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SPECIAL FEATURE 1: ASSESSING CYCLICAL RISKS IN MALTA
1. Introduction

Systemic risk is the serious failure of the entire financial system or a part thereof, with adverse effects on
economic development. Conceptually, systemic risks could be seen as encompassing two types of sources
of risk, namely cyclical and structural (Hodula et al., 2021). The structural component is related to the buildup of financial fragilities, potentially amplifying adverse economic shocks and impair the proper functioning
of the financial system. The cyclical component of systemic risk, on which this Special Feature focuses,
is related to the dynamic evolution of the financial cycle, capturing potential macro-financial imbalances.
Academic literature suggests that cyclical risks start building up well before a financial crisis. In an expanding phase of the financial cycle, against a backdrop of lax financial conditions, credit growth and prices of
financial assets and property rise sharply. In turn, the elevated asset prices increase the value of collateral
and thus the amount of credit the private sector can obtain, until the situation becomes unsustainable, possibly resulting in a crisis. Structural and cyclical risks are not independent of each other, and the nature of
their interaction may change over the course of the financial cycle, with the levels of structural risk possibly
impacting the degree of cyclical and credit risk materialization (Hodula et al., 2021).
Prior to the pandemic, cyclical risk was rising, leading to 13 European countries to activate a positive CCyB
rate in view of the increased vulnerabilities in the household and corporate sectors and the property market.1
With the onset of the pandemic in early 2020, several countries released buffers to provide banks with additional capital headroom and support their lending activities.2 As economies started to recover in 2021, credit
growth accelerated, private sector indebtedness rose further, coupled with strong activity in the real estate
market. This triggered once again fears of build-up of cyclical risks, with a few countries setting higher positive
buffer rates, some re-introducing the buffer while others setting it for the first time in their history.3 However,
other countries have maintained the rate at 0% after decreasing it during the pandemic or are yet to introduce
one. The Russia-Ukraine war has heightened uncertainty, caused severe supply chain disruptions, and intensified inflationary pressures. Such developments forced some central banks to tighten their monetary policy
stance. The latter could impact economic and credit growth prospects, thus countering the need for capital
buffers targeting cyclical risks.
The Central Bank of Malta monitors cyclical risks and publishes its quarterly analysis on its website. However, recent post-pandemic developments highlight the importance of a deeper understanding and analysis
of drivers of cyclical risks in Malta, particularly due to the possible transitory effects also stemming from the
COVID-policy response. As a result, this Special Feature looks at historic trends of the major sources of systemic risks in Malta and presents an
analysis of the headline and addiChart 1
tional indicators most relevant for
HODRICK-PRESCOTT FILTER (LAMBDA = 400,000) APPLIED TO THE
Malta grouped into three stretches.
CREDIT-TO-GDP RATIO
(per cent; percentage points)

2. Cyclical Risk Indicators
2.1 The headline indicator – the
credit-to-GDP gap

The credit-to-GDP gap is widely
used as an early warning indicator for a banking crisis (Borio and
Lowe, 2002) while policymakers
use it as a guide to activate the
CCyB. As at the end of 2021, the
bank credit-to-GDP gap in Malta
remained in negative territory,
standing at -5.35 percentage points
(see Chart 1).4 This however has
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narrowed significantly since 2016 to bottom out at -3.9 percentage points in the last quarter of 2020, with
the drop in part hastened by the pandemic-induced decline in GDP.
However, this measure was criticised by several academics especially due to the use of the HP filter for the
calculation of the trend which can change significantly as more data is made available (end-point bias). Furthermore, structural breaks can also affect the calculation of the trend. As highlighted by Grech (2015), the
credit market in Malta has changed radically over the last decades. While in the 1970s and 1980s, most bank
credit was channelled to firms, the financial liberalisation of the 1990’s led to an expansion in bank credit,
mostly in the form of mortgages, possibly contributing to the increase in house prices. The three years prior
to EU accession also contributed to structural changes in the economy where house prices grew on average by 14% per annum. Furthermore, the economy’s orientation towards service activities became more
pronounced, while the importance of manufacturing continued to shrink, possibly also shaping the demand
for corporate bank credit going forward. All these factors, make the use of the HP filter to extract gaps from
Maltese credit data even more problematic.
In addition, the assessment of cyclical systemic risks was also recently impacted by transitory elements,
with governments and authorities introducing measures to support the economy during the pandemic. Such
transitory elements may lead to a misinterpretation of the extent of cyclical risk, and thus would need to be
further analysed when looking into the additional metrics.
The analysis proceeds by looking into three stretches: the households’ stretch, the NFCs’ stretch and
property market stretch, where indicators within each stretch are standardised and compared with their
historic trend since June 2009. Indicators within each stretch are then aggregated to arrive to an overall
score.5

2.2 The households’ stretch

Potential vulnerabilities in the household sector were analysed using four metrics namely growth in outstanding loans, and debt metrics such as household debt as a share of GDP, financial assets, and disposable income.
As can be seen in Chart 2, increasing risks were experienced soon after the great financial crisis, up until
2011 after which the overall household stretch score started to decline. In 2015, the score turned negative
suggesting lower risks, as both credit and debt metrics declined. Such trend persisted until the first half of
2020, following which, both credit and debt picked up momentum.
Mortgages grew at double digit
rates until prior to the financial crisis but decelerated to 6.2% in 2013
with growth subsequently fluctuating between 6% and 11%. By end
2019, mortgages were growing
by about 10.3%, but with the pandemic, growth slowed down reflecting the effect of social distancing
measures which prevented physical viewings of properties. However, the prompt policy response
and the tax reflief scheme aided the
recovery in the property market with
growth in mortgages surpassing
pre-pandemic figures and the longterm average of 8.5% since June
2009 to reach 10.8% by the end
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of 2021 (see Chart 3). Such strong
lending dynamics have affected the
structure of the banks’ resident loan
portfolio, with the share of mortgages soaring from around a quarter in 2004, to just over half by end
2021.6 Recent developments are
deemed to be transitory, owing in
part to the front loading of the decision by buyers and sellers to buy/
sell their property to take advantage
of such scheme. This front loading
will persist in the data as parties
eligible for tax benefits have till end
September 2022 to sign the final
deed for those promises of sales
signed by end 2021. Furthermore,
the impact of the scheme on mortgage lending is clearly visible by
assessing new loans where these
declined briefly in the first quarter
of 2020 to increase significantly
thereafter. Towards the end of 2021
the amount of new loans granted
decreased indicating a possible
slowdown in mortgages (see Chart
4). This is corroborated with off balance sheet commitments of banks
which also slowed down during
the initial stages of the pandemic
to later resume their upward trend
in early 2021 with a slight drop
towards the end of the year.
Just
before
the
COVID-19
pandemic, household debt rose on
average by 6.1% annually between
2009 and 2019, albeit at a slower
rate than GDP, resulting in the
household debt-to-GDP ratio to
drop from 59.0% in 2009 to 47.7% in
2019 (see Chart 5). Subsequently,
as GDP contracted in 2020, the
share increased to 54.1% while
household debt increased at a
slower pace of 5.6%. Accounting
for the decline in economic activity
by keeping GDP constant at the
March 2020 level, the score for
the overall household stretch
would have risen at a slower pace
with the household debt-to-GDP
ratio standing just below 50%.7 In
2021, household debt resumed
CENTRAL BANK OF MALTA
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Chart 5
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momentum, up by 8.6%, but since
Chart 6
HOUSEHOLD DEBT (LOANS) TO FINANCIAL ASSETS AND
GDP recovered strongly, the
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reach 87.2%, while household
debt-to-financial assets rose to
21.6% (see Chart 6). Such levels remained below the levels reported in and before 2015, but should the
increasing trend persist, risks to the household sector could be amplified, negatively impacting households’
debt servicing capabilities, especially for the more highly-indebted cohort, particularly in a scenario of rising
interest rates. To some extent the latter is mitigated given the stressed debt servicing rates inbuilt in the
BBMs.8
Going forward, the Bank expects mortgage growth to slow down somewhat at least until 2024, also in view
to the potential rise in interest rates.

2.3 The non-financial corporations’ stretch

As seen in Chart 7, the NFC risk score followed a downward trend since the global financial crises. The score
remained generally in positive territory up until 2015 to turn negative thereafter. Unlike the household sector,
recent developments point to further weakening. Between 2015 and 2017, both the credit and debt indicators
contributed towards lowering NFC
risks as credit to NFCs declined
whilst debt indicators embarked
Chart 7
on a downward trend. Despite the
NFCs' SECTOR STRETCH
(z-score)
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for both new and outstanding NFC
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credit turned positive in 2018, with
Chart 8
NFC LEVERAGE ̶ NFC CONSOLIDATED DEBT-TO-ASSETS RATIO
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just 0.3% as at end 2021. Furthermore, had the scheme not been in
place, NFC credit would have contracted. Accounting for this scheme and the decline in GDP, the aggregate
score would have been lower in 2021. These trends are corroborated by new NFC loans granted as well
as off-balance sheet commitments to extend credit to NFCs, both of which embarked on a declining trend.
Historically, consolidated NFC debt, accounted for a significant share of outstanding debt, standing at around
56% in 2009. Although the level of consolidated debt did increase across the years, the largest rise was due
to higher trade credit and intracompany debt. This may have policy implications going forward, as macroprudential measures such as the CCyB do not specifically target trade credit and intracompany debt. Since the
latter two are the most common funding sources for NFC, such measures may prove to be ineffective if the
need arises to implement them.
As the economy was growing at a fast pace, companies sought to finance their operations and capital
expenditures from internal funds rather than through bank loans10 (see Chart 9). As a result, the share of
consolidated NFC debt on overall NFC debt – which includes trade credit – fell to 34.5% as at end 2021.
Meanwhile intracompany funding became the most important funding source, accounting for 36.1% of total
debt (2009: 22.5%), while trade
credit grew to represent 29.4%
(2009: 21.1%). From 2009 to just
Chart 9
before the pandemic, NFC debt
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well below historic trend.
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As can be seen in Chart 10, the
risk score hovered below average
between 2010 and 2016 primarily driven by the price-to-per capita income as well as the Central
Bank’s house price misalignment
index which indicated that property
prices were below their fundamental level (see Charts 11 and 12).
Since 2017, the aggregate stretch
score turned positive, peaking in
2019 largely on the back of rising property prices. However, just
before the onset of the pandemic,
property prices started to decelerate, picking up momentum during
the pandemic, ending 2020 with
a growth of just 1.6% (see Chart
13). Such developments contributed to a slight drop in the overall
score, yet remained in positive territory. Subsequently, property prices
recovered as demand picked up
supported by tax incentives. Chart
10 highlights that the higher relative
growth in house prices coupled with
upticks in the misalignment index
and the price-to-per capita income,
are all contributing to potential vulnerabilities in the real estate market, standing at around 0.5 standard deviations, which however
may come under further pressure

Chart 10
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should economic growth prospects
deteriorate going forward.

3. Concluding Remarks

Chart 13
PROPERTY PRICES
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The assessment of indicators complementing the standard credit-to-GDP partially indicate a possible buildup in cyclical risks locally. These are found to be driven by the household and property stretches as otherwise
the NFC sector’s score remained in negative territory. This highlights the diverging trends being reported
across the three main stretches assessed. Any decision to activate measures to counter any identified risk
also depends on whether the current trends persist once the transitory elements driven by the pandemic
fade away. Indeed, resident NFC lending has already weakened after the slight pick-up driven by the MDB
CGS. NFC debt measures, both as a share of GDP as well as in relation to their assets, declined throughout
the years, indicating that the NFC sector does not seem to be propagating any cyclical risks. On the other
hand, the pandemic left its mark on the property market as valuation metrics stand above their long-term
average, as well as the household sector, with mortgages resuming strong growth momentum after a short
lull in the initial period of the pandemic. Such lending dynamics have contributed to higher household indebtedness. As fiscal incentives expire, a slowdown in mortgage lending is expected to materialize, which to
some extent could already be detected in both the extent of new mortgage loans granted as well as in the
number of promises of sale agreements, which fell in the first four months of 2022 compared to the same
period in 2021. However, should the current growth rates be sustained, cyclical risks as measures by the the
household and property market stretches could increase further. Furthermore, given an already overheating
credit cycle, persistent growth rates would likely contribute to the materialization of risks, possibly even if
such dynamics occur at a somewhat lower than average trend growth. Persistent elevated growth contributes also towards heightened structural vulnerabilities in terms of concentration risks, as mortgages and
other property-related loans would continue to dominate the banks’ resident lending book.
Against this backdrop, taming the cycle in the upswing can prove very challenging for macroprudential
policy, especially in the context of the recent gradual phasing out of expansionary monetary policy and the
diverging growth trends in some sectors. Furthermore, care should be taken not to jeopardise credit growth
going forward, especially in areas where credit growth is anaemic, such as in the case of NFC lending, or
which could be currently affected by transitory factors related to the pandemic and temporary fiscal measures. As discussed in this Special Feature, the sources of NFC vulnerabilities are currently emanating from
aspects of corporate funding that are not ideally addressed through capital-based macroprudential policies.
This also in the light of the significant rise in geopolitical tensions, particularly with the war in Ukraine, which
are derailing economic recovery. As a result, these elements impact not only the timing of when measures
should be implemented, but also the type of measures that best target any identified vulnerabilities.
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Notes
The countries with a positive CCyB buffer rate by end 2019 were Belgium, Bulgaria, Czech Republic, Denmark, France, Germany,
Iceland, Ireland, Lithuania, Luxembourg, Norway, Slovakia and Sweden with rates varying from 0.25% to 2.5%.
1

The countries which decreased their CCyB buffer rate during 2020 were Belgium, Bulgaria, Czech Republic, Denmark, France, Germany, Iceland, Ireland, Lithuania, Norway, Slovakia and Sweden.
2

The countries which have announced an increase in their CCyB buffer rate during 2021 and early 2022 were Bulgaria, Croatia, Czech
Republic, Denmark, Estonia, France, Germany, Iceland, Norway, Romania and Sweden.
3

4

As at March 2022, the credit-to-GDP gap stood at -5.95 percentage points.

Each stretch is composed of several indicators which are standardised using the z-score to be able to compare how many standard
deviations each indicator is from its mean. These z-scores are given an equal weight and summed into a composite indicator for each
stretch.
5

This contributed to the share of property related loans to rise by over 23 percentage points to 65.2% as at end 2021, of which the share
of lending to the construction and real estate sectors decreased to around 13% in 2021.
6

GDP levels as at March 2020 are based on 4-quarter moving sum and reflect the highest GDP prior to the pandemic-induced contraction.
7

8

The BBMs are governed by CBM Directive No.16. https://www.centralbankmalta.org/site/About-Us/Legislation/Directive-16-2021.pdf

9

Furthermore, around €24 million and €13 million were granted respectively in 2020 and 2021 to the financial sector.

See Financial Stability Review 2017, Box 2: NFC loans from other corporates – evidence from Malta’s financial accounts statistics.
https://www.centralbankmalta.org/site//Financial-Stability/WP-Other-Studies/box2-fsr-2017.pdf
10
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