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IMF Executive Board Concludes 2020 Article IV Consultation
with Malta

FOR IMMEDIATE RELEASE

WASHINGTON, DC - April 9, 2020

The Staff Report was prepared by a staff team of the IMF for the Executive Board’s
consideration on April 8, 2020. The staff report reflects discussions with the Maltese
authorities in February 2020 and is based on the information available as of February 28,
2020. It focuses on Malta’s near and medium-term challenges and policy priorities and was
prepared before COVID-19 became a global pandemic and resulted in unprecedented strains
in global trade, commodity and financial markets. It, therefore, does not reflect the implications
of these developments and related policy priorities. The outbreak has greatly amplified
uncertainty and downside risks around the outlook. Staff is closely monitoring the situation and
will continue to work on assessing its impact and the related policy response in Malta and
globally.

On April 8, 2020 the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation® with Malta and considered and endorsed the staff appraisal without a
meeting on a lapse-of-time basis.?

Malta is facing significant challenges owing to the recent COVID-19 outbreak. Entire sections
of the Maltese economy, especially in the services sector, are forced to operate well below
normal capacity due to reduced labor supply and administrative closures. Sectors related to
tourism and transportation, which provide major sources of income for the Maltese people, are
especially affected. The authorities’ near-term efforts are rightly focused on limiting and
containing the adverse social and economic effects of the COVID-19 outbreak.

In light of recent developments, the risk to the outlook is undoubtedly skewed to the downside
and the extent of the downturn will depend on how long normal economic activity is subject to
pervasive disruptions related to the COVID-19 pandemic. Malta’'s main medium-term
challenge is to mitigate financial integrity risks by continuing to address deficiencies identified
in the anti-money laundering and combating the financing of terrorism (AML/CFT) framework.
The focus should be on improving and demonstrating the effectiveness of the AML/CFT
regime.

Executive Board Assessment

In concluding the Article IV consultation with Malta, Executive Directors endorsed the staff's
appraisal as follows:

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

2 The Executive Board takes decisions under its lapse-of-time procedure when it is agreed by the Board that a
proposal can be considered without convening formal discussions.
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The Maltese economy has continued to overperform European peers. Prudent fiscal policy
and timely structural reforms have helped boost employment and build fiscal buffers while
promoting social inclusion. Growth remained strong in 2019, even though it weakened from
2018. Domestic demand is expected to remain the main engine of growth as the economy
gradually reaches cruising speed and the large current account surplus declines. The risks to
the outlook are skewed to the downside and a lot will depend on how pervasive and long-
lasting disruptions related to the Coronavirus epidemic will be.

Continued efforts are needed to mitigate financial integrity and stability risks. As pressures on
CBRs intensify, it is critically important to continue to address deficiencies identified with the
AML/CFT system. The focus should be on improving and demonstrating effectiveness of the
AML/CFT framework. In particular, the understanding of risks and the monitoring and
supervision of banks and other higher-risk sectors and programs—such as remote gaming,
VFAs, and the IIP—should continue to be strengthened. It is also key to enhance AML/CFT
enforcement actions, including through timely and adequate sanctions in case of breaches.

Supervisory capacity should be further enhanced and remaining deficiencies in the crisis
management framework addressed. The operational and financial independence of the
financial supervisor should be assured. Despite commendable progress, the MFSA remains
under strain due to the large number of financial institutions under supervision, the evolving
regulatory environment, and challenges associated with new and complex products. The legal
framework for bank insolvency should also be updated and streamlined. An administrative
regime for the orderly closure and liquidation of a failing bank should be introduced to avoid
that supervisory actions are unduly delayed through judicial appeal.

Further improving the analysis of potential risks developing outside of the banking sector will
help uphold financial stability. Inter-company lending is gradually displacing bank lending as
the main source of corporate funding, posing new challenges to supervision. A better
understanding of the flow of funds between corporates and of their risk-management practices
could help identify potential financial risks and contagion channels to the financial system. In
the meanwhile, it is important to avoid over-exposure to large, indebted and interconnected
corporates and to monitor developments on the housing market, standing ready to tighten the
recently introduced borrower-based macroprudential measures in due course.

Prudent fiscal policy needs to be maintained. Maintaining gradual consolidation excluding the
proceeds from the IIP is warranted due to fiscal vulnerabilities from contingent liabilities, age-
related spending pressures, and heavy reliance on corporate income tax revenues Current-
expenditure also needs to be kept in check to ensure enough space within the budget limits
for necessary public investment in transport, health, education, the environment and additional
expenses targeted at improving social inclusion.

Further enhancing public investment management and reducing fiscal risk should be key
priorities. As public investment rises, enhancing its management is critical. Efforts should
focus on adopting general guidelines for project appraisal and selection, implementing cost-
benefit analysis for major projects and addressing weaknesses in the public procurement
system. Continued efforts are also needed to further reduce fiscal risks. The new legal
framework for managing government guarantees should be implemented, ongoing work to
release statements on financial performance of public corporations should be completed, and
sound strategies to put financially vulnerable public corporations on a stronger footing need to
be adopted. To address long-term age-related spending pressures, measures that increase



the effective retirement age and further encourage enrollment in voluntary savings schemes
should be prioritized, while the institutionalization of the CSRs should be completed. Finally, to
diminish Malta’s potential vulnerability to international taxation regime changes, options to
strengthen and diversify revenues outside of CIT should be explored.

Pursuing structural reforms will help sustain Malta’s growth performance while promoting
social inclusion. The focus should continue to be on encouraging female and elderly
participation in the labor market, upskilling the labor force and stimulating innovation.
Moreover, to safeguard the business climate, remaining governance shortcomings should be
addressed without delay, including by stepping up the fight against corruption and by
increasing the efficiency of the judicial system while ensuring its independence. Improving
access to affordable housing remains a key priority in support of greater inclusion.
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MALTA

STAFF REPORT FOR THE 2020 ARTICLE IV CONSULTATION—
SUPPLEMENTARY INFORMATION

prepared by European Department
(In consultation with other departments)

This supplement provides information that became available after the staff report was
issued on March 24, 2020.

A. Developments Related to COVID-19

1. Since the beginning of March, when the first COVID-19 case was
identified in Malta, the number of infected people has increased rapidly. As of
April 1, 188 people have been diagnosed with COVID-19 in Malta. Contagion is not
anymore limited to Maltese citizens who have travelled abroad or been in contact with
foreign travelers in recent past. Two patients have already recovered and none has died.

2. The authorities have responded swiftly with containment measures and
early actions to mobilize the healthcare system. Before the first case was diagnosed
in Malta, on March 7, the authorities dedicated facilities within hospitals and
accelerated purchases of protective and respiratory equipment while training care
workers. As the first cases were reported, travel restrictions were put in place. They were
gradually tightened from a partial ban to a full suspension of inbound flights to Malta
starting March 21. Social distancing measures have also gradually been stepped up,
from partial quarantine measures for travelers to the cancelation of all mass activities,
the shutdown of all schools, childcare centers, bars, restaurants, sport centers, non-
essential shops and services and, since March 28, the full lockdown of the most
vulnerable population.

3. A sizeable package of measures aimed at supporting firms and
households from the economic fallout has been announced. On March 18, the
government communicated a raft of one-off measures amounting to 1.8 billion euros
(about 12 percent of GDP). The measures include 210 million euros (about 1.5 percent
of GDP) of direct injection to the economy, mainly through allowances to support
businesses and workers, social assistance schemes and 35 million euros for healthcare
spending; 700 million euros of tax deferrals for affected firms (about 4.5 percent of
GDP); and 900 million euros of loan guarantees (6 percent of GDP). On March 24, the
government announced further fiscal support aimed at raising wage subsidies in the
sectors hardest hit by COVID-19. This measure will be retroactive to March 9 and is
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estimated to cost up to about 61 million euros (0.5 percent of GDP) per month.
Healthcare spending was also revised upwards to more than 100 million euros (0.8
percent of GDP). Altogether, the full package amounts to roughly 15 percent of GDP,
including about 4% percent of GDP of direct support.

4. While the macroeconomic outlook is subject to very high uncertainty,
the thrust of staff’s appraisal remains unchanged. Economic activity will be affected
by the crisis, but the impact is highly uncertain and will depend on the duration and
depth of the outbreak in Malta and globally, as well as on the policy responses. Staff
strongly supports the authorities’ prompt and resolute response to the crisis. Near-term
efforts are rightly focused on limiting and containing the harmful human and economic
effects of the COVID-19 outbreak.
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MALTA

STAFF REPORT FOR THE 2020 ARTICLE IV CONSULTATION

KEY ISSUES

The Staff Report was prepared by a staff team of the IMF for the Executive Board'’s
consideration on April 6, 2020. The staff report reflects discussions with the
Maltese authorities in February 2020 and is based on the information available as
of February 28, 2020. It focuses on Malta’s near and medium-term challenges and
policy priorities and was prepared before COVID-19 became a global pandemic
and resulted in unprecedented strains in global trade, commodity and financial
markets. It, therefore, does not reflect the implications of these developments and
related policy priorities. The outbreak has greatly amplified uncertainty and
downside risks around the outlook. Staff is closely monitoring the situation and
will continue to work on assessing its impact and the related policy response in
Malta and globally.

Context. Rapid rebalancing of the economy towards high value-added services, such as
tourism, finance and remote gaming has allowed Malta to close its income-per-capita
gap with the EU average. Prudent fiscal policy and timely structural reforms have
helped boost employment and build fiscal buffers while promoting social inclusion.
However, rapid growth has put pressure on infrastructure, housing and the
environment, while significant deficiencies in Malta’s anti-money laundering/countering
the financing of terrorism (AML/CFT) framework threaten to damage the country’s
attractiveness for foreign investment and potentially its financial stability.

Policy recommendations. Policies should focus on sustaining economic achievements
and addressing the most immediate threats to financial integrity while sustaining
inclusive growth.

¢ Financial sector. Immediately tackle shortcomings in the implementation of the
AML/CFT framework, guarantee the long-term operational and financial
independence of the supervisor while enhancing its capacity, address limitations in
the crisis management framework and—given the rising prominence of inter-
company lending in the context of highly leveraged firms—further strengthen the
understanding of financial risks outside of the banking sector and close remaining
data gaps.
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Fiscal policy. Maintain gradual consolidation to ensure a balanced structural
budget excluding proceeds from the Individual Investor Program (IIP). Continue
addressing infrastructure needs while upgrading public investment efficiency.
Improve fiscal risk analysis and management. Address long-term spending
pressures related to pensions and healthcare. Ensure sustainability of tax revenues
which are heavily reliant on corporate income tax proceeds.

Structural reforms. Ensure and sustain inclusive growth by further encouraging
labor market participation of female and elderly workers, closing skill gaps, and
improving housing affordability. Foster innovation through stronger public
investment in human capital and research and development (R&D). Sustain
attractiveness for foreign investment by improving the governance framework.
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Approved By Discussions were held in Valletta during February 5-14, 2020.
Mahmood Pradhan The team comprised Messrs. Jean-Marc Natal (head), Karim Foda,
(EUR) and Rupa Jorge Salas, Ms. Yu Shi (all EUR), and Ms. Francisca Fernando (LEG).
Duttagupta (SPR) Mmes. Jai-Ryung (Jenny), Lee, Marta Burova, Tamari Mitaishvili and

Dilcia Noren (all EUR) assisted from headquarters. Ms. Laura Cerami
(Advisor to the Executive Director) participated in the discussions
and Mr. Domenico Fanizza (Executive Director) attended the
concluding meeting. The team met with Finance Minister Scicluna,
Permanent Secretary Camilleri, Central Bank of Malta Governor Vella,
Central Bank Deputy Governors Bonello, and Demarco, Malta
Financial Services Authority CEO Cuschieri, and other senior officials,
members of the Parliament, representatives of labor and business
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MALTA

I CONTEXT AND KEY POLICY ISSUES

1. Malta has sustained several years of

strong economic performance. Its average real Income Convergence: GDP per Capita in PPS, 2008-18

(Index, EU average=100)

GDP growth was above 7 percent in 60 _ -
. . 50

2013-18, underpinned by continued structural
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unemployment and inflation remain low, the © Z¥hrapeopg®fIYarIzonbe-s

Sources: Eurostat and IMF staff calculations.

pUbliC'debt ratioison a deClining path, and the Note: PPS = purchasing power standards.
current account surplus is sizable.

2. Nevertheless, the economy faces pressing challenges which demand more determined
actions. Since key sectors are exposed to considerable ML/TF risks (e.g., finance, remote gaming),
addressing weaknesses in Malta’s AML/CFT framework and strengthening its effectiveness is urgent,
as confirmed by the recent report by Moneyval.” Ensuring that the business climate remains healthy,
including by improving governance, is also critical to encourage private investment. Filling
infrastructure gaps, improving public investment efficiency as well as addressing labor shortages
and housing affordability will help mitigate bottlenecks associated with high growth and promote
social inclusion. Finally, tackling fiscal risks associated with contingent liabilities and long-term age-
related spending pressures would put the fiscal position on a stronger footing—considering also
that public finances have greatly benefited from large proceeds from the IIP? and corporate income
tax, making Malta vulnerable to potential changes in taxation regimes.

3. Recent political events call for a faster implementation of governance reforms. A new
leader of the ruling Labor Party came to power after the previous prime minister stepped down in
January. While the thrust of economic policies is not expected to change, urgent efforts are needed
to improve the governance framework in light of the recent period of political turmoil.

T Moneyval is the Financial Action Task Force (FATF) - Style Regional Body (FSRB), the Council of Europe’s Committee
of Experts on the Evaluation of AML Measures and the Financing of Terrorism.

2 The Maltese citizenship-by-investment program.
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I RECENT DEVELOPMENTS

4. The Maltese economy grew at a strong but slower pace in 2019. After surging to

7.3 percent in 2018, real GDP slowed to 4.4 percent in 2019. Domestic demand remained the main
driver of growth, as weaker private consumption was partly offset by a one-off pick-up in business
investment and strong increase in public consumption.

Contributions to GDP Growth Economic Sentiment Indicator
" (Percentage points; year-on-year) 0 130 (Long-term average=100) 130
EExternal demand
15 B Domestic demand il 15 120 120
—Real GDP growth
10 10 110 110
s s 100 100
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-15 -15 60 60
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Sources: Haver Analytics and IMF staff calculations. Sources: European Commission and Haver Analytics.
5. Inflation remained broadly stable despite record low unemployment. Headline and core

inflation have slightly eased after exceeding 2 percent around late-2018. Strong employment
creation in services has helped reduce the unemployment rate to 3.4 percent in the fourth quarter of
2019 (Figure 6) while further increases in labor force participation and inflows of foreign workers—
who now account for nearly one quarter of total employment—have helped contain wage pressures
(see Selected Issues Paper).

Unemployment, Inflation, and Labor Cost 1/ Labor Cost by Sector
(Percent) (Year-on-year percent change, 4 quarter moving average)
10 : . 10 20 20
—Core inflation —Industry
Unemployment rate —Construction
8 —Labor cost (RHS) 8 Business services
15 15
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Source: Haver Analytics. -5 -5
1/ Year-on-year percent change for core inflation and labor cost. Percent of labor force for 2008Q1 2010Q2 2012Q3 2014Q4 2017Q1 2019Q3
unemployment rate. Labor costs include wages and salaries, employer social contributions plus
taxes less subsidies received. Source: Haver Analytics.
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6. Strong services exports underlie the current account surplus. After surging to

10.5 percent of GDP in 2017, the current account surplus held broadly steady in 2018, partly due to
a deceleration in tourist arrivals most notably from the U.K. (Figure 2). Preliminary estimates suggest
some narrowing of the current account surplus to 8.4 percent in 2019, largely due to slower export
growth reflecting weaker external demand. Relying on IMF methodology and judgment, staff
assesses that Malta's external position was moderately stronger than medium-term fundamentals in
2019 (see Annex ll).

Current Account Components Services Trade Balance by Sector
(Percent of GDP) (Percent of GDP)
40 B Trade balance, services a0 80 @ Financial services 80
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B Primary income B Other business services
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10 10
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0 =i 0
-20 -20
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Sources: IMF BOP Statistics and IMF staff calculations. Sources: IMF BOP Statistics and IMF staff calculations
7. The fiscal balance is set to remain in surplus in 2019, for the fourth consecutive year,
but is expected to decline further and reach
1.3 percent of GDP, moderately above the Public Debt and Fiscal Balance
(Percent of GDP)
authorities' projection (2019 Stability Program 80 I mpublic Debt 4

Update)—the difference being partly explained by =~ ™ —fiscal alance (RHs)

higher consumption-related tax revenue. Staff's - -
estimates also include higher outlays in public *
investment than in 2018 (in line with past Fund
advice). The structural balance is estimated to be

Fiscal Balance=0
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around 1 percent of GDP, exceeding the medium- is - N 3
term objective of a balanced budget in structural “ ﬂ = :
terms (Figure 3). Excluding IIP proceeds, a slight 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
ources: Eurostat an staff calculations. est.
structural deficit is expected for 2019. : Furostat and IMF staff calulat
8. Banks’ exposure to the housing sector increased further. Against the backdrop of rapidly

rising house prices and rents, banks increasingly focus on mortgage lending. Following a short-lived
pickup, credit to nonfinancial corporates (NFCs) slowed again in 2019, reflecting firms' increasing
reliance on inter-company lending and cross-border loans. NPLs have declined further in 2019:H1
but legacy NPLs in the construction and manufacturing sectors remain high.
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Monthly Rent of 2-bedroom Flats 1/ Price-to-Income and Price-to-Rent Ratios
(2003-2019 percent change; deflated by CPI) (Percent deviations from historical means, 4-quarter moving average)
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I OUTLOOK AND RISKS

9. Growth is projected to steadily moderate throughout the forecast horizon, from

4.4 percent in 2019 to 4.0 percent in 2020, reflecting weaker domestic demand. The Coronavirus
outbreak is expected to temporarily dampen foreign demand, particularly in the tourism sector, and
delay the export recovery from the 2018 dip. Over the medium run, inflation is expected to hover
around 2 percent as the output gap closes from above and unemployment rate approaches its long-
term equilibrium. Growth is projected to gradually converge to its potential rate of slightly above

3 percent as the most dynamic sectors reach steady-state and total factor productivity and
population growth—temporarily boosted by efficiency gains in the energy sector and large inflows
of highly educated foreign workers—slows down to its long-term average pace.
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Real GDP and Output Gap Malta: Contributions to Potential GDP Growth
(Year-on-year percent change, Percent of potential GDP) (Percentage points)
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Sources: Haver Analytics, AMECO, and IMF staff calculations.

10. Risks to the outlook are skewed to the downside. Prolonged weak growth in advanced
economies, rising protectionism, a limited deal Brexit, possible changes in international corporate
and personal taxation could delay private investment and reduce exports and FDI flows to Malta.
While preliminary estimates of the effects from the Coronavirus epidemic are reflected in the
baseline, the situation remains highly uncertain. A generalized, sharper and longer-lasting shock
could significantly affect foreign demand and consumption beyond the short term. Pressures on
correspondent banking relationships (CBRs)
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(Annex V).

Authorities’ Views

11. The authorities broadly shared staff's assessment of the external position, outlook and
risks. They acknowledged the challenges associated with measuring the current account in Malta—
due to the presence of multinationals and captive financial institutions and money lenders. The
authorities shared staff's view that the outlook is subject to risks and plan to continue to invest in
infrastructure and in new technologies to diversify the economy and support future growth. They
are also committed to continue monitoring financial risks regardless of the core banks’ comfortable
capital and liquidity positions and the gradual decline of credit risk as banks diversify away from
construction towards mortgage lending.
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POLICY AGENDA

A. Financial Sector: Speeding Up Reforms to Safeguard Financial Stability
Tackling Financial Integrity Risks

12. Deficiencies in Malta’s AML/CFT framework must be urgently addressed. A July 2019
report by Moneyval noted significant deficiencies in Assessment Ratings of AML/CFT Effectiveness

MW High M Substantial W Moderate O Low

Malta’s AML/CFT framework, particularly with respect "
to the effectiveness of supervision, investigation, o | ;
prosecution and confiscation.? Failure to address i | j
these shortcomings can expose the financial system to 6
further financial integrity and reputational risks— i i
potentially threatening financial stability—and may 3 3
result in Malta being identified by the FATF as a : :

0 B ” 0

8

S
o

country with strategic AML/CFT deficiencies by early

o) DZZ!—SMM 4;umu>—m<n.r.z
2021 (also known as the FATF's grey list).* B4SE8533503FUBEEEZREERE
Sources: FATF; Consolidated Assessment Ratings, November 18, 2019.

13. Steps are being taken to tackle some of these issues. The National Coordinating
Committee for AML/CFT (NCC)® is coordinating the efforts of all relevant stakeholders to implement
the authorities’ detailed action plan that covers the range of deficiencies identified in the Moneyval
assessment. As part of key measures, the Financial Intelligence Analysis Unit (FIAU), in coordination
with the Malta Financial Services Authority (MFSA), have developed a risk-based automated tool to
identify institutional risk and introduced a new supervisory strategy and methodology to enhance
the frequency and depth of compliance reviews. In addition, they are recruiting new staff for
supervision and both agencies have improved their collaboration on supervision of financial
institutions through a new financial crimes compliance function created within the MFSA. An Asset
Recovery Bureau has been set up to strengthen confiscation processes. The understanding of risk
has been further improved by conducting sectoral risk assessments of legal entities, virtual financial
assets (VFAs)® and non-governmental organizations. Furthermore, the MFSA has licensed several

3 Malta received “low" ratings for supervision, ML investigations and prosecutions and confiscations. It received
“moderate” ratings for understanding of risks and related policy and coordination, preventive measures, legal
persons and arrangements, financial intelligence, as well as for TF investigation and prosecution, TF preventive
measures and financial sanctions.

4 See also Malta 2019 FSAP which identified shortcomings with the authorities’ assessment and understanding of risk,
banks’ application of preventive measures and fit and proper requirements.

> The NCC is made up of high-level representatives of the Central Bank of Malta, Ministry of Finance and Financial
Services, Ministry of Home Affairs, National Security and Law Enforcement, Ministry for Justice, Equality and
Governance, Malta Financial Services Authority, the Financial Intelligence Analysis Unit, Commissioner of Revenue,
Malta Gaming Authority, Malta Police Force, Office of the Attorney-General and the Asset Recovery Bureau.

6 Malta uses the term VFA to capture virtual assets (as defined by FATF).
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VFA agents to assist VFA issuers and service providers during their registration process and beyond,’
and the Fifth EU AML directive has been transposed into national law.

14. Concerns over financial integrity risks may help explain ongoing pressures on CBRs
(see Box1). There has been a decrease in the volume of payment flows since 2012 and there are
reports of continued pressures on CBRs and related pressures on other sectors of the economy.
While no macroeconomic effects have been identified yet, difficulties in making and receiving
international payments cannot be ruled out in the future. Since this could severely affect Malta's
attractiveness as a financial center and destination for foreign investment, the authorities should
closely monitor ongoing pressures on CBRs and urgently address concerns over financial integrity
risks by prioritizing efforts to demonstrate the effectiveness of the AML/CFT framework, ensuring
that alternative solutions are sustainable, and engaging with correspondent banks and their
regulators.

15. While the authorities are working towards implementing the detailed action plan,
progress is unequal and efforts should be focused on improving and demonstrating the
effectiveness of Malta’s AML/CFT regime in key areas:

e Continue to build understanding of risks. Incoming and outgoing flows should be closely
monitored, particularly those associated with non-residents clients, and higher-risk sectors such
as remote gaming, VFAs and source of funds for the IIP. The authorities should continue to build
on their recent sectoral risk assessments.

e Strengthen AML/CFT supervision for banks and other higher-risk sectors. Authorities should
increase the frequency and the intrusiveness of supervisory inspections of banks by building on
their enhanced supervisory tools and processes and provide timely feedback. They should
ensure that banks are applying appropriate customer due diligence measures. Supervision of
higher risk sectors such as remote gaming and VFAs must be strengthened in line with the
recently conducted sector-specific risks assessments. Timely actions to impose dissuasive and
proportionate sanctions for AML/CFT breaches should be taken and authorities should continue
to explore regional options for strengthening AML/CFT supervision.

e Enhance use of preventive measures. Given the risks stemming from the significant cross-border
linkages of Malta's financial sector, authorities should ensure that banks implement appropriate
customer due diligence measures, especially for non-resident clients, and verify beneficial
ownership information of companies, including information available in the Malta Business
Registry. Moreover, the MFSA should continue to enhance its implementation of licensing
controls (i.e., fit and proper tests).

e Enhance AML/CFT enforcement actions. Authorities should prioritize carrying out ML
investigations, prosecutions and related confiscations in line with Malta's risk profile, including
for investigations of high-level and complex ML cases.

" However, no licenses for VFA service providers have been granted yet.
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Box 1. Pressures on CBRs and AML/CFT Considerations

The number of active CBRs and volume of payment flows have declined in recent years. This follows a
global trend for countries of similar size, but the loss per bank tends to be larger in Malta which may
indicate concentration risk." The volume of payment flows has also dropped by 10 percent between 2012
and 2017, which is unlike most countries where volume has continued to increase despite a decline in CBRs.?

Number of Active Correspondents Change in CBRs and Country Size

(Percent change since 2012) (X axis: percent change in the number of CBRs, 2012-2018; Y axis: log population)
50 50 16 16

@ Ratio CBR/local banks, 2018

40 40 14 14
30 EA max=25.7 = 30

""""""""""""""""""""""""""""""""" 12 12
20 20 Malta
10 ’_‘ 10 10 * e 10

0 — 0 8 e .

-10 ‘ -10

‘ 6 — 6
-20 -20 y = 0.0614x + 10.079
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Sources: CPMI (2018); FSB (2017); and IMF staff calculations. Sources: CPMI (2019); IFS; and IMF staff calculation.

Pressures on CBRs intensified in 2019. In late 2019 one global bank announced its complete withdrawal
from offering correspondent banking services to Maltese banks, while one of Malta’s core domestic banks
may lose its direct CBR for US dollar transactions by March 2020. Pressures continue to intensify with some
banks reporting difficulties in finding alternative CBRs.

Risk perceptions related to shortcomings in Malta’s AML/CFT framework may magnify existing
pressures on CBRs. Decisions to terminate CBRs often relate to the correspondent bank’s lack of confidence
in the respondent bank’s capacity to effectively manage risk. While ML/TF scandals across Europe may have
influenced correspondent banks’ own risk appetite and related business decisions, risk perceptions may have
been compounded in Malta by the presence of higher-risk sectors and programs, such as remote gaming,
VFAs, and the IIP. Identified deficiencies in banks’ AML/CFT processes leading to the revocation of their
licenses by the ECB in recent years and broader concerns related to Malta’s jurisdictional risk may have also
played a role.

Pressures on CBRs can adversely affect the economy. CBR losses can result in increased fragilities in the
payment sector, e.g. via higher concentration risks and higher cost of transactions. Pressures on certain
segments of the economy can also arise as some Maltese banks have adopted "de-risking” strategies and
terminated accounts with clients who do not have a substantive link to the Maltese economy. There can also
be spillover effects on foreign banks which use Maltese banks as intermediary banks for processing
payments.

' See CPMI 2019. Correspondent Banking Chart pack. BIS, 2019.
2 See FSB 2018. Correspondent Banking Data Report—Update. FSB. 2019.
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Upgrading Risk Analysis and Supervision

16. Improving the efficiency of the corporate insolvency process is key to safeguarding
profitability in the banking sector. Liquidity and capitalization of core domestic banks remained at
healthy levels in 2019:H1, with the loan-to-deposit ratio hovering around 60 percent and key
regulatory capital and liquidity ratios rising further (Figure 4). However, bank profitability has
dropped from its peak level in 2012, reflecting the low-interest environment and shrinking corporate
loan portfolio, higher regulatory compliance costs and, in the past two years, higher loan-loss
provisioning and further write-offs of legacy NPLs. Going forward, legacy NPLs reduction plans may
have to be accelerated—as profitability may be further challenged by increasing competition from
non-banks and the growing corporate bonds market—which will require further reforms of the
corporate insolvency process.

Return-on-equity Ratios Maltese Domestic Banks: Profits and Losses
(percent) (Percent of assets)

[ EMalta

B —Euro Area aggregate 13 6 6

9 9 4 ‘
7 7 2 2
5 5 ‘

0 0
3 3 TTTTEEED
1 1 -2 -2
9 1 4 Bl Net non-interest income Il nterest expense 4

interest income B Operating cost

-3 -3 EProvisions —RoA 1/

-6 -6
-5 5 2007 2009 2011 2013 2015 2017 2019Q2

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 Sources: European Central Bank and IMF staff.

Sources: European Banking Authority and IMF Staff Calculations 1/ RoA is based on a four-quarter moving average.

17. Continuing efforts to enhance supervisory capacity and improve the regulatory
framework are warranted. While significant progress has been made to increase supervisory
capacity along the lines recommended by the 2019 FSAP, further actions are needed to ensure
adequate and stable recruitment of qualified staff. Moreover, important gaps in the crisis
management framework persist. (see Annex ).

e The authorities should take prompt actions to improve the crisis management framework. Greater
clarity regarding the bank insolvency regime—which should be led by the resolution arm of the
MFSA—and explicit powers to transfer assets or liabilities in liquidation should be provided.

e Long-term financial and operational independence of the MFSA should be guaranteed and its
resources further increased. The MFSA's new business plan—which envisages a reform of the
supervisory fee structure—should be implemented as it provides room for steady capacity
increase and grants the supervisor full financial independence by 2024. This is all the more
urgent because the effective implementation of the new regulations regarding the licensing of
VFA companies and supervision of higher-risk sectors will demand significant resources and
appropriate expertise.
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18. Further refinements of the newly introduced macroprudential instruments should be
considered in due time. Standard house price valuation analysis suggest housing was only slightly
over-valued at the end of 2018. But this assessment could underestimate the underlying gap in real
time since some of the fundamental drivers of prices, e.g. population growth, may be partly
procyclical in Malta. Given rapidly rising house prices and the increasing exposure of banks to
property-related credit, the authorities—in line with staff's recommendation, appropriately
introduced a set of borrower-based macroprudential measures in July 2019 (see text table). Still, to
avoid excessive risk concentration in the most speculative part of the market, there is scope for
these measures to be refined when more data become available to assess their initial effects. Such
refinements include, lowering the speed limits for

loans against secondary and buy-to-let properties gj‘;finﬁ{;;ig’i';aﬂj?j?‘pfr?;:t)

(category II) should be lowered to eventually match ~ °
speed limits on loans for the purchase of primary
residential property (category I), which should be
defined in terms of the total value of new loans, not

IS

in terms of the number of new loans. The 0 *
authorities should also continue to closely monitor , -
developments on the housu’]g ma rket a nd Stand Baseline 1/ Baseline + credit Baseline + supply 2/ Baseline + supply 3/
. . . ource: staff calculations.
ready tO fU rther tlg hten LTV/DSTI I|m ItS S hO u | d ?/ The bla,\!:\ir:e model eiﬂmates house prices as a function of traditional demand factors
(population, income) useing data from the Global Property Guide Price Index.
cu rrent hous| ng market trends co nt|nue u nabated 2/ Model uses advertised prices of the residential property from CBM.

3/ Model uses actual market transaction prices from NSO.

and result in the buildup of systemic vulnerabilities.

Malta: Borrower-Based Macroprudential Measures
LTV-0 2/ DSTI-O 2/ Maturity

90 percent LTV-O cap with a A stressed DSTI-O of 40 percent

"speed limit" of 10 percent on the . .
Cat 1B 1 | fl for | ith for loans with a market value in
ategory | Borrowers volume of loans, for loans with a excess of €175,000 with a shock

market value in excess of . occurs first.
to interest rates of 150 bps.
€175,000.

A maturity term of 40 years or the
official retirement age, whichever

1% year: 85 percent LTV-O cap
with a “speed limit" of 20 percent

on the volume of loans. A stressed DSTI-O of 40 percent |A maturity term of 25 years or the
Category Il Borrowers 1/ with a shock to interest rates of |official retirement age, whichever
2"+ year: 75 percent LTV-O cap |150 bps . occurs first.

with a “speed limit" of 20 percent
on the volume of loans.

Source: CBM

1/ Category | comprises borrowers purchasing their primary residential property and Category Il comprises borrowers purchasing their second or
additional residential property or buy-to-let properties.

2/ LTV-O refers to the Loan-to-Value-at-Origination ratios. DSTI-O refers to the Debt-Service-to-Income-at-Origination ratios.

19. NFCs increasingly rely on non-bank finance, posing additional challenges to
supervision and banks’ risk management. Inter-company lending has been gradually displacing
bank lending as the main source of corporate financing. While this trend offers welcome funding
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diversification to Maltese firms, it also raises new questions about macro-financial risk developing
within the corporate sector. The question is particularly relevant in Malta where NFCs' leverage is
high and two sectors, i.e. construction and manufacturing, could become possible sources of
contagion to the rest of the economy through inter-company linkages (see Annex V). To assess and
monitor these potential vulnerabilities, a deeper understanding of the flow of funds between

companies and of their risk-management practices Corporate Loans
is required—in particular within business groups
where the bulk of inter-company lending takes 2019H1
. . . (EUR 16,870 million)
place. Information on inter-sectoral exposure, credit
.y . . M Rest of the World
conditions, maturity, concentration and costs would o7 R
ousenholds
help identify potential financial risks and contagion (EUR 6706 million ——

before they emerge. At the same time, it is
important to continue incentivizing equity financing
and to avoid over-concentration of banks’ exposure
to large indebted and interconnected corporates.

0 Other Corporates

W NBFIs

Sources: ECB and IMF staff calculations.

Authorities’ Views

20. The authorities remain committed to safeguard financial stability and integrity. The
authorities recognize the need to rapidly address the drivers of pressures on CBRs such as AML/CFT-
related concerns. They are taking a number of steps to address deficiencies identified in the
Moneyval report by implementing a detailed action plan and recognize the need to demonstrate the
effective implementation of AML/CFT controls, taking into account higher-risk sectors. MFSA's new
business plan is expected to help it achieve funding and operational independence in the medium
term. Regarding financial risks, the authorities acknowledged the rapid increases in house prices and
mortgage credit, but they consider it as mainly driven by fundamental factors. They stand ready to
tighten macroprudential instruments in the future if necessary. They indicated that a working group
is being set up to analyze progress in improving the bank insolvency framework. The authorities are
also conducting analytical work to address remaining gaps in the deposit compensation scheme, the
emergency liquidity assistance framework and crisis management planning. They agreed that further
efforts to step up the monitoring of potential risks developing outside of the banking sector is
warranted. Continued enhancement of data collection with regards to intercompany and NBFI
lending would be a useful way forward in this regard.

B. Fiscal Policy: Enhancing Management and Addressing Risks

21. Given the presence of material fiscal risks, gradual structural adjustment will allow
building further buffers while still supporting inclusion. The 2019 Stability Program Update
envisaged further reduction in the public debt ratio by maintaining a headline fiscal surplus at
around 1 percent of GDP over the next few years (similar to staff's forecast) together with a
medium-term strategy to achieve a gradual structural adjustment. Excluding IIP proceeds, which are
volatile and difficult to predict, staff projects the structural balance to be neutral in the near term,

INTERNATIONAL MONETARY FUND 15



MALTA

and to improve by a cumulative 0.7 percent of Structural Balance and Output Gap
potential GDP over 2019-2024. Maintaining a g (oeetpoenIERy

gradual consolidation path net of IIP is warranted 3

because of fiscal vulnerabilities from contingent 2

liabilities, age-related pressures and heavy reliance
g p y i  LLEh kK

. . N
on corporate income tax revenues. While enhanced ° I I " [
I . -1
public investment should continue to address
infrastructure gaps, current expenditure growth B Output gap

i . B Structural balance
needs to remain contained. Support for the most » ]
vulnerable is appropriate but should be well targeted 2010 2012 2014 2016 2018 2020 2022 2024

. . . Source: IMF staff calculations.
and subject to regular cost-benefit analysis.

~

w

W Structural balance excl. [IP proceeds

Malta: Fiscal Estimates and Projections
(Percent of GDP)

Staff Projections
2019 Est. 2020 2021 2022 2023 2024

Revenue 38.7 38.1 37.6 373 371 37.0
Expenditure 375 37.0 36.8 36.5 36.2 36.2
Overall balance 13 1.1 0.8 0.8 0.9 0.8
Structural balance 0.9 0.9 0.8 0.8 0.9 0.8
Structural balance, excl. IIP proceeds -0.2 -0.1 0.0 0.1 0.4 0.4
Public debt 42.8 39.8 36.9 33.7 30.9 27.7

Source: IMF staff calculations.

22. Further efforts to enhance the efficiency of public investment are needed as volume
increases. Renewed focus on public investment started to materialize in 2018, in line with staff's
advice. Partly driven by improved absorption of EU funds, the 2019 public investment-to-GDP ratio
is estimated to be around 4 percent of GDP, well above its recent average. The bulk of this
expenditure is aimed at road infrastructure, waste and natural resource management, health and
education. While public investment is set to gradually decline, it is expected to remain relatively high
over the medium term as several projects reach completion. Continued efforts are needed to boost
the efficiency of public investment (see IMF Country Report No. 18/20). As recommended by the
IMF’s 2018 Fiscal Transparency Evaluation (FTE), this can be done by adopting general guidelines for

project appraisal and selection and applying and (l"nuplaelri;nltrl\ffggt;ent

disclosing cost-benefit analysis to all major projects. 7 | g.ps 7
Additionally, the framework for public-private 6 | ¢ 10yearaverage (2008-2017) . mE
partnerships (PPPs), which Malta has barely used so 5 . 77 el C
far but might use more intensely in the future, can be ¢ N ot B 4
strengthened considering the broad lack of policies e, e : *
and guidelines on PPPs and that there is no legal limit 2

to the accumulated stock of PPPs. Addressing any ! ‘ HHHHH

weaknesses in the public procurement system would ~ © CEEn2yggn5osEIEEzaEpEsse
also enhance public investment management. s EumstatjnZMF:afiazu:ﬂ;: ean=r o enzt
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Improving fiscal risk analysis and management is needed to reduce contingent

liabilities. Though declining, the stock of government guarantees remained relatively high at almost
10 percent of GDP in 2017, while total liabilities of nonfinancial public corporations stood at

15 percent of GDP. Thus, contingent liabilities related to government guarantees and public
corporations remain material, with potential impact on debt sustainability (Annex VI). To better
analyze and manage these risks, the new legal framework for managing guarantees, which would
require limits on guarantees and an assessment of risks surrounding them, should be implemented.
Plans to release statements on public corporations’ financial performance need to be completed,
and sound strategies to put financially vulnerable public corporations on a stronger footing should
also be adopted. Moreover, Malta still lacks a common framework for exercising ownership
functions and monitoring performance of public corporations.

Government Guarantees

(Percent of GDP)
35
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Sources: Eurostat.

Total Liabilities of Nonfinancial Public Corporations
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24.

Long-term age-related spending is projected to increase significantly and faster than

in most EU countries. Demographic trends could put the pension system under pressure as fewer
contributors fund an increasing number of pensioners, particularly after 2030. Recent measures have
attempted to strengthen the sustainability and adequacy of the pension system by incentivizing
longer work lives and encouraging voluntary saving. But the impact of some of these initiatives,
especially on voluntary savings, has been limited so far. The next periodic review, expected by
December 2020, should address the pension system’s long-term challenges. Reform options could

include: reassessment of the contributory period,
automatic indexation of the statutory retirement
age to changes in life expectancy, use of penalties
and enhanced incentives to further increase the
effective retirement age, and automatic enrollment
in supplementary saving plans with the ability to
opt out (see IMF Country Report No. 16/21). To
help improve the efficiency of healthcare spending,
ongoing work to monitor the implementation of
recent spending reviews' recommendations should
be advanced.

Age-Related Spending and Social Security

Contributions: 2016-70
(Percent of GDP)

10 10
9 9
8 /% 8
7 7
6 / ~ 6
5 5
4 4
3 —0Old-age pension spending 3
2 —Healthcare spending 2
1 Social security contributions 1
0 0

2016 2020 2030 2040 2050 2060 2070

Source: European Comission, The 2018 Ageing Report.

Note: Recent upward revisions to Malta's population statistics for 2016 would likely yield

lower projected age-related spending.
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25. Higher, and more sustainable tax revenues would be necessary to put public finances
on a stronger footing. Malta’s tax revenues as a share of GDP are below the EU average and they
disproportionately rely on corporate income tax (CIT) revenues, making them vulnerable to potential
changes in international corporate taxation® Measures implemented in recent years to broaden the
tax base, simplify the tax system, and address tax evasion and avoidance are useful steps toward
strengthening tax revenues. Ongoing efforts to enhance revenue institutions, including by
completing the consolidation of revenue departments and further increasing the use of e-services,
should continue. As recommended in the IMF's FTE, it is also important to report estimated
foregone revenues from tax expenditures and to set budgetary targets to better control them. Other
options to diversify beyond CIT proceeds include introducing a recurrent tax on immovable
property, which most EU countries have in place, and removing exemptions to the property-
transaction tax.

26. More investment is needed to upgrade environmental outcomes, in particular
regarding waste management and the production of renewable energy. In comparison to the
EU, Malta has performed relatively well in terms

of greenhouse gas emissions (GHG), but lags in Green Growth: Malta relative to the EU 1/

: —Malta
. . Recycling rate
other areas including waste management, 20 —EU
renewable energy' mUItI_mOdaI frelght transport' Eco-innovation index 1.0 Renewable energy share
and innovative approaches to improve
sustainability. The authorities have taken steps to ‘
Emissions per capita Road freight transport

address sustainability concerns, including (inverse) (inverse)
schemes to promote energy efficiency in

buildings. However, national 2020 targets are Source: Eurostat, European Commission

likely to be missed and improvement in other et i e sy o N PO G WM GRS 5

environmental innovation, activites, outputs, resource efficiency, and socio-economic outcomes;

Cr|t|ca| areas |nCIUd | ng road Congestlon rema | nS Emissions per capita is based on GHG emissions; Waste intensity is total waste (kg) divided by GDP;

Road freight transport is the share of freight transport in total inland freight transport; Renewable

||m |ted (see EC Cou ntry Re po rt 201 9) . energy share is share of energy consumption from renewable sources.

Waste intensity (inverse)

Authorities’ Views

27. The authorities emphasized that fiscal policy remains prudent and that further
upgrading public investment efficiency is a priority. They reiterated the medium-term objective
of a balanced budget in structural terms and the intermediate target that expenditure growth
should not exceed the economy'’s potential growth. The authorities stressed that higher public
investment should contribute to social development, including by upgrading environmental
outcomes. In their view, good public investment management has helped enhance transport
infrastructure, but they see scope for broader efficiency gains. The authorities highlighted that fiscal
risk has diminished thanks to the decline in contingent liabilities. They have plans to enhance
Airmalta’s revenues and to publish financial-performance statements of public corporations. The
authorities underscored efforts to reform the revenue administration (including through the use of

8 For example, the introduction of formula apportionment at the international level could imply large corporate-tax-
revenue losses for Malta. See De Mooij, R, L. Liu and D. Prihardini, 2019, "An Assessment of Global Formula
Apportionment”, IMF Working Paper 19/213.
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IT applications) and to continue the process to institutionalize Comprehensive Spending Reviews.
They acknowledged that while international taxation changes could affect many countries, the
nature and impact of such reforms remain uncertain.

C. Growth-Enhancing Structural Reforms and Policies for Greater Inclusion

28. Continued efforts to enhance the labor force and boost productivity will support
inclusive growth and competitiveness. Priorities include:

 Sustained commitment to increase labor force Labor Force Participation (LFPR) and Gender Gap 1/
o H H (Percent)
ri n r I r mon m
pa thlpath ates’ pa. thUIa [y amo g fe .Gles 70 Bl Gender gap for Malta mmGender gap for EU 0
and the elderly. Ongoing measures, including 60 —Mealta total LFPR —EU total LFPR 60
free childcare, in-work benefits, the tapering of 5o 50

benefits for those entering employment, along 4

with the promotion of flexible working 30 0
arrangements, have helped sustain rapid 20 0
increases in female labor force participation 10 i 0

0 0

(see Figure 6).° Similarly, recent initiative to help
2004 2006 2008 2010 2012 2014 2016 2018

w

n

finance maternity leave in the private sector, Source: Eurostat.
1/ Gender gap defined as the gap in participation rate between men and women.
a nd fu rther measures to encou rage Iater Total LFPR refers to aggregate LFPR for all men and women 15 years or older.

retirement, including lifelong learning and increased pension benefits for delayed retirement
may help bridge remaining gaps with the EU.

° Upsktlltng and reSklllmg workers to meet labor Student Performance in Science by Schools' Socio-

market needs and upgrade potential growth. economic Status 1/

. . (PISA score)
Survey evidence persistently shows that the 600 600
availability of skilled staff or experienced 550 550

managers remain the most pressing problem

: 500 500

that Maltese firms face.'® Although Malta

invests a higher share of its GDP in education 0 450

. . A Top quarter of ESCS

than the EU average, its students, particularly 400 B Third quarter of ESCS 400
. . . . ® Second quarter of ESCS

those in socio-economically disadvantaged 4o Bottom quarter of ESCS 150

schools, perform well below the EU average in FIN. POL  DNK ML BGR  HUN  NID

. . . Sources: OECD and European Comission.

international assessments. Recent initiatives to 1/ ESCS refers to the PISA index of Economic, Social, and Cultural Status.

update the learning curriculum and broaden it to include apprenticeship and vocational training
have the potential to improve educational outcomes and further reduce early school leaving
over time. Similarly, recent on-the-job training schemes by Malta Enterprise Association,
Jobsplus and others should be monitored to identify and expand the most promising initiatives.

9 See 2019 Selected Issues Paper “Promoting Inclusive Growth in Malta” for more analysis on the macroeconomic
impacts of inclusive labor market policies.

10 Survey on the Access to Finance of Enterprises (SAFE), European Central Bank.

INTERNATIONAL MONETARY FUND 19



MALTA

29.

Greater investment in innovation to drive Innovation Activities, 2016-2018 /1
.. R&D expenditure in the OEU28-2018
productivity growth. At 0.55 percent of GDP, public sector (% of GOP) aMLT-2018
. £IMLT-2016
tOtal R&D eXpend|ture |S We” belOW the SMEs introducing R&D expenditure in the
: iovatons 6 of MES) e
government'’s target of 2 percent of GDP,
which can partly be explained by the
. . . Private co-funding of . L
prevalence of SMEs and the decline in public public R&D expenditures Pl

(% of GDP)
spending on R&D in recent years. Recent

Innovative SMEs

. llaborati ith oth
partnerships between the Malta Development collsboraing withothers

. Source: European Innovation Scoreboard 2019 Database.
Ba n k (M DB) a nd com meI’CIa| ban kS, the 1/ Based on normalized scores. A score of one reflects the best performer.

National Strategy for Artificial Intelligence, and the recently launched Start-Up Malta Foundation
all aim to support innovations and entrepreneurship, though continuous monitoring and
evaluation of those programs, including their risk management and governance, is needed to

ensure that resources are allocated effectively.

Improve access to affordable housing. Poverty risk has been increasing over the last few years,
particularly among the elderly, low-skilled, and female single earners, who do not own their
home. This has prompted the government to At Risk of Poverty Rate /1

(Percent of population)

introduce a housing benefit for low income 45
tenants and expand the remit of the Malta

——
Housing Authority to include the regulation of 3 ///\/

HTotal —65 years+
—Low-skilled —Single
Tenant

the private rental market. To sustainably 2 o

address affordability transfers should be * 8 [ " /é
complemented by policies to expand the 10 R [ 1) |59 |51 B8
supply of affordable and social housing— Z

planned construction of new units as well as 2013 2014 2015 2016 2017 2018 2013 2014 2015 2016 2017 2018

Before social transfers After social transfers

conversion of dilapidated housing into social
housing should be prioritized.

Source: Eurostat.
1/ Defined as 60 percent of the median equivalized income and for age class 18 years or over.

Addressing shortcomings in governance would help safeguard Malta’s business

climate and its attractiveness for foreign investment. Relative to EU peers, Malta underperforms
in governance indicators related to perceptions and control of corruption, and such indicators
appear to have deteriorated in recent years. Survey evidence (Eurobarometer) indicates that private
investment would benefit from enhancing the fight against corruption, and previous staff analysis
found that tackling inefficiencies in the judicial system would help support potential growth (IMF
Country Report No. 16/21). Against this backdrop, and in addition to addressing deficiencies in the
AML/CFT framework, efforts should be stepped up in several areas:

20

Fight against corruption. As recommended by the Council of Europe’s Venice Commission,
legislation has been completed to separate the Attorney General’s prosecutorial and advisory
roles. Other recommended actions by the Group of States Against Corruption (GRECO) and the
Venice Commission, including to strengthen the anti-corruption framework and the capacity of
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the Maltese Police Force, and ensure independence of the judiciary, should continue to be
pursued.

e Judicial efficiency. To reduce inefficiencies in the judicial system, the use of ICT technologies has
increased. These include “E-Justice” initiatives to reduce bureaucracy and delays in civil courts.
Continued efforts should aim to further reduce the length of proceedings for administrative and
commercial cases as well as for insolvency procedures.

e |IP risk mitigation. In general, residence and citizenship schemes are subject to reputational and
ML risks if due-diligence procedures are not sufficiently rigorous. In the context of the revision
of the parameters of Malta’s IIP scheme, deficiencies identified by Moneyval and the FSAP
should be addressed.

Governance Indicators: Malta and the EU (2018) Malta: Governance Indicators
(Index: 1-7(best)) (Index: 1-7(best))
— aMLT — 8 6o —Control of Corruption 60
6 7 Rule of Law
— EU Max p 5.6 —Corruption Perceptions Index (Tl) 5.6
5 — —
— EU Average 5 52 5.2
4
EU Min 4
3 4.8 48
3
2 2 44 44
1 1
4.0 4.0
0 . X . . 0 2014 2015 2016 2017 2018
Control of corruption (WGI) Corruption perceptions index (Tl) Sources: World Governance Indicators (WGl) and Transparency International (TI).
Sources: World Governance Indicators (WGI) and Transparency International (Tl). Note: These indicators do not reflect IMF assessments of levels of corruption. Use of these
Note: These indicators do not reflect IMF assessments of levels of corruption. Use of these indicators should be considered carefully as they are derived from perceptions-based data.
indicators should be considered carefully as they are derived from perceptions-based data. Point estimates are shown. The 90 percent confidence interval for the Control of Corruption and
Point estimates are shown. The 90 percent confidence interval for the WGI indicator is +/- 0.4 Rule of Law indicators are +/- 0.4 each in 2018, and for the Corruption Perceptions Index it is
and for the Tl indicator it is +/- 0.08. +/-0.08 in 2018.

Authorities’ Views

30. The authorities highlighted progress in efforts to address structural challenges. Further
drops in skills gaps, labor shortages and early school leaving rates are expected as recent
government initiatives aimed at increasing the provision of professional training, improving school
curriculums and fostering vocational training and apprenticeship should bear fruit. As part of the
ongoing review of the pension system, the authorities will reassess projections of age-related
spending and aim to further incentivize longer working lives. The authorities acknowledged the
recent deterioration of some governance indicators but feel they are making progress in several
areas. Among recent initiatives, they emphasized measures to improve the administrative autonomy
of the Courts by setting up a new Court Services Agency to modernize judicial services offered to
citizens, to separate the advisory and prosecutorial roles of the Attorney General and to appoint a
State Advocate to be the primary consultant of the Government in relation to legal opinions. A new
process for appointing the police commissioner—which would be more independent from the Prime
Minister—is currently being reviewed by Parliament. The IIP program is also being reviewed with the
aim to enhance due diligence and improve the communication strategy.
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I STAFF APPRAISAL

31. The Maltese economy has continued to overperform European peers. Prudent fiscal
policy and timely structural reforms have helped boost employment and build fiscal buffers while
promoting social inclusion. Growth remained strong in 2019, even though it weakened from 2018.
Domestic demand is expected to remain the main engine of growth as the economy gradually
reaches cruising speed and the large current account surplus declines. The risks to the outlook are
skewed to the downside and a lot will depend on how pervasive and long-lasting disruptions related
to the Coronavirus epidemic will be.

32. Continued efforts are needed to mitigate financial integrity and stability risks. As
pressures on CBRs intensify, it is critically important to continue to address deficiencies identified
with the AML/CFT system. The focus should be on improving and demonstrating effectiveness of the
AML/CFT framework. In particular, the understanding of risks and the monitoring and supervision of
banks and other higher-risk sectors and programs—such as remote gaming, VFAs, and the |IP—
should continue to be strengthened. It is also key to enhance AML/CFT enforcement actions,
including through timely and adequate sanctions in case of breaches.

33. Supervisory capacity should be further enhanced and remaining deficiencies in the
crisis management framework addressed. The operational and financial independence of the
financial supervisor should be assured. Despite commendable progress, the MFSA remains under
strain due to the large number of financial institutions under supervision, the evolving regulatory
environment, and challenges associated with new and complex products. The legal framework for
bank insolvency should also be updated and streamlined. An administrative regime for the orderly
closure and liquidation of a failing bank should be introduced to avoid that supervisory actions are
unduly delayed through judicial appeal.

34. Further improving the analysis of potential risks developing outside of the banking
sector will help uphold financial stability. Inter-company lending is gradually displacing bank
lending as the main source of corporate funding, posing new challenges to supervision. A better
understanding of the flow of funds between corporates and of their risk-management practices
could help identify potential financial risks and contagion channels to the financial system. In the
meanwhile, it is important to avoid over-exposure to large, indebted and interconnected corporates
and to monitor developments on the housing market, standing ready to tighten the recently
introduced borrower-based macroprudential measures in due course.

35. Prudent fiscal policy needs to be maintained. Maintaining gradual consolidation
excluding the proceeds from the IIP is warranted due to fiscal vulnerabilities from contingent
liabilities, age-related spending pressures, and heavy reliance on corporate income tax revenues
Current-expenditure also needs to be kept in check to ensure enough space within the budget limits
for necessary public investment in transport, health, education, the environment and additional
expenses targeted at improving social inclusion.
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36. Further enhancing public investment management and reducing fiscal risk should be
key priorities. As public investment rises, enhancing its management is critical. Efforts should focus
on adopting general guidelines for project appraisal and selection, implementing cost-benefit
analysis for major projects and addressing weaknesses in the public procurement system. Continued
efforts are also needed to further reduce fiscal risks. The new legal framework for managing
government guarantees should be implemented, ongoing work to release statements on financial
performance of public corporations should be completed, and sound strategies to put financially
vulnerable public corporations on a stronger footing need to be adopted. To address long-term
age-related spending pressures, measures that increase the effective retirement age and further
encourage enrollment in voluntary savings schemes should be prioritized, while the
institutionalization of the CSRs should be completed. Finally, to diminish Malta’s potential
vulnerability to international taxation regime changes, options to strengthen and diversify revenues
outside of CIT should be explored.

37. Pursuing structural reforms will help sustain Malta’s growth performance while
promoting social inclusion. The focus should continue to be on encouraging female and elderly
participation in the labor market, upskilling the labor force and stimulating innovation. Moreover, to
safeguard the business climate, remaining governance shortcomings should be addressed without
delay, including by stepping up the fight against corruption and by increasing the efficiency of the
judicial system while ensuring its independence. Improving access to affordable housing remains a
key priority in support of greater inclusion.

38. It is recommended that the next Article IV consultation be held in the usual 12-month
cycle.
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Growth remained strong, but slowed in 2019...
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Figure 1. Malta: Economic Indicators

...as the contribution of net exports declined.
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Sources: Central Bank of Malta; Eurostat; IMF World Economic Outlook; and IMF staff calculations.
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Figure 2. Malta: Short-Term Indicators

Overall economic sentiment in lockstep with the euro
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Sources: European Central Bank; Central Bank of Malta; European Commission; and IMF staff calculations.
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In recent years, IIP proceeds have helped to achieve
headline fiscal surpluses...
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The primary balance continued to record a surplus in
2018...

80 GovernmentDebt [ Debt (Percent of GDP) 14

75 (Percent),\
----- Short term (Percent of

total debt, rhs)

10

8

6

4
/
4

4

2

0

2007 2010 2013 2016 2018
Over the long term, demographic trends may put
significant pressure on age-related spending.

16 Change in Age Related Spending, 2016-2070 1/ 16
14 (Percent of GDP) B Pensions 14
12 OHealth 12
10 B Long-term care 10

8 ¢ Total 8

6 6

: iiiln!ﬂi :

: Kia :

0 DI Hi-nﬂﬂn 0
: E
-4 -4
-6 -6
-8 -8

. KZWJJMDHDZMQZDM =IO < D—=<C(<C>U
j NIy D — o\ MOWHHW s ded
Saum Oz '-‘-EU:’OO z§ 255

Figure 3. Malta: Fiscal Developments

.. which, along with high GDP growth, have led to a
declining public debt ratio.

80 14
GovernmentDebt R Debt (Percent of GDP)

75 (Percent),\
----- Short term (Percent of 12

total debt, rhs)
| | |I |

2007 2010 2013 2016 2018

.. whereas in that year the structural balance showed a
deterioration.

©

)]

N

N

o

5 5
Changes in the Structural Balance and Output Gap
4 [(Percentof potential GDP) 4
3 3
2 2
I I 1
0 'm 0
- -1
-2 -2
-3 -3
-4 B Changes in the structural balance -4
5 B Changes in the structural balance (excl. IIP proceeds) 5
2007 2009 2011 2013 2015 2017 2018
Malta's reliance on corporate income tax revenues
remains well above the EU average.
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1/ Recent upward revisions to Malta's population statistics for 2016 would likely yield lower projected age-related spending.
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Figure 4. Malta: Financial Soundness Indicators

The banking system remains well capitalized...
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...and bank profitability remained healthy...
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Figure 5. Malta:

The current account surplus held broadly steady in
2018...
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Figure 6. Malta: Labor Market and Income Inequality Developments

Female labor force participation remained below euro area averages among middle-aged and older cohorts.
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Table 1. Malta: Selected Economic Indicators, 2016-2025
(Year on year percent change, unless otherwise indicated)

Population (millions): 0.5 Per capita income (2018, euros): 25,996
Quota (as of Oct. 31, 2018; millions of SDRs): 168.3 At-risk-of-poverty rate 1/ 16.8
Projections

2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

(Year on year percent change)

Real GDP 5.8 6.5 73 4.4 4.0 37 34 33 32 32
Domestic demand 1.2 -1.5 8.2 5.6 5.0 36 3.0 2.8 2.7 2.7
Consumption 1.0 3.0 8.9 4.9 4.8 3.7 32 3.0 29 29
Private consumption 2.4 34 7.6 2.4 4.1 36 33 3.0 2.8 2.8
Public consumption -3.0 1.8 12.7 12.0 6.6 4.0 3.0 3.0 3.0 3.0
Fixed investment -0.3 -6.9 -2.1 7.2 7.0 33 2.5 2.1 2.0 2.0
Exports of goods and services 45 4.8 35 17 1.8 2.2 2.2 2.2 2.2 2.2
Imports of goods and services 1.6 -0.5 34 2.1 2.0 19 1.8 17 17 1.7
Contribution to growth (Percent)
Domestic demand 1.1 -1.5 6.5 43 4.1 3.0 2.5 2.3 2.2 2.2
Foreign balance 4.7 7.9 0.8 -0.2 0.2 0.7 0.9 1.0 1.0 1.0
Potential GDP growth 7.4 7.0 6.3 5.1 4.6 38 34 33 32 32
Output gap (% potential GDP) 0.8 0.4 13 0.6 0.1 0.1 0.0 0.0 0.0 0.0
HICP (period average) 0.9 13 1.7 1.5 1.6 1.7 1.9 2.0 2.0 2.0
GDP deflator 15 2.5 2.1 2.3 2.4 2.1 2.2 2.2 2.1 2.1
Unemployment rate EU stand. 4.7 4.0 37 35 37 4.0 4.4 4.5 4.6 4.6
Employment growth 32 14.0 7.5 5.0 39 2.8 23 2.1 2.0 2.0
Gross national savings (percent of GDP) 27.7 29.8 29.5 28.4 27.6 27.2 26.9 26.6 26.2 26.1
Gross capital formation (percent of GDP) 239 19.2 19.1 20.0 20.3 20.3 20.2 20.0 19.9 19.8
Public finance (Percent of GDP)
Net lending/borrowing (overall balance) 0.9 34 1.9 1.3 1.1 0.8 0.8 0.9 0.8 0.8
Structural overall balance (% potential GDP) 0.5 35 1.2 0.9 0.9 0.8 0.8 0.9 0.8 0.8
General government debt 55.5 50.4 45.6 42.8 39.8 36.9 337 309 27.7 26.0
Balance of payments (Percent of GDP)
Current account balance 38 10.5 10.4 8.4 73 6.9 6.7 6.5 6.3 6.3
Trade balance (Goods and services) 13.8 21.3 20.7 19.8 19.4 19.6 20.0 20.5 20.9 21.2
Exports of goods and services 152.0 149.7 1441 139.8 136.2 134.0 1321 1304 128.7 1271
Imports of goods and services 138.2 128.4 1234 119.9 116.8 114.4 1121 109.9 107.9 105.9
Goods balance -19.0 -13.2 -12.7 -15.1 -16.1 -15.4 -15.0 -14.8 -14.4 -14.0
Services balance 328 345 334 349 355 35.0 35.1 353 352 35.2
Primary income, net -8.9 -9.5 -9.0 -10.1 -10.9 -11.5 -12.1 -12.7 -133 -13.7
Secondary income, net -1.1 -1.2 -13 -1.3 -13 -1.3 -1.3 -1.3 -13 -13
Financial account, net 7.8 11.0 4.5 9.4 8.2 7.8 7.6 7.5 7.2 7.2
Financial sector
Credit to the private sector (% GDP) 84.4 79.4 77.5 776
Credit growth, private sector 3.7 2.7 6.9 7.0
Memorandum item:
Nominal GDP (millions of euros) 103389 112844 12366.3 13208.5 14067.8 14899.6 15741.3 16619.3 17506.7 18438.2
Nominal GDP growth 74 9.1 9.6 6.8 6.5 5.9 5.6 5.6 53 53

Sources: Maltese authorities; and IMF staff projections.
1/ Share of population with an equivalised disposable income (including social transfers) below the threshold of 60 percent of the national
median equivalised disposable income after social transfers. Data is as of 2017.
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Table 2. Malta: Fiscal Developments and Projections, 2016-2025
(Percent of GDP, unless otherwise indicated)

Projections
2016 2017 2018 2019 (est) 2020 2021 2022 2023 2024 2025
Revenue 375 393 385 38.7 38.1 37.6 373 37.1 37.0 36.9
Taxes 25.7 26.5 26.2 26.4 26.4 26.4 26.4 26.4 26.4 26.4
Indirect taxes 12.2 12.4 12.7 12.7 12.7 12.7 12.7 12.7 12.7 12.7
Direct taxes 134 13.9 13.3 13.5 13.5 13.5 13.5 13.5 13.5 13.6
Other taxes (capital taxes) 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Social contributions 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2
Grants and Capital revenue 0.5 0.7 1.0 1.8 14 1.2 1.2 0.9 0.9 0.9
Other revenue 5.1 5.9 5.1 44 4.1 338 3.6 3.6 34 34
Expenditure 36.5 35.9 36.6 375 37.0 36.8 36.5 36.2 36.2 36.2
Expense 341 336 337 336 335 332 33.0 329 329 329
Compensation of Employees 11.4 11.2 11.1 11.2 1.2 11.2 11.2 11.2 11.2 11.2
Use of goods and services 6.1 6.4 6.6 6.9 6.9 6.9 6.9 6.9 6.9 6.9
Interest 2.1 1.8 1.5 13 12 12 12 12 1.2 1.2
Subsidies 13 12 1.4 13 14 13 13 12 12 12
Social benefits 10.5 10.0 9.5 9.6 9.6 9.4 9.3 9.3 9.3 9.3
Other expense 2.7 2.8 3.6 33 33 33 3.1 3.1 3.1 3.1
Net acquisition of nonfinancial assets 2.5 23 2.9 3.9 35 35 35 33 33 33
Gross Operating Balance 34 5.7 4.8 5.2 4.6 44 43 4.1 4.0 4.0
Net lending/borrowing (overall balance) 0.9 34 1.9 1.3 1.1 0.8 0.8 0.9 0.8 0.8
Memorandum items:
Overall balance excl. one-offs 0.9 3.6 1.8 1.2 1.0 0.8 0.8 0.9 0.8 0.8
Overall balance excl. lIP proceeds -0.7 13 0.4 0.2 0.1 0.0 0.1 0.4 0.4 0.4
Cyclically adjusted overall balance 0.5 33 13 1.0 1.0 0.8 0.8 0.9 0.8 0.8
Structural balance 1/ 0.5 35 12 0.9 0.9 0.8 0.8 0.9 0.8 0.8
Structural balance excl. IIP proceeds 1/ -1.1 13 -0.3 -0.2 -0.1 0.0 0.1 0.4 0.4 0.4
Cyclically adjusted primary balance 2.7 5.1 2.9 23 23 2.0 2.0 2.0 19 19
Structural primary balance 1/ 2.7 53 2.8 2.2 2.2 2.0 2.0 2.0 19 19
Structural primary balance excl. IIP proceeds 1/ 1.0 3.1 1.2 1.1 1.2 1.2 1.2 1.6 1.6 1.6
Primary balance 3.0 52 3.4 2.6 2.3 2.1 2.0 2.0 19 19
One-offs 0.0 -0.2 0.1 0.1 0.1 0.0 0.0 0.0 0.0 0.0
Public debt 55.5 50.4 45.6 42.8 39.8 36.9 337 30.9 27.7 26.0
Government guaranteed debt 135 9.5 8.7 82 7.6 7.1 6.8 6.5 6.1 5.8
Nominal GDP (millions of euros) 10,339 11,284 12,366 13,208 14,068 14,900 15,741 16,619 17,507 18,438

Sources: Maltese authorities; and IMF staff projections.
1/ As a percentage of Nominal Potential GDP.
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Table 3. Malta: Balance of Payments, 2016-2025
Projections
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025
(Millions of euros)
Current account balance 394 1,188 1,289 1.114 1,023 1,021 1,049 1,087 1,104 1,155
Trade balance (Goods and services) 1,429 2,404 2,560 2,617 2,729 2,924 3,151 3,406 3,652 3,912
Goods balance -1,967  -1,494 -1,575  -1992 -2259 -2296 -2,368 -2,454 -2,513 -2,574
Exports 2,583 3,011 3,097 2,953 2,898 3,020 3,146 3,277 3,409 3,546
Imports 4,550 4,504 4,672 4,944 5,157 5,315 5514 5,731 5,922 6,120
Services balance 3,396 3,897 4,135 4,609 4,987 5,220 5,518 5,860 6,166 6,486
Exports 13,133 13,884 14,718 15508 16,263 16,947 17,655 18391 19,129 19,897
Imports 9,737 9,987 10,583 10,899 11,276 11,727 12,137 12,531 12,964 13,411
Current income, net -920  -1,075 -1,117  -1338 -1529 -1,717 -1905 -2,111  -2,329 -2,526
Current transfers, net -115 -141 -155 -165 -176 -187 -197 -208 -219 -231
Private -115 -141 -155 -165 -176 -187 -197 -208 -219 -231
Public 0 0 0 0 0 0 0 0 0 0
Capital account, net 32 74 115 123 131 139 147 155 163 172
Financial account, net 806 1,242 559 1,237 1,154 1,160 1,196 1,242 1,268 1,327
Direct investment -8,622  -9,438 -9,709 -11,271 -12,004 -12,714 -13,432 -14,182 -14,939 -15,734
Portfolio investment 4,757 6,722 2,960 5,957 6,345 6,720 7,100 7,496 7,896 8,316
Other investment 4,588 3,919 6,959 6,531 6,793 7,132 7,505 7,903 8,284 8,717
Reserves ( - inflow; + outflow) 88 146 168 0 0 0 0 0 0 0
Errors and omissions 379 -19 -845 0 0 0 0 0 0 0
(Percent of GDP)
Current account balance 3.8 10.5 104 8.4 7.3 6.9 6.7 6.5 6.3 6.3
Trade balance (Goods and services) 13.8 213 20.7 19.8 19.4 19.6 20.0 20.5 20.9 21.2
Goods balance -19.0 -13.2 -12.7 -15.1 -16.1 -15.4 -15.0 -14.8 -14.4 -14.0
Exports 25.0 26.7 25.0 224 20.6 20.3 20.0 19.7 19.5 19.2
Imports 44.0 39.9 37.8 374 36.7 357 35.0 345 338 332
Services balance 32.8 345 334 349 355 35.0 351 35.3 35.2 35.2
Exports 127.0 123.0 119.0 117.4 115.6 113.7 112.2 110.7 109.3 107.9
Imports 94.2 88.5 85.6 82.5 80.2 78.7 771 754 74.0 72.7
Primary income, net -8.9 -9.5 -9.0 -10.1 -10.9 -11.5 -12.1 -12.7 -13.3 -13.7
Secondary income, net -1.1 -1.2 -1.3 -1.3 -1.3 -1.3 -1.3 -1.3 -13 -1.3
Private -1.1 -1.2 -13 -1.3 -1.3 -1.3 -1.3 -1.3 -1.3 -13
Public 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Capital account, net 0.3 0.7 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9
Financial account, net 7.8 11.0 4.5 9.4 8.2 7.8 7.6 7.5 7.2 7.2
Direct investment -83.4 -83.6 -78.5 -85.3 -85.3 -85.3 -85.3 -85.3 -85.3 -85.3
Portfolio investment 46.0 59.6 239 45.1 45.1 45.1 45.1 45.1 45.1 451
Assets 46.5 60.5 26.0 443 443 443 443 443 443 443
Liabilities 0.5 1.0 2.0 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
Other investment 44.4 347 56.3 49.4 483 479 47.7 47.6 47.3 47.3
Assets -0.6 69.7 25.7 25.7 25.7 25.7 25.7 25.7 25.7 25.7
Liabilities -45.0 35.0 -30.5 -23.7 -22.6 -22.1 -21.9 -21.8 -21.6 -215
Reserves ( - inflow; + outflow) 0.9 13 14 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Errors and omissions 37 -0.2 -6.8 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Memorandum items:
Gross external debt (Percent of GDP) 854.5 817.3 740.9 702.1 666.5 636.2 608.8 583.2 559.9 537.9
Net external debt (Percent of GDP) -2142  -207.9 -179.3  -1815 -183.5 -1855 -187.6 -189.7 -191.9 -194.1
Sources: National Statistics Office of Malta; and IMF staff projections.
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Table 4. Malta: Financial Soundness Indicators, 2014-2019:H1 1/

(Percent, unless otherwise indicated)

Core Domestic Banks Non-Core Domestic Banks International Banks Total Banks
2014 2015 2016 2017 2018 2019H1 2014 2015 2016 2017 2018 2019H1 2014 2015 2016 2017 2018 2019H1 #] 2014 2015 2016 2017 2018 2019H1
Core FSls
Regulatory capital to risk weighted assets 144 150 162 173 18.1 19.1 174 221 155 167 172 180 692 56.6 292 479 530 520 257 218 212 217 227 230
Regulatory Tier 1 capital to risk-weighted assets 15 122 136 152 160 167 171 186 123 133 170 180 69.1 56.2 467 453 504 519 236 192 185 194 207 211
Non-performing loans net of provisions to capital 422 428 289 224 198 192 77 79 120 69 15 18.1 22 38 82 69 77 51 183 243 201 163 153 152
Non-performing loans to total gross loans 76 72 54 41 34 33 44 40 40 23 36 47 07 12 17 19 25 22 60 47 41 32 31 30
Sectoral distribution of resident loans to total loans
Agriculture 02 02 02 02 0.1 0.1 00 00 00 0.0 00 00 00 00 00 00 0.0 00 0.1 0.1 0.1 0.1 0.1 0.1
Fishing 01 01 01 04 02 02 00 00 00 00 00 00 00 0.0 00 00 00 00 01 01 01 02 01 0.1
Mining and quarrying 01 01 01 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 01 00 00 00 00
Manufacturing 27 28 26 26 25 25 06 06 03 04 03 04 00 00 00 00 00 00 17 17 16 16 15 16
Electricity, gas, Steam and Air Conditioning Supply 29 22 23 16 14 14 51 00 00 00 09 00 00 00 00 00 00 00 20 13 14 09 09 09
Water Supply; Sewerage waste management and remediation activities 06 05 05 04 04 04 0.0 00 00 00 00 00 00 00 00 0.0 00 00 04 03 03 03 02 02
Construction 73 52 49 45 44 43 00 00 00 25 33 39 00 0.0 00 00 00 00 44 32 30 27 28 28
Wholesale and retail trade; Repair of motor vehicles and motor cycles 83 82 78 69 63 56 07 11 04 22 52 33 00 0.0 00 00 00 02 50 50 48 41 40 36
Transportation and storage 28 28 23 23 17 14 08 00 00 0.0 00 0.1 0.1 02 02 02 02 00 18 18 15 14 11 10
Accomodation and food service activities 38 a1 35 28 30 30 00 00 00 00 00 00 00 00 00 00 00 00 23 25 21 16 18 19
Information and communication 09 08 07 05 05 05 0.1 0.1 00 0.1 0.1 0.1 00 00 00 00 0.0 00 06 05 04 03 03 03
Financial and insurance activities 48 59 68 63 6.1 63 07 09 26 37 19 16 00 0.0 13 01 00 00 29 36 a7 38 38 39
Real estate activities [includes inputed rents of owner-occupied dwellings] 66 67 73 70 69 69 36 35 42 44 48 64 00 05 00 00 00 00 42 44 47 42 44 45
Professional, scientific and technical activities 09 11 13 14 17 23 00 00 00 09 08 06 00 00 00 00 00 00 05 07 08 09 11 14
Administrative and support service activities 14 12 10 08 07 12 01 01 07 11 08 13 00 00 00 00 00 00 08 07 07 05 04 08
Public administration and defence; Compulsory social security 15 16 11 13 12 13 00 00 00 0.0 0.0 00 00 00 0.0 00 00 00 09 10 07 08 07 08
Education 04 04 03 03 03 03 00 00 00 00 00 00 00 0.0 00 00 00 00 02 03 02 02 02 02
Human health and social work activities 07 07 07 07 08 08 00 00 00 00 00 00 00 00 00 00 00 00 04 04 04 04 05 05
Arts, entertainment and recreation 05 05 04 03 03 02 04 00 00 0.0 00 00 00 00 00 00 00 00 03 03 02 02 02 02
Other Services activities 03 03 02 02 02 02 00 00 00 00 03 00 00 0.0 00 00 00 00 02 02 01 01 01 02
Households and individuals (excl. Sole Proprietors) 436 462 483 475 469 473 0.1 0.1 0.1 26 35 6.0 00 00 0.0 00 00 00 262 278 296 277 282 292
Mortgages 369 398 423 424 423 428 00 00 00 00 00 00 00 0.0 00 00 00 00 221 239 259 246 253 262
Activities of extraterritorial organisations and bodies 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00
Non-resident 96 84 78 122 146 139 87.8 936 916 82.1 783 762 999 993 985 99.7 99.7 99.7 45.1 443 426 482 478 46.1
Return on assets 07 07 08 07 05 07 13 02 03 03 02 02 09 1.0 1.0 15 15 18 07 09 08 10 09 11
Return on equity 9.8 9.8 101 92 65 80 -64 14 34 29 22 19 24 34 37 49 53 76 36 59 6.7 73 58 73
Interest margin to gross income 648 645 623 708 623 626 463 435 312 311 377 493 2019 137.8 926 788 808 688 1151 930 730 733 69.8 649
Non-interest expenses to gross income 512 542 522 588 643 555 56.1 734 66.5 783 620 64.1 119 248 319 28.1 307 29.7 368 433 447 440 484 435
Non-interest income to gross income 352 355 37.8 292 377 374 537 56.5 688 689 624 50.7 -101.9 -37.8 74 212 19.2 312 151 70 270 267 302 351
Liquid assets to total assets 283 318 365 294 283 294 317 363 335 286 320 371 19.7 227 301 206 124 68 273 312 356 166 265 282
Liquid assets to short-term liabil 504 50.2 558 435 372 390 779 633 678 374 388 448 84.7 836 96.3 437 46.7 130 539 526 587 430 378 380
Other FSls
Total Coverage ratio (total provisions to NPLs as per BR/09) 404 435 459 452 444 442 771 652 539 659 646 536 405 504 548 519 532 57.0 375 400 480 474 456 453
Liquidity Coverage Ratio 165.1 1644 1883 3161 286.6 1002 1949 2639 4213 3898 1883 3576 2794 4117 5115 1597 1739 1982 3294 2989
Domestic debt securities to total assets 26 93 79 70 65 67 46 77 49 32 20 25 00 02 01 02 01 01 39 45 40 36 37 40
Foreign debt securities to total assets 233 218 206 168 158 15.7 195 125 150 119 141 121 524 504 469 427 295 283 399 360 328 289 211 200
Unsecured loans to total lending 290 274 254 277 286 166 652 709 654 672 734 762 484 307 267 162 17.2 181 377 308 282 250 268 19.9
Assets to total capital and reserves 141 137 133 120 122 116 84 84 121 15 89 20 17 20 29 34 28 27 64 80 96 93 89 88
Large exposure to total own funds 1034 96.5 1109 884 928 823 3399 1576 268.6 2749 205.7 1941 453 1299 1288 1192 781 859 889 1158 1301 111 975 926
Gross asset position in financial derivatives to total own funds 11 13 17 09 06 05 08 03 06 03 00 02 157 672 1030 1312 166.8 1749 89 259 37.8 427 52.7 4838
Gross liability position in financial derivatives to total own funds 45 20 20 10 09 12 22 03 36 03 09 04 104 159 69.2 80.2 1028 1138 104 153 226 264 329 324
Personnel expenses to non-interest expenses 50.8 512 488 481 379 460 450 425 497 456 498 489 274 232 199 162 141 141 474 440 405 376 315 357
Customer loans to customer deposits 640 582 56.0 589 60.9 622 757 607 465 471 50.5 444 931 104.1 108.1 116 2077 3421 718 679 657 704 790 823
Net open position in equities to total own funds 144 154 140 131 108 104 450 818 1468 1388 1074 1102 03 27 11 34 46 62 20 18.1 202 186 16.8 175
Loan-to-value
Residential 739 778 751 735 727 758
Commercial 645 56.9 675 65.1 56.7 62.5

Source: Central Bank of Malta.

1/ Banks' total assets amounted to 467 percent of GDP (about €46 billion) at 2016. About 48 percent of these assets are owned by international banks, which have limited or no linkages to the domestic economy. Core domestic banks, which account for 47 percent of the banking sector's total assets, are tightly linked to domestic activity as they rely
mainly on domestic deposits and provide the bulk of lending to residents. The remainder of the assets are held by non-core domestic banks, which maintain small exposure to residents.
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Annex . Implementation of IMF Recommendations

2019 Article IV Advice

Actions since 2019 Article IV

Fiscal Policy

Continue building fiscal buffers,
strengthening revenue collection and
broadening the tax base.

The medium-term fiscal strategy envisages gradual structural
adjustment. VAT grouping and tax consolidation regulations for
company groups were introduced. Revenue administration
reforms continue. Two EU Directives on Anti-Tax Avoidance are
being transposed into national laws.

Improve fiscal risk analysis and
management; reduce long-term fiscal
risks.

Revisions to fiscal reports are underway; for instance, the latest
Stability Program Update included details on changes relative to
previous year's forecast and the NSO published general
government pension entitlements.

Shift the balance of expenditure
towards infrastructure and improve
public investment management.

Public investment rose in 2018-19 partly due to improved
absorption of EU funds. Multi-year projections of capital
expenditure were introduced in the 2020 Financial Estimates.

Financial Sector and Housing Market

Remedy deficiencies in the
implementation of the AML/CFT
framework.

See the AML/CFT section in Annex Il.

Guarantee long-term financial and
operational independence of the
financial supervisor and increase
supervisory capacity.

See the Financial Sector Supervisory Resources and Independence
section in Annex Il.

Enhance monitoring of the non-bank
financial sector.

See the Macroprudential Policy section in Annex II.

Consider refining the new borrower-
based macroprudential measures.

See the Macroprudential Policy section in Annex II.

Address affordability issues for
vulnerable households.

Housing benefit for tenants were extended and expanded to
middle-income individuals and households. Stamp duties for first
time home buyers, other residential buyers and those inheriting
homes for residence were reduced. Interest-free loans to cover
down-payments for homebuyers under 40 years old were
introduced. Plans for social housing were expanded.

Structural Reforms

Further increase female and elderly
participation in the labor force; address
skills gap problem.

Facilitation in setting up a maternity leave fund for private sector
employment. Extension of voluntary occupation pension schemes
to incentivize delayed retirement. Introduction of applied and
vocational learning subjects in secondary school. Offering of
occupational licenses for specialized jobs are underway.

Foster innovation, including by
improving SME's access to financing.

The Maltese Development Bank has partnered with commercial
banks to provide SME financing. A National Strategy for Artificial
Intelligence was published. The Ministry of Education has launched
the Start-Up Malta Foundation to assist start-ups and
entrepreneurs.
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Annex Il. Main FSAP Recommendations’

Recommendations Timing Progress

Risk Analysis

Strengthen the risk analysis by incorporating NT In progress. The CBM enhanced stress testing

new dimensions in liquidity stress testing, frameworks by considering severe adverse

conducting regular sensitivity analysis on scenarios and sensitivity analyses in the Macro

selected vulnerabilities, and enhancing data Stress Testing framework and including in

management (CBM, MFSA) complementary liquidity measures. Both the
CBM and the MFSA invested in improving the
data management system. However, new
dimensions such as asset concentration and
cross-border exposures need to be considered
to strengthen the banking sector risk
management.

Macroprudential Policy

Consider providing the CBM with powers to NT In progress. A financial stability objective has

recommend actions to be taken by a public been added to the MFSA Act (article 3, Act VIII

authority or public institution, with a “comply or of 2019). The CBM powers are still being

explain” mechanism, and to issue warnings and assessed by the government.

opinions. Amend the MFSA Act to add a

financial stability objective (Government, MFSA)

Close remaining data gaps, and enhance NT/MT | In progress. Efforts have been taken to improve

analytical tools (CBM, NSO, MFSA)

data quality of NBFls, loans, and commercial and
residential real estate. Further efforts to collect
granular data on inter-company loans and
cross-border lending are needed.

Refine and introduce the planned borrower-
based instruments to address possible buildup
of vulnerability in the housing and household
sectors. (CBM)

In progress. CBM Directive No. 16 defining
borrower-based macro prudential measures
became effective on July 1%, 2019. Further
refinements should be considered when
concerns about possible market disruptions
dissipate.

Financial Sector Supervisory Resources and Independence

Ensure stable funding for the MFSA, grant it
full autonomy over its recruitment and
maintain a dedicated statutory committee on
supervisory issues. (MFSA, Government)

In progress. Two amendments (Amendments
to Directive 7 and Art. 11 of the MSFA Act) and
a new Act XXVl in 2019 allow MFSA's
recruitment independence and separation of
enforcement decisions from the Chief Officer.
A Regulatory Committee was established to
discuss regulatory and supervisory issues. The
MFSA has finalized its business plan but it
remains to be implemented.

Address the significant gap in supervisory and
enforcement capacity by increasing staff and
broadening the skill set. (MFSA)

In progress. The MFSA has hired additional 80
staff members in 2019, moving towards the
goal of 450 by 2022. Competitive packages
and training should be provided to recruit and
retain skilled experts, including IT, credit risk
experts, supervisors, statisticians, etc..

1 Please refer to Malta Financial System Stability Assessment 2019 for the full set of FSAP recommendations.
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Recommendations Timing Progress

Banking Regulation and Supervision

Increase the number and risk orientation of ST In progress. The MFSA carried out two on-site

onsite inspections of LSls. Enhance supervision inspections to Turkish credit institutions in

of third country branches. (MFSA) 2019, but more are needed for adequate
supervision of third-country branches as well as
high priority LSls. In addition, the authorities
should address the gaps between the related-
parties framework and the Basel Core
Principles.

Take timely supervisory actions (including for ST In progress. The FIAU has taken various

ML/TF) and increase the use of monetary fines.
Ensure supervisory action is not delayed
through judicial appeal, including by amending
the law, if needed. (MFSA, FAIU, Government)

initiatives including by increasing human
resources, separation of functions, and
improving its risk-based supervision approach
together with enhanced collaboration with the
MFSA. In Feb 2020, the FIAU acquired the legal
power to publish notification of administrative
sanctions that have been issued, even if these
are still undergoing judicial review. The judicial
system should be improved in a timely manner
to ensure greater effectiveness of the sanctions

policy.

Insurance and Securities Regulation and Supervision

Strengthen conduct supervision and enhance
the sectoral risk-based supervision framework.
(MFSA)

MT

In progress. The MFSA's financial stability
function has been conducting more
comprehensive analysis of the insurance and
funds sectors. On conduct supervision, the
MFSA is planning to carry out more on-site
inspections in 2020 and to launch off-site
thematic reviews.

AML/CFT

Improve the authorities” assessment and
understanding of ML/TF risks and strengthen
the national coordination. (National
Coordination Committee)

In progress. Sector specific risk assessments
(legal entities, VFAs, voluntary organizations)
and a thematic risk assessment on TF have
been completed, and the NCC has developed
targeted action plans to mitigate identified
risks. The FIAU acquired new tools for and is
dedicating further resources to improve its
overall risk understanding. Authorities should
make sure to continue to focus on risks related
to higher-risk sectors and programs, including
banking, remote gaming, VFAs, the IIP, and
connected sectors, as well as foreign and cross-
border flows.

Adopt a multi-prong strategy that includes: (i)
ensuring that banks appropriately apply
preventive measures; (ii) fully implementing a
risk-based AML/CFT supervision; and (jii)
applying timely, dissuasive, and proportionate
sanctions and effective fit-and-proper tests.
(MFSA, FIAU, ROC, Government)

In progress. The MFSA recently set up the
coordination function—Financial Crime
Compliance function, enhanced risk-ranking
model, and updated single shareholder/risk
appetite policy. The FIAU has increased
supervisory inspections of credit institutions
and adopted a new methodology which aims to
ensure that all credit institutions will be subject
to an on-site examination within a four-year
supervisory cycle. The FIAU and the MFSA in
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collaboration have also increased training and
outreach for banks and other subject persons
and issued related guidance documents.

In terms of the beneficial ownership
transparency, the Malta Business Registry
was established and is empowered by law to
verify the beneficial ownership information and
can refuse registration if violations are
identified. However, more efforts should be
made to ensure proper and timely verification
and robust sanctions if needed.

Support establishing an EU-level arrangement
responsible for AML/CFT supervision.
(Government)

MT

In progress. Malta is supporting the EU-level
initiative of a harmonized higher-level AML
regulation and supervision.

Safety Nets and Crisis Management

Adopt an administrative bank insolvency
regime with explicit powers to transfer
assets/liabilities. Clarify the creditor hierarchy.
(Government)

In progress. Malta is following the EU level
initiative on a harmonized insolvency law
applicable to credit institutions. However, the
authorities should react more promptly as this
process could take considerable period of time.

Shift responsibility for decisions on bank
insolvency and liquidation, post-license

revocation, from the MFSA's supervisory
function to its resolution function (MFSA)

Not done. The recommendation is currently
under discussion.

Review the adequacy of the Resolution Unit's
staffing and increase its resources accordingly
(MFSA)

Not done. Increasing staff in the Resolution
Unit of MFSA is under consideration.
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Annex lll. External Sector Assessment

The external position of Malta in 2019 was moderately stronger than fundamentals and desirable
policy settings, though this assessment is subject to high uncertainty. While the recorded current
account surplus was sizable, staff's judgment takes into account that Malta is a small financial center,
hosts many captive financial institutions and money lenders and other multinationals, compounding
measurement issues related to the current account and introducing significant uncertainty to
normative conclusions regarding the external position.

Foreign Asset and Liability Position

1. Malta’s external position is strongly influenced by the ownership structures of
internationally-oriented firms and captive financial institutions and money lenders. Its net
international investment position (NIIP) remained steady at 63 percent of GDP at end-2018 after
almost doubling from 2016 to 2017 Gross assets and liabilities are very large, with particularly
sizable positions in portfolio investment assets (over 900 percent of GDP) and direct investment
liabilities (around 1600 percent of GDP) which are mostly in the form of equity. The NIIP is expected
to remain highly positive over the medium term, in line with projected current account surpluses.
However, uncertainty related to the ownership structure of assets and liabilities between domestic
and foreign investors generates uncertainty as to the measure of primary income flows, and
therefore of the current account balance. A better understanding of ultimate ownership of captive
financial institutions and money lenders, as well as other multinational firms, would help improve
the measurement of associated income flows.

International Investment Position Net International Investment Position (NIIP) Components
(Percent of GDP) (Percent of GDP)
HG A oGl Liabiliti 1500 i 8
3000 ross Assets ross Liabilities 3000 Direct Investment
[Financial Derivatives 70
1000 I Portfolio Investment
2500 2500 EmOther Investment
—NIIP (RHS) 60
500
2000 2000 I 50
1500 1500 0 4
‘ 30
1000 1000 -500
20
-1000
500 ﬂ 500 10
0 0 -1500 0
2004 2006 2008 2010 2012 2014 2016 2018 2004 2006 2008 2010 2012 2014 2016 2018
Sources: Haver Analytics, Eurostat, and IMF staff calculations. Sources: Haver Analytics, Eurostat, and IMF staff calculations.
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2. The current account (CA) surplus Current Account Components
. (Percent of GDP)
remained broadly unchanged from 40 | mTrade balance, services o

@ Trade balance, oil

10.5 percent of GDP in 2017 to 10.4 percent 30 WTrade balance, non-oil goods
of GDP in 2018. Preliminary estimates suggest ;:sgigai&cﬁ\?gme
some narrowing of the current account surplus

to 8.4 percent in 2019, largely due to slower

export growth reflecting weaker external 0 0
demand. Strong net exports of services, which ™ 10
-20

30

20 20

10

continue to largely reflect proceeds of remote -20
gaming and tourism, account for the bulk of the 30 30
CAimprovement in recent years. The CAhas 7%, 202 00 0 2 a0 oo o avt e
recorded sustained surpluses since 2012,

averaging close to 6 percent of GDP over

2013-18. Continued surpluses, though gradually declining, are expected over the medium term.

3. The EBA-lite CA model points to a large CA gap of 8.4 percent in 2019, a norm of
nearly 0 percent, and a policy gap of 1.8 percent. Compared to last year, the contribution of the
policy gap increased due primarily to public health expenditures, moving more in line with its
desirable level and no longer offsetting a positive gap in fiscal policy. Moreover, staff considers that
the large unexplained residual of 6.9 percent of GDP could be at least partially explained by a
number of idiosyncratic factors, including Malta’s role as a small financial center, proceeds from the
government’s Individual Investor Program, and the role of savings for remittances. These factors
suggest a downward adjustment of 3.5 percentage points to the CA balance and an upward
adjustment of 3 percentage points to the CA norm:'

¢ Asasmall financial center, joint biases Malta: Results Based on IMF’s EBA-Lite Methodology,

due to retained earnings and inflation 2019
i i Current account approach 1/ REER approach
distortions can overstate the CA
balance‘ Previous |MF staff analysis Actual CA (percent of GDP) 4.9 Ln(REER), actual 4.5
. . . Cyclically-adjusted CA 5.1 Ln(REER), norm 45
estimates that thIS bIaS can be abOUt Cyclically-adjusted CA norm 2.5 REER gap (percent) -1.2
3 percent Of GDP fOI" a ﬁnancial center. Multilaterally consistent cyc.-adj. norm 3.1 Policy gap (percent)  -2.4
. . H . ' A 2. Resi | 1.
This estimate is used to adjust Malta’s CAgap 0 Residual (percent >
Policy gap 1.8
CA balance down by 3 percentage Residual 09
points. Implied REER gap (percent) -2.1

Source: IMF staff calculations.

1/ The "actual CA" includes an adjustment of around -3.5 percent of GDP

e The CA balance reflects the revenues A A
, . for 'measurement issues and temporary factors. The "CA norm" includes
from the government s Individual an adjustment of about +3 percent of GDP for the likely different impact
Investor Prog ram (||P) The authorities of remittances in a high-income country. See text for details.

estimate that annual IIP export receipts

amounted to roughly 1 percent of GDP over 2015-2017. To reflect the uncertainty around the

' See the 2019 Article IV Consultation, Annex IV (IMF Country Report No. 19/68) for further details.
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duration and parameters of this program, staff makes a partial downward adjustment of
0.5 percentage points to the CA balance.

e An explanatory variable proxying for remittance inflows in the EBA-lite CA model contributes a
negative contribution to the norm of minus 3 percent of GDP. This variable is less relevant for
Malta, a high-income country where the contribution of remittances to the CA could be positive
and associated with higher savings and CA balances. This adjustment adds 3 percentage points
to the CA norm.

4. The ULC-based REER and the CPl-based Malta: Real Effective Exchange Rate
(2005=100; based on 37 trading partners and seasonally-adjusted)

REER remained broadly stable in 2019. The EBA- 120 — 120
lite REER model points to a modest REER g | bl 15
undervaluation of about 1 percent, similar to the o o
implied undervaluation estimated by the CA model.

105 105
5. To summarize the external assessment, 100 100
the CA gap is estimated at about 2.0 percent of o o
GDP, with an implied undervaluation of
2.1 percent, and an undervaluation of 9200501 2008Q1  2011Q1  2014Q1  2017Q1 2019(?2

1.2 percent estimated by the REER model. Staff =~ Sources: Haver Analytics, Eurostat, and IMF staff calculations.

assess that the external position in 2019 was moderately stronger than fundamentals and desirable
policy settings. However, this assessment is subject to considerable uncertainty given Malta's
idiosyncratic factors and measurement challenges associated with identifying ultimate ownership of
profits and savings between domestic and foreign investors or firms.

6. Gross and net financial flows tend to Financial Account Components

be large relative to GDP. These flows are sy ercentore »
strongly influenced by the ownership structures

and cross-border transactions of the several
internationally-oriented firms that Malta hosts, 100
including many captive financial institutions and
money lenders Net FDI inflows and net portfolio
investment outflows are particularly sizable. In
recent years, the sum of net outflows accounted  -200

200

- nl_ B

5
L LLLLE

-10

0

-100

EmFDI EPortfolio Investment

L. EmOther Investment [@Financial Derivatives -15
for by portfolio investment and other 200 —Financial Account (RHS) 0
investment has exceeded the amount of net FDI 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Sources: Haver Analytics, Eurostat, and IMF staff calculations.

inflows.
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Source of Risks Relative
Likelihood and Impact if Realized
Global Risks Time Horizon'
High
Weaker-than-expected global growth. Weak (ST, MT) As a small and very open economy, Malta can be vulnerable to changes in foreign demand.
foreign demand or an unanticipated Brexit Weaker external demand, accompanied by lower FDI inflows, would have adverse effects on
outcome can delay investment, reduce private domestic growth prospects. However, domestic demand is becoming a key driver of growth and
consumption and strain banks. large-scale infrastructure projects as well as healthy household balance sheets may mitigate
adverse spillovers.

Policy response: Allow automatic stabilizers to operate in the short run if growth disappoints. Improve infrastructure quality and maintain structural reform
momentum to remove supply-side bottlenecks, spur investment, and promote higher productivity growth. Continue diversifying trade activities. Fiscal policy could be
used to mitigate the impact on vulnerable groups.

/Low
Sharp rise in risk premia that exposes financial (ST, MT) Malta should be relatively insulated from direct international financial market contagion given
vulnerabilities. An abrupt reassessment of the public and private sector’s high reliance on domestic financing. However, it is still vulnerable
market fundamentals triggers widespread risk-off to weaker external demand, lower FDI inflows and potential indirect financial contagion through
events that expose vulnerabilities building up in a cross-sectoral interlinkages. Loss of market confidence could lead to asset price declines,
period of low interest rates and a search for yield. valuation losses and higher funding costs.

Policy response: Continue to reduce fiscal and financial vulnerabilities to ensure stability, and further diversify trade activities. Continue close financial supervision and
further improve banks' asset quality to increase the banking system'’s loss absorption capacity, and further enhance crisis management framework. The authorities
should stand ready to provide liquidity support to solvent financial institutions if needed. Remove remaining structural impediments to growth.

Coronavirus outbreak causes widespread (ST) Tourism is an important sector for the Maltese economy in terms of both gross value-added and
disruptions and global spillovers through tourism employment. A shock to this sector, as well as shocks to trade and investment, would hurt
and confidence effects on investment. output and employment in Malta.

Policy response: Allow automatic stabilizers to operate in the short run if growth disappoints. Improve infrastructure quality and maintain structural reform
momentum to remove supply-side bottlenecks, spur investment, and promote higher productivity growth. Continue diversifying trade activities. Fiscal policy could be
used to mitigate the impact on vulnerable groups.

High
Rising protectionism and retreat from (ST, MT) As a small open economy, Malta is vulnerable to external shocks through trade linkages. In the
multilateralism. In the near term, escalating and short term, escalating trade tensions, including an unanticipated Brexit outcomes, and the threat
unpredictable protectionist actions imperil the of new trade actions could reduce growth both directly and through adverse confidence effects
global trade system, and additional new actions and financial market volatility. Direct financial spillovers should be limited given the relatively
or the threat thereof reduce growth. In the high reliance of government and core domestic banks on domestic funding. Possible increases in
medium term, protracted tensions lead to further the relocation of firms that service the EU from the UK to Malta may also support FDI inflows
fragmentation with adverse effects on over the medium term.
investment, growth, and stability.

Policy response: Participate in a coordinated policy response at the European level. Allow automatic stabilizers to operate. Maintain structural reform momentum and
improve infrastructure to remove impediments to growth. Continue diversifying trade activities. Fiscal policy could be used to mitigate the impact on vulnerable
groups.
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Source of Risks

Relative

Domestic Risks

Likelihood and
Time Horizon'

Impact if Realized

Slow progress in addressing structural
weaknesses. The persistence of structural
bottlenecks in infrastructure and the labor
market could deter investment and harm
growth.

(MT)

/Low
While the positive impact of recent structural reforms is likely to persist over the medium term, delayed
implementation of the planned initiatives, including on infrastructure and labor market, would
negatively affect competitiveness and long-term growth, and increase long-term fiscal risks.

Policy response: Sustain and monitor the implementation of structural reforms, particularly in education, labor market and infrastructure, while safeguarding long-term

fiscal sustainability and improving the quality

of public finances.

Slow progress in effectively
implementing and enforcing the
AML/CFT framework could damage the
country’s attractiveness for foreign
investment and potentially threaten
financial stability.

(ST, MT)

High
Failure to timely address the shortcomings identified in the Moneyval September 2019 report would
result in grey-listing by the FATF, placing greater pressure on correspondent banking relationships
(CBRs). Malta has already lost key CBRs as a result of large international banks de-risking strategies.
Failure to effectively implement the AML/CFT framework would weaken Malta’'s attractiveness as a
financial and business location, with adverse effects on tax revenues, foreign investment, jobs, and the
external position.

Policy response: Effectively and swiftly imple
between the National Competent Authorities

(NCAs).

ment and enforce the AML/CFT framework, address supervisory capacity constraints, and further improve collaboration

Sharp correction in housing prices. A
sharp decline in housing prices could affect
financial stability with adverse effects on
lending and growth.

(ST, MT)

Property-related loans account for a significant fraction of the loan portfolio of core domestic banks,
thus increasing their vulnerability to possible property market shocks. Significantly lower house prices
could weaken bank and household balance sheets—and lead to widespread distress through an adverse
feedback loop of decreased lending and investment affecting financial stability and growth. However,
mitigating factors include banks' strong capital and liquidity positions as well as households’ high
financial wealth, low default rates, and the low share of population with mortgages and negative equity.

Policy response: Monitor risks and further re
Ensure that fiscal measures related to the pro

fine existing mac
perty market, inc

ro-prudential measures. Limit exposure of banks to property-related loans if a bubble begins to emerge.
luding the Individual Investor Program and the reduce tax rate on income rental, do not exacerbate

imbalances, and address potential constraints to housing supply. Ensure proper enforcement of new regulation of the rental market.

Possible changes in international
corporate and personal taxation.
International reforms could reduce Malta's
attractiveness as a low tax jurisdiction.

/

Low
(MT)

High/
Malta’s attractiveness as a financial and business location may weaken, and demand for its Individual
Investor Program (IIP) could decrease, with adverse effect on tax revenues, foreign investment, and the
external position.

Policy response: Continue diversifying the economy and accelerate structural reform implementation to remove impediments to growth, boost productivity and
enhance competitiveness. Strengthen quality of public finances, improve spending efficiency, and enhance revenue collection to reduce the heavy reliance on CIT and

IIP revenues.

"The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most likely to materialize in the view of IMF staff). The
relative likelihood is the staff's subjective assessment of the risks surrounding the baseline (“low” is meant to indicate a probability below 10 percent, “medium” a
probability between 10 and 30 percent, and “high” a probability between 30 and 50 percent). The RAM reflects staff views on the source of risks and overall level of
concern as of the time of discussions with the authorities. Non-mutually exclusive risks may interact and materialize jointly. “Short term” and “medium term” are meant
to indicate that the risk could materialize within 1 year and 3 years, respectively.
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Annex V. Vulnerabilities and Contagion Risks Through Inter-
Company Linkages'

A. Overview of the Maltese Corporate Sector Vulnerability

1. Maltese corporates have successfully diversified their financing by developing a
significant domestic inter-company lending market. Intercompany loans have replaced bank
loans and became the main source of non-financial corporate (NFC) financing. The share of inter-
company loans in total corporate loans has increased from 25 percent to 44 percent since 2007,
while loans from banks fell from 49 percent to merely 22 percent. Malta’s corporate loan
contribution to corporates’ total funding is the second largest among euro area countries. These
loans have so far provided a stable source of funding, but risk management practices remain

opaque suggesting potential hidden vulnerability.

Corporate Loans
2019H1
(EUR 16,870 million)

M Rest of the World
2007 . @ Households

(EUR 6706 million)

@ Banks

@ Other Corporates

Corporate Loans in EA: Sources of Funding
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Sources: ECB and IMF staff calculations. Sources: European Central Bank and IMF Staff Calculations
2. At the same time, NFCs in Malta are more NFC Leverage Ratio, Consolidated
. . . 200 200
indebted than European peers, with considerable B European Union - 28 countries

heterogeneity at the sectoral level. Although
corporate leverage has trended down since the
financial crisis, it remains twice as large in Malta as
in the rest of EU. Over-leveraged corporates could
be more vulnerable when facing adverse shocks.
They could also refrain from profitable investment
opportunities in order to repay debts. Firm-level
data from Orbis BvD? indicate that the
manufacturing sector and the wholesale and retail
trade sector tend to have higher debt burdens and
smaller profit margins. Recent data suggest that

! Prepared by Yu Shi (EUR).
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Sources: Eurostat and IMF staff calculations.
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2 The Orbis BvD data includes 17,504 companies with key financial indicators available for 2017.
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leverage is on the rise in the construction sector as developers have started to exhibit preference for
debt financing over equity.?

3.

Simple stress tests show that the construction and manufacturing sectors are the most
vulnerable to adverse shocks.

We assess corporate vulnerability by looking at
the interest coverage ratio (ICR), defined as the
ratio between firms’ earnings before interest,
taxes, depreciation and amortization (EBITDA),
and their interest expenses.* A firm with an ICR
between 1 and 2 is generally regarded as being
at "heightened risk”, while an ICR below

1 implies “technical default”. Maltese NFCs see
better interest coverage in all sectors compared
to 2014.°> The median ICR in the construction
and the manufacturing sectors remain the
lowest at barely above 2.

Malta: Debt-to-Asset Ratio and Profit Margin

(Percent)
30

20

Real Estate Accomodation

Sources: Orbis BvD Database and IMF staff calculations

B Debt-to-Asset Ratio
O Profit Margin

11l

Constructionand ~ Manufacturing Other services  Transportation and  Wholesale and

Retail Trade

For testing firms’ resilience to adverse shocks, we consider two types of shocksé—a 400 bps
interest rate shock to 40 percent of corporate debt (roll-over assumption) and a 15 percent
decline in operating turnover. Our exercise indicates that both adverse shocks will bring the
construction sector and the manufacturing sector very close to the region with “heightened
risk”, suggesting the need for enhanced monitoring given the important concentration of

construction-related loans in banks’ portfolios.

30
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Malta: Interest Coverage Ratio by Sector
(Median EBITDA/interest expenses)

o
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Real Estate Accomodation Retail Trade
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Sources: Orbis BvD database and IMF staff calculations

Malta: NFC Resilience to Shocks, 2017
(Interest Coverage Ratio)
MW Baseline

B Interest rate shock
10~ @ Profitability shock

N

ek

Constructionand ~ Manufacturing Other services  Transportation and  Wholesale and

Real Estate Accomodation

Sources: Orbis BvD database and IMF staff calculations

Retail Trade

3 See "Construction Industry and Property Market Report 2019", KPMG

4 The Orbis BvD database provides limited information on interest expenses and depreciation and amortization (DA)
at the firm level. To overcome this issue, we estimate the effective interest rate (interest expense divided by lagged
debt value) and DA rate (depreciation and amortization divided by earnings before interest and taxes) as functions of
time and firm size, then use the function to fill in the missing values of interest expenses and DA.

5> See Malta: Selected Issues, IMF Country Report No. 17/57, 2017.

6 Following Malta: Selected Issues, IMF Country Report No. 17/57, 2017.
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B. Macro-Financial Risks in the Inter-Company Lending Market

4. A closer look at the NFC loan market shows that business groups, spanning multiple
sectors, have contributed the most to the rise in inter-company lending in Malta. Business
groups typically consists of a parent company and legally independent subsidiaries, possibly
operating in different sectors, that function through a common source of control. The parent
company has controlling rights on subsidiaries’ businesses and typically directs funds within the
group to achieve group-level profit maximization.”

5. Theoretically, financing within business groups could have implications on corporate
default decisions. On the one hand, companies within the same business group that specialize in
different sectors could hedge idiosyncratic sectoral-level risks through intra-group financial market,
resulting in higher resilience at the group level to economic downturns. On the other hand, a parent
company could invest in risky projects and raise debt cheaply by leveraging the better-performing
members of the group, possibly through bank lending. A negative outturn could then be
propagated to healthy members of the group and trigger default at the group level. Given the
prevalence of business group lending in Malta, a better understanding of the operation of intra-
group capital markets is warranted.

Example: A Business Group NFC Loans by Counterpart Sector
(Percent)
100
100
‘ 90
80 80
70
60 ‘ 60
DUO ‘ 50
Subsidiaries 40 40
Parent 30
20 20
10
0 0
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Note: Thick solid line - equity shareholding >50%; dashed line - equity shareholding <= 50%. W NBFI W Banks ® Households
"DUO" is the parent company of the business group; . ~ =
“L1" and "L2" refer to differentlevels of subsidiaries; BINFCintra-group ® NFC non-group BIRest of the world
“N" is outside of the group as "L1-A" does not own the majority of its shares. Sources: Central Bank of Malta
. . . ’ o
6. In the absence of granular information on firms’ credit exposure to other NFCs, we

rely on the ownership network structure of Maltese business groups to gauge the extent of
sectoral inter-connectedness. Domestic business groups are identified as follows:

e For each Maltese firm, the controlling shareholding company is defined as another company
owning more than 50 percent of its equity shares.

7 See Yu Shi, Robert Townsend, and Wu Zhu “Internal Capital Markets in Business Groups and the Propagation of
Credit Supply Shocks”, IMF Working Paper No. 19/111, 2019
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e We trace the controlling shareholders upwards until the domestic ultimate owner (DUO), which
is an independent firm with no other domestic controlling shareholders.?

e For each DUO, we find its direct and indirect subsidiaries (up to level 3) as pertaining to the

same business group.

7. A significant fraction of firms in both the construction and manufacturing sectors
control subsidiaries in other sectors, suggesting potential cross-sectoral spillovers. A large
fraction of financial-sector loans to NFCs are concentrated in the construction and manufacturing
sectors, from which detrimental defaults could occur if parent companies do not manage risks
effectively in intra-group markets. In addition, given that the construction and manufacturing
sectors are the most vulnerable to interest rate and profitability shocks (see paragraph 3), negative
shocks to these two sectors could spill over to other sectors through intra-group linkages and harm

the overall economy.

Malta: NFC Network through Business Groups
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Note: The color or each ribbon corresponds to the sector of the parent
company in each business group. The size of each sector is measured by

total asset value in sample.

8 According to Orbis BvD, a company is defined as DUO when no other domestic company holds more than
25 percent of its shares. A DUO could be different from its global ultimate owner (GUO), in which case the DUO
would have one controlling shareholder outside of Malta but not within.
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Annex VI. Debt Sustainability Analysis

Malta’s debt sustainability has been improving in recent years, thanks to prudent fiscal policy, strong
growth, and favorable financing conditions. Public debt is assessed to be sustainable and its dynamics
are robust to several adverse macroeconomic shocks. However, vulnerabilities may arise, particularly
from contingent liability risks. Malta’s external debt sustainability appears robust to various shocks.

Public Debt Sustainability

1. Malta’s public debt ratio has continued to decline. Gross public debt declined from

50.4 percent of GDP in 2017 to 45.6 percent of GDP in 2018, reflecting primary fiscal surpluses and
strong nominal GDP growth. In the baseline scenario, further decline is projected over the medium
term against the background of continued primary surpluses (partly supported by IIP proceeds),
strong economic activity, and reduced interest payment burdens amid favorable financing
conditions. Public debt is projected to decline to 28 percent of GDP in 2024. The share of short-term
public debt recently rose but from low levels (the stock of short-term debt stood around 5 percent
of GDP in 2018), leading to some increase in gross financing needs. The path of gross financing
needs is assumed to moderate over the projection horizon.

2. While declining, contingent liabilities remain significant. The stock of government
guarantees stood at 10 percent of GDP in 2017. Much of them are provided to non-financial state-
owned enterprises (SOEs) whose liabilities represented 15 percent of GDP in 2017. Other contingent
liabilities related to public-private partnerships account for about 1 percent of GDP.

3. Debt sustainability is resilient to most standard adverse macroeconomic shocks, while
it is more vulnerable to low growth.

e Growth shock: This scenario envisages a reduction of real GDP growth by 3.8 percentage
points per year over 2020-21 (equivalent to one standard deviation of growth over the past ten
years) and a 1 percentage-point drop in inflation (based on the GDP deflator) relative to the
baseline projection. Nominal interest rates increase by 43 and 88 basis points in 2019 and 2020,
respectively, reflecting higher risk premiums. Debt would peak at 46 percent of GDP in 2021,
about 9 percentage points higher than in the baseline, and would then decline to 36 percent of
GDP in 2024.

e Primary balance shock: A cumulative reduction of 1.8 percent of GDP in the primary balance
(equivalent to one standard deviation shock) in 2020-21, coupled with a 25 basis point increase
in the interest rate, would increase the debt ratio by about 2 percentage points relative to the
baseline over the medium term.

e Interest rate shock: A sustained increase of 200 basis points in spread throughout the projection
period would slow down the debt reduction modestly, by less than 1 percent of GDP by 2024.

¢ Real exchange rate shock: A 13 percent real exchange rate depreciation with pass-through to
the inflation rate is assumed in 2020. Given that public debt is almost entirely denominated in
local currency, this scenario would decelerate the debt reduction only negligibly.
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e Combined macro-fiscal shock: This scenario combines the four above-mentioned shocks. The
debt ratio would rise to 46 percent of GDP by 2021, 9 percentage points higher than the
baseline, falling thereafter to 37 percent of GDP in 2024.

4. Debt sustainability could be materially affected by some sources of fiscal vulnerability,
especially contingent liabilities.

» Financial contingent liability shock: The scenario analyzes the impact of a one-time increase in
non-interest expenditures equivalent to 10 percent of the size of the banking sector's assets,
coupled with slower real GDP growth (a one standard deviation reduction in the growth rate
over 2020-21), inflation decreasing by 0.25 percentage points for every one percentage point
reduction in growth, and interest rate spread rising by 0.25 basis points for every one percent of
GDP deterioration in the primary balance. While the revenue-to-GDP ratio is assumed to remain
the same as the baseline, the shock would deteriorate the primary balance to minus 26 percent
of GDP in 2020, largely reflecting the effect of bank assets. The debt ratio is projected to rise
sharply to around 70 percent of GDP in the near term. It would then decline to 63 percent of
GDP at the end of the projection horizon.

e Government guarantee shock: This scenario analyzes a contingency liability risk from SOEs and
other government guaranteed debt, by assuming a one-time increase in expenditures equivalent
to 50 percent of SOE liabilities. Additional shocks follow the same assumptions as for financial
contingent liability shock above, including slower growth, higher inflation and higher interest rate
spreads. With these shocks combined, the debt-to-GDP ratio would increase to 49 percent in
2020, about 10 percentage points higher than the baseline scenario. The debt ratio would resume
a declining trend afterwards, reaching 39 percent of GDP at the end of the projection period.

e lIP proceed shock: The sustainability of the debt without proceeds from the IIP is analyzed by
completely excluding such proceeds from non-interest revenues and assuming modest increases
in interest rate spreads. The pace of decline in the debt ratio would decelerate relative to the
baseline, but the debt ratio still declines to 31 percent of GDP at the end of the projection
horizon, 3 percentage points higher compared to the baseline.

External Debt Sustainability

5. Malta’s external position remains strong with large holdings of external assets. Gross
external debt was large at 740 percent of GDP in 2018, but this was more than covered by large
amount of external assets. On the back of current account surpluses, very large and positive NIIP
positions are projected to continue boosting external assets over the medium term. External debt
continues to largely represent stable intercompany lending and liabilities of offshore financial
institutions that have limited links to the domestic economy. Total net external debt was about
minus 179 percent of GDP at end-2018, and is projected to fall gradually over the medium term with
expected current account surpluses. Standard tests suggest that Malta's external position would be
robust to most adverse shocks.
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Malta: Public DSA Risk Assessment
Heat Map
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Source: IMF staff.

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

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

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

Lower and upper risk-assessment benchmarks are:

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

4/ Long-term bond spread over German bonds, an average over the last 3 months, 17-Sep-19 through 16-Dec-19.

5/ External financing requirement is defined as the sum of current account deficit, amortization of medium and long-term total external debt, and short-term total external
debt at the end of previous period.
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Malta: Public DSA - Realism of Baseline Assumptions
Forecast Track Record, versus surveillance countries
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Source : IMF Staff.

1/ Plotted distribution includes surveillance countries, percentile rank refers to all countries.

2/ Projections made in the spring WEO vintage of the preceding year.

3/ Malta has had a positive output gap for 3 consecutive years, 2016-2018. For Malta, t corresponds to 2019; for the distribution, t corresponds to the first year of the crisis.
4/ Data cover annual obervations from 1990 to 2011 for advanced and emerging economies with debt greater than 60 percent of GDP. Percent of sample on vertical axis.
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Malta: Public Sector Debt Sustainability Analysis (DSA)—Baseline Scenario

(in percent of GDP unless otherwise indicated)
Debt, Economic and Market Indicators "/

Actual Projections As of December 16, 2019
2008-2016 ¥ 2017 2018 2019 2020 2021 2022 2023 2024 Sovereign Spreads

Nominal gross public debt 64.5 504 456 428 398 369 337 309 277 EMBIG (bp)3/ 65
Public gross financing needs 20.5 58 103 14 4.5 4.1 35 22 2.7 5YCDS (bp) N/A
Net public debt 64.5 504 456 428 398 369 337 309 277
Real GDP growth (in percent) 43 6.5 73 44 4.0 37 34 33 3.2 Ratings Foreign Local
Inflation (GDP deflator, in percent) 2.4 2.5 2.1 23 2.4 2.1 2.2 22 2.1 Moody's A2 A2
Nominal GDP growth (in percent) 6.8 9.1 9.6 6.8 6.5 5.9 56 5.6 53 S&Ps A- A-
Effective interest rate (in percent) ¢/ 47 36 33 34 31 3.1 29 29 30 Fitch A+ A+

Contribution to Changes in Public Debt

Actual Projections
2008-2016 2017 2018 2019 2020 2021 2022 2023 2024 cumulative debt-stabilizing
Change in gross public sector debt -0.7 -52  -47 28 -30 -30 -31 -28 32 -179 primary
Identified debt-creating flows -19 -8.1 -6.3 -40  -37 31 -30 -29 26 -19.3 balance ¥
Primary deficit -0.7 -52  -34 26 23 -21 -20 -20 -19 -12.9 -0.7
Primary (noninterest) revenue and grant 38.7 393 385 387 381 376 373 371 37.0 225.8
Primary (noninterest) expenditure 38.1 341 35.1 362 358 356 353 350 350 2129
Automatic debt dynamics ¥ 12 28 29 15 14 <10 <10 09 -07 64
Interest rate/growth differential ¢ 12 28 29 15 14 <10 <10 09 -07 64
Of which: real interest rate 14 0.5 0.5 04 03 03 0.2 0.2 0.2 17
Of which: real GDP growth -26 -33  -34 -19 16 -14 -12 -10 -09 -8.0
Exchange rate depreciation ”/ 0.0 0.0 0.0
Other identified debt-creating flows 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Privatization receipts (negative) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Contingent liabilities 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
ESM and euro area loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Residual, including asset changes ¥ 1.1 29 16 12 07 01 -02 01 -06 14
8 5
Debt-Creating Flows projection —>

6 (in percent of GDP) :
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===(Change in gross public sector debt

Source: IMF staff.

1/ Public sector is defined as general government.

2/ Based on available data.

3/ Long-term bond spread over German bonds.

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

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

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

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

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

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

Composition of Public Debt

By Maturity By Currency
(in percent of GDP) (in percent of GDP)
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Alternative Scenarios

m——Baseline ~ rreeeeee Historical == == =Constant Primary Balance
Gross Nominal Public Debt Public Gross Financing Needs
(in percent of GDP) (in percent of GDP)
60 12
50 10
40 Net debt (in 8
percent of
GDP)
30 6
20 4
10 2
projection —> projection —>
0 0
2017 2018 2019 2020 2021 2022 2023 2024 2017 2018 2019 2020 2021 2022 2023 2024
Underlying Assumptions
(in percent)

Baseline Scenario 2019 2020 2021 2022 2023 2024 Historical Scenario 2019 2020 2021 2022 2023 2024
Real GDP growth 44 40 37 34 33 32 Real GDP growth 44 49 49 49 49 49
Inflation 23 24 2.1 22 22 2.1 Inflation 23 24 2.1 22 22 2.1
Primary Balance 26 23 2.1 20 20 19 Primary Balance 26 15 15 15 15 15
Effective interest rate 34 31 31 29 29 30 Effective interest rate 34 31 33 31 32 34

C Primary Bal. S
Real GDP growth 44 40 37 34 33 32
Inflation 23 24 21 22 22 2.1
Primary Balance 26 26 26 26 26 2.6
Effective interest rate 34 3.1 3.1 29 29 30

Source: IMF staff.
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m———— Baseline
Real GDP Growth Shock
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Malta: Public DSA—Stress Tests

Macro-Fiscal Stress Tests
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2019 2020 2021 2022 2023 2024 2019 2020 2021 2022 2023 2024 2019 2020 2021 2022 2023 2024
Underlying Assumptions
(in percent)

Primary Balance Shock 2019 2020 2021 2022 2023 2024 Real GDP Growth Shock 2019 2020 2021 2022 2023 2024
Real GDP growth 44 4.0 37 34 33 32 Real GDP growth 44 02 -0.1 34 33 32
Inflation 23 24 21 22 22 21 Inflation 23 14 12 22 22 2.1
Primary balance 26 14 12 20 20 19 Primary balance 26 06 -15 20 20 19
Effective interest rate 34 3.1 3.1 29 29 3.0 Effective interest rate 34 31 31 29 29 3.1

Real Interest Rate Shock Real Exchange Rate Shock
Real GDP growth 44 4.0 37 34 33 32 Real GDP growth 44 40 37 34 33 32
Inflation 23 24 2.1 22 22 2.1 Inflation 23 28 2.1 22 22 21
Primary balance 26 23 2.1 20 20 19 Primary balance 26 23 2.1 20 20 19
Effective interest rate 34 3.1 34 33 34 36 Effective interest rate 34 3.1 3.1 29 29 30

Combined Shock Contingent Liability Shock
Real GDP growth 44 0.2 -0.1 34 33 32 Real GDP growth 44 02 -0.1 34 33 32
Inflation 23 14 12 22 22 2.1 Inflation 23 14 12 22 22 2.1
Primary balance 26 0.6 -15 20 20 19 Primary balance 26 -26.3 21 20 20 19
Effective interest rate 34 3.1 34 33 35 37 Effective interest rate 34 35 58 44 45 46

Source: IMF staff.
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Malta: External Debt Sustainability: Bound Tests '/ %/
(Net external debt in percent of GDP)

Baseline and historical scenarios
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Sources: International Monetary Fund, Country desk data, and staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks. Figures
in the boxes represent average projections for the respective variables in the baseline and scenario being
presented. Ten-year historical average for the variable is also shown.

2/ For historical scenarios, the historical averages are calculated over the ten-year period, and the information is
used to project debt dynamics five years ahead.

3/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current account balance.
4/ One-time real depreciation of 30 percent occurs in 2017.
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Malta: External Debt Sustainability Framework, 2014-2024
(Net external debt, in percent of GDP unless otherwise indicated)

Actual Projections
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Baseline: External debt -300.2 -237.1 -2142 -207.9 -179.3 -181.5 -179.6 -181.2 -183.3 -1854 -187.6
Change in external debt 749 63.1 229 6.2 28.6 -2.2 1.9 -1.6 -2.1 -2.2 -2.2
Identified external debt-creating flows (4+8+9) -53.2 -63.9 -32.0 19.8 5.4 -18.4 -15.0 -14.7 -14.7 -14.4 -14.0
Current account deficit, excluding interest payments 0.7 38 13 -6.0 -5.5 -3.7 -2.1 -1.4 -1.2 -1.0 -0.7
Deficit in balance of goods and services -11.9 97 -138 213 -20.7 -198  -190 -192 -196 -200 -204
Exports 1479 1542 1520 149.7 1441 139.8 1333 1309 1291 1274 1259
Imports 136.0 1445 1382 1284 1234 1199 1143 1117 1095 1074 1055
Net non-debt creating capital inflows (negative) -82.6 -43.7 -43.8 8.4 -10.8 -17.8 -14.8 -14.3 -13.9 -13.6 -13.3
Automatic debt dynamics 1/ 288  -24.1 10.6 174 21.6 3.1 19 1.0 0.4 0.3 0.1
Contribution from nominal interest rate -9.4 -6.6 -5.1 -4.5 -4.9 -4.7 -5.0 -5.2 -5.3 -5.4 -5.5
Contribution from real GDP growth 29.6 345 129 124 133 7.8 6.9 6.2 5.7 5.6 5.5
Contribution from price and exchange rate changes 2/ 86 -519 2.8 9.4 133
Residual, incl. change in gross foreign assets (2-3) 3/ 1280 1270 549  -135 23.2 16.3 17.0 13.1 12.6 122 11.8
External debt-to-exports ratio (in percent) -203.0 -153.7 -1409 -1389 -1245 -129.9 -134.7 -1384 -1419 -1455 -149.0
Gross external financing need (in billions of US dollars) 4/ 7.7 17.9 15.0 54 -3.6 -5.1 -5.3 -5.8 -6.3 -6.8 -7.2
in percent of GDP 680 1678 131.0 427 -247 10-Year 10-Year -346  -338  -344 -350 -355  -36.0
Scenario with key variables at their historical averages 5/ -181.5 -218.6 -259.9 -300.2 -339.8 -378.9

Historical ~ Standard

Key Macroeconomic Assumptions Underlying Baseline Average Deviation
Real GDP growth (in percent) 8.8 10.9 5.8 6.5 73 4.9 38 4.4 4.0 37 34 33 32
GDP deflator in US dollars (change in percent) 23 -14.8 1.2 4.6 6.8 0.3 6.8 -3.0 24 3.1 29 2.7 2.7
Nominal external interest rate (in percent) 2.8 2.1 23 2.3 2.7 29 0.9 2.7 29 3.1 3.1 31 3.1
Growth of exports (US dollar terms, in percent) 49 -14 5.5 9.7 103 59 49 -1.8 1.6 5.0 4.9 4.7 4.6
Growth of imports (US dollar terms, in percent) 0.5 0.4 24 35 10.1 133 26.4 -1.6 1.5 4.5 4.3 4.0 4.0
Current account balance, excluding interest payments -0.7 -3.8 -1.3 6.0 5.5 -7.0 9.5 37 2.1 14 12 1.0 0.7
Net non-debt creating capital inflows 82.6 437 43.8 -84 10.8 61.0 41.0 17.8 14.8 143 13.9 13.6 133

Debt-stabilizing
non-interest
current account 6/
-8.4

-52.5

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

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

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

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

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

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

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

N FUND RELATIONS

(As of January 31, 2020)

Membership Status
Joined: September 11, 1968; Article VIII

General Resources Account SDR Million Percent Quota
Quota 168.30 100.00
Fund holdings of currency 139.68 81.21
Reserve Tranche Position 31.65 18.81
SDR Department SDR Million  Percent Allocation
Net cumulative allocation 95.40 100.00
Holdings 87.48 91.70

Outstanding Purchases and Loans
None

Financial Arrangements
None

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

Forthcoming

2020 2021 2022 2023 2024
Principal
Charges/Interest 0.06 0.06 0.06 0.06 0.06
Total 0.06 0.06 0.06 0.06 0.06

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

Exchange Rate Arrangement

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

Malta is on the standard 12-month consultation cycle. The previous consultation discussions took
place during January 7-16, 2019, and the staff report (Country Report No.19/68) was brought for the
Executive Board's consideration. The Article IV Consultation with Malta was concluded on

February 22, 2019.

Technical Assistance

Date Department Subject

September 2018-

January 2019 MCM FSAP missions

September 2018 FAD Fiscal Transparency

April 2015 FAD Revenue Administration

November 2014 FAD Revenue Administration

March 2014 FAD Strengthening Public Financial
Management

May 2013 STA Balance of Payments

April 2009 STA SDDS subscription finalization

November 2006 STA Producer price index/SDDS
preparations

April and Expert visits

December 2007

June 2005 STA ROSC Data Module

October 2002— MFD FSAP missions (joint with World

January 2003 Bank)

March 2001 STA Money and banking statistics

February 1999 MAE Monetary operations and liquidity

Forecasting

Resident Representative
None
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MALTA

I STATISTICAL ISSUES

(As of February 27, 2020)

I. Assessment of Data Adequacy for Surveillance

General: Data provision is adequate for surveillance purposes. Significant progress in improving
macroeconomic statistics has been made in close cooperation with the European Central Bank
(ECB) and Eurostat while upgrading statistical systems to meet the euro area standards. Most
macroeconomic statistics can now be accessed through Eurostat and Haver Analytics.

National Accounts: In September 2014, Malta together with all other EU Member States
introduced the European System of Accounts 2010 and performed a benchmark revision for
reference years 1995 to 2014:Q2. Data on retail and consumer prices, labor market indicators, and
tourism arrivals are released monthly, usually with a short lag. These data are available through
Eurostat and Haver Analytics as well as via the Internet at the Central Bank of Malta (CBM) and the
National Statistical Office (NSO) websites. The NSO releases quarterly national accounts data in
current and constant prices with a lag of about two months, annual nonfinancial sectoral accounts
in current prices with a lag of about 10 months, and a monthly index of industrial production with
a lag of just over a month. However, national accounts data have been subject to substantial
revisions, often affecting several years. The reasons for revisions include large statistical
discrepancies (captured under changes in inventory stocks), particularly on the first release

and revisions of deflators. Furthermore, supply-side GDP estimates by type of economic activity
are only available at current prices and compilation of volume measures is currently progressing.
Volume estimates of expenditure GDP are obtained using annual-chain linking with 2010 as the
reference year. National accounts imports and exports data are not disaggregated into goods and
services. Annual financial balance sheets and transactions by sectors are published on the Eurostat
website. However, data on household savings are not available.

Price Statistics: Data on retail and consumer prices are released monthly, usually with a short lag.
A harmonized index of consumer prices has been published since May 2004. These data are
available through Eurostat and Haver Analytics and via the Internet at the Central Bank of Malta
(CBM) and the National Statistical Office (NSO) websites. Malta also publishes a quarterly
residential property price index and a monthly industrial producer price index (PPI) with base year
2015. The PPI does not currently cover services activities.

Government finance statistics: Fiscal statistics meet requirements, with quarterly accrual-based
data on general government operations compiled in accordance with the ESA2070 methodology
and disseminated with a one-quarter lag. The general government comprises data from the
consolidated fund of government adjusted to include other accounts of government, the accruals
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elements, and the financial performance of the Extra Budgetary Units and of the Local Councils.
The NSO also publishes monthly statistics on the cash operations of the central government with
a lag of one month, for which the authorities plan to utilize the targeted timeliness flexibility
option in light of additional time required for the final month of the fiscal year.

Monetary and Financial Statistics: Monetary statistics are timely and of good quality. Since the
entry into the euro area in January 2008, monetary data for IMF statistical publications on central
bank and other depository corporations balance sheet have been obtained through a gateway
arrangement with the ECB.

Malta reports data on several series and indicators of the Financial Access Survey (FAS), including
gender disaggregated data on the use of financial services and the two indicators (commercial
bank branches per 100,000 adults and ATMs per 100,000 adults) adopted by the UN to monitor
Target 8.10 of the Sustainable Development Goals (SDGs).

Financial Sector Surveillance: Malta has reported Financial Soundness Indicators beginning from
2005 up to 2019:Q3 along with metadata, which are available on the IMF's website
(http://data.imf.org/).

External sector statistics: BOP and IIP data are released quarterly, with a lag of about three
months. Summary trade statistics are released monthly with a lag of about 40 days. The CBM
publishes the external debt templates in line with requirements of the SDDS, including both gross
and net external debt. In line with the European regulation, Malta has transitioned to BPM6 and
has revised the BOP and IIP estimates back to 2004 and 2008, respectively. In line with the BPM6
requirements, the new data include estimates for the SPEs and other coverage improvements,
affecting in particular the primary incomes and the financial account (direct and portfolio
investments), as well as position data (IIP). The BPM6 implementation and data back casting
entailed a series of data revisions recently.

Il. Data Standards and Quality

The country has subscribed to the SDDS since | A data ROSC was published in August 2006.
December 1, 2009, with the metadata posted
on the IMF's Dissemination Standards Bulletin
Board.
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Malta: Table of Common Indicators Required for Surveillance
(As of February 27, 2020)

Date of latest observation Date received | Frequency | Frequency | Frequency
of Data”/ of of
Reporting” | Publication”

Exchange Rates Current Current D D D

International Reserve Assets and Dec 2019 Feb 2020 M M M
Reserve Liabilities of the Monetary
Authorities V/

Central Bank Balance Sheet Dec 2019 Feb 2020 M M M
Consolidated Balance Sheet of the Dec 2019 Feb 2020 M M M
Banking System

Interest Rates %/ Dec 2019 Feb 2020 M M M
Consumer Price Index Dec 2019 Jan 2020 M M M
Revenue, Expenditure, Balance and 2019Q3 Jan 2020 Q Q Q

Composition of Financing ¥ -
General Government ¥

Revenue, Expenditure, Balance and 2019Q3 Jan 2020 M M M
Composition of Financing -
Central Government

Stocks of General Government and Sep 2018 Jan 2019 Q Q Q
General Government-Guaranteed

Debt >/

External Current Account Balance Sep 2019 Jan 2019 Q Q Q
Exports and Imports of Goods and Sep 2019 Jan 2019 Q Q Q
Services

GDP/GNP Sep 2019 Feb 2020 Q Q Q
Gross External Debt Sep 2018 Dec 2018 Q Q

International Investment Position ¢ Sep 2019 Jan 2019 Q Q A

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

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

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

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

5/ Including currency and maturity composition.

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

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