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Introduction

Within the framework of the multilateral surveillance of budgetary positions and the surveillance and co-
ordination of economic policieswithin the European Union (EU), Maltais submitting its first Convergence
Programme. This programme, which covers the 2004-2007 period, was prepared in accordance with the
Council Regulation (EC) No. 1466/97 which sets out the rules covering the content of Stability and Convergence
Programmesand it isin linewith the revised Opinion on the content and format of Stability and Convergence
Programmes (2001 code of conduct).

This Programme was compiled by the Ministry of Finance, with important inputs being received from various
Ministries as well as entities, including the Central Bank of Malta, the National Statistics Office and the
National Commission for Welfare Reform.

Thisdocument sets out thefiscal policy objectiveswithin amacroeconomic policy framework. It isstructured
into thefollowing six sections. Section 1 outlines Government’s objectivesfor macroeconomic policy aswell
as the monetary and exchange rate policy; Section 2 presents the medium-term projections of the key
macroeconomic variables; Section 3 provides areview of Malta's fiscal policy and the medium-term fiscal
projections, together with an analysis of Government revenue and expenditure; Section 4 contains sensitivity
analyses of the budgetary projectionstogether with acomparison of the current forecasts of the main economic
indicators and the fiscal projectionswith those presented in the Pre-A ccession Economic Programme (PEP)
for 2003; Section 5 presentsan analysis of thelong-term sustainability of public finances; and finally Section
6 reviews certain structural reforms as well as administrative reforms.
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1. Overall Policy Framework and Objectives

1.1 Main Macroeconomic Policy Objectives

The main medium-term macroeconomic policy objectives of the Maltese Government are presented below:

The achievement of sustainable economic growth and a high and stable level of employment so as
to attain a higher standard of living for all: Thisisthe centrepiece of the Government’s economic policy.

Given the small size and openness of the domestic economy, Malta's economic growth and development is
dependent on its ability to generate export activity. International competitivenessisthusvital in order to be
abletoimprovethe domestic standard of living. Consequently, the key to sustai nable economic growthisthe
implementation of structural reformsto instil competitivenessand efficiency in the domestic economy and to
create the right environment conduciveto private sector initiative and investment. Structural reformsarea so
regquired to achieve a flexible economy which is capable of undertaking quick adjustment in the face of a
changing international environment and of taking advantage of emerging opportunities. Government iscurrently
engaged in discussions with the social partners on the measures which are considered necessary in order to
sustain the competitiveness of the Maltese economy. Within this context, Government’s priorities include
addressing excess bureaucracy which is hindering enterprise, encouraging creativity and innovation and
supporting small and medium sized enterprises, which provide avital contribution to the Maltese economy.
Structural reforms will put domestic enterprises in a better position to be successful internationally and
therefore to generate sustainabl e jobs within the Maltese economy. At the sametime, specific measures are
being earmarked to stimulate further job creation. Government views employment not only asimportant from
the economic perspective, but also as akey instrument to achieve social cohesion and to avoid poverty.

In order to foster economic growth and employment, specific focus is particularly being made to attract
foreign direct investment and to the tourismindustry. In particular, therewill beare-invigoration of the efforts
earmarked to promote foreign investment in growth sectors. Asregards tourism, Government aims to work
closely with the operatorsin the industry so that Malta's attributes are exploited to the full advantage.

All this should facilitate the generation of economic prosperity and thus the attainment of real convergence
with the rest of the EU.

Restoring fiscal balances to sustainable levelsin the medium term, which in turn, should ascertain
that levels of Government debt grow at a slower rate than economic growth: A healthy fiscal position
isaprerequisite for sound macroeconomic conditions. Thus, efforts to improve the public finance situation
will contribute to ensure price stability and to facilitate economic growth. Government’sfiscal consolidation
programme aims to reduce the deficit to below 3 per cent in 2006. As a result, the debt ratio will start to
declineto around 70 per cent by the end of the programme period, from the 72 per cent level in 2003.

In order to achieve the fiscal targets, efforts will be undertaken to improve productivity and efficiency in
Government departments aswell asin public sector enterprises and to increase accountability in the use of
public funds. Thus, better public services can be delivered whilst curbing public expenditure. At the same
time, therewill be strong prioritisation in public expenditure, with priority being given to growth-enhancing
expenditure. Asregardsthewelfare system, theaim isto preserve socia cohesion through the avail ability of
asocia safety net. Hence, expenditure will be focused on those that need most Government support whilst
measures will continue to be taken to avoid abuse of the system.

Thelong-term sustainability of the public financesrequiresthat fiscal measures areimplemented particularly
in the area of pension and health-care systems. In the case of the former, the Government is undertaking
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intensive discussions with the socia partners, which are expected to be concluded in the coming months.
Discussions on health reform are expected to be concluded by the end of this year.

Ensuring stability in the external sector: Safeguarding the exchange rate peg is essential in order to
maintain price stability in Maltaand hence to ensure astable macroeconomic framework. Animproved fiscal
position should stabilise domestic demand whilst structural reforms earmarked to increase the competitiveness
of the Ma tese economy should result inimproved export performance. All thisshould lead to animprovement
in the external sector and hence to improve the credibility of the exchange rate peg. This has assumed
increased importance in view of theliberalisation of capital movements.

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. Responsibility for exchange rate policy is shared between the Bank
and the Government.

The Bank’s monetary policy strategy aimsto maintain price stability by pegging the Maltese lirato a basket
of three currencies of low inflation countries, with the euro having aweight of 70 per cent.

By maintaining a pegged exchange rate as the nomina anchor underpinning monetary policy, the Bank has
contributed to Malta'slow rate of inflation. The Bank isresponding to the changing policy environment, in
particular, totheremoval of capital controls, with interest ratesin Maltamoving moreclosely inlinewith rates
abroad. Theending of uncertainty about Malta sfuture relationswith the European Union and the economic
policy disciplinesimplied by membership have added to the credibility of the exchange rate peg.

The increased share of the euro in the Maltese lira basket has aready strengthened the link between the
monetary policy stance of the Eurosystem and the conduct of monetary policy in Malta. The Maltese
Government and the Central Bank of Malta believe that there are significant advantages that can be derived
from membership in the euro area. The Maltese authorities intend to move to the final stage of EMU as
rapidly as economic convergence permits.

1.2.1 Exchange Control Liberalisation

The steady removal of controls on capital movements gathered further momentum with the entry into effect
of the External Transactions Act (Cap. 233) on 1 January 2004. The Act, which replaced the Exchange
Control Act, establishes a framework for the liberalisation of external transactions and provides for the
collection of related statistical information. The Act liberalised all capital movements, subject to anumber of
restrictions. These remaining controls were however removed on 19" April, with two minor exceptions that
apply solely to transactionsinvolving non-resi dents from countries outside the European Economic Area. In
these cases, controls on non-resident participation in Maltese firms operating in certain sectors, aswell asthe
participation by residentsin long-term insurance contracts with non-resident insurance firms, were retained.
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2. Economic Outlook

2.1 Economic Developments during 2003

Given the high degree of openness of the Maltese economy, the unfavourable international economic
environment persisting since 2001 has significantly impinged on the performance of the domestic economy.
Theweak performance of Malta’smain trading partners, coupled with increasing competition from emerging
market economies, influenced the outcome of export-oriented manufacturing industries negatively. Thedomestic
tourism industry has also been registering a subdued performance. Furthermore, the restructuring process
being undertaken in various sectors of the economy also left its mark on the performance of the domestic
economy. Thediscussion in this section isbased on dataprovided in Table 1 in the Statistical Appendix. Itis
important to note that the datafor GDP and its componentsin this section arein accordance to the System of
National Accounts 1993 (SNA 1993) and hence are not comparable to national accounts data compiled
according to ESA 95 methodology and presented in other sections of this document.

During 2003, real Gross Domestic Product (GDP) contracted by 1.7 per cent. Private consumption in real
terms advanced by arelatively low 0.3 per cent as compared to agrowth rate of 2.6 per cent in 2002. On the
other hand, in real terms, Government current expenditure advanced by 6.0 per cent during the same period,
reflecting the expansionary fiscal stance.

Grossfixed capital formation increased by 21.2 per cent in real termsin 2003. Thisnotableincreasein gross
investment should be seenin light of the significant declinein 2002 resulting from the sale of aircraft by the
national airline. If thisexceptional item were excluded, grossfixed capital formation would have advanced by
8.6 per cent. Inreal terms, the machinery component advanced by 35.1 per cent, while construction activity,
mainly driven by public sector projects, advanced by 3.0 per cent. During 2003, in real terms, the ratio of
grossfixed capital formation to GDPincreased to 24.8 per cent when compared to the 20.1 per cent registered
during the previous year.

The economy’s degree of openness is reflected in the high ratio of exports and imports to GDP. In 2003,
exports of goods and services accounted for 89.2 per cent of GDP in real terms while imports constituted
95.3 per cent. During 2003, a decline of 2.2 per cent in real terms was registered in exports of goods and
services, while imports of goods and servicesincreased by 6.4 per cent.

Asregards export activity, arecovery in exports of electronics and transport equipment and in gross tourism
earnings (which rose despite a drop in tourist arrivals) was registered. However, total export activity was
heavily affected by the declinein re-exports, after having risen significantly during 2002, mainly dueto the
sale of aircraft during that year.

Theriseinimports of goods and serviceswas underpinned by an increasein the imports of consumer goods,
reflecting some substitution from domestic to foreign goods following the compl ete removal of import levies
onindustrial products asfrom the beginning of 2003. Importsof industrial goodsalso registered an increase
although the terms of trade are estimated to have worsened. Anincreaseinimports of capital goodswas also
registered, reflecting theincreasein investment in machinery. Furthermore, theleasing of the national airline’s
fleet led to higher service payments abroad.

The current account deficit stood at 5.9 per cent of GDPin 2003, as compared to 1.1 per cent of GDPin the
previous year. The widening of the current account deficit was mainly due to the increase in the negative
balance of the merchandise account. The latter reflects an increase in imports and the one-off re-export of
aircraft recorded during the previous year. Furthermore, an increase in net outflowsin the services account
and increased net payments for current transfers also contributed to the widening of the current account
deficit. These factors outweighed a higher surplus on the income account.

Malta: Convergence Programme 2004 - 2007 9



Following the exceptional net outflow of direct investment recorded during 2002 (which wasrelated to aloan
repayment made by a foreign-owned bank to its parent company overseas), net direct investment for 2003
stood at Lm134.3 million. The net outflow of fundsabroad in theform of portfolio investment increased from
Lm173.3 million to Lm580.6 million during the period under review. Increasesin inflows of other investments
were recorded during 2003, which stood at Lm540.7 million, up from Lm454.6 million. Asaresult of these
developments, reserve assetsincreased by L m54.7 million during the period under review, comparedto arise
of Lm121.8 millionin 2002.

In December 2003, the labour supply declined by 428 persons or 0.3 per cent when compared to the level
recorded in the previous year, reaching 144,409. The gainfully occupied population fell by 1,087 or 0.8 per
cent during the same period and stood at 136,234. Employment in private direct production declined by 1,245
in December 2003 mainly due to job shedding in certain manufacturing sectors such astextiles and clothing
which arefacing increasing competitive pressures from low-cost countries. Employment in the public sector
fell by 576, to 46,907, mainly dueto therestructuring processin the shipyards, whichincluded voluntary early
retirement schemes. Employment in private market services increased marginaly and stood at 52,066 in
December 2003. The number of registered unemployed personst increased by 659 and stood at 8,175 in
December 2003. Thus, the unemployment rate stood at 5.7 per cent when compared to 5.2 per cent registered
in the previous year.

Labour productivity growth for the whole economy, measured as real output per employee, registered a
decline from 2.3 per cent recorded in 2002 to —0.9 per cent in 2003. This decline in productivity is due to
lower real GDPin 2003.

Theinflation rate for December 2003, based on a twelve-month moving average?, stood at arelatively low
1.3 per cent when compared to annual inflation rates for previous years. Thiswasinfluenced by arelatively
large decline in the clothing and footwear sub-index, as well as a decline in the household equipment and
house maintenance cost sub-index. On the other hand, during 2003, the largest increase in average price
fluctuationswas recorded in the personal care and health sub-index. Thiswasfollowed by anincreaseinthe
beverages and tobacco sub-index, which was mainly due to an increase in the price of cigarettes following
the implementation of the measures announced in the Government’s 2003 budget. An increase was also
registered in the transport and communication sub-index and the food sub-index.

During 2003, GDP at factor cost advanced by a relatively subdued rate of 1.4 per cent in nominal terms.
Economic activity as measured by GDP at factor cost was underpinned by increases in the insurance,
banking and real estate, wholesale and retail trade and private services sectors. Improvements were also
registered in public administration and manufacturing services. These advances more than offset the fall
registered in the other sectors of the economy, particularly within the transport and communication sector,
property income and Government enterprises. The agriculture and fishing and construction and quarrying
sectorsregistered only minor changeswhen compared to the previousyear. At 48.6 per cent, market services®
made up the largest share of GDP at factor cost in 2003. Non-market services, namely public administration,
accounted for 16.8 per cent of GDP at factor cost whilst direct production* accounted for 34.6 per cent of
total domestic activity.

Movements of the Maltese lirareflect the composition of the basket of currenciesto whichthelirais pegged®
and international foreign exchange market developments. Indeed, despite the significant appreciation of the
euro in international foreign exchange markets, by the end of 2003, the Maltese liradepreciated by only 3.1
per cent against the euro given the large weight of the euro in the Maltese lira basket. On the other hand, the
Malteseliragained 16.4 per cent against the US dollar, reflecting the dollar’s sharp depreciation against the
euro. The value of the Maltese lira aso continued to strengthen against the Sterling and the Japanese yen,
rising by 5.1 per cent and 4.9 per cent, respectively.

10 Malta: Convergence Programme 2004 - 2007



During 2003, the real effective exchange rate index gained 1.1 per cent, as a decline over the first three
guarterswas offset by arisetowardsthe end of the year, when year-on-year inflation in Malta picked up and
exceeded inflation abroad.

Following an acceleration of 12.1 per cent in 2002, broad money expanded by 2.4 per cent during 2003. This
relatively dower pace of monetary expansion reflected the slowdown in economic growth and lower inflation.
Lower interest rates on bank deposits induced investors to shift towards alternative assets such as bonds.
Furthermore, adeclinein capital inflowsfrom abroad following asubstantia increasein 2002, also contributed
to the slowdown in monetary growth. Monetary expansion registered during 2003 was mainly driven by an
increase in both net foreign assets and domestic credit.

During 2003, the net foreign assets of the banking system continued to expand, albeit at a slower rate than
that recorded in the previous year, increasing by 8.6 per cent. The deceleration in the rate of growth of net
foreign assets was attributabl e to both a slower growth in the net foreign assets held by the Central Bank as
well as holdings by therest of the banking system. Thisreflected devel opmentsin the current account of the
balance of payments and a deceleration in capital inflows. The strong recovery in equity markets abroad
together with the lowering of the premium in favour of the Maltese lira interest rates contributed to the
declinein portfolioinflows. Furthermore, lower inflowsrelated to the repatriation of residents’ foreign holdings
also contributed to the deceleration in net foreign assets.

Domestic credit expanded at afaster pacein 2003, increasing by 10.5 per cent. Thiswas mainly attributable
to an exceptional risein claimson other residents, asaforeign-owned bank broadened its equity base through
aninjection of foreign capital and subsequently re-invested the fundsin asubsidiary company. In contrast, the
annual growth rate of net claims on central Government continued to slow down when compared to that
registered in the previous year.

The officia interest rates were lowered three times during the year by a quarter of a percentage point each
time, bringing the discount rate and the central intervention rate down from 3.75 per cent at the end of 2002
t0 3.00 per cent at the end of 2003. These reductionsreflect monetary policy easingin view of the significant
interest rate differential in favour of the Maltese lirainterest ratesaswell asfurther growth in the net foreign
assets. Moreover, subdued inflationary pressures and weak economic performance aso reinforced thelowering
of interest rates.

2.2 The Medium-Term Scenario

Table 2.1 presents the main macroeconomic indicators for 2002 and 2003 and forecasts up to 2007. The
baseline scenario reflects the path that the Maltese economy is expected to follow in the short to medium
term. Although somekey uncertainties surrounding the global economy have diminished, significant risksstill
remain. The world economy, and in particular the economies of the euro area, have exhibited signs of
improvement in 2003, and the near-term outlook isfor further improvement in the forecast years.

The short term outlook for the Maltese economy is for agradual and modest recovery in the growth rate of
GDPto 1.1 per cent in 2004, accelerating to 1.7 per cent in 2005, then stabilising at around the 2.0 per cent
mark in 2006 and 2007. The projected trend for GDP growth, together with its componentsisillustrated in
Chart 2.1. The rate of inflation in 2004 is expected to register an increase, mainly reflecting the one-off
increaseinthe Value Added Tax rate® for 2004, but returning to rates of around 2.0 per cent till the end of the
forecast period. The unemployment rate’ is projected to riseto 6.0 per cent in 2004, then to gradually decline,
to fall back to 5.4 per cent by 2007.

Higher exports and Government capital expenditure are expected to be the main contributors to economic
growth in 2004. The projected increase in the export component of GDP is mainly based on the external
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Main Macroeconomic Indicators

Table 2.1

2002 2003 2004% 2005 2006 2007
GDP at constant (1995) prices (Lm million) 1,444.8 1,419.6 1,4353 1,459.7 11,4904 1,521.7
GDP at current market prices (Lm million) 1,685.6 1,712.2 1,789.2 1,850.0 1,925.9 12,0145
GDP growth at constant (1995) prices (%) 2.3 -1.7 1.1 1.7 2.1 2.1
Expenditure Components of GDP
at constant 1995 prices (% change)
Private consumption expenditure 2.6 0.3 0.2 0.8 15 1.8
Government consumption expenditure 2.8 6.0 1.1 -11 -0.3 -0.9
Gross fixed capital formation -13.3 21.2 6.7 2.1 -2.6 1.7
Exports of goods and services 4.7 -2.2 1.3 2.9 3.0 2.7
Imports of goods and services -1.4 6.4 2.3 1.6 0.8 1.8
Inflation rate (%) 2.2 1.3 3.4 2.1 2.1 2.0
Employment growth (%) -0.1 -0.8 0.8 0.7 0.7 0.7
Unemployment rate (%) @ 5.2 5.7 6.0 5.8 5.6 5.4
Labour productivity (% change) 2.3 -0.9 0.2 1.0 1.3 1.4
External Goods and Services Balance (% of GDP) -0.6 -5.7 -5.8 -5.0 -3.3 -2.0

@ Forecasts from 2004 onwards
@ Based on ETC registered unemployed data

assumptions that underpin thisforecast. Gross fixed capital formation is expected to increase significantly,
boosted mainly by capital expenditure projectsto be undertaken by Government. In particular, the expenditure
on the new hospital should account for the major part of thisexpected increase, whilst the projected expenditure
on new road construction should al so serveto boost grossfixed capital formationin 2004. The main assumptions
underlying these forecasts are presented bel ow. Thisisfollowed by amore detailed analysis of the projections
of the main macroeconomic indicators in the medium-term scenario.

Chart 2.1 GDP Growth Rate
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2.2.1 Assumptions for Projections

The baseline scenario and simul ations were estimated using econometric techniques and anal ytical methods.
Thefollowing are the main assumptions used in obtaining the base forecasts for 2004-2007.

* A key assumption relatesto prospectsfor world economic activity. A modest pick-upinforeign
demand is expected, with real GDP growth in Mata's main trading partners of 1.9 per cent in 2004
and 2.3 per cent in 2005 and thereafter. For the tourism sector, foreign demand is assumed to grow
by 2.1 per cent in 2004 and 2.5 per cent in subsequent years. World prices, based on producer price
indices of the euro area, are assumed to rise modestly by 1.6 per cent in 2004 and 1.7 per cent in
2005 to 2007, reflecting the low expected inflation ratesin the euro area. It is pertinent to note that
the assumptions underlying the foreign sector of the economy are in line with those as presented in
the 2004 Convergence programmes — external assumptions of the European Commission.

e  Assumptions for changes in the rate of interest and world oil prices are also in line with the
European Commission’s forecast assumptions. For 2006 and 2007 growth rates for these variables
are assumed to remain the same as in 2005.

 The nomina effective exchange rate of the Maltese lira and the Dollar exchange rate are
assumed to remain constant throughout the forecast period.

*  Average wage inflation is assumed to be relatively low compared to historical growth rates,
reflecting the global competitiveness pressure on employment costs. Average wages in the private
and public sector are expected to grow by an average 2.1 per cent per annum during the forecast
period. Meanwhile, it is assumed that Government employment remains unchanged at the 2003
level.

e Stock building (which also includesthe residual error term) isassumed to remain at around 4.0
per cent of GDP during the forecast period.

2.2.2 Private Consumption Expenditure

Growth in private consumption expenditure is expected to remain weak, at 0.2 per cent in 2004. Thismainly
reflects the one-off impact of the increase in the VAT rate, which is expected to increase prices of consumer
goods and thusreducereal household disposableincome. The one-off compensation given by Government is
expected to mitigate only partially the negative effects on consumption. Growth in private consumption
expenditureisforecasted to remain well below historical level sthroughout theforecast period. Thisis primarily
dueto thefiscal consolidation processwhich will be undertaken to bring the deficit level down to acceptable
levels. Consumption growth is expected at 0.8 per cent in 2005. It is then projected to record a gradua
recovery in 2006 and 2007 to a growth rate of 1.5 per cent and 1.8 per cent respectively, as the impact of
fiscal consolidationis partially offset by someimprovement in thelabour market.

2.2.3 Government Expenditure

Following the significant increasein Government consumption in 2003, Government consumption expenditure
isexpected to register amarginal growth of 1.1 per cent in 2004. Thisis expected to turn negative after 2005
inlinewith Government’sfiscal consolidation programme.

2.2.4 Gross Fixed Capital Formation

Investment is expected to expand significantly during 2004, mainly driven by Government expenditure onthe
new hospital together with the planned investment on anumber of arterial roadsfinanced by grantsunder the
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Italian Fifth Financial Protocol. Investment expenditure by the private sector isalso expected to increase, in
linewith the restructuring processtaking place, the recovery of foreign demand and measures undertaken by
public administration to attract foreign direct investment. Growth in private sector investment will be maintained
throughout the forecast period. During the forecast period, Government capital expenditure will also be
affected by projectsfinanced by EU funds. Nevertheless, capital expenditure by Government is projected to
decline in 2006, as major investment relating to the new hospital aswell as projects financed by the Italian
Protocol are completed. Thisis expected to result in adrop in investment of 2.6 per cent in 2006. In 2007,
investment expenditureis expected to pick up again, primarily through increasesin private sector investment
as Government capital expenditureis projected tofall in 2007.

2.2.5 External Balance of Goods and Services

Export growth in 2004 is expected to be positive though still relatively modest reflecting aslow recovery in
world demand. It is also influenced by the competitive pressures abroad which are causing a number of
manufacturing concerns, typicaly inlabour-intensiveindustries, to restructuretheir operations or cease operating
in such sectors altogether.

The growth rate of exports of goods and servicesis expected to grow from 1.3 per cent in 2004 to around 3.0
per cent in 2005 and 2006, fuelled primarily by arecovery inworld demand, including in the el ectronics sub-
sector. Tourism activity is also expected to recuperate. Exports of goods and services are expected to
become the main contributors to the increase in GDP in this period, thus compensating for the subdued
domestic demand.

Theincreasein export activity will however be partially offset by higher imports, reflecting the high degree of
openness of the domestic economy. Imports of goods and services are expected to increase by 2.3 per cent
in 2004 mainly as a result of the increase in investment expenditure. Furthermore, the dismantling of the
remaining import levies on agricultural and agro-industry productsin May 2004 isalso expected to contribute
to higher imports. Thelow growth rate of 1.6 per cent in 2005 isrelated to both the declinein the growth rate
of investment expenditure and the persistently slow growth in private consumption. In 2006, despite the
increase in private consumption and the maintaining of export growth, thefall in capital spending isexpected
to lead to asignificant drop in the growth rate of importsto 0.8 per cent. The growth inimports of goods and
serviceswill pick up againin 2007 asgrossfixed capital formation embarks again on apositive growth path.

As aresult of these developments, the negative external balance of goods and services in 2004 is expected
to remain practically unchanged from the 2003 ratio. The external deficit isprojected to fall inthe 2005-2007
period to reach 2.0 per cent at the end of the forecast period. The external balance is expected to start
contributing positively to economic growth inthis period.

2.2.6 Productivity and Employment Prospects

The gradual recovery of economic activity during the forecast period is expected to translate into a modest
increasein employment creation compared to the employment performance of the last three years. However,
the increase in output is expected to exceed employment creation implying that labour productivity will
increase steadily during the forecast period.

Unemployment is expected to remain relatively high in the short term, mainly reflecting the restructuring
process taking place in the private sector. The unemployment rate is expected to remain above 5.5 per cent
between 2004 and 2006, reaching a high of 6.0 per cent in 2004 and falling thereafter. By 2007, the
unemployment rate is expected to fall to 5.4 per cent as the gradual improvement in the economy and the
resulting rise in demand for labour exceeds the effect of a slowly rising participation rate of the female
component of the labour force.
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2.2.7 Inflation

During 2004, aone-off increase in the Retail Price Index is expected, with annual inflation rising to 3.4 per
cent. Thisismainly the result of the increase in the VAT rate as from the beginning of the year aswell asthe
introduction of areduced rate of VAT (at 5 per cent) on printed matter and medical equipment on May 1%.
These effects are expected to be only partly offset by the impact of the removal of the remaining import
leviesasfrom EU accession. Subsequently, theinflation rate is expected to fall back to its pre-2004 level s of
around 2.0 per cent per annum.

2.3 Potential Output and the Output Gap

Estimates of the output gap under a baseline scenario, based on the Hodrick-Prescott (HP) filter, are shown
in Chart 2.2. Results should however be treated with caution in view of the end of sample bias problems.

The Maltese economy was operating above its potential during the period 1995-2002. The negative growth
rate of 1.7 per cent in real GDP pushed the Maltese economy below its potential level during 2003 when the
output gap turned negative. During the period under study, the rate of growth in potential output isfollowing
adownward trend. Indeed, the average growth rate of potential output in the past four years was around 2.4
per cent compared to an average of 3.7 per cent in the last five years of the previous decade. During the
forecast period, potential output growth is expected to continue to decline to an average of 1.8 per cent,
stabilising in 2005. As a result of this and despite the prospects of an economic recovery, real output is
expected to remain bel ow trend throughout the forecast period. The negative output gap is predicted to reach
apeak of 2.6 per cent in 2005, after which it isanticipated to narrow reflecting areturn of output to itstrend
rate. Thiswill bereflected in an improvement in labour market performance.

Chart 2.2

Output Gap*

%

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

! Defined as actual output less potential output as a per cent of potential output.
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Notes:

L Under Part | and Part 1l of the Unemployment Register.

2 Asfrom January 2003, the twel ve-month moving average inflation rate is based on anew Retail Price Index (RPI) serieswith base
December 2002.

3 Market services activities comprise the transport and communi cation, whol esale and retail trade, insurance, banking and real estate,
property income and private services sectors.

4 Direct production comprises agriculture and fisheries, construction and quarrying, manufacturing and public utilities.

5In August 2002, the Maltese authorities revised the composition of the Maltese lira basket. As aresult, the weight of the euro was
raised to 70 per cent, with the pound sterling and the US dollar being allocated weights of 20 per cent and 10 per cent respectively.

6 The standard VAT rate was increased from 15 per cent to 18 per cent as from January 2004.
7 Based on Employment and Training Corporation (ETC) registered unemployed data.
8 Additional four-year forecasts of real GDP were obtained using an ARIMA model to remedy for the end of sample bias problem.
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3. Public Finance

Over the medium to long term, the aim of fiscal policy, which is an important instrument for any coherent
economic policy design, should bethat of ensuring that public finances are sustai nable, thereby contributing to
a stable economic environment and promoting growth. Maintaining firm control on budgetary outcomes
ensuresstable pricesand low interest rateswhich, in turn, are conduciveto higher real incomesand investment
- two prerequisites to attain the 'more and better jobs' objective of the EU. Government acknowledges that
fiscal consolidation measures are required to maintain macroeconomic stability over time.

Successivedeficitswill result in the accumulation of debts, undermining the ability of fiscal policy to act asa
stabiliser in the event of an economic downturn. Increasing debt levels will also make fiscal policy more
susceptibletointerest ratefluctuations. Thus, fiscal consolidation should beviewed in the context of strengthening
fiscal policy asatool for macroeconomic stabilisation.

Other policy considerations highlight the need for asustainablefiscal policy. Asdiscussedin Section 5, along-
term outlook isrequired in view of the ageing population and the demandsthisis expected to put on thefuture
sustainability of expenditure related to pensions and health-care. The sustainability of public finances should
also allow moreinvestment-related Government expenditure on capital, human resources and infrastructure,
thusfavouring real convergence of the Maltese economy with therest of the EU. The sustainability of public
financesa so hasafavourableimpact onthe credibility of asmall open economy like Malta, which isessential
in order to attract direct foreign investment and long-term portfolio investments thus augmenting national
savings.

In light of this, Government is adopting the necessary policy measures to achieve a sound public finance
position in the medium term. To this end, the revenue and expenditure mix are being reviewed so asto attain
thisfiscal policy goal. In particular, efforts will focus on combating tax evasion and on rationalisation and
curtailment of expenditure. Thisfiscal consolidation processwill contributeto ensure that the public finance
position is sustainablein the medium-term and al so well-placed to address additional fiscal pressuresover the
longer term, including the budgetary consequences of an ageing population.

During 2003, the General Government budget deficit increased to 9.7 per cent of GDP, from 5.7 per cent in
the previousyear. Thisoutcomewas heavily influenced by aone-off transaction relating to theimplementation
of the restructuring programme for the shipyards. This programme included afinancial transaction designed
to freethe new shipyards' operation from the burden of existing debts and recurrent interest payments. Thus,
Government assumed all liabilities of Malta Drydocks Corporation and the Malta Shipbuilding Co. Ltd., and
this exerted a negative impact on the deficit for 2003. If the impact of this transaction were excluded, the
deficit-to-GDP ratio would reach 6.5 per cent. Meanwhile, the expansion registered in total expenditure
morethan offset anincrease in recurrent revenue, thus also contributing to an increasein the deficit-to-GDP
ratio from the 2002 level.

The General Government debt-to-GDP ratio stood at 72.0 per cent during 2003 as compared to 61.7 per cent
during the previous year, reflecting the devel opmentsin the fiscal imbalance. Moreover, thisincreasein the
debt-to-GDPrratio also reflected the assumption by Government of all liabilities of the Malta Shipyards, which
amounted to 2.3 per cent of GDP.

3.1 The Medium-Term Fiscal Framework

The weakening domestic economic activity registered in 2003 is expected to give way to a gradual and
modest recovery in 2004 and subsequent years, reflecting the pick-up in theinternational economic environment.
These developments, which are presented in detail in other parts of this document, are expected to be
reflected in someimprovement in the budget balances during the medium-term. On the other hand, outlayson
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interest payments are expected to rise during the 2004-2007 period and this will impact negatively on the
budget balance. The improvement in the fiscal position forecasted during the Programme period primarily
stems from the fiscal consolidation efforts.

Thedeterioration in the budgetary balance registeredin 2003, is expected to be reversed during 2004, reflecting
ongoing effortsto consolidate the public finances. In fact, the General Government budget deficit isprojected
to decrease to 5.2 per cent in 2004. This declineis attributable to an increase in General Government total
receipts which exceeds the rise in expenditure. The primary balance for 2004 is expected to register a
significant cutback to 1.4 per cent of GDP, as compared to 6.0 per cent in 2003, thus offsetting the impact of
higher interest payments.

A deficit of 3.7 per cent of GDP on the General Government financesis currently projected for 2005. While
the revenue ratio is expected to remain stable, the ratio of total expenditures is expected to decline during
2005. Thereafter, the ratio of receipts is expected to decrease coupled with further declines in the ratio of
total expenditures. Asaresult, the budget deficit-to-GDPratio is expected to fall to 2.3 per cent in 2006 and
1.4 per cent in 2007. This downward trend projected for the budget deficit reflects the developments in the
primary balance. In fact, the General Government primary balance is expected to reach a close to balance
position in 2005 and a surplus of 1.4 per cent and 2.2 per cent, respectively, in the subsequent two years.
These developmentsin the budgetary position of General Government are presented in Statistical Appendix
Table 2. Meanwhile, Chart 3.1 illustrates expected trends in General Government balance.

The declining General Government budget deficits projected for the medium-term framework coupled with
other financial operations namely privatisation influence the level of General Government borrowing. The
grossdebt of General Government is expected to remain relatively stable during the two-year period to 2005,
at around 72 per cent of GDP as registered in 2003. Subsequently, during the following years to 2007, the
debt-to-GDP ratio is expected to decline to 70 per cent of GDP.

3.1.1 Government Revenue Projections

The share of General Government total receiptsin GDP is expected to increase from 42.8 per cent in 2003
t0 45.3 per cent in 2004 as depicted in Chart 3.2. Thismainly reflects an increase in both the tax and non-tax
revenueto GDPratio. Theratio of total receiptsisexpected to remain relatively stablein 2005. Subsequently,
theratio of total receiptsis expected to declineto 43.9 per cent of GDP in 2006 and further to 43.0 per cent

Chart 3.1
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Chart 3.2
General Government Receipts and Expenditure
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of GDPin 2007. In fact, during the 2005-2007 period, Government revenues are expected to increase by an
average of 2.2 per cent annually, considerably lower than an annual average nominal output growth of 4 per
cent over the same period.

General Government total receipts constitutes Government tax and non-tax revenue as well as revenue
generated by extra-budgetary units and other adjustments necessary for the application of the ESA 95
methodol ogy.

During 2004, tax receiptst, which constitute around 86 per cent of General Government total receipts, are
expected to increase to 38.2 per cent of GDP, from 36.8 per cent in 2003. This reflects the introduction of
new tax measures as well as stricter tax enforcement. The increase in tax receipts for 2004 is mainly
attributable to a higher indirect tax ratio. In fact, indirect tax receipts are expected to increase to 16.7 per
cent of GDP as compared to aratio of 15.1 per cent in 2003. Thisrise mainly reflectsan increasein the VAT
rate asfrom 1% January 2004 aswell as higher licences, taxes and fines. The latter is underpinned by licence
fees received upon privatisation of the operations of the lotteries as well as higher receipts from duty on
documents on transfer of immovable property, following measuresintroduced thisyear to combat tax evasion
in the property market. These are expected to offset the impact of complete removal of import levies by 1%
May. Meanwhile, direct tax receipts are expected to increase at arate close to the nominal GDP growth rate.

During the 2005-2007 period, tax revenues are expected to increase by an annual average rate of 3.6 per
cent, closely reflecting the increase in nominal GDP. Direct taxes, which constitute around 56 per cent of
total taxes, are projected to increase over the same period by an annual average of around 3.4 per cent.
Meanwhile, indirect taxes are forecasted to increase by an annual average of 3.7 per cent. Thus, the ratio of
direct taxesto GDP is expected to remain relatively stable over the three-year period to 2007 at slightly over
21 per cent, whiletheindirect tax ratio is expected to increase slightly in 2005 but decline at the period’send.
Developments in the main components of revenue over the medium-term framework are depicted in Chart
3.3.

Non-tax revenue is expected to increase significantly from 3.9 per cent of GDPin 2003 to over 6 per centin
2004. Thisincrease is mainly attributable to higher grants mainly comprising funds forthcoming from the
European Union aswell asthrough the Fifth Financial Protocol with Italy. During 2005, the ratio of non-tax
revenue to GDP is expected to remain relatively constant, despite higher grants which are offset by lower
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Chart 3.3
Composition of Revenue!

% of GDP % of GDP
45 10

40 9
35
30

25

20

right scale’
15 (rig )

10

2003 2004 2005 2006 2007

I Direct tax revenue [ Indirect tax revenue ====Non-tax revenue

1
As classified in the statement of the Consolidated Fund

other non-tax revenue. During the subsequent two years, non-tax revenue is expected to decline reflecting
lower funds received by way of grants due to the expiry of the Italian Financial Protocol.

Receipts of extra-budgetary units, which form part of the Genera Government, are expected to remain
relatively constant over the same period.

3.1.2 Government Expenditure Projections

The share of total Government expenditure to GDP is expected to decrease from 52.4 per cent in 2003 to
44.4 per cent in 2007. This declining trend reflects the fact that Government expenditure is expected to rise
at amuch slower rate than GDP. Indeed Government expenditure is expected to rise by lessthan 1 per cent
with the exception of 2006 when it is expected to decrease by 1.6 per cent. This containment in expenditure
shall be attained through controlling recruitment with the Government aswell as by improving the valuefor
money of expenditureincurred and prioritising Government expenditure.

General Government expenditure is composed of Government’s recurrent and capital expenditure, interest
payments as well as expenditure of Extra Budgetary Units and other adjustments in line with ESA 95
methodol ogy.

As shown in Chart 3.4, Government’s recurrent expenditure is projected to decrease from 39 per cent of
GDPin 2004 to 36 per cent of GDPin 2007. Thisismainly dueto total recurrent expenditure (including al its
components consisting of personal emoluments, operations and maintenance, programmesand initiativesand
contributions to Government entities) rising at a slower rate than the increase in GDP. Indeed, growth in
recurrent expenditure is projected to decelerate to reach 1 per cent between 2006 and 2007.

The share of personal emolumentsin recurrent expenditure is expected to increase marginally from about 27
per cent between 2004 and 2005 to about 28 per cent between 2006 and 2007. The yearly increase in
personal emoluments, of about 2 per cent between 2004 and 2007, leading to atotal increase of around 8 per
cent, coversincreasesin averagewage and salary levels. Thesereflect increments, cost of living adjustments
and, for 2004 only, the effect of the collective agreement for public service employees. During the period
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Chart 3.4
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2004-2007, employment with government is expected to remain constant at 2003 levels with recruitment
being undertaken only in the technical and professional grades in which there is a shortage of staff while
other grades are expected to decrease in employment levels due to natural wastage.

The share of operation and maintenance expenditure in recurrent outlaysis about 6 per cent. About 50 per
cent of expenditure under this category are materials and supplies, most of which relate to the provision of
free medicines under the national health system. Operation and maintenance expenditure is projected to
increase by 4 and 6 per cent respectively between 2004 and 2005 mainly dueto anincreased budget all ocation
tothisitemin order to pay asignificant amount of arrears. However, there should be decreases of 1 per cent
and 3 per cent in 2006 and 2007 respectively inthisitem of expenditurefollowing thisadjustment. Thus, there
should be an overall increase of 2 per cent in expenditure on operation and maintenance between 2004 and
2007.

Programmes and initiatives constitute about 55 per cent of total recurrent expenditure. Expenditure under
programmes and initiatives should increase by 2 per cent between 2004 and 2007 with the rate of increase
decreasing each year to reach 0.8 per cent in 2007. The main item of increased expenditure under this
category isretirement pensions, which are projected to rise from Lm89 million in 2004 to Lm104 millionin
2007. Thisincreaseisdueto both ahigher number of beneficiariesaswell asthe cost of living adjustment to
the pensions paid. It is pertinent to note that the projections for retirement pension outlays are baseline
forecasts and do not take into account any reforms to the welfare system that are currently being discussed
within the Mata Council for Economic and Social Development. Asamember of the European Union, Malta
is contributing 1 per cent of GDP from own resources between the period 2004 and 2007.

The expenditure on contributions to Government entities constitutes about 11 per cent of total recurrent
expenditure. This item of expenditure is expected to increase by 5 and 6 per cent respectively in 2004 and
2005, slowing downto 1 and 3 per cent in 2006 and 2007 respectively. Contributionsto Government entities
between 2004 and 2007 will increase mainly for the new hospital and the post secondary education institutions
whileit will decreasefor other Government entitiesreflecting their restructuring asdetailed in Section 6. In
particular, the state aid to the Malta Shipyards is expected to decrease by about 50 per cent between 2004
and 2007, in line with the commitments under the EU Accession Treaty.
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Capital expenditure should decrease from 6.7 per cent of GDP in 2004 to 4.1 per cent of GDP in 2007 with
an absol ute decrease between 2004 and 2007 of about 30 per cent mainly due to lower outlays on the new
hospital as this project is completed. Besidesthis, projectstied to the EU’s Structural and Cohesion funds
and other foreign financing are the main components of capital expenditure during the 2004-2007 period.
Most outlays on the hospital will be spent till 2006, most outlays on roads under the Italian protocol are
expected to be spent by 2005, while most expenditure on projects tied to EU funds will be spent between
2006 and 2007. About 60 per cent of the projects tied to Structural and Cohesion funds will be aimed at
improving the environment, transport infrastructure, support to SMEs and the productive sector. About 16.6
per cent will be aimed at increasing employability and adaptability, gender equality, life long learning and
decreasing social exclusion. Around 11 per cent will be aimed at investment in the agriculture and fishing
sector whilst 10.2 per cent will be aimed at improving the infrastructure and human resourcesin Gozo so as
to decrease the disparity in the level of economic development between Malta and Gozo. Thus, priority is
being attached to improve the competitiveness and to boost the supply side of the domestic economy, by
addressing the infrastructural deficit and targeting funds available towards investment in human resources
and enterprise support.

The interest payments on General Government debt should remain constant at around 4 per cent of GDP
between 2004 and 2007. Expenditure on interest payments is projected to rise by 5 per cent during this
period, with increases slowing down each year to reach 0.1 per cent in 2007. Thesefigures are premised on
the assumption of constant interest rates. The figures are also a reflection of the slowing down of debt
growth between 2004 and 2007.

3.2 The Effect of Cyclical Fluctuations on Budget Balances

It is important to take into account the effect of cyclical fluctuations on budget balances when assessing
public financesand related policies. However, estimates of the cyclically-adjusted budget balanceand inferences
on the appropriateness of the budgetary stance require to be treated with caution, in view of uncertainty in
the estimation of potential output discussed in Section 2 aswell asuncertainty regarding budget sensitivity to
changes in the rate of GDP growth.

Chart 3.5 and Table 4 in the Statistical Appendix present estimates of Malta's output gap and the cyclicaly
adjusted budget balance. A detailed description of the methodol ogy applied in the estimation of thecyclically-
adjusted budget balanceis provided in Annex 1. Assessments carried out by the Ministry of Finance show

Chart 3.5
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that a 1.0 percentage point change in the output gap has an average impact of 0.59 per cent of GDP on the
actual budget balance. In 2003, a hegative output gap was recorded, causing the actual deficit to exceed the
cyclically-adjusted deficit. The deficit in 2003 stood at 9.7 per cent of GDP. However, 1.1 per cent of this
deficit was entirely attributable to the business cycle.

The economy is predicted to operate below potential during the forecast period. As a result, the projected
budget deficit will be higher than its cyclically-adjusted counterpart. It is expected that by 2005, the adverse
effect of the cycle on the actual deficit will reach apeak of 1.6 per cent of GDP. The subsequent narrowing
of the negative output gap will exert a favourable effect on fiscal balances, with the cyclical budgetary
component declining to anegative of 1.3 per cent of GDP by 2007 and the cyclically-adjusted deficit falling
to 0.2 per cent of GDP.

A further refinement on the cyclically-adjusted balance, mainly eliminating the effect of interest payments
would lead to acyclically-adjusted primary balance (CAPB). The CAPB isconsidered to be amore appropriate
measure of the structural balance. It excludes the effects of interest expenditures incurred as a result of
fiscal operations of previousyearsand thusreflects better Government’s current fiscal operations. Moreover,
annual changes in the CAPB are considered to be a good indicator of the fiscal stance and are used to
evauate the degree of consolidation efforts. The CAPB is projected to turn to asurplusin 2004 and increase
to reach 3.4 per cent by the end of the forecast period.

3.3 Debt Levels and Developments

The main objective of Malta's debt management isto ensure that the financing needs of the public sector are
met at the lowest possible cost while bearing an acceptable level of risk inthe medium and long term. Other
objectives are to ensure that public sector borrowing levels are kept within agreed ceilings and that the
domestic debt market continuesto be devel oped. Efforts are being stepped up to strengthen Malta' s capability
in public debt management, particularly to ensurethat debt management isintegrated into the overall macro-
economic strategy.

The level of General Government debt is expected to rise during the Programme period, to reach Lm1.5
billionin 2007 from Lm1.3 billionin 2003. The devel opmentsin General Government debt primarily reflect the
performance of Central Government debt, which in 2003 accounted for over 90 per cent of the total, as no
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major changes are expected in the debt levels of Extra Budgetary Units and local councils during the 2004-
2007 period.

The debt-to-GDP ratio is expected to rise from 72.0 per cent in 2003 to 72.4 per cent in 2005, but then is
projected to declineto 70.4 per cent of GDPin 2007 as shown in Chart 3.6. This partly reflectsthe fact that
in general GDP at market pricesis projected to grow at afaster rate than debt in 2006 and 2007. In fact, as
shown in Statistical Appendix Table 3 increased nominal GDP isexpected to have acontractionary effect on
the debt-to-GDP ratio of about 2 to 3 percentage points per year between 2004 and 2007.

The primary deficit is expected to increase the debt-to-GDP ratio in 2004 by 1.4 percentage points. However,
subsequently as the primary balance turns positive, this is projected to lead to a contraction in this ratio
reaching a 2.3 percentage point decrease in the debt-to-GDP ratio in 2007. Interest payments are expected
to increase the debt-to-GDP ratio by about 3 to 4 percentage points between 2004 and 2007. The implicit
interest rate on debt is expected to be about 5 to 5.3 per cent between 2004 and 2007. Between 2004 and
2006, privatisation receipts are expected to lead to adecrease in the debt-to-GDP ratio of about 2 percentage
points.

Thusthe contractionary effect of GDP growth and privatisation on the debt-to-GDP ratio will be outweighed
by the augmentative impact of the primary balance and interest paymentsin 2004, thusleading to anincrease
inthisratio. In 2005, the contractionary impact of the primary balance, GDP growth and privati sation receipts
should a so be outweighed by the expansionary impact of the interest payments |eading again to an increase
inthe debt-to-GDPratio. In 2006 the contractionary effect of the primary balance, GDP growth and privatisation
will outweigh interest payments|eading to adecreasein the debt-to-GDPratio. Thiswill also happenin 2007
even though no privatisation receipts are expected.

During the Programme period, Government aims to maintain its high dependence on domestic borrowing to
finance its budget deficit. Indeed, the proportion of foreign loans to total loansis projected to remain at
around 6 per cent till 2007 thus relying for most debt financing on the domestic market. Thishelpsnot only
in building thelocal debt market but also in minimising thedrain on foreign currency dueto interest payments
as well as limiting the exposure to exchange rate risk. The foreign debt, which has recently been entered
into, istied to the building of the new hospital and offersfinancing at relatively advantageous conditions.

The Government hasincreasingly resorted to debt of along-term maturity to financeitsborrowing requirement.
L ong-term financing constituted around 81 per cent of total financing in 2003 and thisis expected to increase
to about 87 per cent in 2006 and 2007. Long-term financing is preferred asit decreasestherisk of cash flow
problemsfor Government. Furthermore, in the context of the prevailing low interest rate environment, and
the very good local demand for Government bonds, advantageous terms on such long-term financing have
been obtained.

3.4 Fiscal Risks

Government’s programme of budgetary consolidation is exposed to certain fiscal risks and uncertainties.
Beyond the uncertainty of macroeconomic performance which may negatively impinge on the outlook of
Government’sfinancial position, other types of riskswarrant concern.

Despite that Government guarantees do not impinge on the current budgetary position they represent a
source of fiscal risk. It is Government’s policy to adhere to the budgetary rules governing the issuance of
suchimplicit contingent liabilitiesin order tolimit therisk exposure of itsfinancia position. Therulesgoverning
theissuance of guaranteed debt are contained in the Financial Administration and Audit Act (Cap. 174).
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At the end of 2003, the level of Government guarantees® stood at around L m265 million or around 15 per
cent of GDP. Other guarantees amounting to some L m50 million or 3 per cent of GDP wereissued to entities
which form part of the General Government and thus are already accounted for as General Government
debt. Asillustrated in Chart 3.7, state guarantees as a per cent of GDP are expected to decline from around
15 per cent in 2004 to around 12 per cent over the medium-term framework. There have been no calls on
guarantees and there is no indication that such guarantees are likely to be called.

Privatisation may serve to contain the increase in public debt by creating a source of financing the budget
deficit. Moreover, in privatising assets, Government divests the risks associated with the performance of the
entitiesbeing privatised. On the other hand, the Government isstill at risk in caseswhereit retainsafinancial
obligation in the entity concerned. In case of alack of achievement of the planned privatisation programme,
pressure is put on public finances as this would necessitate the use of alternative sources of financing the
deficit thusincreasing Government debt. In turn, thiswould increase interest payments and thusimpinge on
the borrowing reguirements over subsequent years.

Government’s budgetary position is subject to minimal interest rate and exchange rate risk. Exchange rate
risk is considered negligible given that, currently, around 94 per cent of Government debt isdenominatedin
local currency. Interest rate risk is aso minimal as Government prefers debt of along-term maturity rather
than short-term debt.

Thelong-term sustainability of publicfinancesis subject tofiscal risk arising from the demographic realities
of an ageing population, particularly as this exerts pressure for increased spending on such areas as public
pensions and health care systems. In order to aleviate this potential risk, as mentioned in other sections of
this document, importance is being attached by Government to reform the pension and health care system,
even though, in the case of the former, thismay have an adverseimpact on public finances particularly in the
early stages of the reform process.
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Notes:
1 Tax receipts are defined as classified in the statement of the Consolidated Fund.
21t is pertinent to note that data for Government guarantees, which excludes guarantees to entities which form part of the General

Government, are not comparable with that presented in the PEP for 2003.
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4. Sensitivity Analysis and Comparison with PEP 2003

4.1 Sensitivity Analysis

The base economic forecasts presented in this document represent an assessment of Malta'sgrowth prospects
for the forthcoming years up to 2007. As with any other projections, these forecasts are subject to some
degree of uncertainty. Hence, it was deemed necessary to examine different scenarios and their effect on
the budgetary forecasts.

This section includestwo aternative sensitivity analysest where the assumptions made regarding theinterest
rate and the expected level of growth in Malta's main trading partners, differ from the base scenario. The
resultsof these sengitivity analyses should be seen asindicative, given the uncertainty regarding the responses
in the economy to changes in interest rates or to changes in external demand. These analyses focus on the
impact of deviationsfrom the baseline on the General Government budget deficit, gross General Government
debt and growth in Gross Domestic Product for the years 2004-2007. The impact of changesin the interest
rate on thefiscal positionisillustrated in Chart 4.1 whilst Chart 4.2 presents theimpact under the scenario of
higher external demand.

4.1.1 Sensitivity to Interest Rate Fluctuations

Thisscenarioisbuilt onthe assumption of a1 percentage point increasein theinterest rate between 2004 and
2007. Variationsin theinterest rate impact the budgetary position in two ways, primarily by increasing debt
service costs directly and by impacting on revenue and expenditure items within the Government budget
through lower economic activity. It isimportant to highlight at the outset that one expects a minimal impact
on Government’s budgetary position from a change in interest rate, since most of Government debt is of a
long-term rather than short-term maturity nature. Thus, theimpact on the budget balance and on Government
debt of an increase in the interest rate would arise from the higher rate of interest pledged on any new issue
of stock by Government and as aresult of the rolling-over of past debt.

Higher interestswould reduce investment and consumption spending, thusimpacting on the budget. Estimates
for the Maltese economy show that when the interest rate is 1 percentage point higher than that projected in
the base forecast, economic growth would be about 0.1 percentage pointslower. Theincrease in theinterest

Chart 4.1
Sensitivity to a 1 Percentage Point Increase in the Interest Rate
% of GDP % of GDP
74
Scenario Government debt 73
---------- > ~ -
2 w S~ 72
Baseline Government debt ~~
(right scale) S e ke mmmemmo== 7
0 70

69

68

Baseline budget balance 67

(left scale)
66

Scenario budget balance 65

2004 2005 2006 2007

Malta: Convergence Programme 2004 - 2007 31



Chart 4.2
Sensitivity to a 1 Percentage Point Increase in External Demand
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rate is estimated to worsen the public budget balance by about 0.3 percentage points of GDP after four
years. Theincrease in the budget balance would in turn increase Government’s borrowing requirements and
thusincreasetheratio of gross Government debt-to-GDP . It isestimated that the higher interest rateincreases
the ratio of gross Government debt-to-GDP by around 0.1 percentage points in 2004, with the deviation
increasing to around 0.8 percentage points by 2007.

4.1.2 Sensitivity to Change in External Demand

The Maltese economy has been characterised by a relatively subdued performance since 2001, primarily
reflecting the unfavourable international economic environment. Still, uncertainties remain as to the timing
and magnitude of theinternational recovery in Mata'smaintrading partners. Thissensitivity scenario estimates
the responsiveness of the performance of the Maltese economy in the light of these uncertainties and the
effect of such developments on the budget balance and Government debt. In this sensitivity analysis, the
annual growth rate in external demand has been increased by 1 percentage point in the first year of the
forecast and throughout the forecast period till 2007.

The stronger growth in foreign demand, as postulated in this scenario, has spill-over effects on the Maltese
economy with real GDP estimated to grow initially by around 0.2 percentage points more when compared to
the baseline projection. Estimates show that the difference from the baseline forecast increases to around
0.3 percentage points in 2005 and then gradually increases to around 0.5 percentage points by 2007. The
primary component affected by the increase in external demand is domestic exports, which impact on GDP
is counteracted by an increase which isregistered in the imports component of GDP, given that asignificant
component of local exports are imported. Compared to the base scenario, the higher growth rate in external
demand, affects the budget balance positively. It is estimated that by 2007, the budget balance as a percent
of GDP would be improved by around 0.4 percentage points. Government debt as a per cent of GDP is
estimated to be around 1.6 percentage points lower in 2007 when compared to the baseline scenario.

4.2 Comparison with the Projections in the PEP for 2003

Economic growth projections as presented within this Convergence Programme have been revised downwards
when compared to previous estimates as published in the PEP of 2003. The subdued growth projected for
2003 actually turned out to be an economic contraction. Thiswas mainly the result of higher imports, lower
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exports and asignificantly lower growth rate for household consumption compared to that projected in the
PEP for 2003. The following general comments can be made regarding the discrepancy between last year's
forecasts and the outturn for 2003.

The export performance in 2003 was significantly affected by a slower than expected economic recovery in
world demand, particularly by Malta’'s main trading partners in the EU. Whereas a growth rate of 2.1 per
cent in foreign demand was expected last year, amore recent forecast indicates agrowth rate of 0.6 per cent
for 2003. In addition, it is pertinent to note that a primary reason for the divergencein the 2003 export growth
forecastsresultsfrom arevisionin the export figures due to an extraordinary itemin the form of the re-export
of aircraft in 2002. These were not included in the national accounts data available when the forecastsfor the
PEP 2003 were compiled. Thisdisposa of assetsalso resulted in adownward revision of investment expenditure
such that this transaction had no effect on GDP growth.

Real importsin 2003 also turned out to be substantially higher. This discrepancy mainly reflects significant
adjustments in import prices, which were expected to rise by 2.1 per cent in 2003. However, actua datafor
2003 showsthat the deflator for imports declined by around 3.8 per cent. Asaresult of the substantial decline
inimport prices, the real value of imports hasincreased considerably.

Despitethereatively low rate of inflation and thelow cost of borrowing, private consumption expenditurein
2003 was substantially lower than projected. The performance of the labour market may have underpinned
thisresult. Indeed, the unemployment ratein 2003 stood at 5.7 per cent, whilst employment growth stood at
anegative of 0.8 per cent, compared to the forecast of 5.3 per cent and 0.7 per cent respectively presented
in the PEP for 2003. Indeed, unemployment started to increase significantly in the second half of the year,
whilst the restructuring of the shipyards implemented towards the end of the year also had an impact on
employment figures.

The current forecasts for the 2004-2006 period are also significantly lower than those presented in the PEP
for 2003. This primarily reflects lower private consumption and exports. The former reflects the impact of
fiscal consolidation measures aimed at reducing the budget deficit level to more sustainable proportions.
These measures include the increase in the VAT rate announced in the last budget, which should reduce
consumption growth levelsfor 2004 relativeto last year's forecasts. Furthermore, the current forecasts show
further curtailment of Government current consumption and of Government capital expenditure towardsthe
end of the medium term framework. One also notes the divergence in the expected rate of inflation for 2004
as compared to the figures quoted in the PEP for 2003. The divergenceis primarily attributed to the one-off
effect as aresult of the increase in the VAT rate as from 1% January 2004.

Meanwhile, thelower export performanceis mainly dueto adownward revisionin foreign demand projections
asit is now expected that the recovery of growth levels to above 2 per cent in the 2004-2006 period by
Malta's main trading partners has been postponed by at least one year.

At aratio of 9.7 per cent, the General Government deficit-to-GDP is 2.3 percentage points higher than the
projection presented in the PEP for 2003. However, it is pertinent to note that as outlined in other sections of
the document, thisdeviation was primarily dueto the restructuring of the shipyardsimplemented towardsthe
end of 2003. In fact, this one-off transaction influenced the deficit-to-GDP ratio by 3.2 percentage points. If
the impact of this transaction were excluded, the deficit to GDP ratio would have stood at 6.5 per cent, as
compared to 7.4 per cent forecasted last year. In light of this development, the fiscal framework for the
medium-term has been revised. During 2004, the General Government budget deficit is projected to decline
to 5.2 per cent of GDP, as compared to 5.8 per cent presented in the PEP for 2003. Thisrevision is mainly
attributable to higher projections for expected tax and non-tax revenue which more than offset higher
forecasted outlays in respect of recurrent expenditure. Over the subsequent years, the General Government
budget deficit is expected to follow a downward trend to 3.7 per cent of GDP in 2005 and 2.3 per cent in
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2006. As compared to the projections presented in the PEP for 2003, this outlines a somewhat more rapid
reduction of the fiscal imbalance.

The Genera Government debt stood at 72.0 per cent of GDPin 2003, dlightly higher than theratio of 71.7 per
cent presented in the PEP for 2003. This divergence reflects the negative impact of the assumption of debt
of the shipyards by Government. This adjustment, which affected the debt ratio by 2.3 percentage points,
offset the positive impact on the debt ratio emerging from the lower than expected fiscal imbalance in 2003.
As a result of this transaction, over the subsequent years, the debt ratio presented in this Convergence
Programme is expected to be dlightly higher than that presented in the PEP for 2003.

Notes:
1 The sensitivity analyses presented in this Section consider 2004 as the first year of the forecast and thus any fluctuations from the
baseline are commenced in the year 2004.
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5. Long-term Sustainability of Public Finances:

In securing sustainable public finances, the focus must not be solely on devel opments occurring in the near-
term, as this may mask any underlying emerging trends which, although requiring alonger time to surface,
need to be tackled in time without provoking undue economic disruptions. Therefore the necessity to take a
long-term view of the evolution of public finances. Demographic shifts and their implications on the future
operation of welfare systems and Government revenue streams represent a central issue in the endeavour of
fiscal sustainability. Indeed, the likely outcomes of the future path of pension and healthcare expenditure
have become amain policy challengein most economiesfaced with an ageing popul ation and ever expensive
healthcare services.

Like many of these countries, old-age pensions and healthcare expenditure are expected to represent a
formidable challenge to Maltain the coming years. In 2002, old-age pensions accounted for around 12 per
cent of Government total expenditure, whilst healthcare and long-term outlays amount to another 9 per cent.
It isanticipated that the pressure on public finances arising from pensionswill peak around the year 2020. As
aresult of afalling birth rate, longer life expectancy together with the entry of the post-war baby boomers
into retirement, the amount of benefits paid by Government will rise. Thiswill movethe current systeminto
ahigher deficit.

Against this background, Government has set-up aNational Commission for Welfare Reform composed of a
widerepresentation of socia partners charged with the task of presenting proposal sfor reform. Concurrently,
the discussionsare being held within the Malta Council for Economic and Social Development (MCESD), a
tripartite forum comprising trade unions, employers  organisations and the Government. The discussions,
with aview to establishing afinal reform plan, are currently proceeding in earnest within MCESD and are
expected to be concluded in the coming months. In preparing popul ation projectionsand the likely trajectory
of the pension system, the Commission and MCESD were supported by World Bank experts. The results
presented in this Section are also based on simulations carried out by the World Bank’s Pension Reform
Option Simulation Toolkit (PROST) model. This model uses country-specific data to generate population
projections which are then combined with economic assumptions to obtain future numbers of contributors
and beneficiaries. The model then projects fiscal balances.

The projections presented in this Section are limited to the evolution of age-related public spending under an
“unchanged policy’ scenario. Thisshould not beinterpreted as meaning that policy will not change over time,

Box 5.1: Assumptions Underlying Age-Related Projections

In projecting the Maltese population and its impact on age-related public expenditure for the period covering
2002 to 2050, two main sets of assumptions were used:

As regards the demographic evolution, the fertility rate is assumed to decline from 1.37 in 2002 to 1.28 in
2012 and subsequently increase to 2.1 by 2050. Life expectancy at birth is assumed to increase gradually
from the present 77.8 years to 83.8 years, whilst net migration is assumed to be zero. As aresult, the working
age population per one dependent is expected to decrease by the end of 2050. Female working age
population is assumed to decrease from about 1.7 per one dependent in 2002 to 1.0 by 2050, while male
working age population is assumed to decrease from about 1.8 in 2002 to about 1.2 per one dependent by
2050.

In terms of macr oeconomic assumptions, labour productivity growth is assumed to increase from —1.8 per
cent in 2002 to 0.3 per cent in 2005, and subsequently remains below 4 per cent. Given an ‘unchanged
policy’ scenario in which the working age population is made up of individuals between 16 and 61 years, the
participation rate is assumed to increase from 64.1 per cent in 2002 to reach 73.3 by mid-century. In the case
of the male labour participation, the rate is assumed to decrease slightly from 84.6 per cent in 2002 to 81.€
per cent by 2050, whilst in the case of females participation is assumed to rise from 43.4 in 2002 to 63.4 per
cent by 2050. The unemployment rate is assumed to decrease from alevel of 7.7 per cent in 2002 to 6.0 per
cent in 2050.
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but rather is used not to prejudge the conclusions of the discussions with socia partners and the resulting
reforms. Explanations of the assumptions underlying the projections contained in this Section are given in
Box 5.1.

5.1 Demographic Developments

Asshownin Table5.1, in the next four decades Maltawill witness a significant increase in ageing. The age
structure of the population will move from one predominantly characterised by peoplewithin working agein
2000 to oneinwhich themajority of the populationisinactivefifty yearson. Falling birth ratesduring thefirst
half of the century will trandatein ashrinking youth population (0-19 yearsold). Asaresult, the populationin
the 20-59 bracket will, starting from 2010, decline and by 2050 will be a quarter less than that recorded in
2000. The generation of ‘ baby-boomers’ will moveinto the 59+ age bracket; an effect which will start to be
felt intheyear 2010 but which will accelerate during the subsequent forty years when the old-age population
will almost doublefrom the 2000 level.

In line with these trends, the demographic dependency ratios are also expected to exhibit substantial shifts.
Theyouthratio (0-19 year oldsas aproportion of those within the 20-59 bracket) isexpected tofall by around
5 percentage points during the next 50 years, reflecting afalling birth rate in the same period. Thisratiois
anticipated to declineand reach alow in 2020, but will rise thereafter. A moreradical changeisanticipatedin
the old age dependency ratio (59 years and above as a share of the 20-59 population). For this cohort,
population projections show that the ratio will increase during the period under review and is expected to
more than double by 2050. This effect will intensify between 2030 and 2050 when the old-age ratio will rise
sharply by around 20 percentage points. Compared with 2000, the net effect of developmentsin these two
age bracketsis such that until 2010 the effect of the declining youth ratio more than offsetstherisein the ol d-
ageratio. However, starting from 2010 theincrease in the old-ageratio exceedsthefall in the youth ratio and
as a consequence the total dependency ratio will begin to rise. By 2050, the total dependency ratio will
amount to around 126 per cent, meaning that every person in the working age population will haveto support
around 1.3 non-active persons compared to 0.8 non-active personsin 2000.

Maltese Population Trends

Table 5.1
2000 2005 2010 2020 2030 2050
Total population
0-19 yrs 104,975 96,400 86,400 74,000 73,500 70,300
20-59 yrs 212,821 226,900 224,100 213,300 199,100 158,100
59+ yrs 64,729 74,200 89,600 111,900 118,200 128,200
Total 382,525 397,500 400,100 399,200 390,800 356,600
Percentage of total population
0-19 yrs 27.4 24.3 21.6 18.5 18.8 19.7
20-59 yrs 55.6 57.1 56.0 53.4 50.9 44.3
59+ yrs 16.9 18.7 22.4 28.0 30.2 36.0
Demographic dependency ratio
0-19 yrs 49.3 42.5 38.6 34.7 36.9 44.5
59+ yrs 30.4 32.7 40.0 52.5 59.4 81.1
Total 79.7 75.2 78.5 87.2 96.3 125.6

Source: World Bank, own calculations
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5.2 The Cost of Ageing

Like many other countries, Malta is reaching the point where the pension system needs to be seriously
revisited to ensure that it can provide adequate and fiscally sustainable benefitsfor workersinthe future. As
pointed out earlier, projections of old-age pension are derived from simulations carried out by the World
Bank’s PROST model. These projections portray the evolution of the expenditure in the first half of this
century under an ‘unchanged policy’ scenario. For the purpose of this assessment the coverage of old-age
pensionsincludes various benefits (representing some 93 per cent of total pay-as-you-go public expenditure)
such asretirement pensions, invalidity pensionsand survivors' pensions. Box 5.2 providesan overview of the
main features of the present Maltese pension system.

Based on contributions of employer and employees only, which is the usual basis for looking at pension
systems, the current pensions system in 2003 was running a moderate deficit of 0.2 per cent of GDP. This
deficit is currently being covered by the Government contribution of 10 per cent. It should be stressed that,
under the present system, the revenue generated from contributionsis al so used to finance heal th expenditure.
Chart 5.1 illustrates the path of the pensions system bal ance based on the World Bank’s PROST model. The
deficits are projected to increase to 2.4 per cent of GDP by 2010 and to 4.7 per cent of GDP by 2030 before
faling in thefuture. Thisoutcome mainly reflectsafall in contributions asaratio to GDP which is expected
to drop by 5.5 percentage pointsto 1.7 per cent of GDP by 2050 as, under an ‘ unchanged policy’ scenario,
less people enter the working age population and more retire. To a lesser extent, the rise in the pensions
payment deficit is also affected by higher payments to GDP ratio. In fact, the payments to GDP ratio is
projected to increase by around 1 percentage point by 2030, after which the ratio is expected to decline to
reach around 6 per cent by 2050. This is a consequence of the mechanics of the current system whereby
pensions, whileindexed to wage growth, are subject to a ceiling which also increases with the annual cost of
living adjustment. Thus as wages continue to grow, more pensioners will hit this ceiling resulting in lower
pension expenditure per head. However, the higher number of pensioners will more than offset this effect.

Box 5.2: The Current Pension System in Malta

The present Maltese pension system has its origins in 1979 with the establishment of the so-called two-
thirds pension which focuses on income replacement. The post-1979 system terminated the occupational
pension funds that existed previously with the exception of those for public service employees employed
before that year. Private pension savings schemes are till in theinitial stagesin Malta.

The current pension system is a traditional defined benefit pay-as-you-go system with contributions from
current workers being used to finance benefits for current pensioners. The pensions are funded by
contributions paid by both employer and employee each paying a rate of 10 per cent of the basic wage,
while Government contributes another 10 per cent. The self-employed pay only 15 per cent, with 7.5 per
cent coming from Government. Apart from retirement pensions, these funds are used to finance a variety
of other benefits such as the entire health bill, and other social benefits with none of the contributions
earmarked for any specific benefit. Currently, the retirement age in Malta is 60 years for females and 61
years for males.

The pensions are determined by a formula based on the average of the best three years out of the last ten
years salaries for employees, and the average of the last ten years' income for the self-employed, with &
pension equal to two-thirds of this average wage for those having contributed thirty years. A critical
feature of the Maltese pension system is the ceiling on income subject to contributions. Currently, this
ceiling is 78 per cent higher than the average wage but increases with COLA (cost of living adjustment),
which is less than inflation. Additionally, while pensions are indexed to wage growth, they are subject to &
maximum which also grows with COLA.

Presently there is a relatively high coverage, in terms of both contributions and benefits, among |abour
force participants and also among retiree ages. In fact, the overall male labour force participation rate and
coverage rates are currently around 90 per cent. Meanwhile, 66 per cent of males over the age of 60
receive two-thirds old age pensions, and another 33 per cent receive partial pensions from the State, where
the remainder of their pension comes from old occupational plans; and another 1 per cent continue to
receive invalidity pensions. By contrast, but consistent with a lower labour force participation, only 19 per
cent of women over the age of 60 receive old age pensions; 7 per cent receive some form of benefit from
the public system to complement the occupational pension; 29 per cent receive widow’s pensions, and
only 0.1 per cent receive invalidity pensions.
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Chart 5.1 Old-age Pensions System Balance
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5.3 The Cost of Healthcare and Long-term Care

Projections of healthcare and long-term care expendituresare shownin Table5.2. Inthiscasetoo, calculations
reflect outcomes under an ‘unchanged policy’ scenario and were obtained by following the methodol ogy
described in Annex 2. Expressed as aratio of GDP, total expenditure on healthcare and long-term care are
anticipated to rise by around 3 percentage points over the fifty yearsto 2050. Spending on health careisthe
main contributor in this total. Long-term care costs to GDP ratio is expected to increase threefold, whilst
healthcare outlayswill increase by 1.6 percentage points. Both spending categories are predicted to increase
intheyearsunder review with the largest increasein healthcare and long-term costs occurring between 2020
and 2030.

Baseline Projections for Public Spending on Healthcare
and Long-Term Care

Table 5.2
Total health and Health Long-term
long-term care care care
Exp. as share Change in exp Exp. as share Change in exp Exp. as share Change in exp
of GDP in % of GDP of GDP in % of GDP of GDP in % of GDP
on 2002 on 2002 on 2002

2002 4.3 - 3.7 - 0.6 -

2005 4.5 0.3 3.8 0.1 0.7 0.1
2010 4.8 0.6 4.0 0.4 0.8 0.2
2020 5.6 13 4.5 0.9 11 0.5
2030 6.5 2.2 5.0 13 15 0.9
2050 7.1 2.9 5.3 17 1.8 1.2

Source: Ministry of Health, the Elderly and Community Care, own calculations
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5.4 Impact on the Deficit and Debt

Resultsfrom simulations carried out to assessthe likely budgetary impact of long-term age-related liabilities
under an ‘unchanged policy’ scenario are shown in Statistical Appendix Table 6. Given the high degree of
uncertainty regarding future developments, it is appropriate to state clearly the main assumptions used to
estimate the path of these resullts.

In projecting the long-term evolution of interest rate payments the following procedure was observed. Debt
during the period under review was cal cul ated by topping the debt stock in the previous period with thefiscal
gap between total revenue and expenditure. Next, the ratio of interest payments to debt for 2005 was
obtained and assuming that thisimplicit interest rate holds for the remaining years, interest paymentsfor the
subsequent years was estimated as a percentage of the debt stock calculated previoudy. As regards total
revenues, the component of non-age related revenue was obtained by deducting pensions contributionsfrom
the estimated cyclically-adjusted total revenue for 2005. It was assumed that the ratio of this component to
GDPwill hold throughout the projection period. This allowed the cal culation of the non-age related revenue
for the next years which when added with the pensions contributions gives the respective total revenues. For
total expenditures, a similar methodology was applied. Old-age pension spending, healthcare costs and
interest payments were subtracted from the total expenditure for 2005 obtaining a ratio of non-age related
expenditure to GDP. This ratio was then assumed to hold for the subsequent years and applied to GDP to
obtain total expenditure for the projected period.

Based on these assumptions, if the current pensions and healthcare systems persist, the demographic evol ution
that is expected to take place in the next decades will double the gap between Government revenue and
expenditure from 6 per cent of GDP in 2002 to around 12 per cent by 2050. As aresult, estimates show that
the debt-to-GDP ratio would rise from approximately 67 per cent in 2002 to around 119 per cent by 2050.

Clearly, these results underline the budgetary challenges that lie ahead in particular with respect to the
pressuresthat an ageing popul ation will generate on those areas of public finance, such ashealth and pensions,
which arerelated to life-cycle devel opments. These devel opmentswill haveimplicationsfor the sustainability
of the present old-age pay-as-you-go pension system, the health system and for the economy in general.
Theseimplicationswill be even higher if the assumptions, such asthoserelating to labour force participation,
upon which the projections are based are not realised. All thisreinforcesthe need for reformsin order to ease
the economic burden of ageing.

Notes:

! Datain this Section is based on the World Bank's PROST model and thus may not be strictly comparable with that found in other
Sections of this document.
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6. Horizontal Issues affecting Public Finances

6.1 Structural Reforms

6.1.1 Privatisation

Following the privatisation of anumber of Government enterprises since the late 1980s, the size of the public
sector in the Maltese economy has been significantly reduced. In order to adopt a more structured and
planned approach, Government’s privatisation programme was outlined through aWhite Paper published in
2000. Meanwhile, in June 2000 a Privatisation Unit was set up in order to oversee the whole privatisation
process.

As Government’s privatisation programme proceeded along the years, all direct productive activities except
for the shipyards are now within the private sector. Moreover, anumber of enterprisesin the services sector
namely inthe postal services, telecommunications and banking sectorsaswell asthe national airport company
have also been privatised. At the same time non-core operations are being divested, as certain activities are
now being carried out in the private sector. During 2003, the overall weak international scenario reduced the
pace with which divestiture took place as the international economic and business climate were not very
conducive to investment. Hence there was a substantial risk that a hastening of the privatisation process
could result in aless than optimal financial offer for valuable public assets, with a negative impact on the
fiscal sphere and to the detriment of Maltese interests. In the beginning of 2004, the Privatisation Unit
compl eted the privatisation of the National L ottery Licence. Moreover, the Unitisinthefinal phase of selling
Government’s shareholding in Malta Freeport Terminals Limited, while it expectsto embark on the process
leading to Government’ s divestment of itsremaining holdingsin Bank of Valletta plc and Maltacom plc.

The privatisation of the National Lottery Licencewas concluded in February 2004 with the award of aseven
year licence to a consortium made up of an international operator and two Maltese companies. Under the
terms of the National Lottery Licence, the consortiumwill be granted exclusive rightsto run games previously
run by the Department of Public Lotto aswell as new games. Thetermsof thelicenceincluded theimmediate
payment of an agreed one-time upfront fee of Lm5 million and further payment of Lm3 million when the
company commences operations. Over the next seven years, the operator will pay the L otteries and Gaming
Authority aswell as Government an annual royalty fee based on salesand ayearly licencefee. The Lotteries
and Other Games Act (Cap. 438) was enacted in September 2002 to regulate | otteries and other games. With
the enactment of this Act, the L otteries and Gaming Authority was established to regulate and monitor the
performance of gaming operationsin Malta.

The privatisation process of Malta Freeport Terminals Limited resumed in early 2004. This followed an
agreement reached during 2003 with a strategic partner regarding the management of the Terminal for 30
years. During the negotiations on the privatisation of this company, Government is planning to give due
consideration to employment issues and consult representatives of the workers engaged with this company.

Other entitiesfor which the privatisation processis expected to beinitiated during the coming monthsinclude
Bank of Valletta plc and Maltacom plc. In the former, the divestiture consists of the sale of the 40 per cent
shareholding retained by Government and Banco di Siciliato astrategic partner. Inthe case of the privatisation
of Maltacom plc, Government intends to sell its majority shareholding (60 per cent) to a strategic partner.

Privatisation proceeds during 2004 are expected to amount to around Lm35 million. Government iscommitted
to continuing the programme in the subsequent years, aiming at privatisation proceeds amounting to Lm50
million during both 2005 and 2006.
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6.1.2 Restructuring of Malta Shipyards

Thedomestic ship repair and shipbuilding industry, which operatesin ahighly competitiveinternationa climate,
experienced difficultiesfor the past yearsin achieving long-termviability. Theindustry’seffortsto attain the
| atter objective have also been hindered by prevailing low productivity and the attendant substantial financial
burden which it hasinevitably incurred. Infact, the shipyards registered losses and relied significantly on
Government financial assistance. In order to addressthis situation, in September 2001, Government set up a
Task Force entrusted with drawing up and implementing arestructuring plan for the shipyards. Thisrestructuring
plan, whichisspread over 7 years, involves, amongst other things, the gradual scaling down of capacity at the
yards in terms of both human and physical resources, as well as training schemes and support to surplus
empl oyees seeking alternative occupation.

The restructuring plan started to be implemented in 2002, when early and voluntary retirement schemes
resulted in areduction in the workforce at the yards of around 700 persons. Another important devel opment
was the agreement reached between the management and the union representing the employees on the
restructuring of the yards. This agreement, which was signed in November 2003, embodies anew collective
agreement for the shipyardswhich includesvariousreformsinwork practices needed toimprovethe productivity
of the yards.

In order toimplement therestructuring of theyards, legidation - Dockyard and Shipbuilding Yard (Restructuring)
Act (Cap.466) - came into force on the 7" November 2003 and provided for the setting up of a new wholly
owned Government company — Malta Shipyards Ltd. This company absorbed around 1,700 workers while
the remaining 900 workers were offered four types of early retirement or voluntary resignation schemes,
according to age groups. Meanwhile, another new, wholly owned Government company, Industrial Projects
and Services Ltd, was entrusted with deploying those employees who decline the schemes offered to work
assignments where they can be productive. Arrangements are currently being finalised whereby these
workers (currently deployed with the public sector) would be retrained and employed by the private sector.

Thislegidation also providesfor afinancial restructuring designed to freethe new shipyards’ operation from
the burden of existing debts and recurrent interest payments. In fact, thisfinancial restructuring implied that
al liabilities of Malta Drydocks and Malta Shipbuilding are assumed by Government. Likewise, all assets of
both enterprises are transferred to Government. This financial transaction impinged on the level of Genera
Government deficit for 2003 by around Lm58 million; this was a one off-effect. It also gave rise to an
increasein the level of General Government debt for 2003 of around Lm42 million which isreflected in the
debt level for subsequent years.

Although the shipbuilding and ship repair industry is currently a major beneficiary of state aid, one of the
major aimsof therestructuring programmeisto fully eliminate theindustry’sreliance on public funds. Inthis
context, subsidies to the industry will be phased out by the end of 2008, in line with the transition period
agreed upon during the accession negotiations. Inthisinterim period, andin linewith these negotiations, the
2003 restructuring agreement provides for a ceiling on the amount of state aid that may be granted to this
particular sector.

Now that agreement of reforms has been reached and the shipyards have shed their excess labour, efforts
are being focused to redirect the newly-formed company to improve productivity and eventually become
commercialy viable.

6.1.3 Restructuring of Public Enterprises

The restructuring of public enterprisesis recognised as an integral part of Government’s strategy to restore
sustainability in public finances. Such programme of reformsis designed to ensurethat public sector entities
operatein amoreefficient and effective manner, in turn contributing to increasing the country’s competitiveness.
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The restructuring of public enterprises aims to change management ethics and work practices such that the
operationsof such enterprisesbecomemoreviableand efficient. While designing the restructuring programme
of public enterprises, Government is seeking to give due consideration to employment issues while also
ensuring good management for the enterprises. The restructuring process also aimsto ensure that the prices
of the products and services provided are attained through a balancing act between cost-recovery and social
obligations, particularly where the service provided is anecessity.

Government has recently announced the continuation of the restructuring programme of the nationa airline—
Airmaltaplc. The process of restructuring includes the re-investment of any profits of the enterprise rather
than transferred to Government as its major shareholder and the reduction of losses from its core business.
Thelatter isplanned to be achieved through the containment of administrative costs, better and more efficient
use of IT and communications and the reduction of operational costs.

Another structural reformisbeing planned for the Gozo Channel Co. Ltd, which providestheferry transport
service from Malta to the sister island of Gozo. The restructuring programme of this enterprise aims to
ensurethat the service provided is consistent, reliable and efficient and that the price reflects the value of the
service provided. Aspart of thisrestructuring, Government has entered into apublic service obligation contract
(PSO) in order to ensure the availability of the service which is of great importance particularly to Gozitans.
Meanwhile, innovative commercial incentives are to be introduced to increase the demand for the service
provided by thisenterprise.

Other entitieswhich are being restructured include Malta Traffic Services Co. Ltd, Maltapost plc, Tug Malta
Co. Ltd and Sea Malta Co. Ltd. The main objective of the restructuring of these enterprisesisto ensure the
long term viahility of the service provided aswell asto provide amore efficient service. Thisabjectivewill
be achieved through down-sizing and the adoption of new management and work practices.

Anorganisational restructuring isalso taking place within other entitiesincluding Water Services Corporation,
Enemalta Corporation and Public Broadcasting Services. Reform of these entities aims to achieve the right
personnel complement, reduce any Government subvention where present and ensure an efficient service
delivery. These objectives of therestructuring processwill be achieved through rightsizing of theworkforce,
reduction of administration costs as well asthe use of public private partnerships.

6.2 Institutional Developments

6.2.1 Administrative Reforms

As Government acknowledges that good governanceis an important factor for long-term economic growth,
thereform of public administration and theimprovement of the public servicesare considered askey priorities.
In this context, one of Government’s main objectivesremainsthat of implementing an ongoing programme of
administrative reforms, thus ensuring that the efficiency, effectiveness and service quality are improved. In
thisregard, Government aimsto boost the efficiency of public service provision and administration by improving
the servicesthrough Quality Service Charters (QSC), furthering the digitalisation of public administration, (e-
Government), make use of Public Private Partnerships (PPP) and drafting a Public Service Act following the
launching of a White Paper on this matter.

Quality Service Charter

The Quality Service Charter (QSC) programme, which was launched in 1999, aims to improve service
delivery across the public service, emphasising on promoting responsiveness, quality and effectiveness. In
order tofacilitatethisinitiative, the Charter Support Unit was set up to assist in the monitoring and auditing of
Service Charter Standards. To date, atotal of around 46 charters were published covering various services
offered by Government departments or other units, each of which embodies significant improvements in
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servicedelivery, obtained through the re-engineering of internal processesaswell as, in many cases, investments
ininformation technology.

e-Government

The attainment of afirst classinformation society is considered as a high-priority national objective. Inthis
regard, in the last years, efforts have been stepped up, particularly through the implementation of the e-
Government programme with the aim of improving and streamlining public services and increasing the
participation of citizensin Government decision-making. A number of public and private entities are taking
part in thisinitiative. In 1999, the Central Information Management Unit (CIMU) was set up to improve
Government’s capacity in the development of an efficient information society in Malta. Moreover, Mata's
electronic policy initiative was aligned with the eEurope initiative by adopting the eEuropet+ Action Plan as
Government’s strategic roadmap.

Since the launch of this initiative, a large number of electronic services were introduced, facilitating the
access to public services. Moreover, in 2002, an electronic payment gateway was put in place alowing for
the payment of Government services on-line in a secure environment and confidential manner. Moreover,
Government entered into ajoint venturewith the private sector to provide aregistration authenti cation mechanism
for e-Government services. Thisallowsthe availability of e-Government services, which duetotheir sensitive
nature necessitate the deployment of an identification mechanism guaranteeing limited accessibility and high
security. Other essential servicesinclude a Central Data Repository, which acts as a central reference point
for Government services, thus using only one location of information. Progress has also been registered on
the establishment of alocal electronic policy enabling the delivery of e-Government services through the
front offices of all thelocal councils.

As an integral part of the e-Government programme, e-Government services are offered via a variety of
service delivery channels apart from the Internet such as mobile telephony. Such m-Government services
include notification of examination resultsand notification of court deferral swhile other servicesare currently
being devel oped. Theimplementation of the Government Portal, which servesasthe principal point of entry
toall Government information and services, isanother significantly important development. Moreover, an e-
Government Customer Care system launched in 2002 enabl esthe public to submit complaintsand requeststo
Government departments, thus improving the service offered to the public.

Public Private Partnership

Government views public private partnership (PPP) as a meansto achieve more effective and efficient use
of publicly owned assets. The use of PPPs providesthe opportunity to increase efficiency in the public sector
by making optimal use of personnel employed in the public sector and providing better value compared to
public sector investment. A PPP was introduced in the administration of homes for the elderly, through the
establishment of ajoint venture with aprivate firm operating in the care for the elderly service sector. Other
areas of activity that could benefit from the principle of PPPs are being considered such that a higher quality
of public serviceisprovided without additional pressureson public finances.

White Paper on a Public Service Act

Magjor progress has been registered since the beginning of the implementation of a public service reform
programme in 1990. However, in light of new challenges of governance, the public service needs to gain
additional management flexibility and to place further emphasis on delivering performance improvements.

To thisend, in October 2003, a White Paper on a Public Service Act (A Public Service for the 21% Century)
was published. The proposed Act will consolidate the achievements to date and pave the way for additional
and far-reaching changes within the Public Service. The objective of the Public Service Act isto promote
improvementsin efficiency of public administration. The proposed Act hasthree overall objectives:
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*  Theimprovement of the efficiency of Government operations through more flexible results-
oriented management,

*  The establishment of safeguards over the use of delegated powers, and

*  Thestrengthening of theleadership of the Public Service so asto ensurethat the above provisions
are put into effect and to ensure that it is capable of taking co-ordinated action.

The proposed Act, amongst other things, will give heads of departments greater management powers and
providesfor the creation of anew form of public organisation — the Government agency - which will replace
Government-controlled foundations aswell asanumber of unitsinthe Public Service. The proposed Act also
providesfor better monitoring of performance. Another aim isto ensure that management powers would be
exercised only in the public interest and to this end, a set of ethical values and a full Code of Ethics are
presented. Moreover, aMerit Protection Commission will be established to monitor and audit staffing decisions
throughout the public sector. In addition, the proposed Act incorporates a number of provisions designed to
strengthen professional |eadership in public administration and providesfor the establishment of a Minister
for the Public Service, the establishment of the office of Principal Permanent Secretary and a Senior Executive
Service.

Other Initiatives

Other initiatives, which will facilitate theimprovement of the efficiency of the Public Service and the quality
of services it delivers to the public, include the implementation of a results-oriented employee appraisal
system referred to as the Performance Management Programme (PMP). Moreover, the efficiency review
initiative waslaunched aimed to improve the performance of Government departmentsthrough benchmarking
with comparable organisations in the private sector.
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Annex 1l: Methodology used in Estimating the
Cyclically-Adjusted Budget Balance

Themethod for compiling the cyclically-adjusted budget balance (CAB) in thisdocument isbroadly based on
the method employed by European Commission. The notion of CAB isbased on theideathat fluctuationsin
the budget balances are made up of a structural and a cyclical component, with the cyclical fluctuations
related to the deviation of output fromtrend (potential) output. Thus, in order to identify thecyclical component
of the budget balance, it isfirst necessary to estimate the output gap, defined as the deviation of output from
trend. Estimates of potential output have been based on the HP method as reported in Section 2 of this
document. Once the gap has been estimated it is possible to calculate the effects of cyclical fluctuations of
economic activity on revenue and expenditure components which are sensitiveto economic fluctuations. The
sensitivity of budget components to deviations in output from trend is calculated by applying revenue and
expenditure e asticities. The cyclical component of the actual Government budget isthen deducted to obtain
the CAB.

The Cyclical Component of Budget Revenue

The elasticity of Government revenue to changesin GDP is the weighted average of specific elasticities of
the revenue components, which are deemed to be sensitive to economic fluctuations. The revenue components
are personal income taxes, corporate income taxes, social security contributions and indirect taxes. The
welghtsare an average calcul ated over the period 1994-2003 of the share of these categoriesto total revenue.
Thefigure for socia security contributions excludes the contribution made by Government in itsrole asan
employer. Thisis because public service employment is not normally affected by fluctuations in the cycle.
Additionally, social security contributions exclude the State grant equal to half thetotal amount contributed by
al employeesand employers since thisitem has a counterpart entry in the expenditure side and hence the net
effect on the budget balance is null.

The respective elagticities of each revenue category are in turn estimated through Ordinary Least Squares
(OLS) estimation by regressing the revenue of theindividual taxes on output. The problem with thisapproach
isthat the estimated elasticities are period averages rather than the current el asticities and therefore embody
policy changesin addition to “automatic effects’ (Giorno et a., 1995). Moreover, no correction for lagsin
revenue collection for any given year iscarried out. The method was chosen for its simplicity and clarity and
asdata shortages did not allow amore accurate estimation of elasticities, in linewith the OECD methodol ogy
asapplied by the Commission.

The estimated revenue elasticity for corporate taxes and indirect taxesis exactly one. The revenue elasticity
of personal income taxes exceeds unity indicating the progressivity of such taxes. For both personal income
tax and social security contributions the elasticity stands at 1.1 per cent. The weighted average revenue
elagticity isestimated at 1.03.

The product of the weighted average revenue elasticity and the average rate of receiptst givesthe marginal
rate of change of Government revenue in relation to GDP. Thisis estimated at 0.45 in the case of Malta. It
effectively measurestheimpact on of al percentage changein deviationsof output from trend on Government
revenue. When the revenue el asticity is applied to the output gap, the cyclical component of budget revenue
isobtained. In 2003, thisis estimated at —0.81. The negative sign indicates that the Government is collecting
less revenue than it would since the economy was performing below potential .

Algebraicdly,
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Q'
GAP = _*Yt

EZ&ES EZF%EE EZ&ES EZ&%
p.ci,s = persona incometax, corporateincometax, indirect tax and social security contributions

ﬂ
1]

cyclical component of budget revenue (in % points of GDP)

GAP = outputgap

Y, = actual GDP at constant market prices
\ = trend GDP at constant market prices
£ = revenuedasticity

R, = revenue components

R = recurrent revenue

The Cyclical Component of Budget Expenditure

The adjustment of Government expenditureto cyclical fluctuationsof GDPiscarried out in asimilar manner.
However, theonly category of expenditure deemed sensitiveto fluctuationsin output isunempl oyment benefits.
In this case however, the marginal rate of change of Government expenditure with respect to GDP is the
product of the inverse of the Okun coefficient and the marginal cost in unemployment benefits with respect
to the unemployment rate. These two variables are obtained by estimating the following eguations, through
OoLS.

GAR =a+h(U; -U,)+¢

h=1
b
U, = unemployment rate
ur* = natural rate of unemployment (estimated via HP method)
b = Okun Coefficient

(UB,-UB.,)=a+c(U,~U_)+e

UuB = expenditure on unemployment benefits (in % points of GDP)

c = margina cost of unemployment benefits w.r.t. the unemployment rate

The Okun coefficient measuresthe sensitivity of changesin unemployment from trend to deviations of output
from trend. The coefficient is derived from a regression of the output gap on the deviation of the actual
unemployment rate from the natural rate of unemployment using the HP method. In the case of Malta, this
coefficient is estimated at 1.17. Meanwhile, the marginal cost in unemployment benefits with respect to the
unemployment rateis estimated at 0.17.
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The cyclical component of budget expenditure is the product of the margina rate of change of budget
expenditure with respect to GDP and the output gap and is represented by,

. =(ch).GAP,

d

d, = cyclical component of budget expenditure (in % points of GDP)

c = margina cost of unemployment benefits w.r.t. the unemployment rate
h

= eladticity of the unemployment rate w.r.t. GDP (inverse of Okun coefficient)

c.h = marginad rate of change of budget expenditure w.r.t. GDP

A minussignisadded to theresult in order to indicate the inverse rel ationship between the output gap and the
expenditure on unemployment benefits. It shows the proportion of the budget expenditure that is related to
cyclical fluctuations. In 2003 the cyclical component of budget expenditureisestimated at 0.26. The positive
signindicatesthat the economy is performing below its potential, inducing more payments by Government on
unemployment benefits.

The Cyclical Component of Budget Balance

By deducting the cyclical component of budget revenue and expenditure from the actual budget balance, the
CAB isobtained. It measures that part of the budget balance which is not affected by fluctuationsin output.
This allows a decomposition of the budget deficit into a structural and cyclical component. For 2003, this
component amounted to —1.1 per cent of GDP.

The Marginal Rate of Change of the Budget Balance with respect to GDP

Thisis defined as the sum of the marginal rate of change in revenue (0.45) and the margina rate of change
in expenditure (0.14) and isequal to 0.59 implying that adeterioration in the output gap of 1 percentage point
increases the Government deficit by 0.59 percentage points.

Notes:

! Defined as the ratio of recurrent revenue to nominal GDP.
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Annex 2: Note on the Calculation of Healthcare and
Long-term Costs

In establishing projectionsfor healthcare and long-term costs, the Ministry of Finance broadly followed the
approach agreed by the EU Economic Policy Committee (EPC). The Ministry was provided with data
collected by the Ministry of Health, the Elderly and Community Care on the age structure of healthcare and
long-term care beneficiaries. Asregards coverage, healthcare spending includes publicly funded health and
public capital expenditure in the health sector, whilst long-term care includes public spending on care for
dependent older persons, home care, institutional care other than hospitalisation, and home and servicesfor
the disabled.

However, a lack of available data prevented a complete repetition of the approach recommended by the
EPC. First, it was not possibleto collect dataon gender-specific age-related expenditure profilesfor heathcare
and long-term costs. Moreover, age-apportioned healthcare expenditure reflects the current demographic
distributionin Malta. Estimateswere obtained by evaluating anumber of health-related indicators: bed-days,
surgical operations, accident and emergency attendance and outpatient attendance. Each of these categories
was assigned arelative weighting according to the current expenditure. The expenditure for each age cohort
was thus apportioned for the abovementioned indicators. It was not possible to include dataon primary care
and medicines since the relevant information was not available. Hence, the demographic distribution for
these two items was assumed to be as for the other health expenditure categories. As regards long-term
care, the age distribution of institutional homeswas used to age-apportion the expenditure. In thispart of the
exercise, it was assumed that the daily cost of aresident remains unchanged irrespective of age. Moreover,
it is important to point that the impact of technological advances on health expenditure is not taken into
account. Despite these shortcomings and considering the lack of data, the results obtained still represent a
fair approximation of the relevant age-related cost structure.

The available data was that relating to 2002. The share of expenditure for each age cohort was used to
apportion the total health expenditure for the base year. Chart 1 depicts the results obtained for the age
profilesfor public expenditure on health care. As evident from the chart, health care costs per head increase
with age and are particularly high for the oldest age group. The structure of expenditure for thisitem across

chart 4 Age Profiles for Public Expenditure per head on Health Care
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Chart 2
Age Profiles for Public Expenditure per head

on Long-term Care
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the different age cohorts are broadly similar to those in EU-15. In fact the average per capita expenditure
peaks at 17.4 per cent which iswithin the range obtained in EU-15.

The same methodology was applied for long-term care. In this case, the data provided by the Ministry of
Headlth, the Elderly and Community Care was age-apportioned for those above retirement age. However,
onewould bejustified to think that, in Maltatoo, long-term care outlaysfor young and prime-age personsare
low asisthe casein EU-15. Chart 2 shows the age-profiles obtained for long-term care expenditure in 2002.
As one would expect, expenditure per capita on long-term care increases with age peaking at around 22.2
per cent for the 85-89 age bracket. The relatively low expenditure levels per head compared to the EU-15
may be explained by thewidespread provision of informal care by family membersand theincreasing provision
of private and non for profit long-term care.

Next the age-related expenditure profiles obtained in the base-year were used to project the evolution of
healthcare and long-term care expenditure until 2050. Thiswas done by applying the demographic projections
under the cost assumption of expenditure per capita of both healthcare and long-term care growing in line
with GDP per capita. The results for healthcare and long-term care public expenditure along the projected
years are reported in Section 5.
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Statistical Appendix







Growth and Associated Factors

Table 1
2003 2004 2005 2006 2007
Percentages unless otherwise indicated
GDP growth at constant market prices -1.7 1.1 1.7 2.1 2.1
GDP level at current market prices (Lm million) 1,712.2 1,789.2 1,850.0 1,925.9 2,014.5
GDP deflator 1.2 1.2 1.3 1.3 1.3
RPI change (annual average) 1.3 3.4 2.1 2.1 2.0
Employment growth -0.8 0.8 0.7 0.7 0.7
Labour productivity growth -0.9 0.2 1.0 1.3 1.4
Sources of growth: percentage changes at constant prices
1. Private consumption expenditure 0.3 0.2 0.8 1.5 1.8
2. Government consumption expenditure 6.0 1.1 -1.1 -0.3 -0.9
3. Gross fixed capital formation 21.2 6.7 2.1 -2.6 1.7
4. Changes in inventories and net acquisition of valuables
as a % of GDP -4.2 -4.0 -4.1 -4.1 -4.1
5. Exports of goods and services -2.2 1.3 2.9 3.0 2.7
6. Imports of goods and services 6.4 2.3 1.6 0.8 1.8
Contribution to GDP growth
7. Final domestic demand 5.5 2.0 0.9 0.2 1.4
8. Change in inventories and net acquisition
of valuables 0.3 0.1 -0.2 -0.1 -0.1
9. External balance of goods and services -7.6 -1.0 1.0 1.9 0.8
Note: National Accounts figures are based on the System of National Accounts 1993 (SNA 1993).
@ Forecasts from 2004 onwards.
@ Growth of GDP at market prices per person employed at constant prices.
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General Government Budgetary Developments
Table 2

Percentages of GDP ESA code 2003 2004 2005 2006 2007

Net lending (B9) by sub-sectors

1. General government S13 -9.7 -5.2 -3.7 -2.3 -14
2. Central government S1311 -9.7 -5.2 -3.8 -2.4 -1.4
3. State government S1312 n/a n/a n/a n/a n/a
4. Local government S1313 -- -- -- -- --
5. Social security funds S1314 n/a n/a n/a n/a n/a

General government (S13)

6. Total receipts ESA 42.8 45.3 45.2 43.9 43.0
7. Total expenditures ESA 52.4 50.5 48.9 46.3 44.4
8. Budget balance B9 -9.7 -5.2 -3.7 -2.3 -14
9. Net interest payments 3.6 3.8 3.8 3.7 3.6
10. Primary balance -6.0 -14 0.1 1.4 2.2

Components of revenues

11. Taxes D2+D5 26.3 27.8 28.5 28.3 27.9
12. Social contributions D61 6.9 6.8 6.8 6.7 6.5
13. Interest income D41 0.3 0.2 0.2 0.2 0.2
14. Other 9.3 10.4 9.7 8.8 8.3
15. Total receipts ESA 42.8 45.3 45.2 43.9 43.0

Components of expenditure

16. Collective consumption P32 10.8 11.2
17. Social transfers in kind D63 -- -- -- -- --
18. Social transfers other than in kind D62 13.0 12.9 12.7 12.4 12.1
19. Interest payments D41 3.6 3.8 3.8 3.7 3.6
20. Subsidies D3 3.1 2.5 2.2 2.0 1.8
21. Gross fixed capital formation P51 4.7 4.8

22. Other 17.2 15.2
23. Total expenditures ESA 52.4 50.5 48.9 46.3 44.4
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General Government Debt Developments

Table 3

Percentages of GDP ESA code 2003 2004 2005 2006 2007
Gross debt level 72.0 72.1 72.4 70.5 70.4
Change in gross debt 10.3 0.1 0.3 -1.9 -0.1

Contributions to change in gross debt

Primary balance 6.1 14 -0.1 -15 -2.3
Interest payments D41 3.7 4.0 4.0 3.9 3.8
Nominal GDP growth Blg -0.8 -3.1 -2.4 -2.9 -3.1
Other factors influencing the debt ratio 1.3 -2.2 -1.2 -1.5 1.5
Of which: Privatisation receipts - -1.9 -2.6 -2.5

p.m. implicit interest rate on debt 5.0 5.3 5.3 5.3 5.1
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Cyclical Developments

Table 4

Percentages of GDP ESA code 2003 2004 2005 2006 2007
1. GDP growth at constant prices -1.7 1.1 1.7 2.1 2.1
2. Actual balance B9 -9.7 -5.2 -3.7 -2.3 -1.4
3. Interest payments D41 3.6 3.8 3.8 3.7 3.6
4. Potential GDP growth 2.0 1.8 1.8 1.8 19
5. Output gap -1.8 -2.5 -2.6 -2.3 2.1
6. Cyclical budgetary component -11 -1.6 -1.6 -14 -1.3
7. Cyclically-adjusted balance (2-6) -8.6 -3.6 -2.1 -0.9 -0.2
8. Cyclically-adjusted primary balance (7-3) -5.0 0.2 1.7 2.8 3.4

Note: National Accounts figures are based on the System of National Accounts 1993 (SNA 1993).
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Divergence from PEP for 2003

Table 5

Percentages of GDP ESA code 2003 2004 2005 2006 2007
GDP growth®

previous update 1.3 25 3.2 3.6 n/a
latest update -1.7 11 1.7 2.1 2.1
Difference -3.0 -1.4 -1.5 -1.5 n/a

Actual budget balance

previous update B9 -7.4 -5.8 -4.1 -3.4 n/a
latest update® B9 -9.7 -5.2 -3.7 -2.3 -1.4
Difference -2.3 0.6 0.4 11 n/a

Gross debt levels

previous update 71.7 72.2 70.6 68.4 n/a
latest update 72.0 72.1 72.4 70.5 70.4
Difference 0.3 -0.1 1.8 2.1 n/a

@ National Accounts figures are based on the System of National Accounts 1993 (SNA 1993).
@ The 2003 figure includes the effect of a one-off operation related to the restructuring of the shipyards.
This effect is of about 3.2 percentage points of GDP.
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Long-Term Sustainability of Public Finances

Table 6

Percentages of GDP

Total expenditure

Old-age pensions

Healthcare (including care for the elderly)
Interest payments

Total revenues

of which: from pensions contributions®
National pension fund assets (if any)

Assumptions

Labour productivity growth

Real GDP growth

Participation rate males (aged 16-61)
Participation rate females (aged 16-61)
Total participation rates (ages 16-61)
Unemployment rate

@Wincludes Government contribution

2002

49.9
7.2
4.3
4.0

43.8

10.7

-1.8

-1.0

84.6
43.4
64.1
7.7

2005

53.0
7.4
4.5
4.4

49.0
8.7

0.3
17
79.7
42.7
61.5
7.5

2010

53.9
8.0
4.8
4.2

50.0
7.8

3.7
4.3
77.9
43.7
61.3
7.3

2020

55.0
8.7
5.6
3.7

49.2
7.6

3.0
3.1
77.5
47.2
63.1
7.0

2030

56.1
8.1
6.5
4.5

47.2
5.6

3.1
25
77.4
515
65.3
6.6

Note: Data in this table is based on the World Bank's PROST model and thus may not be strictly comparable

with that found in other tables in this document.

2050

56.4
5.8
7.1
6.6

44.2
2.6

3.8
25
81.6
63.4
73.3
6.0

66

Malta: Convergence Programme 2004 - 2007



Basic Assumptions

Table 7

2003 2004 2005 2006 2007
Interest Rates (in % p.a., annual averages)
Short-term interest rate 3.0 3.0 35 35 35
Long-term interest rate 4.7 4.7 5.2 5.2 5.2
United States: short-term (three-month money market) 1.2 1.2 1.7 1.7 1.7
United States: long-term (10-year government bonds) 4.0 4.2 4.6 4.6 4.6
Exchange Rates
USD/EUR exchange rate (level) 1.1 1.1 1.1 1.1 1.1
Nominal effective exchange rate (annual averages) 11 11 11 11 11
Exchange rate vis-a-vis the EUR 2.3 2.3 2.3 2.3 2.3
GDP (in real terms %)
World GDP growth, excluding EU 4.4 5.1 4.7 4.7 4.7
United States,GDP growth 3.1 4.2 3.2 3.2 3.2
Japan, GDP growth 2.7 3.4 2.3 2.3 2.3
EU-15 GDP growth 0.8 2.0 2.4 2.4 24
World Trade (% change)
Growth of relevant foreign markets 0.6 1.9 2.3 2.3 2.3
World import volumes, excluding EU 7.3 9.7 8.5 8.5 8.5
International Prices
World prices based on the producer price Indices
of the Euro Area (% change) 2.0 1.6 1.7 1.7 1.7
Oil prices, (Brent, USD/barrel) 28.5 31.1 28.9 28.9 28.9
Non-oil commodity prices (in USD) 6.6 15.6 -2.6 -2.6 -2.6
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