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BOX 4: STRUCTURAL CHANGES IN THE MALTESE ECONOMY"

Since the global recession that took hold around the first decade of this century, Malta registered a
more favourable economic performance than most of the other euro area states. It is difficult to rec-
oncile Malta’s relatively high rate of economic growth with the openness of a small economy facing
a hostile external environment. However, this could partly be explained by the pronounced structural
changes that occurred in the Maltese economy in the years preceding the crisis, which, although a
continuation of the trends observed in the decades since Independence in the mid-1960s, gave a
new impetus to the economy. In fact, they appear to have led to significant divergences from past
macroeconomic behaviour.

The impact of structural changes on the Maltese economy is harder to discern due to the lack of con-
sistent macroeconomic time series extending to the years before 1995, when the European System
of Accounts 1995 was adopted by the NSO.2 Yet another major change in Malta’s macroeconomic
statistics was made in 2014, with the adoption of the European System of Accounts 2010.2 While
recognising the fundamental differences between pre- and post-European System of Accounts data,
this box utilises both to create a longer time series.*
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' Prepared by Aaron G. Grech and Sandra Zerafa. Dr Grech is the Head of the Modelling and Research Department at the Central
Bank of Malta. Ms Zerafa is a Senior Research Economist in the same department. Any errors, as well as the views expressed in
this article, are the authors’ sole responsibility. The data for the euro area used here are mostly from the Area Wide Model Database,
http://www.eabcn.org/area-wide-model, the World Development Indicators Database, http://data.worldbank.org/data-catalog/world-
development-indicators or the Eurostat website, http://ec.europa.eu/eurostat. Data for Malta pre-1995 can be found on the Central
Bank of Malta’s website, http://www.centralbankmalta.org/real-economy-indicators and in Grech A. G., “Assessing Employment in
Malta”, available at http://www.centralbankmalta.org/en/working-papers-pre2013. Post-1995 data are Eurostat data.

2 For a description of these changes see Grech, A. G. and Pace, C., “The Adoption of the European System of Accounts 1995
Framework in the National Accounts of Malta”, Quarterly Review 2004:2, pp. 55-67.

3 For a description of these changes see Pace Ross M., Bonello J. and Dimech V., “A New National Accounts Framework”,
Quarterly Review 2014:3, pp. 82-90.

4 Pre-1995 national accounts data are created by splicing series using previous growth rates. Unemployment data pre-2000 are
from Grech, A. G. “Estimating the Output Gap for the Maltese Economy”, MPRA Paper 33663, 2004.

5 These estimates are from the latest Penn World Tables available at http://www.rug.nl/research/ggdc/data/pwt/pwt-8.0 and Eurostat.
6 Use of the term “euro area” in the 1980s and 1990s refers to the 18 European Union countries that made up the euro area as
at the end of 2014.
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between 1988 and 1995 but slowed down in the second half of the 1990s, although at 4.7% was
still higher than in the euro area. The first half of the 2000s marked a significant change of pace in
Malta, as economic restructuring ahead of accession to the European Union in 2004 led to a marked
slowdown in growth. While the liberalisation of markets and the removal of state aid and subsidies
affected traditionally protected sectors, this period also saw the Maltese economy, in particular the
electronics industry and the tourism sector, adversely hit by the substantial weakening of global
demand, which had followed the bursting of the information technology stock bubble and the after-
math of the September 11 attacks on the United States.

Despite the great recession, Malta’s economic outturn remained relatively buoyant, and the gap
between Maltese and euro area GDP growth rates started to diverge significantly. While in part this
reflects the weak performance of the euro area as a whole, it provides evidence that Malta’s potential
output is picking up strongly and is no longer following the modest path observed since the early 1990s.

To understand the dynamics behind these developments, one can analyse the great ratios and
net export shares of the Maltese economy and the euro area economy as a whole.” These confirm
that, as expected, the Maltese economy is rather more volatile than the euro area average (see
Chart 2). In more detail, with a few exceptions, the sum of private and government consumption
has been higher in Malta. In particular, during the 1990s, private consumption was buoyed by ris-
ing house prices and the easing of liquidity constraints following the liberalisation of the financial
sector.® However, in recent years the consumption-to-output ratio has declined and converged with
the euro area average. On the other hand, while up to the 2000s the investment ratio in Malta had
exceeded the euro area’s, during the 2001-04 period it significantly declined.® This continued after
the great recession.

The main medium-term difference between the Maltese and the euro area economies appears to
be the development of the share of net exports of goods and services in GDP. While Malta had
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GDP in the early 1980s, the
euro area has always been
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Chart 3 helps explain why
this turnaround occurred.
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Of agricultural OUtpUt in the SNA spliced data, post-1995 Eurostat ESA 2010.

7 The great ratios referred to in this section are the consumption-to-output and investment-to-output ratios.

8 Cassar, J. & Cordina, G., “Consumption Expenditure in Malta: Behavioural Trends During the 1990s”, Review, No 23 Bank of
Valletta, Spring 2001.

¢ Note, however, that the large decline reported for 2002 was a statistical effect of the national airline selling and leasing back
its aircraft, rather than an actual decline in investment.
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however, the growth rate of

value added in the manu-

facturing sector started to decelerate: in fact, the value added in the period 2006—13 was just 7.1%
higher than in the 2000-05 period, as against a growth rate of 10.3% in the euro area in the same
comparative periods. Reflecting this slower rate of growth, the share of industry in total value added
declined to around 20% during the period from 2006 to 2013, while it largely held up in the euro area,
at around 25%.

In contrast, growth in the services sector in Malta surged ahead. Liberalisation measures, the higher
availability of better educated labour resources and a targeted strategy to attract foreign direct invest-
ment opened up new service sectors. Besides the traditional areas of tourism, education, health,
retailing and banking activities, the services industry expanded to include higher value added activi-
ties generated by the financial services sector, specialised forms of tourism — like language schools
and dive centres — maritime activity, professional services, back-office administration, information
technology and gaming. Thus, over the 2006—13 period, the share of services in total output rose
from 75.0% to 81.0% in 2013. In contrast, in 2013 the sector constituted less than 74% of total activ-
ity in the euro area, just 2 percentage points higher than in 2006. While the latter had an external
services surplus of 1.3% of GDP in 2013, up from 0.5% in 2006, Malta had an 18.8% surplus, up from
13.8% of GDP seven years earlier.

The broader impact of these structural changes

Using an index of ULCs to track Malta’s competitiveness, Chart 4 shows that after largely following
a similar path to the euro area over the 25 years to 2013, Malta’s ULCs have been rising at a much
faster rate since 2006."° Thus, in 2013 Malta’s ULC index and the euro area’s as a whole diverged
by 17.0%. This development appears to be inconsistent since the relative loss in competition has
occurred exactly at the same time that Malta’s external position has considerably strengthened, as a
result becoming a net exporter in recent years.

The significant shift towards services may be a key explanation for this. For instance, while value
added in manufacturing increased by just 9.0% between 2006 and 2013, employment in the sector
fell by 14.0%. In contrast, in two sub-sectors of services, namely, professional services and infor-
mation & communication services, GVA grew much more rapidly, rising by 75.1% between 2006
and 2013, while employment increased by 47.0%. As a result, while GVA in these two sub-sectors

10 ULCs measure the cost of labour compensation per unit of GVA produced. Typically, rising ULCs, particularly if increasing
more than competitor countries, are seen as a worrying signal of a loss of competitiveness.
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puterisation, remain depen-

dent on a higher level of

labour input. The rapid expansion of services in Malta and their higher contribution to GDP therefore
have tended to raise ULCs for the Maltese economy as a whole.

An increase in a country’s ULCs relative to those of its trading partner countries is likely to be reflect-
ed in a higher rate of inflation. However, as can be seen from Chart 5, in the case of Malta there
is no evidence of this. In fact, in contrast with developments in ULCs vis-a-vis its euro area trading
partners, retail price movements in Malta have been contained, and in fact the local rate of inflation
has tended to converge with the euro area’s over the past couple of years.

In the early 1980s, Malta’s rate of inflation was higher than in the euro area, but wage and price con-
trols, coupled with a sharp recession, resulted in a short bout of deflation. In the 1990s inflation picked
up in the wake of a 10.0% devaluation of the Maltese currency in 1992 that was triggered by the
crisis in the European Exchange Rate Mechanism. The introduction of wage indexation at the same
time may have resulted in
the anchoring of inflation to

a slightly higher rate than Chart 5

INFLATION RATE
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practically no divergence Sources: EA — HICP — New Area Wide Model Database; Malta — RPI.
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between Malta’s retail price Chart 6
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Whereas inflation has con- 0
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high and even exceeded the
euro area’s. The economic
growth of the late 1980s,
together with a sharp rise in
public employment, helped reduce Malta’s unemployment rate to well below the level in the euro
area. The divergence continued to widen in the 1990s, but narrowed significantly in the early 2000s
as the unemployment rate in Malta rose in response to the restructuring of the Maltese economy that
was taking place ahead of EU accession. In the aftermath of the great recession, unemployment
across most of the euro area increased sharply. In contrast, the Maltese labour market remained
resilient, with the unemployment rate declining even though labour participation rates rose sharply."
While government assistance to manufacturing and tourism helped to cushion the labour market from
the effects of the recession, the diversification to service activities helped to strengthen the economy,
notwithstanding the adverse economic and financial conditions surrounding it. The sectors that raised
the demand for labour were the new service sectors, which, due to their very nature, were able to
offer flexible conditions that attracted new entrants into the labour market.'? In fact, participation rates
increased from 57.9% of the labour force in 2006 to 65.0% in 2013.

Malta —Euro area

Sources: EA — New Area Wide Model Database; Malta — pre-2000 Grech (2004), post-2000 Eurostat.

Conclusion

The structural changes in the Maltese economy are leading to a higher utilisation of labour resources
and to a much improved position on the external account. Despite the investment ratio remaining well
below its historical average, potential output growth appears to be rising again and the inflation differ-
ential with the euro area has virtually disappeared, while the rate of economic growth has persistently
exceeded the euro area’s as a whole. For this benign scenario to continue, policymakers need to
buttress their policies to improve labour skills and encourage more participation in the labour market,
while supporting growth and competition across all sectors of the economy.

" See Micallef, B. “Labour Market Resilience in Malta”, Quarterly Review 2013:1, pp. 41-46.
2 For example, administrative records suggest that the number of persons employed in “gambling and betting activities” has
been growing by an annual average rate of 14.7% since 2009.
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