing on the
previous trading day. This decision was taken to safeguard the net gains of a fixed exchange rate regime
which the country has benefited from in the past.
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The Bank sets official interest rates at alevel considered to provide the necessary support for the fixed euro
exchange rate peg, broadly mirroring the policy stance in the Euro Area, together with a premium. Each
month, the Bank assuresthe underlying trend in the official foreign reservesand their likely future devel opments
to ensure that domestic financial conditions are conducive to the successful participation in ERM |1 of the
Malteselira.

In 2006 the Bank raised the central intervention rate by 25 basis pointsin May and by afurther 25 basis points
in October, bringing the benchmark official interest rate to a level of 3.75 per cent. These decisions were
consequent to the narrowing of the interest rate differential in favour of the Maltese lira assets amid the
tightening stance adopted by the European Central Bank. The Bank also noted an underlying downward
trend in external reserves against a background of a further deterioration in the current account deficit and
relatively high energy-induced inflation.

The monetary policy tightening process proved to be smooth, with financial markets reacting positively.
Successful conduct of monetary policy, in conjunction with structural reforms and the fiscal consolidation
under way, should enable the country to satisfy all the Maastricht criteria and adopt the euro on 1 January
2008, in line with the Maltese authorities' intention. The adoption of the single currency will allow Maltato
benefit fully from its membership in the European Union.
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2. Economic Outlook

2.1 The Medium-Term Scenario

Economic growth over the forecast period is expected at a rate of around 3.0 per cent in real terms. The
main driver of economic growth over the period isexpected to be the domestic side of the economy, primarily
through investment growth and private consumption expenditure. Whilst in the short term, the external balance
of goods and services is expected to contribute negatively to GDP growth, it will turn positive over the
medium term. Table 2.1 presents the main macroeconomic indicators for the years 2004-2009. The figures
for 2004 and 2005 have been published by the National Statistics Office (NSO)?, whilst figures from 2006
onwards are forecasts. The macroeconomic forecasts take into account the latest available data and are
being provided in Tables 1a, 1b, 1c, and 1d of the Statistical Appendix.

The Maltese economy is estimated to grow by 2.9 per cent in real terms during 2006. It is expected that
domestic demand remainsamajor contributor to economic growth. In fact, the domestic side of the economy
will continueto exhibit apositive contribution to GDP growth during the forecast period. In 2006, asignificant
increase in import growth is expected particularly asaresult of high investment growth aswell as sustained
growth in private consumption expenditure. Thisis expected to outweigh the modest increase forecasted for
exports of goods and services, and thus the external sector is expected to contribute negatively to GDP
growth. Thisnegativeinfluence from the external sector isexpected to decline but continuein 2007, however,
in 2008 and 2009 it is projected that the external sector will start to contribute positively to GDP growth. Real
GDPisexpected to grow by 3.0 per centin 2007, and by 3.1 per cent in 2008 and 2009. The projected growth
rates of GDP together with a detailed breakdown of the various expenditure aggregates are illustrated in
Chart 2.1.

Main Macroeconomic Indicators

Table 2.1
2004 2005 2006® 2007 2008 2009
GDP at constant (2000) prices (Lm million) 1,703.5 1,741.0 1,791.2 1,8452 1,903.1 1,961.5
GDP at current market prices (Lm million) 1,861.3 1,941.1 2,070.3 2,195.5 12,3285 2,471.7
GDP growth at constant (2000) prices (%) — 2.2 2.9 3.0 3.1 3.1
Expenditure Components of GDP
at constant (2000) prices (% change)
Private final consumption expenditure® 1.1 2.8 2.6 2.7 2.8 2.7
General government final consumption
expenditure 14 0.6 0.4 0.2 0.3 0.5
Gross fixed capital formation 0.8 7.4 10.3 6.8 0.8 1.3
Exports of goods and services 4.1 -6.2 1.9 2.3 4.1 4.6
Imports of goods and services 4.3 -1.8 4.5 2.4 2.6 3.2
Inflation rate (%) 2.7 2.5 3.1 2.2 2.1 2.0
Employment growth (%) -0.8 15 0.9 11 0.9 0.9
Unemployment rate (%) 7.4 7.3 7.0 6.5 6.4 6.2
Labour productivity (% change) 0.8 0.7 2.0 1.9 2.2 2.2
External Goods and Services Balance
(% of GDP) -6.1 -10.1 -12.1 -11.3 -9.2 -7.1

@ Forecasts from 2006 onwards
@ Includes NPISH final consumption expenditure
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Chart 2.1
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2.1.1 Assumptions for Projections

The forecasts presented in this section and the different sensitivity scenarios presented in this document
were estimated using econometric techniques and anal ytical methods. Thefollowing are the main assumptions
used in obtaining the base forecasts for 2006-2009.

o Economic activity in Malta'smain trading partnersis expected to improve by 2.3 per cent and 1.9 per
cent in 2006 and in 2007 respectively, and by 2.1 per cent in 2008 and 2009. World prices, based on producer
price indices of the Euro Area, are assumed to rise by 1.6 per cent in 2006 and by around 2.0 per cent
thereafter.

. Assumptionsfor world oil pricesdevelop inlinewith the European Commission’sforecast assumptions
presented in the ‘ Economic Forecasts - Autumn 2006’ . Qil prices are assumed to increase further in 2006,
from an average US$53.4 per barrel in 2005 to US$66.5 per barrel in 2006 and increase slightly thereafter.

o Interest rates and exchange rates are assumed to remain constant throughout the forecast period.

o Averagewageinflation isassumed to berelatively low compared to historical growth rates, reflecting
the global competitiveness pressure on employment costs. Average wages are expected to grow by an
average of around 2.0 per cent per annum during theforecast period. Meanwhile, it isassumed that Government
employment continuesto declinein linewith past trendsrefl ecting Government’spolicy of restricting recruitment
in non-essential categories.

o Inventory changes are assumed at around 1.7 per cent of GDP during the forecast period.

2.1.2 Private Final Consumption Expenditure

During the forecast period, growth in private final consumption expenditure is expected to be somewhat in
line with that recorded in 2005. A growth rate of 2.6 per cent is expected in 2006, and thereafter, this
component of GDP is expected to register further increases and grow by around 2.7 per cent.
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2.1.3 General Government Final Consumption Expenditure

During the forecast period, Government final consumption expenditure is projected to record growth rates
that are significantly below the real GDP growth rates for the respective years. In 2006, Government final
consumption expenditure is expected to increase by 0.4 per cent, and to increase by afurther 0.2 per centin
2007, whilein 2008 and 2009 it isexpected to record agrowth rate of 0.3 per cent and 0.5 per cent respectively.
This reflects Government’s fiscal consolidation strategy, whereby significant emphasis is being placed on
restraint of expenditure of a recurrent nature.

2.1.4 Gross Fixed Capital Formation

In the short term, investment activity is expected to remain the main driving force of economic growth,
increasing by 10.3 per cent in 2006 and 6.8 per cent in 2007. This strong growth in gross fixed capital
formation primarily reflects developmentsin public sector capital expenditure. Intheforecast period, public
investment includes expected outlays on projects financed by the EU Structural and Cohesion Funds. It is
noteworthy that investment expenditurein 2007 includes proj ectsfinanced both from the current operational
programme as well asthat under the 2007-2013 Cohesion Policy operational framework. Public investment
outlays are also significantly affected by expected expenditure related to the new hospital. Given that the
targeted compl etion of this project isby 2007, grossfixed capital formation by general Government isexpected
to contract in 2008 and 2009 and revert to historical levels as a share of GDP. Meanwhile, private sector
investment activity is expected to contribute positively to total investment throughout the forecast period.
Accordingly, total investment is projected to record agrowth rate of 0.8 per cent and 1.3 per cent in 2008 and
2009, respectively.

2.1.5 External Balance of Goods and Services

Latest available trade data published by the NSO for 2006 indicates a notable improvement in nominal
exportsof semiconductors, aswell asan increasein sales by the pharmaceutical sector. Economic activity in
Malta’'smain trading partnersimproved, helping to stimul ate foreign demand for domestic exports. Furthermore,
there were more favourable developmentsin the international semiconductor market. On the other hand, the
performance of the domestic tourism industry remained subdued. As a result of these developments, it is
forecasted that in 2006, exports of goods and services increase by 1.9 per cent. However, thisincrease in
exportsis not expected to be enough to compensate for the increase of 4.5 per cent in imports. Theincrease
inimportsof capital goodsincludes exceptional items of asubstantial magnitude whilst imports of consumer
goods continued to advance in the light of additional consumer expenditure. Additionally, therisein thefuel
import bill continued asaresult of therelatively highinternational oil prices. Accordingly, the external sector
is expected to contribute negatively to GDP growth by 2.7 per cent in 2006.

In 2007, the growth rate in exports is expected to pick up to 2.3 per cent being mainly underpinned by
continued positive resultsin the semiconductor sector aswell as emerging manufacturing sectors. Growthin
imports is expected to slow down to 2.4 per cent, reflecting the relatively lower growth rate in investment.
Nevertheless, in 2007, the external sector isexpected to continue to contribute negatively to GDP though by
a lesser extent than in the previous two years. On the other hand, in 2008 and 2009 the external sector is
expected to pick up momentum and contribute positively to GDP growth. 1n 2008, exports are expected to
increase by 4.1 per cent, while imports are expected to increase by 2.6 per cent, whilein 2009, exports are
expected to increase by 4.6 per cent, while imports are expected to advance by 3.2 per cent.

2.1.6 Productivity and Employment Prospects

During theforecast period, employment (based on National accounts definition) isexpected to increase by an
average of 0.9 per cent per annum between 2006 and 2009. Over this period, the increase in real GDP is
expected to exceed the forecasted increase in employment. As aresult, real labour productivity is expected
to increase by around 2 per cent over the trajectory period.
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In 2006, the unemployment rate (based on the Harmonised definition), is expected to decrease to 7.0 per
cent, from 7.3 per cent in 2005. Thereafter, the unemployment rate is projected to fall, reaching 6.2 per cent
in 2009. These developments are in line with the expected improvementsin the Maltese economy, whereby
the expected economic expansion will contribute to an increase in employment levels.

2.1.7 Inflation

The inflation rate (cal culated as twelve month moving average HICP) is expected to increase to 3.1 per cent
in 2006 from 2.5 per cent in 2005, being significantly affected by the contribution of energy prices. However,
given that energy prices developments are expected to be relatively modest during the forecast period,
consumer prices are projected to record a declining rate reaching 2.0 per cent in 2009.

2.2 Potential Output and the Output Gap

During 2006, GDP growth is expected to rise to 2.9 per cent, up from 2.2 per cent recorded in 2005. As
explained in Annex 1 of the December 2005 Update of the Convergence Programme, the method used inthe
estimation of the output gap is based on the European Commission’s Production Function method, with the
main differencesrel ated to the macroeconomic forecasts and the working age population figures. Devel opments
in the output gap are depicted in Chart 2.2.

Economic performance between 2001 and 2004 was sluggish aswell asvolatile owing to heightened uncertainty
intheinternational environment coupled with the effects of external shocksaswell asdomestic developments.
On the domestic front, economic activity was impacted by the unfolding of the fiscal consolidation process
and the competitiveness challenges faced by a number of sectors. Consequently, the average annual rate of
economic growth registered between 2001 and 2004 stood at -0.2 per cent, considerably lower than the
average annual growth rate of 4.7 per cent recorded between 1997 and 2000. Even after excluding the
exceptional developmentsrecorded in 2000, attributable to the performance of amajor player inthe domestic
semiconductor manufacturing sector, the average growth for the 1997-2000 would still be significantly higher
than that recorded for the period 2001-2004. In 2005, arebound in economic activity was registered, which

Chart 2.2
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1 Defined as actual output less potential output as a per cent of potential output.
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is expected to be sustained in 2006. The average annual growth rate is expected to rise to around 3 per cent
over the period 2006-2009.

Average potential output growth stood at 3.0 per cent during the period 1997-2000, declining to 1.7 per cent
between 2001 and 2004. The declinein potential output growth reflects amongst other things, the relatively
slower rate of capital accumulation recorded during the period, as well as demographic and labour market
developments. Potential output growth stood at 2.0 per cent during 2005, whilst it is expected to rise further
to 2.2 per cent over the period 2006 — 2009.

The output gap, defined as the difference between actual and potential output as a share of potential output
isindicative of cyclical developmentsin the Maltese economy. As shown in Chart 2.2, the output gap was
positive during 1998-2002, peaking at 4.9 per cent in 2000. Since 2003, the output gap turned negative,
reaching a trough of -2.7 per cent in 2004. The output gap narrowed in 2005 and is expected to continue
narrowing during theforecast period, turning positivein 2009.

Note:
Datain line with NSO News Release (National Accounts, GDP, June Quarter 2006), No. 206/2006.
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3. General Government Balance and Debt

The fiscal consolidation effort implemented in recent years continues to be the main objective of this
Programme. Thisisessential in order to recover fiscal policy asapolicy tool hecessary to address cyclical
fluctuations. Fiscal consolidation is also necessary in order to ensure public finance sustainability, further
reduce macroeconomic imbalances and increase investor confidence in the Maltese economy.

This Update continues to outline Government’sfiscal plan so asto proceed with the fiscal consolidation of
public finances over the medium term and to undertake the structural adjustment to ensure the sustainability
of public financesin the long-term. Thisfiscal plan aims to adhere to the Council Recommendation under
Article 104(7) to abrogate the excessive deficit procedure and the requirements of the Stability and Growth
Pact. This Programme aims to achieve these objectivesin the context of the public investment necessary to
reach EU standards of economic development and to absorb the EU funds following the conclusion of the
Financial Perspectivesfor 2007 — 2013.

Itis Government’s objective, as set out in the Budget Speech for 2007, to address constraintsin the domestic
economy which might be creating difficulties for the economy to grow at an acceptable pace. The fiscal
consolidation programmeis also consistent with Government’s effortswithin the Lisbon Framework. Inthis
context, whilst fiscal sustainability isensured, the goal of enhancing the growth potential of the economy is
also achieved. In particular, the budgetary measures underpinning this Programme secure a sustainable
fiscal adjustment whilst introducing measuresto make work pay and thus encourage work effort particularly
female participation, improve the labour market, encourage private sector initiative and further promote
research and devel opment.

Thefiscal measures announced to this effect have been limited and compensated by consolidation measures
primarily from the expenditure side, in order to ensure progressin thefiscal consolidation process. Government
stands ready to introduce additional corrective measures, should this be warranted by unforeseen
circumstances which impinge on the deficit targets presented in this Programme.

The general Government deficit isestimated at 2.6 per cent of GDPin 2006, down from 5.0 per cent of GDP
in 2004. Thisrepresents an accumul ated fiscal adjustment of 2.4 percentage points of GDPintwo years. As
aresult, the general Government deficit for 2006 is estimated to be below the 3 per cent target, in line with
the target set out in the December 2005 Convergence Programme.

Thefiscal consolidation undertaken inthe last few yearshasalso led to adeclinein the debt-to-GDPratioin
2005. Indeed, at the end of 2006, thisratio is expected to fall further from 74.2 per cent in 2005 to 68.3 per
cent in 2006 and is expected to continue on a downward trend over the Programme period reaching the 60
per cent of GDP reference value in 20009.

When one excludes one-off revenue measures, the adjustment in the general Government deficit undertaken
in 2006 isestimated at 1.1 per cent of GDP, of which 0.8 percentage points represent astructural adjustment.
The main elements of the fiscal consolidation strategy as set out in the 2006 Budget and subsequently
carried out throughout the year included thefollowing:

. Reduction in public-sector employment and apolicy to restrict employment in non-essential categories;

J Reductionin subsidies;
. Control of contractual salary increasesin the public sector;
J Control of other current expenditure;

. Control of benefit fraud through the operations of the Benefit Fraud and Investigations Directorate;
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o Better enforcement of thetax regime and more effortsto combat tax evasion including the strengthening
of the investigative powers of the Tax Compliance Unit;

o Simplification of the administration and reduction of the administrative costs of tax collection.

Thefiscal consolidation effort in 2005 and 2006 occurred despite the exceptional level of public investment.
Indeed, the recurrent balance was positive and stood at 2.2 per cent of GDP and 3.0 per cent of GDP
respectively. These developments reflect Government’s commitment to undertake the public investments
necessary in order to reach EU levels of economic devel opment. Theseinclude investmentsin infrastructure,
information technol ogy, education and health.

Government made use of anumber of one-off revenue measures amounting to 0.8 per cent of GDPin 2004
and 1.6 per cent of GDPin 2005 mainly to cover the extracosts of publicinvestment, particularly expenditure
on the new hospital project. Nevertheless, the reliance on one-off revenue measures in 2006 was reduced
by 0.5 percentage points of GDP compared to 2005, despite the persistence of above-average public
investment. One-off revenue in 2006, consisting of sale of real estate, is estimated at 1.1 per cent of GDP.

3.1 The Medium-Term Fiscal Framework

The general Government deficit is expected to remain below 3 per cent of GDP, reaching 2.3 per cent of
GDP in 2007. Details on the 2007 Budget are provided in Chapter 5 of this Programme. Thereafter, the
deficit to GDPratio isexpected to continue on adownward trend, falling to abalanced budget in 2009. Table
2inthe Statistical Appendix presents general Government revenue and expenditure projectionsfor the 2005
— 2009 period. Chart 3.1 highlights developments in the general Government balance over the Programme
period. The deficit reducing measures for 2007 to 2009 include one-off revenue from the sale of real estate
by Government. These measures amount to an annual 0.2 per cent of GDP being significantly below the
levelsinthe previous years.

When one-off measures are excluded, the general Government budget deficit is expected to be below 3.0
per cent of GDP and is expected to reach 2.5 per cent of GDP in 2007. The correction is further sustained
in 2008 and 2009. Indeed, the general Government deficit net of one-off and temporary measures will
continue to decline to 1.1 per cent of GDP in 2008 and almost reach a balanced budget situation at 0.1 per
cent of GDP in 20009.

Chart 3.1
General Government Balance
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Itisnoteworthy that thefiscal consolidationin 2007 will take place despiteasignificantly high publicinvestment
activity. The current surplus (defined as the general Government balance excluding gross fixed capital
formation) for 2007 is expected to reach 3.8 per cent of GDPin 2007. Even if one were to exclude from the
current balance the level of EU grants and the funds received under the Italian Financial Protocol (on the
basis that most of these grants are conditional on the capital expenditure which they finance), a surplus
would still be registered. Current balance is expected to remain positive in 2008 and 2009. In addition, a
surpluswould still be registered when one excludesforeign grants. Thisunderlines Government’s commitment
to retain acurrent surplus even when investment activity subsidesto itshistorical level of around 4 per cent
of GDP.

In the context of the introduction of a fuel surcharge on water and electricity consumption to cover the
increaseininternational oil pricesand given the high degree of opennessand thelevel of economic development
of the Maltese economy, increases in the current tax burden through additional revenue-raising measures
risk undermining Malta's competitiveness and the efforts undertaken within the Lisbon framework. In this
context, thefiscal consolidation programme envisaged in the medium-term framework relies significantly on
expenditure restraint measures.

3.1.1 Comparison with the December 2005 Update of Convergence Programme

Although the fiscal consolidation path has remained broadly unchanged, the targeted general Government
deficit-to-GDPrratios presented in this Convergence Programme have been marginally revised when compared
to theratios projected in the December 2005 Update of the Convergence Programme. Whilst the December
2005 Updatetargeted a deficit of 2.7 per cent of GDP for 2006, the deficit is now estimated to reach 2.6 per
cent of GDP. Thisreflects higher GDP estimates for 2006 compared to last year’s Programme which were
partly offset by amarginally higher deficit level.

In 2007, the deficit-to-GDP ratio is expected to go down further to 2.3 per cent, as projected in the 2005
Convergence Programme Update, with the upward revision in GDP mitigating the marginal increasein the
absolute deficit level when compared to the December 2005 Update.

Further fiscal consolidation will be undertaken in 2008. The deficit-to-GDP ratio for 2008 was revised
downwards by 0.3 percentage points of GDP from 1.2 per cent of GDP to 0.9 per cent of GDP when
compared to the previous Programme. Thisreflects both adownward revision in the deficit level aswell as
higher GDP growth projections.

Atthisjunctureit isworthy to note that theratio of grossfixed capital formationto GDPin 2008 wasrevised
upwards by 1 percentage points of GDP when compared to the December 2005 Convergence Programme
projections. Thisreflects ahigher projected absorption of EU funds when compared to the December 2005
Programme. Asaresult, the element of co-financing from national fundsis expected to increase accordingly
for that same year.

3.1.2 General Government Revenue Projections

General Government total revenue stood at 44.2 per cent of GDPin 2005 and is expected to declineto 43.8
per cent of GDP by 2006. Thisdeclineis primarily due to lower social security contributions and property
income. In 2007, the share of revenue in GDP is expected to remain broadly unchanged, mainly reflecting
lower receipts from property income and alower growth in other revenue compared to GDP growth on the
one hand and higher taxes on the other. As presented in Chart 3.2, General Government total revenue as a
per cent of GDP is expected to continue on a downward path in the remaining projected period, reaching
40.1 per cent of GDP in 2009. The decline in the revenue ratio during this period is primarily the result of
lower growth in tax revenue when compared to GDP growth together with lower receipts from the other
revenue component. Chart 3.3 depicts the trend in the components of General Government total receipts
over the medium-term framework.
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3.1.2.1 Tax Revenue

Around two-thirds of General Government revenue comprises tax receipts. Total tax receipts which were
recorded at 28.0 per cent of GDP in 2005 are projected to increase marginally to 28.2 per cent of GDP in
2006 and to 28.7 per cent in 2007. The tax revenue ratio is however expected to embark on a downward
trend, reaching 26.9 per cent of GDP in 2009.

The increase in tax revenue in excess of GDP growth expected in 2006 is due to an increase in revenue
from current taxes on income and wealth. The increase in the tax ratio to GDP for 2007 is primarily dueto
higher taxes on production and imports. Growth in revenue from current taxes on income and wealth is
expected to slow down in 2007 reflecting the tax measures announced in the 2007 Budget. These measures

Chart 3.3 Composition of General Government Total Revenue
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are expected to affect domestic output, employment and private consumption expenditure positively. Further
details on the tax measures are provided in Chapter 5 of this Programme Update.

For the 2008-2009 period, a decline in the ratio of total taxes to GDP is being projected. This declineis
mainly the result of a slowdown in the rate of growth of taxes on production and imports and current taxes
on income and wealth.

3.1.2.2 Social Contributions

Socia security contributions make up around 20 per cent of General Government total receipts. Social
security contributions are expected to decline from 8.8 per cent of GDP in 2005 to 8.2 per cent of GDPin
2007 and then remain stable at this ratio in the last two years of the Programme period. Proceeds from
social security contributions are expected to decline marginally in 2006, but will increase during thefollowing
three years. Total revenue from this component is expected to rise broadly in line with economic growthin
the 2007-2009 period.

3.1.2.3 Property and Other Income

Revenue from property income is expected to decline in 2006. This primarily reflects lower revenue from
dividends, asaresult of the privatisation process. The decrease in dividend income is however expected to
stabilise in the rest of the Programme period.

The ‘Other’ component of revenue, which accounts for around 14 per cent of general Government total
receiptsin 2006, mainly consists of revenue of Extra-Budgetary Units (EBUSs), local councilsand other non-
tax-revenue including grants. This revenue item is expected to stand at around 6 per cent of GDP in 2006
and 2007, and then decline by 1.3 percentage pointsin 2008 and by afurther 0.5 percentage pointsin 2009,
to reach 4.2 per cent of GDP at the end of the Programme period. Consequently, the share of ‘Other’
revenuein total Government revenueis expected to decline to around 11 per cent in 2008 and 2009.

These developments mainly reflect changesin the forthcoming funds from the EU and transfersreceivedin
terms of the Fifth Italian Financial Protocol. Receipts of EBUs and local councils over the medium-term
framework are not expected to register significant changes.

3.1.3 General Government Expenditure Projections

In line with the fiscal consolidation strategy, total expenditure as a per cent of GDPis expected to follow a
declining trend during the Programme period, from 46.4 per cent in 2006 to 40.1 per cent of GDP in 2009.
Table 3.1 gives an overview of expenditure consolidation in the medium-term fiscal framework.

The expenditure consolidation envisaged in the medium-term framework is mainly underpinned by lower
expenditure on subsidies and the containment of growth in collective consumption and interest expenditure
below GDP growth rates. In addition, following the completion of the new hospital (which represented more
than 1.3 per cent of GDPin 2006) and anumber of other major capital projectsfinanced from the 2004-2006
EU funds, Government gross fixed capital formation isexpected to decline significantly in 2008 leading to a
notable reduction in expenditure, both in absolute terms and as a ratio of GDP in the outer years of the
Programme period.

The expenditure consolidation in 2006 and 2007 will occur primarily from current expenditure. In 2008 and
2009, lower public investment will partly contribute towardsthefiscal consolidation process. However, the
control of the growth in current expenditure (total expenditure excluding grossfixed capital formation) will
in general remain the major source of consolidation.
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Expenditure Consolidation Measures
changes in percentage points of GDP

Table 3.1
2006 2007 2008 2009
Expenditure
Collective Consumption 0.4 -0.5 -0.6 -0.4
Total Social Transfers -0.3 -0.2 -0.2 -0.2
Interest Expenditure -0.2 -0.3 -0.1 -0.2
Subsidies -0.2 — -0.2 -0.3
Gross Fixed Capital Formation 0.2 0.4 -2.1 -0.8
Other -0.9 0.4 -0.4 -0.8
Total Expenditure -1.0 -0.2 -3.5 -2.6
Compensation of Employees -0.6 -0.7 -0.6 -0.4
Current Expenditure -1.2 -0.7 -1.4 -1.8

The commitment towards expenditure consolidation was further reinforced by means of aletter sent by the
Prime Minister to all Cabinet Members dated 28" September 2006, wherein it was instructed that:

1 under no circumstances should aggregate financial allocations be exceeded;

2. save for unforeseen and unavoidable circumstances, and following a rigorous eval uation process by
the Ministry of Finance, no expenditure overrunswill be allowed,;

3. in the case of unforeseen and unavoidabl e circumstances, and justified cases, any additional expenditure
isto be neutralised either through reduced expenditure el sewhere or improvementsin revenue collection.

Thisclearly atteststo the commitment towards attaining the targets contained in the Convergence Programme.
The letter clearly states that these targets should be achieved through better revenue collection, increased
efficiency gains and stricter controls on expenditure outlays. The projected developments in the main

Chart 3.4 Composition of General Government Total Expenditure
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components of general Government expenditure classified according to ESA 95 methodol ogy are presented
in Chart 3.4.

3.1.3.1 Collective Consumption

Collective consumption is expected to decline by 0.5 percentage points of GDP in 2007. The downward
trend will be maintained in the outer years of the Programme period, with afurther decline of 0.6 percentage
points of GDP in 2008 and 0.4 percentage points of GDP in 2009. Over the Programme period, collective
consumption will decline by 1.0 percentage points of GDP from 9.9 per cent of GDPin 2005 to 8.9 per cent
of GDPin 2009. Underlying thisreduction is Government’s commitment to control the growth of employee
compensation and intermedi ate consumption below GDP growth.

3.1.3.2 Social Transfers

Expenditure on socid transfersasashare of GDPisexpected to follow adeclining trend during the Programme
period, falling from 13.9 per cent in 2005 to 13.0 per cent in 2009. Major components of total social transfers,
mainly, retirement and widows' pensions, pension allowances and social assistance are expected to increase
in absolute terms.

3.1.3.3 Interest Expenditure

The declining share of interest payments being projected mainly reflects the reduction in the debt-to-GDP
ratio in line with Government’s fiscal consolidation programme. Fiscal consolidation could also affect the
risk premium thus helping to contain further the growth of interest payments below GDP growth.

Furthermore the trend decline in interest rates registered in recent years following measures undertaken in
the past in order to liberalise interest rates, the capital account and fixing the exchange rate to the Euro
contributed to reduce the cost of debt servicing and thus contain the growth in interest payments. Interest
expenditure, which mainly consists of payments on long-term local loans, is projected to reach 3.7 per cent
of GDP in 2006 and to decline to 3.1 per cent of GDP by the end of the Programme period.

3.1.3.4 Subsidies

Subsidies are expected to decline from 2.1 per cent of GDP in 2005 to 1.9 per cent of GDP in 2006 and to
continue on a downward trend reaching 1.3 per cent of GDP in 2009. This represents a reduction of 0.8
percentage points of GDP between 2005 and 2009.

The share of subsidiesto total Government expenditure is estimated at 4 per cent in 2006 and 2007, and is
expected to decline thereafter to reach 3.3 per cent in 2009. This downward trend mainly reflects declines
inthelevel of subsidiesdirected towardsthe shipyard sector. Furthermore, subsidies on products, which are
around onethird the size of subsidies on production, are expected to follow adownward trend throughout the
Programme period primarily reflecting lower subsidies on the agriculture support scheme. These devel opments
arein linewith the provisionsin the Accession Treaty.

3.1.3.5 Public Investment

Thefiscal consolidation projected in this Programme, particularly in 2006 and 2007 isbeing achieved despite
heavy commitments by Government towards the necessary public investment. In particular, the investment
required to complete the new hospital project by 2007 has meant that public investment between 2005 and
2006 will be significantly above average public investment in previous years. Indeed, whereas on average
Government gross fixed capital formation between 1999 and 2004 stood at around 4 per cent of GDP, this
increased to 5.4 per cent of GDPin 2005 and is estimated to increase further to 5.6 per cent of GDPin 2006.
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In 2007, afurther increaseis projected, with public investment reaching arecord high 6.1 per cent of GDP.
This increase includes the commencement of a number of new projects financed under the new Financial
Perspectivesfor 2007-2013 period. The cumulativeimpact of additional publicinvestment in 2006 and 2007
is estimated at 0.6 percentage points of GDP.

Following the compl etion of the new hospital project, anumber of projects financed under the Fifth Italian
Protocol, and other capital projects some of which were ongoing since 2006 and financed from the 2004-
2006 EU funds, Government gross fixed capital formation is expected to declineto alower level in 2008 at
around 4 per cent of GDP, in line with historical trends. The impact of lower capital expenditurein 2008 is
expected to be 2.1 percentage points of GDP. A further reduction of 0.8 percentage points of GDPin 2009
isalso being projected.

3.1.3.6 Other Expenditure Components

The other expenditure category is primarily made up of individual consumption expenditure. Indeed, the
fiscal adjustment evident in thisitem of expenditure primarily reflects lower individual consumption as a
share of GDP throughout the medium-term fiscal framework. Underlying this reduction is Government’s
commitment to control the growth of employee compensation and intermediate consumption below GDP
growth.

Between 2005 and 2009, other expenditure will decline by an accumulated adjustment of 1.7 percentage
points of GDP. Only in 2007 is an increase expected in other expenditure as a share of GDP. Thisismainly
related to the decline in one-off revenue from the sale of land which is recorded as negative expenditure in
the other expenditure category. This is indicative of the lower reliance on one-off revenue for fiscal
consolidationin 2007.

3.1.3.7 Employee Compensation

Underlying the decline in collective consumption and in individual consumption classified under the other
expenditure category is Government’s policy to reduce employment in the public sector by restricting
employment in non-essential categories. Thispolicy, together with arestraint on growth inwagesand salaries
inlinewiththelast public service collective agreement isalready resulting in asignificant drop in employee
compensation of 0.6 percentage pointsof GDPin 2006. Government will continueto implement this policy.
Theimpact of thispolicy will result in adeclinein expenditure of 0.7 percentage points of GDPin 2007. In
both 2008 and 2009, further consolidation is expected amounting to an average yearly adjustment of 0.5
percentage points of GDP. Over the Programme period, empl oyee compensation will declineby 2.3 percentage
points of GDP from 14.8 per cent of GDP in 2005 to 12.5 per cent of GDP in 2009.

3.2 Structural Adjustment

Thestructural deficit (the cyclically-adjusted deficit net of one-offsand other temporary measures) declined
from 4.9 per cent of GDP in 2004 to 3.9 per cent of GDPin 2005 and is estimated to reach 3.0 per cent of
GDPin 2006. Thisimpliesastructural effort (measured by the estimated change in the structural balance)
of 1.8 per cent of GDP between 2004 and 2006.

Within the context of a closing negative output gap scenario, the budgetary stance will remain restrictive
aong the medium term framework. Underlying the decline in the general Government budget deficit for
2007 isafurther structural adjustment of 1.1 per cent of GDP. Thisfiscal adjustment is also being projected
despite the anticipated termination of temporary compensating grants associated with accession to the EU.
Asaresult of these developments, the structural deficit is expected to reach 2.0 per cent of GDPin 2007. It
is notable that the reliance on one-off measures in 2007 projected in the 2005 Update of the Convergence
Programme has been reduced considerably from 0.7 per cent of GDPto 0.2 per cent of GDP.
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Inview of the notable structural adjustment in 2006 and 2007, the cyclically adjusted budget deficit for 2007
is almost within the safety margin established for Maltawhich stands at 1.7 per cent of GDP1

Meanwhile, the structural deficit is projected to decline further from 3.0 per cent of GDP in 2006 to 0.4 per
cent of GDP in 2009. This represents an accumulated structural adjustment of 2.6 percentage points of
GDP. Between 2007 and 2009 an average adjustment of 0.9 percentage points of GDP per annum isexpected.

It isimportant to highlight the higher public investment financed from EU funds projected in 2008 when
compared to the levels projected in the December 2005 Programme. Thisimplies an additional element of
co-financing from national funds, estimated at 0.24 per cent of GDP in 2008. If one were to exclude this
element, the structural adjustment in 2008 would be close to that projected in the December 2005 Update.

Itisalsoimportant to highlight the notable structural adjustment in the beginning of the fiscal consolidation
process. Thisfront-loaded adjustment was significantly in excess of the minimum reguirements of the SGP
and was achieved despite aprolonged cyclical downturn. In 2007 and 2008, asignificant structural adjustment
of around 1.0 per cent of GDPisalso being projected. Again, thisisin excess of the minimum requirements
of the SGP. In 2009 a further structural adjustment of 0.5 per cent of GDP is projected. The structural
adjustment evident throughout the Programme period aims to sustain budgetary consolidation towards the
medium term budgetary objective after the excessive deficit has been corrected.

Thefiscal projectionsindicate that the cyclically adjusted budget deficit estimated for 2008 and 2009 will be
well within the minimum benchmark of 1.7 per cent of GDP established for Malta, thus allowing automatic
stabilisers to work freely without risking breaching the 3 per cent of GDP reference value. Chart 3.5 and
Table 5 in the Statistical Appendix present estimates of Malta's output gap and cyclically-adjusted budget
balance. Table 3.2 highlights Malta's structural adjustment during the Programme period.

The projected structural adjustment isalso compatible with the devel opment needs of the Maltese economy
and allows for the implementation of reforms within the Lisbon framework, which should enhance the
economy’sgrowth potential.

Chart 3.5
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Fiscal Consolidation
as a percentage of GDP

Table 3.2
Annual Average
Adjustment
2004 2005 2006 2007 2008 2009 2007/2009
General Government Balance -5.0 -3.2 -2.6 -2.3 -0.9 0.1 -0.9
One-off Measures 0.8 1.6 1.1 0.2 0.2 0.2
General Government Balance net
of One-offs -5.9 -4.8 -3.7 -2.5 -1.1 -0.1 -1.2
Output Gap Estimates -2.7 -25 -1.9 -14 -0.3 0.9
Cyclically-Adjusted Budget Balance -4.0 -2.3 -1.9 -1.8 -0.8 -0.3 -0.6
Structural Balance -4.9 -3.9 -3.0 -2.0 -1.0 -0.4
Structural Adjustment -1.0 -0.8 -1.1 -1.0 -0.5 -0.9

3.3 The Medium-Term Budgetary Objective

The December 2005 Update of the Convergence Programme set out the medium term budgetary objective
for Malta as achieving a balanced structural budget position over the cycle which was projected to be
achieved by 2008 on the basis of the then prevailing projections for macroeconomic conditions. However,
projectionsfor the structural budget balance have been revised and in 2009 the structural balanceis expected
to be at -0.4 per cent of GDP. The revised projections of the structural deficit to GDPratio reflect a higher
structural deficit in 2006 compared to that projected in the December 2005 Convergence Programme. This
delayed the attainment of the MTO as projected last year.

This was affected by a better than expected outturn in economic growth in 2005. In view of this, growth
forecasts for 2006 till 2009 were significantly revised upwards. In view of the revised forecasts for output
and potential output growth, negative output gap estimates based on the Commission agreed methodol ogy
have been revised considerably, in terms of both magnitude and direction, from last year’'s Convergence
programme. Compared to a widening negative output gap between 2005 and 2007 as projected in the
December 2005 Update, the negative output gap is now expected to narrow significantly with a positive
output gap being projected for 2009. One notes an element of variability in output gap estimates.

Asaconsequence, the cyclical component of the budget bal ance has been reduced considerably. For instance,
whereas the cyclical component of the budget deficit between 2005 and 2008 ranged from 1.3 per cent of
GDP1t0 2.0 per cent of GDPin the December 2005 Convergence Programme Update, the cyclical component
now ranges from 0.9 per cent of GDP to 0.1 per cent of GDP for the same period in this Programme.

In addition, the revised projections have to be considered in the context of :

1 the significant front-loaded structural adjustment that has already taken place;

2. the structural adjustment projected in 2007 and 2008 issignificantly in excess of the minimum adjustment
of 0.5 per cent of GDP,

3. the expenditure reduction programme envisaged in this Update;

4, Government’sview, conditional on Malta'slevel of economic development and significant openness,
not to undermine Malta's competitiveness by further increases in tax rates,
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5. the commitment to ensure the level of public investment required by the Maltese economy to reach
EU averagelevels of development, also through the absorption of the EU fundsfollowing the conclusion of
the 2007-2013 Financial Perspectives,

6. Government’s efforts within the Lisbon framework.

Inview of these considerations, whilst the Government remains committed to reach a balanced budget, this
will not be achieved in 2008 as projected in last year’s Update of the Convergence Programme. Instead, a
structural balance of -0.4 per cent of GDP is now projected for 2009. It is notable that in view of the long
term growth potential of the economy and the debt-to-GDP ratio which is expected to reach the reference
value of 60 per cent of GDPin 2009, thisbudgetary position representsasignificant improvement inthelong
term sustainability of public finances.

Government remains committed to reduce further the structural deficit by at least 0.5 percentage points of
GDPannually until Malta sMTO, as set out in the December 2005 Update of the Convergence Programme,
isachieved. Such an achievement will take place outside the Programme period.

3.4 Debt Levels and Developments

The attainment of sustainability of public finances hinges not only on addressing the current imbalancein
public finances but also on reducing the debt-to-GDP ratio at a satisfactory pace. The planned budgetary
consolidation over the Programme period would contribute to reducing the debt ratio to the reference value
by 2009 with positive consequences for risksto the sustainability of public finances.

Given that the proportion of local currency denominated debt to total financing isaround 96 per cent therisk
to exchange rate fluctuations is minimal. Moreover, given that around 30 per cent of total financing will
mature in the next five years, interest rate risk is relatively low. Debt of Extra Budgetary Units (EBUS)
accounts for around 3 per cent of General Government debt.

3.4.1 Projected Debt Developments

Projected debt developments are influenced by the planned budgetary trajectory aswell as by other factors
which influence the debt ratio, namely interest and growth contribution aswell asthe stock-flow adjustment.
Over the Programme period, the planned fiscal consolidation coupled with the developments in the other
factors which influence the debt ratio are expected to ensure a steady reduction of the debt-to-GDP ratio.
Indeed, the debt-to-GDP ratio is expected to decline by around 15 percentage points of GDP between 2005
and 2009. At the end of 2006, the debt-to-GDP ratio is expected to decrease significantly to 68.3 per cent
from 74.2 per cent in 2005. Thereafter, as illustrated in Chart 3.6, the debt-to-GDP ratio is expected to
maintain a downward trend to reach the reference value of 60 per cent by 2009.

Over the 2006-2009 period, the downward trend in the debt-to-GDP ratio is attributable to an expected
primary surplus, stock-flow operations as well as the combined contribution from interest expenditure and
growth. As shown in Table 3.3, the debt-to-GDP ratio is expected to decrease by 1.6 percentage pointsin
2007 followed by 3.5 percentage points and 3.8 percentage pointsin 2008 and 2009 respectively.

Over the Programme period with the exception of 2006, the primary surplusis the main contributor to the
declinein the debt-to-GDPratio. As shown in Statistical Appendix Table 4, the primary surplusis expected
to exert a contractionary effect on the debt ratio of 1.1 percentage points per year in 2006 and 2007.
Thereafter, the primary surplusisexpected to follow an upward trend thus exerting an increasing contractionary
effect on the debt-to-GDP ratio of 2.5 percentage points and 3.2 percentage points in 2008 and 2009
respectively.
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Chart 3.6

Debt-to-GDP ratio, GDP and Debt Growth
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Theimplicit interest rate on debt is expected to vary marginally between 5.1 per cent and 5.5 per cent over
the Programme period. As shown in Statistical Appendix Table 4, the ‘ snowball effect’, which capturesthe
impact on the debt ratio exerted from interest payments and nominal GDP growth, is expected to have a
contractionary effect on the debt ratio during the 2006-2009 period. Indeed, the snowball effect is expected
to have a debt decreasing effect on the debt-to-GDP ratio of around 0.9 percentage pointsin 2006 followed
by around 0.5 percentage points each year up to 2009. This is attributable to the debt decreasing effect
exerted by the nominal GDP growth which more than offsets an increasing effect on the debt ratio by
interest payments. In fact, interest payments are expected to increase the debt-to-GDP ratio by around 4
percentage pointsin 2006, 3.6 percentage points each year in 2007 and 2008 and by 3.3 percentage pointsin
2009. Meanwhile, the nominal GDP growth isexpected to decrease the debt-to-GDP ratio by 4.6 percentage
pointsin 2006 and around 3.8 percentage points per annum up to 20009.

The estimated stock-flow component exerts a contractionary effect on the debt ratio over the Programme
period. In 2007 thiscomponent isnegligible. In 2006, the stock-flow adjustment isthe main contributor to the
reduction in the debt-to-GDP ratio and is estimated to exert acontractionary effect of 3.9 percentage points.

The Dynamics of Government Debt

Table 3.3
Percentages of GDP 2005 2006 2007 2008 2009
Gross debt 74.2 68.3 66.7 63.2 59.4
Change in gross debt -0.7 -5.9 -1.6 -3.5 -3.8
Contribution to change in gross debt
Primary Balance -0.8 -1.2 -1.2 -2.6 -3.4
Interest Expenditure 4.1 4.0 3.6 3.6 3.3
Nominal GDP growth -3.1 -4.6 -3.9 -3.8 -3.7
Stock-flow adjustment* -1.0 -4.1 -0.1 -0.7 -0.1
of which privatisation proceeds -1.2 -3.8 0.0 0.0 0.0

*Derived as a residual
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This significant stock-flow component mainly reflects privatization operations. During 2008 and 2009, the
stock-flow adjustment is expected to exert acontractionary effect of 0.6 percentage pointsand 0.1 percentage
point respectively.

Privatisation receipts which materialized in the beginning of 2006 contributed to a significant stock-flow
adjustment in that year. In fact, privatization operations have a contractionary effect on the debt-to-GDP
ratio of 3.8 percentage pointsin 2006. Thus, if privatisation proceeds are excluded, the stock-flow component
isestimated to decrease the debt ratio by 0.3 percentage points. There are no privatization proceeds expected
in the following years during the Programme period. It is noteworthy that the stock-flow adjustment not
accounted for by privatization proceedsis minimal and negative over the Programme period.

3.4.2 Comparison with the December 2005 Update of Convergence Programme

Inthe December 2005 Update of Convergence Programme, the debt-to-GDP ratio was expected to decrease
from 76.7 per cent in 2005 to 67.3 per cent in 2008. The debt-to-GDP ratio was expected to decline by
around 6.0 percentage pointsin 2006 and 1.8 percentage points and 1.6 percentage pointsin 2007 and 2008
respectively. As a result of divergences in the expected path of economic growth as well as in the fiscal
consolidation adjustment, the projections of the debt ratio are revised in this Programme. According to the
projections presented in this Programme, the debt ratio is expected to decline by a similar magnitude of
around 6.0 percentage points and 1.6 percentage points in 2006 and 2007 respectively when compared to
the downward path projected in the December 2005 Update of the Convergence Programme. In 2008,
however, the debt-to-GDPratio is expected to decline by asignificantly higher magnitude of 3.5 percentage
points as compared to 1.6 percentage points projected in the previous Update.

Therevisionsin the debt-to-GDP ratio mainly reflect revisionsin GDP growth. The debt ratio for 2005 was
revised from 76.7 per cent as presented in the previous Update to 74.2 per cent. This revision was mainly
attributable to an upward revision in nominal GDP growth. Meanwhile, adownward revision in the absolute
debt level also contributed to the lowering of the debt-to-GDP ratio projected in this Programme. In fact,
revisionsin nominal GDP growth exerted a downward revision on the debt ratio of 1.6 percentage points.
This revision was coupled with arevision of 0.9 percentage points decline in the debt ratio as a result of
lower debt levels.

During the period 2006 to 2008, the effect of revisions in the nominal GDP growth more than offset the
impact of revisions in the absolute debt levels. In fact, in 2006, the debt ratio is revised downwards by 3.4
percentage points reflecting the revisionsin the nominal GDP growth. Thisis partly offset by arevision of
0.8 percentage points as a result of higher absolute debt levels. Similarly, in the following two years, the
revisions in the nominal GDP growth are expected to revise the debt ratio downwards by 4.7 percentage
points and 5.8 percentage points in 2007 and 2008 respectively. At the same time, these revisions are
partially offset by higher debt levels which exert an upward pressure on the debt ratio of 2.5 percentage
pointsand 1.7 percentage pointsin 2007 and 2008 respectively.

Note:

1The minimum benchmark for Malta was established on the basis of an overall budgetary sensitivity estimated at 0.37 and a
representative output gap of 3.6 per cent of potential output.
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4. Sensitivity Analysis and Comparison with the
December 2005 Update of the Convergence Programme

4.1 Sensitivity Analysis

Giventhelevel of uncertainty associated with any forecasting exercise, it was deemed important to analyse
the sensitivity of the macroeconomic and budgetary forecasts to changes in certain macroeconomic
assumptions.

This Chapter presents three aternative sensitivity scenarios and in each case, 2006 is considered as the first
year of the forecast. Thefirst sensitivity scenario concerns achange in the interest rate, the second scenario
deals with an increase in economic activity in Malta’'s main trading partners leading to a higher external
demand for domestically produced goods and services, and the third sensitivity scenario features a higher
rate of economic growth. The results of the three different scenarios are presented in terms of the effect of
the deviation from the baseline on the Gross Domestic Product, General Government Budget Deficit, and
General Government debt. These sensitivity analyses, illustrated in Charts 4.1, 4.2 and 4.3, are similar to
those presented in the Update of the Convergence Programme 2005-2008. | n the absence of major structural
changes in the Maltese economy during the same period, there are no major changes in the sensitivity
analyses that need to be reported in this Update.

It isnoteworthy that given the uncertainty involving the responsesin the economic environment to shocks, the
results of the sensitivity analysis presented should be taken asindicative.

4.1.1 Sensitivity to Interest Fluctuations

A domesticinterest rate shock is expected to affect economic activity through the real and monetary sectors.
The magnitude of these changes depends on the degree of elasticity of the components of output to changes
in the interest rate. Moreover, Government finances are also directly affected by the change in the interest
rate through the impact on components of revenue and expenditure that are sensitive to economic activity as
well asthe effect of changesin the interest rate on the debt servicing costs. However, it isimportant to note
at the outset that in view of the long-term nature of Government debt in Malta, changes in the interest rate
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Chart 4.2 Sensitivity to a 1 Percentage Point Increase in External Demand
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aremainly expected to affect the debt servicing costsin relation to the rolling-over of past long term debt and
new issues of stock. Hence, the impact of achangein the interest rate on the deficit and debt positionsis not
expected to be significant.

The shock is modeled as an increase in the interest rate of 1 percentage point between 2006 and 2009. Asa
result of this change, economic growth is expected to decrease relatively by around 0.1 percentage point in
2006 and remain unchanged thereafter. Moreover, this increase in the interest rate will also result in a
worsening of the budget balance of 0.3 percentage points of GDP and a subsequent increase in Government
debt-to-GDP ratio of around 0.8 percentage points at the end of the forecast period when compared to the
baseline. The changein the budget balance reflectsan increasein total expenditure by around 0.4 per cent by
the end of the forecast period, as the impact on the total revenueis negligible.
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4.1.2 Sensitivity to Change in External Demand

This scenario models an increase in external demand of 1 percentage point in the first year and throughout
theforecast horizon until 2009.

A positive shock in external demand for domestically-produced goods and services is expected to generate
an increase in aggregate demand and consequently in output. The increase in output, through the multiplier
effect, isexpected to have positive spill-over effects on the domestic economy. However, in view of the high
degree of import-content of domestically produced goods and services, the effect of an increase in demand
for exports on output and on economic growth is expected to be partly offset by a subsequent increase in
imports.

Theincreasein external demand resultsin an increase of around 0.5 percentage pointsin GDP at the end of
forecast period when compared to the base scenario. The shock is also expected to result in an improvement
inthe budget balance by 0.4 percentage points of GDP when compared to the baseline whilst the Government
debt-to-GDP ratio is expected to decline by around 1.6 percentage points. The devel opmentsin the budget
balance mainly reflect anincreaseintotal revenue by 0.7 per cent by 2009 asthe impact on total expenditure
isnegligible.

4.1.3 Sensitivity to Change in the Growth Rate of Real Gross Domestic Product

This subsection models a 1 percentage point increase in GDP. Thisincrease in the growth rate of real GDP
isassumed to be stimulated through an increase in private final consumption expenditure, leading to higher
demand for goods and services. Thisincrease in demand in turn generates an increase in domestic output but
also anincrease in demand for imports of goods which is expected to partly offset the positive effects of the
increasein private consumption.

Following an improvement of around 0.5 percentage points upon impact, the budget balance as a percentage
of GDP is expected to remain unchanged from the baseline scenario by the end of forecast period. On the
other hand, Government debt as a percentage of GDP is expected to decline by 0.7 percentage points by
2009, when compared to the baseline scenario. Total revenue increases by 0.9 percentage points upon
impact, though by the end of forecast period total revenueisunchanged relativeto the baseline. Additionally,
the increase in private consumption has a negligible impact on total expenditure by the end of the forecast

period.

4.2 Comparison with the Projections in the December 2005 Update of Convergence
Programme

Economic Growth?

The economic growth forecasts presented in this Update have been revised upwards when compared to
those in the December 2005 Update of Convergence Program. Indeed, real GDP growth in 2006 is now
forecasted at 2.9 per cent, an upward revision of 1.8 percentage points. This expected development is based
on the latest published national accounts data which shows that for 2005 real GDP growth stood at 2.2 per
cent, significantly above the 0.9 per cent forecasted in the December 2005 Update of the Convergence
Programme. Furthermore, real GDP growth during the January-June 2006 period stood at 2.6 per cent.

In 2005 amore positive increase in the contribution of domestic demand to GDP growth was registered and
this served to offset the more than expected fall registered in the contribution of the external sector to GDP.
Thistrend persisted during thefirst half of 2006. Conseguently, in 2006, the contribution of domestic demand
to GDP growth is expected to be of 4.0 percentage points, compared to an expected contribution of 0.5
percentage pointsin the previousforecast. On the other hand, whereasthe net foreign demand sector in 2006
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was expected to contribute positively to GDP growth in the December 2005 Update, the latest forecasts
show that a negative contribution of 2.7 percentage pointsis being expected.

Medium term growth prospects have also been revised upwards. For 2007, GDP growth has been revised
upwardsby 1.8 percentage points, resulting from upward revisionsin the domestic demand component which
more than offset the downward revisions in the external component contribution to GDP. Furthermore,
economic growth for 2008 is projected to reach 3.1 percent, compared to 2.0 per cent projected in the
December 2005 Update of Convergence Programme. Thisrevision relatesmainly to higher projected domestic
demand.

The upward revision in private consumption expenditure mainly reflects a better than expected outcomein
this category of expenditure as emerging in recent National Accounts data. In comparison to the forecasted
decline of 0.9 per centinreal consumption in the December 2005 Update of Convergence Programme, | atest
data shows that private consumption expenditure for 2005 in real terms registered an increase of 2.8 per
cent. Thisgrowth was sustained in thefirst two quarters of 2006 with private consumption advancing by 2.3
per cent. Consequently, an upward revision of 2.8 percentage pointsfor 2006, 2.1 and 1.8 percentage points
for 2007 and 2008, respectively was carried out.

A marginal increase of 0.4 per cent isbeing forecasted for Government consumption expenditurein 2006, an
upward revision from that projected in the December 2005 Update of the Convergence Programme in line
with thelatest trendsin available data. For 2007 and 2008, this component of expenditureisexpected to grow
by amargina rate, practically in line with that forecasted in the December 2005 Update.

Growth projectionsfor grossfixed capital formation for 2006 and 2007 have been significantly revised upwards
to reflect capital expenditure projections by the public sector, mainly reflecting outlays financed from the
Structural and Cohesion Funds. Thisincludesthe effect of outlayswhich were expected in 2005. Asaresult,
investment expenditureis expected to increase by 10.3 per cent in 2006 compared to agrowth rate of 3.3 per
cent projected in the December 2005 Update. It is projected that gross fixed capital formation will grow by
6.8 per cent in 2007. In 2008, gross fixed capital formation isexpected to rise by 0.8 per cent in reflection of
higher than expected growth in private investment expenditure.

Imports growth forecasted for 2006 and 2007 reflect the expected developments in private consumption
expenditure and in grossfixed capital formation. Imports of goods and services are expected to grow by 4.5
per cent in 2006, an upward revision of 3.3 percentage points when compared to the December 2005 Update
of the Convergence Programme. For 2007, imports of goods and services are expected to grow by 2.4 per
cent, an upward revision of 0.8 percentage points. Exports of goods and services are expected to grow by 1.9
per cent in 2006, practically in line with the 2.1 per cent increase forecasted in the December 2005 Update.
For 2007, exports are expected to increase by 2.3 per cent, alower growth rate compared to that reported in
the December 2005 Update. As aresult of these devel opments, whereas the external balance of goods and
services was expected to contribute 0.6 percentage pointsin real GDP, current forecasts indicate that the
external balance of goods and serviceswill contribute negatively by 2.7 per cent in 2006. For 2007, anegative
contribution of 0.4 percentage pointsisbeing forecasted compared to apositive contribution of 1.5 percentage
points reported in the December 2005 Update. In 2008, the external sector is expected to contribute 0.9
percentage points to real GDP, 0.4 percentage points lower than the rate projected in the December 2005
Update.

Inflation and Employment Prospects

It is pertinent to note that the figures published in this Convergence Programmefor inflation are not directly
comparable to those published in the December 2005 Update of the Convergence Programme. In fact, the
inflation rate forecast in this Programme is based on the HICP, whereas in the previous Update the Retail
Price Index was used as a basis for the forecast of inflation. Moreover, the employment and unemployment
forecast figures are now in accordance with the National Accounts Definition and the Harmonised
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Unemployment measure, respectively and thus not directly comparableto figuresused in the previousforecast
which were based on the administrative measure compiled by the Employment and Training Corporation.

The expected trend in the inflation rate projected in the December 2005 Update of Convergence Programme
has been maintained. The forecasted inflation in 2006 is expected to reach 3.1 per cent, compared to 2.5 per
cent recorded for 2005. Subsequently the HICP inflation rate is expected to reach 2.1 per cent in 2008.

The downward trend expected in the unemployment rate in the December 2005 Update is also expected in
this forecast. The unemployment rate is expected to decrease to 7.0 per cent in 2006 and to continue to
decline gradually thereafter. In line with the latest available data and the expected growth in the economy,
employment growth is expected at around 1.0 per cent for the forecast horizon.

Notes:

Projections contained in this Programme reflect the latest National Accounts published by the National Statistics Office (NSO)
including provisional estimates for the first half of the year 2006.

Moreover asfrom March 2006, the National Accounts publication reflects the statistical allocation of the FISIM component to user
sectors/industries. This treatment leads to different GDP levels and thus the latest data available is not directly comparable to data
included in the December 2005 Update of the Convergence Programme.
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5. Quality of Public Finances

The Maltese Government remainsfirmly committed to achieve a sustainablefiscal position namely through
the fiscal objectives of keeping the deficit to GDP ratio below 3 per cent, achieving further declinesin the
deficit ratio in line with the requirements of the SGP whilst al so ensuring that the debt-to-GDP ratio continues
to decline at a satisfactory pace towards the reference value. The measures announced in the Budget for
2007 are consistent with these fiscal objectives as well as the goal of increasing the economy's growth
potential particularly through job creation and investment so asto achieve convergencein per capitaincome
to EU levels. By focusing on the supply side of the economy these measures, which are in line with the
Lisbon Agenda, aim to address those areas which were hindering the achievement of higher GDP growth.

5.1 The 2007 Budget

Asaresult of thefiscal consolidation efforts undertaken in recent years, Malta's general Government deficit
has been following a downward trajectory path. During the current fiscal year the target of achieving a
deficit below the 3 per cent of GDP benchmark will be achieved. Moreover, in 2007 the general Government
deficit is expected to decline further to 2.3 per cent.

Theimprovement in the public finance situation and achievement of fiscal targetsimprovesinvestor confidence
in the economy. A shrinking general Government deficit contributes to a stable macroeconomic framework,
thus creating afavourable environment for economic growth.

The 2007 Budget combinesthe goal of fiscal consolidation with the goal of channelling the economy to apath
of higher economic growth, whichin recent years has been rather low. Thethrust of fiscal consolidationison
restraints in current expenditure since further increases in tax rates are likely to hinder the country’s
competitiveness position given the current level of economic development and openness. Within the context
of thefiscal consolidation programme, the Budget for 2007 also aimsto increase the incentive to work, thus
increasing employment and to continue investing in infrastructure, education and health, in line with the
Lisbon Agenda. These measures should contribute to increase potential output in the medium-term. The
Budget also includesincentivesintended to further support privateinitiative.

5.2 Structural Measures

The Budget for 2007 includes a number of measures aimed to achieve further fiscal consolidation. Table 5.1
providesalist of themain fiscal measures. Whilst revenue raising measures are reviewed bel ow, the expenditure
restraint measures are described in Section 5.4.

Revenue Raising Measures

In order to improve the regulation of existing amusement and gaming machines alicensing regime for such
machineswill beintroduced. Thiswill be coupled with theimposition of anumber of conditions, regulations
and control measures. This licensing regime is expected to generate around Lm4 million. This measure is
consistent with the impetus of recent years of shifting the tax burden from direct to indirect taxation.

Tax enforcement remains a crucial priority for Government. In Bill No.81 entitled Budget Measures
Implementation, currently on the agenda of the House of Representatives, alegidative framework is being
proposed to update and improve tax enforcement by local authorities. This Bill seeksto lay down the legal
underpinningsto allow agreater level of information sharing between different departments. Theamendments
givethe Commissioner of ValueAdded Tax (VAT) the extended legal power to retrieve records and el ectronic
data. Moreover, finesand impri sonment terms applicablein respect of credit and financia institutionsthat fail
to furnish detail s about payments made by clients, requested by the Department of VAT, have been increased.
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Main Measures Budget 2007
Table 5.1 Lm thousand

Main Measures impacting on Revenue

Change in income tax bands -12,000
Reduction in airport tax -500
Licensing regime for gaming machines 4,000
Revision in National Insurance (NI) -1,000
Amendments in respect of duty on documents -120
Total -9,620

Main Measure impacting on Expenditure
Increase in supplementary allowance 250

Total 250

One-off Revenue Measure

In2007, Government will rely to asignificantly lesser extent on one-off measuresto reducethefiscal imbalance,
when compared with the previous year. The revenue stream resulting from one-off measureswill be of Lm4
million compared to Lm20.4 millionin 2006 and will consist of sale of real estate by Government.

Growth-Enhancing Measures

Following aperiod of subdued economic growth, thelocal economy hasregistered amodest improvement in
economic growth in 2005. Latest dataindicate that thisrecovery has been sustained in the first half of 2006.
A number of measures announced by Government in the 2007 Budget aim to sustain and ameliorate such
gainsmainly by focusing onimproving theincentiveto work.

In the 2007 Budget the income tax bands have been revised such that the income tax paid by employeesis
reduced. This measure is bound to increase the incentive to work and is expected to have an impact of
around Lm212 million.

On the basis of existing regulations persons on a part-time employment must pay a lump sum minimum
National Insurance (NI) contribution which was perceived to constitute a disincentive to work expecialy at
low levels of income. Hence Government announced the replacement of this minimum NI contribution by
part-time employeeswith aproportional 10 per cent of grossincome. Statutory requirements providefor a10
per cent rate with the contribution capped at a maximum wage ceiling. This pro-rata contribution will entitle
the payee to pro-rata contributory benefits. Estimates suggest that this measure will lower Government
revenue by Lm1 million.

In abid to raise female participation in the labour market and increase the incentive to work, the Budget for
2007 announced measures aimed to alleviate the costs of childcare services both to employees as well as
employers.

Following the measuresrelated to low cost airlinesintroduced earlier thisyear, anumber of Budget measures
provide further support to the tourism industry. In order to encourage entrepreneurship, another measure of
the 2007 Budget will allow personsworking in afamily businessto register as employeesfor fiscal purposes,
thus having the opportunity to enjoy all social benefits.
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Environment

The environment dimension constitutes an important consideration in Government’s policy. In this context
and particularly inview of developmentsininternational oil prices, the 2007 Budget hasintroduced an energy
conservation measure. This measure involves the partial refund of the price of an electric appliance that is
certified to be an energy saving device.

In past years Malta has witnessed significant upward movements in house prices, despite a considerable
stock of vacant buildings. In an attempt to get owners of empty dwellingsto rent their property Government
has announced the reduction of the tax payable in respect of rental income earned from rented properties.

Social Cohesion

Social cohesion constitutes another important aspect of Government’spolicy. A number of measures address
the safety net established for low income and specific disadvantaged groups. Government has extended the
exemption to low income groups from payment of the fuel surcharge on water and electricity consumption.
The supplementary allowance received by eligible low income households has been increased. Estimates
suggest that this measure will increase Government expenditure by Lm0.25 million.

Additional Measures

Government has increased the amount of private education tuition fees that can be deducted from taxable
incomes. Moreover, the departure tax on international travel will be reduced from the current rate of Lm20
to Lml10asfrom 1 June 2007. Thiswill trigger areduction of LmO.5 millionin 2007, whilst thefull impact of
aLm2 million lossin revenue will be felt as from 2008. During 2006, excise duties on fuel products were
increased.

5.3 Privatisation

During 2006 the privatisation of amajor telecommunication operator was finalised. The sale of state owned
shares, which amounted to 60 per cent of the company’s share capital resulted in Lm74.2 million asasource
of financing in the Consolidated Fund.

In respect of the 25 per cent sharehol ding which Government holdsin amajor domestic commercial bank, a
decision was taken by Government to retain the bank’s share and refrain from pursuing the privatisation
effort further for the time being. This decision was made as the interest expressed did not satisfy al the
reguirements established by the Government of Malta in order to secure an increase in added value in the
ingtitution being privatised and ensure that the buyer’ slong-term objectivesarein linewith national development
objectives. Government is not expected to raise any revenue from privatisation of assets during 2007—2009.

5.4 Determinants of the 2007 Fiscal Outcome

Government’s efforts to achieve sustainable public finances entail a reduction in the general Government
Budget deficit. Indeed, the budget deficit ratio is expected to decline below the 3 per cent reference valuein
2006, to 2.6 per cent of GDP and further to 2.3 per cent of GDP in 2007. Thissignals an improvement in the
fiscal position of 0.33 percentage points of GDP during 2007. Thisimprovement is being projected despite
significantly lower revenue from one-off itemsin 2007 compared to 2006.

Theimprovement in public finances mainly emanates from expenditure measures. Indeed lower expenditure
asaproportion of GDP explains two-thirds of the improvement in the deficit-to-GDP ratio. It is noteworthy
that expenditurerestraint will stem entirely from outlays of acurrent nature. On the other hand, higher capital
outlayswill beregistered in 2007, reflecting Government’s commitment to provide the necessary infrastructure
in the economy.
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As shown in Table 5.2 and Chart 5.1, the 0.12 percentage point improvement in the deficit-to-GDP ratio
deriving fromthe revenue side capturesanumber of contrasting movementsin revenue. Revenueincreasing
measures explain 0.55 percentage points of the movement in the deficit-to-GDP ratio. This captures the
impact of the licensing regime for gaming machines and an increase in excise duties on fuel in 2006. On the
other hand, the Budget for 2007 includes a number of revenue reduction measures whose aggregate effect
tranglates in an increase in the deficit-to-GDP ratio of 0.64 percentage points. The main revenue reduction
measures aretherevisionintheincome tax bands and amendmentsto National Insurance which are expected
to trigger a 0.55 percentage point change and a 0.05 percentage point change in the deficit-to-GDP ratio
respectively.

Revenue buoyancy and stricter enforcement of tax collection will bring about a0.55 percentage point decrease
inthe deficit-to-GDPratio. Revenue buoyancy isexpected to occur in almost al sub-categories of Government
revenue.

Changesin grantswill yield an upward movement of 0.34 percentage pointsin the deficit-to-GDPratio. Itis
pertinent to point out that grantswill impact public finances negatively in 2007, reflecting amargina decrease
in absolute terms. Furthermore, the commencement of the financial framework for the period 2007 — 2013
will bring about the termination of termporary compensating grants associated with accession to the EU.

General Government expenditure as a per cent of GDP is expected to decline from 46.4 per cent in 2006 to
46.2 per cent in 2007. As aresult, the improvement in the ratio of general Government expenditureto GDP
represents 0.21 percentage point of the 0.33 percentage point improvement in the deficit-to-GDPratio. This
will bemainly achieved through stricter controls on expenditure outlays. Government iscommitted to attaining
the fiscal targets and for this purpose, the Prime Minister and Minister of Finance has instructed Cabinet
Ministersby means of aletter in September 2006 to ensure that requestsfor additional fundsare only allowed
in respect of unforeseen and unavoidable circumstances and even in such cases these must be justified and
neutralised either through atrade off with reduced expenditure or through improvementsin revenue collection.

Analysis of Improvement in Deficit-to-GDP Ratio for 2007
(percentage points)

Table 5.2

Revenue increasing measures 0.55
Revenue reduction measures -0.64
Revenue buoyancy and enforcement 0.55
Changes in grants -0.34
Change in revenue ratio 0.12
Collective consumption 0.49

Total social transfers 0.23

Interest expenditure 0.31
Subsidies 0.02

Gross fixed capital formation -0.45

Other -0.39
Change in expenditure ratio 0.21
Improvement in deficit ratio 0.33

Note: positive represents a decline in the deficit-to-GDP ratio
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Chart 5.1
Analysis of Improvement in Deficit-to-GDP ratio for 2007
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In addition, procedures ensuring more effective monitoring and review of budgetary performance by Ministries
and Departments are being put in place.

The projected declinein thetotal expenditure-to-GDPratioismainly dueto adeclinein collective consumption,
representing a0.49 percentage point improvement inthe deficit-to-GDPratio. Thefdl in collective consumption
islargely the result of the containment of growth in expenditure with respect to compensation of employees
and intermediate consumption below GDP growth.

Expenditure on compensation of employees accounts for around 0.73 percentage point improvement in the
deficit-to-GDP ratio. As a per cent of GDP, this component of expenditure has been following a downward
trend in recent years. In fact, the ratio of compensation of employeesto GDP hasfallen from 15.2 per cent
in 2004 to 14.8 per cent in 2005. Available figures indicate that this declining trend has been maintained in
2006. This ratio is expected to fall further from 14.2 per cent in 2006 to 12.5 per cent in 2009. These
developmentsreflect measuresimplemented by Government to contain outlays on compensation of employees.
In particular, Government’s policy isto restrict recruitment in non-essential categoriesin the public sector.
Indeed, the collective agreement for public service empl oyees (reached between Government and employees
representatives in 2005) envisages a reduction in Government employees through natural attrition (partial
non-replacement of retirees). Hiring in the public sector is subject to the approval by the Redeployment
Advisory Group (which was set up in 2005 and includes the Ministry of Finance) and is being done on a
strictly need basis. The development of online service by the public sector is also contributing to contain
recruitment requirements in front-office operations. As a result of these developments, employment in
Government Departments has fallen by around 3 per cent between December 2003 and December 2005 and
a further decline of 1 per cent was registered between December 2005 and June 2006. Furthermore, the
limited increases in salaries embedded in the Collective Agreement for public service employees are also
contributing to contain outlays on compensation for employees. Chart 5.2 presents compensation of employees
asaratio to GDP for the period 2005 — 2009.

Expenditure on socia transfers as a per cent of GDP is also projected to decline, contributing to a 0.23
percentage point improvement in the deficit-to-GDP ratio. Meanwhile, absolute expenditure on pensionsis
expected to increase reflecting demographic changes. Government is taking measures to curtail fraud of
socia assistance. In fact, developments in expenditure on social transfers reflect the intensification of
investigations by the Benefit Fraud and Investigations Directorate, which was set up in 2005 to carry out
investigations in cases of fraud of social benefits aswell asin other areas of socia policy.
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Interest expenditure as a per cent of GDP is projected to decline and contribute to a 0.31 percentage point
improvement in the deficit-to-GDP ratio. The anticipated declinein interest expenditureis brought about by
lower interest ratesfor new bond issuesrelative to the rate of maturing bonds, aswell as by a declining debt-
to-GDPratio. Meanwhile, the anticipated declinein the subsidies-to-GDPratio is expected to haveaminimal
contractionary effect of 0.02 percentage points on the deficit-to-GDP ratio.

Gross Fixed Capital Formation and the ‘ Other’ component of expenditure are projected to contribute to a
0.45 percentage point and a 0.39 percentage point increase in the deficit-to-GDP ratio respectively. The
expansionary effect of Gross Fixed Capital Formation on thedeficitismainly attributableto higher expenditure
on roads infrastructure, waste treatment, and tourism. Expenditure on the new hospital is marginally lower
than in 2006 but still above pre-2005 levels, asit nears its completion in 2007. A number of projects were
deemed necessary to complement Government’s strategy of stimulating economic growth. In particular, the
upgrading of theinfrastructurewasgiven priority aswell astheimprovement of the tourism product especially
given theimportant contribution of the tourism industry to the economy. A number of these projectsareto be
financed from EU funds.

The expansionary effect of the * Other’ component of expenditure on deficitismainly dueto lessreliance on
one-offsin 2007, which element is deducted from the * Other’ component of expenditure. Thisis somewhat
compensated for by a significant fall in individual consumption reflecting Government’s policy to contain
growth in current expenditure. Thisis expected to contribute to a0.53 percentage point improvement in the
deficit-to-GDPratio.

5.5 Functional Classification of Expenditure

The main components of general Government expenditure by functional classification are Social Protection,
General Public Service, Health, Economic Affairsand Education. Chart 5.3 presentsthe developmentsin the
main components of general Government expenditure by functional classification for the period 2004-20009.

Theratio of outlaysrelating to General Public Serviceto GDP is expected to generaly follow a downward
path, declining from 8.5 per cent in 2004 to 6.8 per cent in 2009. Thismainly reflects Government’seffortsto
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restrain expenditure outlays of arecurrent natureincluding compensation of employees. Interest expenditure
isalso anticipated to follow a downward trend.

The ratio of expenditure on Economic Affairs to GDP which stood at 7.1 per cent in 2004 is expected to
decrease by 2.1 percentage points during the period 2004 — 2009, mainly on account of lower expenditure
ratiosreflecting Government’s policy to contain expenditure. Nonethel ess, in 2007, ahigher ratio of Economic
Affairsto GDP is expected partly as a result of higher capital expenditure linked to tourism, industry and
roads infrastructure financed also through EU funds.

Expenditure on Environmental Protection asaproportion of GDP is expected to remain broadly unchanged.
Nonetheless, the ratio of expenditure on Environmental Protection to GDP is set to increase between 2004
and 2007 and follow a declining trend thereafter, on account of higher capital expenditure related to waste
management financed from EU funds.

The share of expenditure on Health to GDP is projected to decline, in particular after 2007 when the project
of the new hospital is expected to be completed.

Human capital remainsthe mgjor resource of the Maltese economy. Inthiscontext, higher productivity levels
can beattained if thelabour forceisequipped with the skillsand capabilitiesrequired in an ever dynamic and
competitive environment. Considerableimportance has been attached by Government toinvest inthe provision
of education. Accordingly, expenditure on Education as a proportion of GDPis expected to increase during
the period 2004 — 2007 and decline marginally thereafter. Theincreasein expenditure on educationismainly
underpinned by higher capital expenditure earmarked for the University of Maltaand the Malta College for
Arts, Science and Technology (MCAST) co-financed by EU funds.

Social Protection is the main component of total expenditure reflecting significant outlays particularly on
pensions. Itsratio to GDP is expected to decline from 14.3 per cent in 2004 to 13.7 per cent in 2009.
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5.6 Integration between the Convergence Programme and the National Reform
Programme

In October 2005, the Maltese Government presented the National Reform Programme (NRP) with a
governance structure based on a three-year cycle. This Programme aimed to set out a comprehensive
strategy to deliver growth and jobsin linewith the refocus of the Lisbon Agendaagreed to in the 2005 Spring
European Council. Subsequently, in October 2006, the Maltese Government presented thefirst annual progress
report on Malta's implementation of the policies presented in the NRP. This report reflects Government
initiatives undertaken during the course of this year aimed at making Malta more competitive and thereby
enhancing our growth potential.

Inthe NRP, the Maltese Government identified the main economic challenges and outlined acoherent strategy
to addressthem. The growth and employment goal s of the Lisbon process presented inthe NRP are conditioned
by the fiscal context in which the national strategies are implemented. In view of this, it was considered
important to link the Update of the Convergence Programme and the NRP. Whilst the Update of the
Convergence Programme focuses on the fiscal policy measures that are foreseen in order to achieve and
maintai n the medium-term budgetary objective, the NRP focuses on the growth and employment enhancing
potential of the foreseen measuresin the macro, micro and employment domain. Indeed, the challenges and
policy measures presented in the NRP are identified in the context of Government’s fiscal framework. In
turn, the Update of the Convergence Programme presents Government’s fiscal strategy taking into account
the budgetary implications of the planned implementation of the measures identified in the NRP. These
measures are presented in the following Implementation Grid. In particular, the Updated Convergence
Programme confirms the intention to pursue reforms to enhance the efficiency of the public sector, improve
tax compliance, provide support for the training of the labour force, improve the business environment and
enhance the environment amongst others.
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Convergence Programme Implementation Grid

Key challenges Integrated Measure Implementation Direct budgetary costs
Y 9 Guidelines P (as a percentage of GDP")
Status Timeline 2005 | 2006 | 2007 | 2008 | 2009
Macroeconomic Policies
Review of the existing taxation The cost of the project was financed
9 Completed August 2006 |from the operational costs of the Ministry|
framework of Finance
Enhance price flexibility through the
liberalisation of monopolies and
actively considering liberalisation . Completion . .
. : - This is a revenue-raising measure
entry into certain service sectors Ongoing by end 2008 9
particularly the divestment of the
gas sector
lor:‘ctrheea;i;](iz c;?\%én;:g gsg;tlons The cost of the project is financed from
e .| — — Oongoin Completion | the operational costs of the Ministry of
anagement of human resources; going by end 2008 Finance and the Office of the Prime
a gradual decline of the public Minister
sector
L . The cost of the project is financed from
Maximisation of resources to . Completion : )
) ) ; Ongoing the operational costs of the Office of the
achieve a better quality service by end 2007 Prime Minister
Develop a more aggressive plan ongoin Completion
Sustainability of 15 against benefit fraud going by end 2008 -
e Assess the role of means-testing )
. . . Completion
instruments that determines Ongoing by end 2006 _
eligibility for means-tested benefits Y
. ) The cost of the project was financed
Commencement of incremental . Completion . e
) . Ongoing from the operational costs of the Ministry|
measures in pensions reform by end 2008 = —
Ensure the sustainability of the r':]reo;iftt;vzz The cost of the project is financed from
provision of healthcare and better Late finalised by the operational costs of the Ministry of
quality patient care June 2006 Health and Elderly Care
Ensure a flexible and dynamic
labour market; ensure that the
workforce is adequately equipped OrmEl Completion Budgetary costs included under the
with the necessary skills to find going by end 2008 employment pillar
employment; increase the female
participation rate
iF:rr]orrn?ltetEub(I;c"_:erV|c? tchhangglito Completion The cost of the project is financed from
p .O € the deflvery ot the public Ongoing OmPpletion . operational costs of the Office of the
service product and encourage a by end 2008 Prime Minister
better work/life balance
Set up a Working Group to identify ongoin Completion
Malta’s competitive advantages going by end 2006 —
Revise the Business Promotion Act .
) . . Completion
in order to expand industry base Ongoing by end 2006 _
and reduce burden to industry Y
Competitiveness 15
Develop SME loan guarantee c d
scheme to provide easier access to Ongoing ommence
. 5 in 2005 -
finance
Formulate an action plan for Malta’'s Antlupa?ed
industrial space LA el EIEEn -
by end 2006
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Convergence Programme Implementation Grid

continued

K hall Integrated M imol tati Direct budgetary costs
n R r mplementation
ey challenges | G idelines easure plementatio (as a percentage of GDP)
Status Timeline 2005 | 2006 | 2007 | 2008 | 2009
Re-engineer FDI procedures to Completion
10 business set-up in Malta By by end 2008 —
Provide tax credits for back-office Commenced
15 services, reinvestment of profits by Ongoing ; 0.27° | 0.29° | 0.31°
in 2005
SMEs
Set up a Better Regulation Unit in
order to achieve a higher service
standard and reduction in burdens Ongoing End 2007 _
to enterprise through streamlining of
14 government practices
. . To
Introduction of Quality Assurance .
. Planned commence in _
Mechanisms across Government
2008
7 Eggance AR LS s Ongoing End2008 | 0.06 | 0.05 | 0.05 | 0.05
Development of a regional ) Completion
8 Ongoin b
Innovation Strategy” going by mid 2008 =
Introduction of a loan guarantee . e .
15 . . 2 Ongoing commence in _
scheme for innovative startups 2005
eWork Framework with guidelines ST
on incentives and raisin i
i |v2 ising Ongoing by end 2008 0.03 0.03 0.03 | 0.03
awareness
Competiveness Drawing strategies for attracting s Completion Budgetary costs not yet available
multinational ICT companies by end 2007
9 . . 2 ) Completion
Address ICT skills requirements Ongoing by end 2007 —
Financial and other assistance to ) Completion
Ongoin 0.04 0.04 0.04
foster ICT competencies® going by end 2007
Feasibility assessment for an ICT Ongoin Completion
park development going by end 2007
Review Malta’s broadband . Completion
16 Ongoin 0.11 0.10 0.10 | 0.09
connectivity” gong by end 2008
Maintain the contribution of the
tourism sector to the Maltese .
. Completion
economy through the Ongoing _
. ) . by end 2006
implementation of niche
mainstream/tourism strategy
10 Improve accessibility, conservation Completion
s ) Uk N 1 ongoing plet 0.06 | 005 | 005 |0.05
and promotion of key heritage sites by end 2008
Introduce tourism zone c leti
management tools to raise quality Ongoing Ompieton |5 53 [ 0.02 0.03
2 by end 2008 —
standards
Implement a branding exercise for . Completion
11, 10 o Ongoing by end 2008 0.02 0.02 0.02
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Convergence Programme Implementation Grid

continued

Key challenges i 2t Measure Implementation Direct budgetary costs
4 9 Guidelines p (as a percentage of GDP")
Status Timeline 2005 | 2006 | 2007 | 2008 | 2009
Operate the Vessel Traffic . Completion
Management System Ongoing by end 2007 0.03 0.02 0.02
Complete economic, financial
feasibility and impact study for . Completion
16 enhancing the Grand Harbour and Sz by end 2006 v g oo
Freeport infrastructures
Privatisation of all yacht marinas To
andl|denFlf|cat|on of new yacht Planned commence | This is a revenue-generating measure
marina sites for development by by end 2008
private sector y
Initiate divestiture of the entire gas To
13 .functlon.and supply chlalnlfrorln Ongoing commence ibid
importation of fuel to distribution of by end 2006
fuel in petrol stations Y
Developing a National Biodiversity GGG Completion
Strategy Action Plan going by end 2008 -
Conduct marine scientific surveys Ongoing gogzlié%% _
Develop a Regional Project for e
Marine and Coastal Protected Ongoing b enF()j 2008 _
Areas Y
Strengthening the institutional c et
capacity for implementing the Ongoing ompletion
. .2 by Q1 — 2007 —
Nature Protection Acquis
Construction of three sewage Completion
treatment plants gaps by end 2008 0.52 0.48 046 | 0.43
Draft a national Environmental S Completion
Technologies Action Plan 9oing by end 2006 -
Improve the environment through Completion
Environment 11 better management of public Planned b enz 2009 _
resources and reduction of waste Y
Introduction of the Polluter Pays
Principle through economic Ongoing End 2006 _
instruments
Capture methane from waste . Completion
disposal and treatment Ongoing by end 2008 B9 D ues | O
Replace uncontrolled landfills and e
improve treatment of Municipal Ongoing B enz 2008 0.27 0.25 0.24 0.22
Solid Waste Y
Promote use of Bio-fuels and e
implementation of pilot scheme for Ongoing b enz 2008 0.03 0.03 0.03 | 0.03
collection of used cooking oil Y
. To
Encouraging greater use of non-
: Planned commence
conventional sources of water by 2008
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Convergence Programme Implementation Grid

continued
Kev challenges | Ntegrated Measure Implementation Direct budgetary costs
Y g Guidelines P (as a percentage of GDP")
Status Timeline 2005 | 2006 | 2007 | 2008 | 2009
Employment
Make_ youth more employable, with Ongoing By end 2008 .
the aim of reducing unemployment
Train and engage mothers absent .
18 from the labour market Ongoing 2008 -
Review tax and benefit systems to The cost of this project was included in
encourage female participation in Completed 2005 the operational costs of various
workforce Ministries
Promote family-friendly measures Ongoing Ongoing _

Better train unemployed to increase
their employability; reduce the Ongoing 2008 0.01 0.01
number of illiterate persons

Employment

19 Review policy regarding

employment of third country Ongoing 2008 _
nationals

Enhance cooperation in matters

related to visa and work Ongoing 2007 _
authorisations

Launch the Foster Entrepreneurial

21 Skills scheme

Ongoing 2006

Education and Training

Increase literacy rates for school
leavers; decrease rate of early

school leavers; ensure an o, Completion
appropriate regulatory framework going by end 2008 -
for primary and secondary
23 education
Set up a higher education Ongoing 2006 .

directorate

Establish a forum between
educational and training providers Ongoing 2008

SENEETEN £ and other stakeholders

Training
21 Ilncrease the number of computer Ongoing 2008 .
literate persons
17 Nurture a culture of lifelong learning Ongoing 2008 _

Ensure that formal, informal and
23 non-formal qualifications and skills Ongoing Ongoing
are certified?

Better train workforce to respond to

235 . :
new skill requirements

Ongoing 2008

1Figures below 0.01 per cent of GDP are indicated as negligible
2 Measure is subject to securing of EU funding
° Maximum Revenue foregone by Government if all Schemes are approved by State Aid Monitoring Board
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6. Sustainability of Public Finances

Itiswidely recognised that demographic changes associated with lower fertility rates, longer life expectancy
and the entry into retirement of the post-war ‘baby-boom’ generations is likely to pose major economic,
budgetary and social challenges. These changes are expected to have a significant impact on growth and
lead to significant pressuresto increase public spending, thusmaking it difficult to maintain sound and sustainable
publicfinancesin thelong-term.

Similar to other countries, the pressure on age-related expenditure is expected to represent a significant
challengein Matainthe coming years. Asaresult of the demographic shifts, the outlays on pensions paid by
Government will rise over the next twenty years|eading to aworsening in the balance of the current system.
In light of these developments, in June 2004, Government tasked the Cabinet Committee’s Support Unit to
head a Pensions Working Group (PWG) to review all previous work carried out on pensions and to submit
recommendations to Government on the way forward. Following an extensive and embracing national
consultation and discussion process the PWG presented afinal report in June 2005. The report provides a
comprehensive and detailed analysis of developmentsin the Maltese Pension System under a baseline ‘no
reform’ scenario and puts forward a set of recommendations in conjunction with the expected impact of the
proposed reformson long-term fiscal sustainability. Government published thisreport together with the feedback
gathered from society and constituted bodiesin November 2005. In March 2006, the Prime Minister announced
a series of changes to the current Pension System. The Bill entitled 'An Act to further amend the Social
Security Act' is currently being debated in the House of Representatives, where it has reached a relatively
advanced stagein the legislative process. It is expected that the Bill will be adopted by the end of 2006 with
some of the provisions of the Act coming into effect as from 1% January 2007.

ThisChapter provides an assessment of Malta'slong-term sustainability of public financesby reviewing two
sets of projections. Thefirst set of projections being presented is based on the work of the Economic Policy
Committee (EPC). Theaim of thiswork isto produce budgetary projectionsfor the EU25 Member Stateson
the basis of common assumptions as prepared by the EPC so as to ensure comparability between countries.
However, some of these assumptions diverge from those adopted by the PWG. Hence, a second set of
projections is being presented on the basis of the work prepared by the PWG entrusted by Government to
analyse the current pension system and to chart the way forward with regards to the pension reform. The
Chapter aso providesan overview of the salient elementsof the Pensionsreform bill currently being discussed
inthe House of Representatives. It istheintention of the Maltese Government to submit an addendum to this
Programme, which will update the long-term expenditure and revenue projectionsfor pensions. Such update
will reflect theamended Social Security Act (SSA) and will be presented after the completion of thelegidlative
process.

6.1 Projections based on the work of the Economic Policy Committee

This section provides an analysis of the long-term sustainability of public finances on the basis of the 2006
EPC projections of age-related expenditure. Budgetary projectionsover thelong-term are based on acommon
set of demographic and macroeconomic assumptions that ensure comparability of results and ensure
comparability of results among Member States.

The pension projections are based on simulations carried out using the Pension Reform Option Simulation
Toolkit (PROST) model. Following the receipt of afull set of underlying assumptions from the EPC, the
PROST input fileswere calibrated, where possible, to incorporate such assumptions. The variablesincluded
inthe assumptionsas provided by the EPC arethereal GDP growth rates, inflation rates, popul ation projections,
participation rates and unemployment rates. A number of variablesincluded in the assumptions as provided
by the EPC were not incorporated in the PROST workings, primarily due to the fact that such variables are
not required as PROST inputs. The demographic and macroeconomic assumptionsused arelistedin Mata's
Update of the Convergence Programme for the period 2005 — 2008.
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Population Trends
(based on Economic Policy Committee Assumptions)

Table 6.1
2003 2010 2020 2030 2050
Total population
0-15 yrs 80,742 75,154 77,048 79,654 79,854
16-61 yrs* 254,618 269,391 273,070 280,802 281,521
61+ yrs 63,169 80,509 109,553 126,975 151,659
Total 398,529 425,054 459,671 487,431 513,034
Percentage of total population
0-15 yrs 20.3 17.7 16.8 16.3 15.6
16-61 yrs* 63.9 63.4 59.4 57.6 54.9
61+ yrs 15.9 18.9 23.8 26.0 29.6
Demographic dependency ratio
0-15 yrs 317 27.9 28.2 28.4 28.4
61+ yrs* 24.8 29.9 40.1 45.2 53.9
Total 56.5 57.8 68.3 73.6 82.2
Support ratio
16-61 yrs*/61+ yrs 4.0 3.3 25 2.2 1.9

* Retirement age in Malta is 60 years for females and 61 years for males
Note: Figures may not add up due to rounding

Source: PROST

6.1.1 Demographic Developments

Population projections based on the EPC underlying assumptions are presented in Table 6.1, which shows a
breakdown of the population into three main age brackets. Total population is projected to grow to around
487,000 by 2030 and increase further to around 513,000 by 2050. It is pertinent to note that under this
scenario it isassumed that net migration will amount to an annual average of around 2,500 during the projection
period up to 2050. The share of the sixty-one plusis projected to grow from 15.9 per cent in 2003 to 18.9 per
cent in 2010 and then rise persistently to reach 29.6 per cent in 2050. The youth ratio (0-15 year olds as a
proportion of those within the 16-61 years bracket) is expected to decrease by 3.3 percentage points by 2050
compared to 2003. Over the projection period, the old-age dependency ratio isgenerally on an upward trend,
with amore pronounced effect in 2020 where it will reach around 40.1 per cent and then it will continue to
riseto 53.9 per cent by 2050. By 2050, the total dependency ratio will amount to 82.2 per cent, which means
that every person in theworking age population will have to support around 0.8 non-active persons compared
to 0.6 non-active persons in 2003. The support ratio is expected to record a decline, reaching 1.9 by 2050.
Thismeansthat whilein 2003 there were around 4 personsin employment for every retired person, by 2050
there will only be around 2 employed persons compensating for every retired person.

6.1.2 Age-related Public Expenditure

Age-related spending in Maltais projected to increase by 0.3 percentage points of GDP between 2004 and
2050. Thislevel iscomposed of changesin the public expenditure on pensions, healthcare, long-term care,
unemployment benefits and education expenditure. Chart 6.1 shows the age-related public expenditure asa
share of GDP for the projection period. Appendix Table 7 shows the projections for age-related public
expenditure and the assumptions used.
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Chart 6.1 Age-related Public Expenditure Projections

(based on Economic Policy Committee Assumptions)
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Public expenditure on pensionsisthe most important age-rel ated Government expenditure item, in terms of
sizeat present and inthe future. Pension paymentsin Maltamainly include the two-thirdsretirement pension,
survivors' pension andtheinvalids pension. Occupationa pension schemesin Maltaare of minor importance.
Expenditure on pensionsis projected to fall by 0.4 percentage points between 2004 and 2050. Asregardsthe
starting position in 2004, public pension spending accountsfor 7.4 per cent of GDP, and is expected to reach
the peak in 2020 at alevel of 10.2 per cent of GDP, and then decline to 7.0 per cent of GDP by 2050

Public expenditure on healthcare is projected to increase from alevel of 4.2 per cent in 2004 to 6.1 per cent
of GDP by 2050, an increase of 1.8 percentage points over the projection period. Meanwhile, expenditure on
long-term care is expected to increase by 0.2 percentage points of GDP, from alevel of 0.9 per cent of GDP
in 2004 to 1.1 per cent in 2050. Expenditure on unemployment benefitsis projected to decline by 0.2 percentage
pointsover the projection period, from alevel of 1.2 per cent of GDPin 2004 to 1.0 per cent of GDPin 2050,
while expenditure on education is projected to declinefrom 4.4 per cent of GDPin the starting year, to 3.3 per
cent of GDP in 2050.

6.2 Projections based on the work of the Pensions Working Group

This Section presents projections for pension expenditure based on work carried out by the PWG using the
World Bank’s PROST model, with the starting year being 2002. The macroeconomic and demographic
assumptions used to derive such projections are presented in the Update of the Convergence Programme
2005 — 2008. It is pertinent to highlight that in terms of net migration, the PWG assumesthat the population
will be augmented annually by the inflow of 500 immigrants and by 150 returned migrants. This contrasts
with the EPC assumption that net migration will increase by an annual average of around 2,500 persons over
the projection period, thusleading to different trendsin population projectionsrel ative to the PWG,

6.2.1 Demographic Developments

The shift in demographic projections up to 2050 may be observed from Table 6.2, which showsthe popul ation
divided into three separate age classifications. Population projectionsindicate that total populationisprojected
to grow to around 410,000 by 2030 and then decline to around 387,000 twenty years later. The challenge for
the Maltese economy arises in particular when taking into account the shifts envisaged to the dependency
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Population Trends
(based on Pensions Working Group Assumptions)

Table 6.2
2002 2010 2020 2030 2050
Total population
0-15 yrs 80,002 65,410 59,877 61,068 58,576
16-61 yrs* 254,027 257,805 246,391 233,912 197,780
61+ yrs 63,267 80,862 102,050 114,541 130,716
Total 397,296 404,077 408,318 409,521 387,072
Percentage of total population
0-15 yrs 20.1 16.2 14.7 14.9 15.1
16-61 yrs* 63.9 63.8 60.3 57.1 51.1
61+ yrs 15.9 20.0 25.0 28.0 33.8
Demographic dependency ratio
0-15 yrs 315 25.4 24.3 26.1 29.6
61+ yrs* 24.9 31.4 41.4 49.0 66.1
Total 56.4 56.7 65.7 75.1 95.7
Support ratio
16-61 yrs*/61+ yrs 4.0 3.2 2.4 2.0 15

*Retirement age in Malta is 60 years for females and 61 years for males
Note: Figures may not add up due to rounding

Source: PROST

ratios, particularly to age 61 and over. The share of the sixty-one plusis projected to grow from 15.9 per cent
in 2002 to 20.0 per cent in 2010 and then rise sharply to ahigh of 33.8 per cent in 2050.

Theyouthratio (0-15 year oldsasaproportion of thosewithinthe 16-61) isexpected to fall by 1.9 percentage
points during the next 50 years, while the old-age dependency ratio (61 years and over as a share of the 16-
61 years bracket) is projected to increase. The generation of the ‘ baby-boomers’ will moveinto the 61+ age
bracket, where such an effect will intensify primarily in 2020 and continue to increase by 2050, when the ol d-
age ratio will rise sharply by around 17 percentage points compared to 2030. Accordingly, after 2010, the
increase in the old-age ratio leads to a continuous increase in the total dependency ratio. By 2050, the total
dependency ratio will amount to 95.7 per cent, which meansthat every person in the working age population
will have to support around 1 non-active person compared to 0.6 non-active personsin 2002. Asfrom 2010,
the support ratio records adecline throughout the projection period, reaching 1.5 by 2050, which impliesthat
whilein 2002 there were around 4 personsin employment for each retired person, by 2050 there will only be
around 1.5 employed persons compensating for a retired person. In contrast, under the EPC population
projections, by 2050 there will be around 2 employed persons compensating for a retired person. These
differencesin projectionsare primarily attributabl e to different popul ation devel opment assumptions.

6.2.2 The Cost of Ageing

Asinthe scenario based on the common EPC assumptions, pension expenditure under the PWG assumptions
includestwo-thirdsretirement pensions, invalidity pensionsand survivors pensions based on contributions of
employer and employees only. Table 6.3 highlights the PWG projections of the pensions system balance and
presents the main assumptions used for these projections. More detail can be found in the December 2005
Update of the Convergence Programme.

While the pension system in 2002 was running asmall surplus of 0.3 per cent of GDP, it is projected that as
from 2005 onwardsthe balance will turninto deficit throughout the projection period. The deficit isprojected
to increase to 2.7 per cent of GDP by 2010 and 4.4 per cent of GDP by 2020, then declining to 3.3 per cent
of GDP by 2050. This outcome mainly reflects devel opmentsin both Pay-As-You-Go (PAY G) total revenue
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Pensions Working Group Projections

Table 6.3

Percentages of GDP 2002 2010 2020 2030 2050
PAYG Total Revenue 8.0 6.6 5.3 3.5 15
PAYG Total Expenditure 7.6 9.3 9.7 7.8 4.8
Pensions System Balance 0.3 -2.7 -4.4 -4.3 -3.3

Assumptions

Real GDP growth rate (%) -1.8 2.8 3.8 3.8 3.2
Inflation (%) 2.2 2.1 2.2 2.2 2.2
Male Patrticipation rate (aged 16-61) 85.2 84.3 83.3 82.3 80.2
Female Participation rate (aged 16-60) 37.8 40.4 43.7 47.0 53.5
Population (000's) 397.3 404.1 408.3 409.5 387.1

Note: Figures may not add up due to rounding

Source: PROST

and expenditure over the projection horizon. Total PAY G revenue as a percentage of GDP is expected to
reach 1.5 per cent of GDPin 2050, whilst PAY G expenditure will reach apeak of around 10 per cent of GDP
in 2020, then fall to 4.8 per cent of GDP by 2050. Developments in these two important variables are the
result of changes in the structure of population, output developments over time and aso the result of the
mechanics of the current Maltese pension system.

Itisimportant to highlight that the projectionsfor PAY G total revenue and expenditure based on the assumption
of the PWG differ from those based on the assumption of the EPC on the premise that there are differences
in both demographic and macroeconomic assumptions. In particular, the projections by the PWG are
underpinned by a higher nominal GDP over the projection period relative to those based on common EPC
assumptions. Secondly, asexplained above, popul ation projections differ markedly. Accordingly, the current
pensions deficit balance as a percentage of GDP is higher under the projections by the PWG as from 2020
onwards.

6.3 The Pensions Reform Bill

ThePensionsreform bill entitled * An Act to further amend the Social Security Act’ iscurrently being debated
in the House of Representatives where it has reached arelatively advanced stage in the legislative process.
It isexpected that the bill will be adopted by the end of 2006 with some of the provisions of the Act coming
into effect asfrom 1% January 2007. The Bill proposes significant changesto the current pensions regime, to
be introduced in a gradual manner which enables a smooth transition without causing social and economic
disruptions. The following are the salient elements of the reform hill.

Definition of Pension Age

Currently, the pension ageissixty yearsfor femalesand sixty one yearsfor males. The Bill under discussion
shall provide that the pension age mean sixty five years of age, provided that:

J In the case of a person born on or before the 31% December 1951, pension age shall be sixty one
years.

. In the case of a person born during the calendar years 1952 to 1955, pension age shall be sixty two
years.
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o If the person isborn during the period 1956 to 1958, pension age shall be sixty three years.
o If the person isborn in the period 1959 to 1961, pension age shall be sixty four years.
o In the case of awoman born on or before the 31% December 1951, pension age shall be sixty years.

Disqualification from a Pension in respect of Retirement

Personsborn on or before 31% December 1961 will continue to face the current legislation. They may beable
to continue working if they are under sixty five years of age and have attained the pension age while also
receiving a retirement pension, as long as they do not earn a weekly equivalent that is higher than the
National Minimum Wage. On the other hand, persons born on or after 1% January 1962 will be disqualified
from receiving a pension in respect of retirement in this circumstance whenever they are working.

Retirement before Pension Age

A person who has attained the age of sixty one years but hasnot yet attained pension age, may after attaining
sixty one years of age claim apension in respect of retirement if such person isno longer gainfully occupied.
It is necessary that since reaching his eighteenth birthday, the claimant has had atotal of:

o 2,080 paid or credited contributions in the case of a person born on or after the 1% January 1962, or
o 1,820 paid or credited contributionsin the case of a person born during calendar years 1952 to 1961.

Full rate of Two-Thirds Pension

The full rate of the Two-Thirds Pension is equal to 2/3 of the pensionable income of the claimant who has
paid or has been credited with ayearly average of 50 contributions over a period of:

o Thirty yearsin the case of a person born on or before the 31 December 1951,
. Thirty five yearsfor aperson born during calendar years 1952 to 1961,
o Forty years in the case of a person born on or after the 1% January 1962.

For a person born on or after the 1% January 1962, the yearly average of contributions required for the
purposes of awarding a Two Thirds Pension shall be assessed on any period of 40 years between the first
day of his contribution year in which he reaches the age of eighteen and the last day of his last complete
contribution year before the beginning of hisbenefit year which includesthe day on which the conditionsare
required to be satisfied.

Calculations of Pensionable Income

Meanwhile, the calculations of pensionable income will be revised. Under the current regime, pensions are
determined by aformulabased on the average of the best three consecutive calender years out of thelast ten
years basic wages in the case of employees; and the average of the last ten years' net income in the case of
self-employed persons. According to the Bill, for a person born on or after the 1% January 1962, the pension
shall be determined by taking the yearly average of the basic wage/salary/net income/net earnings as the
case may be, during the best ten calendar yearswithin thelast forty yearsimmediately preceding hisretirement
orinvalidity.

The Maximum Pensionable Income

In the case of a person born on or before the 31% December 1961, whose retirement occurs on or after the
1% January 2007, the basic wage/salary/net income/net earnings and the resultant pensionable income, shall
not exceed L m6,958 increased by such sum as the Government may award as a cost of living increase. The
following provisionsstand:

o For a person born on or before the 31 December 1951, the resultant pensionable income including
any such cost of living increase shall not exceed the sum of L m7,500.
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J In the case of a person born during calendar years 1952 to 1961, the resultant pensionable income
including any such cost of living increase shall not exceed the sum of Lm9,000.

In the case of a person born on or after the 1% January 1962 whose retirement occurs on or after the 1%
January 2007, the resultant pensionabl e income shall not exceed:

J L m6,958 increased by such sum that the Government awards for the cost of living, in respect of the
years 2007 to 2010.

J L m6,958 increased on the 1% January of each year between 2011 and 2013 by onethird of the difference
between the sum and L m9,000, thereby reaching L m9,000.

. L m9,000 increased annually by 70 per cent, of the percentage increase in the national average wage
for the previous calendar year, plus 30 per cent, of the inflation rate for that same year. This applies asfrom
the 1% of January 2014.

The Guaranteed National Minimum Pension

Changes are envisaged to the National Minimum Pension, which currently stands at 4/5ths of the National
Minimum Wage for acouple and 2/3rds of the National Minimum Wage for any other person. A person born
on or after the 1 January 1962 who is not entitled to a Service Pension shall be entitled to a Guaranteed
National Minimum Pension (GNM P) which shall be payable at arate whichisnot lessthan 60 per cent of the
National Median Income. The exact rate shall be determined by the Minister in charge of the Department of
Social Security with the concurrence of the Minister responsible for Finance. In any case, the rate of the
GNMP cannot be less than that declared for the preceding year.

Crediting of Contributions

Changes are also envisaged to the categories of personsto whom crediting of contributionsisallowed. The
categories have been extended to include persons born on or after the 1% January 1962, who have the legal
care and custody of achild who islessthan 6 years old, or 10 years old in the case of a child suffering from
aseriousdisability. Crediting of contributions may be claimed hereunder for amaximum period of two years
in the case of a parent who has stopped working to take care of his/her child. This period is extended to four
yearsin the case of achild suffering from aserious disability. An adoptive parent isal so ableto claim credits
under this section. Credits may be claimed for every child, while there is no distinction between employed
and self-employed persons. The claimant is bound to have worked a minimum number of years equal to the
duration of the crediting period. In the case of a parent’s death, this latter legal binding ceasesto apply.

Ministerial Powers and Responsibilities

The Minister in charge of the Department of Social Security will within intervals not exceeding five years,
prepare areport reviewing the workings regarding the Retirement Pensions together with recommendations
for achieving further adequacy, sustainability and social solidarity. The first report will be submitted by not
later than the end of the year 2010, and shall then be discussed by the Social Affairs Committee of the House
of Representatives.

The Minister, in concurrence with the Minister for Finance will have the power to make and vary any
regulations requiring persons who have not reached pension age and their employers as the case may be, to
make contributions into Mandatory Second Pension funds. Such regulations may provide for the rate of
contribution payable, method and frequency of payment. Second Pension funds shall be governed by the
Special Funds (Regulation) Act (Cap. 450) with the Malta Financial Services Authority (MFSA) being
responsible.
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The Minister may in conjunction with the Minister for Finance provide for exemptions from incometax in
respect of contributions made by any person to Third Pension funds. These funds will be governed by the
MFSA, under the Specia Funds (Regulation) Act or the Insurance Business Act (Cap. 403) as applicable.

Note:
! Pensions system deficit excludes the State’s contribution, in accordance with the yardstick adopted by the World Bank.
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7. Institutional Features of Public Finances

The conduct of an appropriate fiscal policy with aview to attaining sound and sustainable public financesis
acrucia element in Malta'seconomic policy making. Inthe short-run, fiscal policy playsanimportant rolein
achieving agrowth supportive environment. In the long-term, fiscal policy coupled with adequate structural
and labour market reform measures, hel psto achieve national economic policy objectives. Inthis context, the
Maltese Government is attaching importanceto fiscal governancein order to ensure that appropriate budgetary
policies are pursued.

Fiscal policy and budgetary surveillance are formulated on the basis of national objectiveswhilst at the same
time recognising theimportance of the EU dimension, particularly the adherence to the Stability and Growth
Pact. Despite the fact that no fiscal rules are enshrined in Maltese law, fiscal targets on deficit and debt
figures are set by Government, providing guiding principles for conducting fiscal policy. Moreover, fiscal
targets are backed by political commitment and ownership from national political representatives and by
appropriate monitoring and enforcement systems. This implies that expenditure commitments made by
Government are consistent with the set fiscal targets.

The Maltese Government attaches importance to the efficiency and effectiveness of public expenditure. It
also advocatesthe need of aconsistent and transparent administration of public finances. To thisend, appropriate
planning of public expenditure and revenue takes place through three-year Business and Financial Plans
prepared by Ministries and Government Departmentsin the context of Government’s overall economic and
social targetswithin the framework of thefiscal consolidation process. These Financial BusinessPlansarein
turn reflected in the Budget presented and discussed on an annual basis in Parliament, with discussions
leading to the approval of the Financial Estimates of the various Ministries.

Control and monitoring of public expenditure is aso of paramount importance, particularly as Government
pursues the fiscal consolidation programme. For this purpose, the Budgetary Operations Division, which
incorporatesthe Budget Officewithinthe Ministry of Finance, monitorsthefinancial performanceof Ministries
and Departmentsaswell as public sector organisations, in particul ar thosethat either depend on aGovernment
subvention for their operations or contribute towards the Government Budget through part of their profits, in
order to ensure that the annua planned contributions are efficaciously utilised. Meanwhile, the financial
operations of public entitiesare supervised by aspecific office namely the Financial Management Monitoring
Unit, also within the Ministry of Finance.

The Budgetary Operations Division regularly monitors closely recurrent and capital expendituresand revenue
collection performances with the aim that budgetary targets and projections are adhered to, making
recommendationsin order that Government may take corrective measureswell intimewheretrendsindicate
overspending or revenue shortfalls by year-end. Thisis made possible through the monthly evaluation of
financial reports of each Government Department and management accounts of public entities.

In order to further ensure strict adherence to the fiscal targets, the Prime Minister, in his capacity of the
Minister of Finance, has instructed all Cabinet Ministers that requests by Ministries and Departments for
additional funds have to be fully justified and considered only in respect of unforeseen and unavoidable
circumstances. Furthermore, these requests would be followed up by a rigorous evaluation process by the
Ministry of Finance and in respect of truly justified cases the Cabinet of Ministers will ensure that such
reguests are simultaneously neutralised either through a trade off with reduced expenditure elsewhere or
through improvementsin revenue collection.

Public funds are also managed and supervised by the Accountant General who is also responsible for the
day-to-day cash-flow position of the operations of Government. M oreover, the system and procedure used in
Government accounting within Ministries and Government Departmentsis scrutinized by the Internal Audit
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and Investigations Directorate. Furthermore, the accounts of all departments and offices of Government are
audited and reported upon annually by the Auditor General to the House of Representatives. Further scrutiny
onthefinancial conduct of Government Departmentsis exercised by the Parliamentary Standing Committee
on Public Accounts, whichis chaired by amember of the Opposition to ensure amore transparent scrutiny of
how public finances have been utilised.

With regardsto Public Debt, the Treasury implements the borrowing plan based on the strategy approved by
Government and prepares debt sustainability analysis to assess the long-term sustainability of projected
public sector borrowing levels.

With regardsto fiscal institutions, as outlined above, an institutional set up isin place within the Ministry of
Finance entrusted with the objective of pursuing sound and sustainable public finances. At thisjuncture, itis
noteworthy to stressthat as evident by the experience of anumber of EU Member States, although independent
fiscal institutions have made an important contribution to sound and sustainablefiscal policies, special status
of fiscal institutionsis not always a pre-requisite for ensuring independence which can also be achieved by a
strong Government ownership and commitment to the duties assigned to the particular office.

Whilst acknowledging that national institutions and fiscal rules can play animportant rolein the attainment of
sound budgetary positions and can serve as a useful tool in meeting budgetary targets and supporting fiscal
consolidation, the desirable characteristics of national fiscal rules and institutions depend on domestic
circumstances, such astheinstitutional and political setting and the nature of fiscal problems. Tothisend, the
Maltese Government is designing its fiscal governance setting in away that best suits the national context,
and also building upon experiences accumulated in recent years.
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Macroeconomic Prospects

Table 1a
Percentages unless otherwise indicated ESA Code 2005® 2005 2006® 2007 2008 2009
1. GDP at constant (2000) prices Blg 1,741.0 2.2 2.9 3.0 3.1 3.1
2. GDP at current market prices Blg 1,941.1 4.3 6.7 6.0 6.1 6.2
Components of real GDP
3. Private final consumption expenditure(3) P3 1,178.6 2.8 2.6 2.7 2.8 2.7
4. General government final consumption
expenditure P3 3579 0.6 0.4 0.2 0.3 0.5
5. Gross fixed capital formation P51  366.3 7.4 10.3 6.8 0.8 1.3
6. Changes in inventories and net acquisition
of valuables as a % of GDP P52+P53 - 0.2 17 1.6 17 17
7. Exports of goods and services P6 1,539.3 -6.2 1.9 2.3 4.1 4.6
8. Imports of goods and services P7 1,704.9 -1.8 4.5 2.4 2.6 3.2
Contribution to real GDP growth
9. Final domestic demand - 35 4.0 3.4 2.1 2.2
10. Change in inventories and net acquisition
of valuables P52+P53 - 2.8 15 - 0.1 0.1
11. External balance of goods and services B11 - -4.1 -2.7 -0.4 0.9 0.8
@ Lm million
@ Forecasts from 2006 onwards
® Includes NPISH final consumption expenditure
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Table 1b

Price Developments

Percentages unless otherwise indicated

GDP deflator

Private consumption deflator

Harmonised Index of Consumer Prices
Public consumption deflator

Investment deflator

Export price deflator (goods and services)
Import price deflator (goods and services)

NooprwDdE

@ Index (base 2000 unless otherwise indicated)
@ Forecasts from 2006 onwards
© Average 2005=100

ESA Code 2005% 2005 2006®

1115 2.0
110.4 25
100.0® 25
118.9 1.6
111.0 1.6
91.4 2.1
94.0 3.2

3.7
2.8
3.1
1.9
4.3
6.1
5.8

2007

2.9
2.3
2.2
2.1
3.3
3.8
2.8

2008

2.8
2.2
2.1
1.9
1.6
2.2
1.0

2009

3.0
2.0
2.0
1.8
3.6
15
0.3

72
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Labour Market Developments

Table 1c

Percentages unless otherwise indicated ESA Code

Employment, persons®

Employment, hours worked
Unemployment rate®”
Labour Productivity, persons
Labour Productivity, hours worked
Compensation of employees (Lm million)

(5)

o 0h wNE

@ Forecasts from 2006 onwards
@ National accounts definition

© Thousands

® Harmonised definition

® Real GDP per person employed

D1

2005

152.4®

11,422.5

899.8

2005 2006

15
7.3
0.7

2.0

0.9
7.0
2.0

2.2

2007
11
6.5
1.9

2.6

2008
0.9
6.4
2.2

2.5

2009
0.9
6.2
2.2

2.5
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Sectoral Balances

Table 1d

Percentages of GDP

1. Net lending/ borrowing
vis-a-vis the rest of the world
of which:
Balance on goods and services
Balance of primary incomes and transfers
Capital account
Net lending/ borrowing of the private sector
Net lending/ borrowing of general government
4. Statistical discrepancy

w N

ESA Code 2005

B.9 -10.6

-10.1

-0.5

3.5

B.9/ EDP B.9 -7.4
B.9 -3.2

2.9

2006

2007

2008

2009

74
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General Government Budgetary Developments

Table 2
Percentages of GDP ESAcode 2005 2005 2006 2007 2008 2009
Net Lending (EDP B9) by sub-sectors
1. General Government S13 -61.8 -3.2 -2.6 -2.3 -0.9 0.1
2. Central Government S1311 -62.3 -3.2 -2.7 -2.3 -0.9 0.1
3. State Government S1312 - - - - - -
4. Local Government S1313 0.5 - - - - -
5. Social Security Funds S1314 - - - - - -
General Government
6. Total Revenue TR 858.4 44.2 43.8 43.9 41.8 40.1
7. Total Expenditure TE  920.2 47.4 46.4 46.2 42.7 40.1
8. Net Lending / borrowing EDP B9 -61.8 -3.2 -2.6 -2.3 -0.9 0.1
9. Interest expenditure (incl. FISIM) EDP D41 incl FISIM 76.5 3.9 3.7 34 34 3.1
9a. FISIM 1.3 0.1 0.1 0.1 0.1 0.1
10. Primary Balance 14.7 0.8 1.1 1.1 25 3.2
Selected Components of Revenue
11. Total Taxes 542.9 28.0 28.2 28.7 27.9 26.9
1la.  Taxes on production and imports D2 305.4 15.7 15.6 16.1 15.6 14.9
11b. Current Taxes on Income, Wealth, etc. D5 229.9 11.8 12.2 12.3 11.9 11.6
1lc. Capital Taxes D91 7.5 0.4 0.4 0.4 0.4 0.3
12. Social Contributions D61 1715 8.8 8.3 8.2 8.2 8.2
13. Property Income D4 29.7 1.5 11 1.0 0.9 0.8
14. Other 114.4 5.9 6.2 6.0 4.7 4.2
15=16 Total Revenue TR 858.4 44.2 43.8 43.9 41.8 40.1
p.m.  Tax Burden 714.4 36.8 36.5 36.9 36.1 35.1
Selected Components of Expenditure
16. Collective Consumption P32 192.3 9.9 10.3 9.8 9.3 8.9
17. Total Social Transfers D62+D63 270.1 139 13.6 13.4 13.2 13.0
18=9 Interest expenditure (incl. FISIM) EDP DA41 incl. FISIM 76.5 3.9 3.7 34 34 3.1
19. Subsidies D3 40.0 21 1.9 1.9 1.6 1.3
20. Gross fixed capital formation P51 104.9 5.4 5.6 6.1 4.0 3.2
21. Other 236.4 12.2 11.3 11.7 11.3 10.5
22=7 Total Expenditure TE 920.2 47.4 46.4 46.2 42.7 40.1
p.m.  Compensation of employees D1 286.7 14.8 14.2 135 12.9 12.5
@ Lm million
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General Government Expenditure by Function

Table 3

Percentages of GDP

General public services
Defence

Public order and safety
Economic affairs

Environment protection
Housing and community amenities
Health

Recreation, culture and religion
. Education

10. Social protection

11. Total Expenditure

CEONOU A ®NE

COFOG code 2004
1 8.5
2 1.0
3 1.7
4 7.1
5 1.0
6 11
7 6.4
8 0.6
9

0

1 14.3
TE 47.9

2005
7.8
1.0
1.7
6.5
11
12
6.9
0.7
6.1

14.3
47.4

2006
8.0
0.8
1.6
6.3
13
0.6
6.7
0.7
6.2

14.2
46.4

2007
7.5
0.7
15
6.4
1.6
11
6.2
0.6

14.2
46.2

2008
7.0
0.7
1.4
6.0
1.2
0.9
4.8
0.6

14.0
42.7

2009
6.8
0.7
1.3
5.0
11
0.8
4.4
0.5
5.7

13.7
40.1
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General Government Debt Developments®

Table 4

Percentages of GDP 2005 2006 2007 2008 2009
1. Gross debt 74.2 68.3 66.7 63.2 59.4
2. Change in gross debt ratio -0.7 -5.9 -1.6 -3.5 -3.8

Contributions to changes in gross debt

3. Primary balance -0.8 -1.1 -1.1 -2.5 -3.2
4. Interest expenditure(z)
and nominal GDP growth 0.9 -0.9 -0.5 -0.5 -0.5
5. Stock-flow adjustment -0.8 -3.9 - -0.6 -0.1
p.m. implicit interest rate on debt 5.3 55 5.1 5.3 5.3
@ Developments in the debt- to-GDP ratio depend on: b _b.,_PO +[Dt_l.i‘—yt]+SFA
YooYa % e Iy Y

where t denotes a time subscipt, D, PD Y and SFA are the government debt, primary deficit, nominal GDP and the
stock-flow adjustment respectively, and i and y represent the average cost of debt and nominal GDP growth.
@ Including FISIM
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Cyclical Developments

Table 5

Percentages of GDP ESAcode 2005 2006 2007 2008 2009
1. Real GDP growth (%) 2.2 2.9 3.0 3.1 3.1
2. Net lending of general Government EDP B.9 -3.2 -2.6 -2.3 -0.9 0.1
3. Interest expenditure (incl. FISIM) EDP D.41 incl. FISIM 3.9 3.7 3.4 3.4 3.1
4. Potential GDP growth (%) 2.0 2.3 2.4 2.0 1.9
5. Output Gap -2.5 -1.9 -1.4 -0.3 0.9
6. Cyclically budgetary component -0.9 -0.7 -0.5 -0.1 0.3
7. Cyclically-adjusted balance (2-6) -2.3 -1.9 -1.8 -0.8 -0.3
8. Cyclically-adjusted primary balance (7-3) 1.7 1.8 1.6 2.6 2.8
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Divergence from the December 2005 Update of Convergence Programme
Table 6

Percentages of GDP ESA code 2005 2006 2007 2008 2009
GDP growth (%)

previous update 0.9 1.1 1.2 2.0
latest update 2.2 2.9 3.0 3.1 3.1
Difference 1.3 1.8 1.8 1.1 -
Actual budget balance EDP B.9

previous update -3.9 -2.7 -2.3 -1.2
latest update -3.2 -2.6 -2.3 -0.9 0.1
Difference 0.7 0.1 0.0 0.3 -

Gross debt levels

previous update 76.7 70.8 68.9 67.3
latest update 74.2 68.3 66.7 63.2 59.4
Difference -2.5 -2.5 -2.2 -4.1 -
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Long-term Sustainability of Public Finances
Table 7

Percentages of GDP 2004 2010 2020 2030 2050

Total Expenditure - - - - -

of which: age-related expenditures 18.2 19.1 20.4 20.0 18.5
Pension expenditure 7.4 8.8 10.2 9.1 7.0
Social security pensions* - - - - -
Old-age and early pensions 3.8 5.2 7.0 6.9 6.5
Other pensions (disability, survivors) 3.6 3.6 3.2 2.2 0.5
Occupational pensions - - - - -
Health care 4.2 4.5 5.0 5.5 6.1
Long-term care 0.9 0.9 0.9 1.0 1.1
Educational expenditure 4.4 3.7 3.2 3.3 3.3
Other age-related expenditures -

unemployment benefit spending 1.2 1.2 1.0 1.0 1.0

Interest expenditure - - - - -
Total revenue - - - - -
of which: property income 2.8 1.2 1.1 0.7 0.3
of which: from pensions contributions 7.1 6.8 5.9 4.7 3.3
Pension reserve fund assets - - - - -

of which: consolidated public pension
fund assets - - - - -

of which: consolidated public pension
fund assets - - - - -

Assumptions
Labour productivity growth 1.4 0.9 2.4 2.7 1.7
Real GDP growth 1.9 2.5 2.7 3.1 1.7
Participation rate males (aged 16-61) 84.2 85.8 86.3 86.4 86.4
Participation rate females (aged 16-60) 40.9 48.1 55.3 57.8 58.3
Total participation rates (aged 16-61) 62.6 66.7 70.4 71.6 71.7
Unemployment rate (aged 16-61) 9.0 9.4 9.0 8.8 8.6
Population aged 61+ over total population 15.9 18.9 23.8 26.0 29.6

* Malta's two-thirds pension included under the pension expenditure category
Note: Figures may not add up due to rounding
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Basic Assumptions

Table 8

2005 2006 2007 2008 2009
Short-term interest rate 3.3 35 35 35 35
Long-term interest rate 4.4 4.3 4.3 4.3 4.3
USD/EUR exchange rate (level) 1.2 13 13 1.3 13
Nominal effective exchange rate (annual averages) 11 11 11 11 11
World GDP growth, excluding EU 5.1 5.7 5.2 5.2 5.2
EU-25 GDP growth 1.7 2.8 2.4 2.4 2.4
Growth of relevant foreign markets 1.1 2.3 1.9 2.1 2.1
World import volumes, excluding EU 7.3 8.8 8.2 7.7 7.7
Oil prices, (Brent, USD/barrel) 53.4 66.5 67.2 68.8 68.8
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