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BOX 2: THE MACROECONOMIC EFFECTS OF RRF FUNDS1

Introduction

The NGEU was adopted by the European Council in December 2020, together with the 
2021-2027 Multiannual Financial Framework. NGEU comprises a total envelope of €750 
billion in 2018 prices, of which €672.5 billion are allocated to the RRF. The RRF makes 
available to member states a maximum of €360 billion in loans and €312.5 billion in grants 
(both in 2018 prices), allocated between member states in accordance with several socio-
economic indicators.

Broadly speaking, the RRF entails targeted fiscal interventions in terms of public invest-
ment which are likely to boost demand in the short-run while increasing productive capac-
ity in the medium-to-long run. On the other hand, the programme also includes a series 
of structural reforms which can both facilitate the roll-out of public investment as well as 
strengthen the institutional framework. 

Malta’s recovery and resilience plan adopted by the European Council foresees an allo-
cation of €316.4 million in grants (in current prices) whilst no loans were requested. As 
required, the planned measures focus significantly on the so-called green and digital `twin 
transition’.2 

This box seeks to estimate the effects of the agreed recovery and resilience plan on the 
Maltese economy. These estimates are incorporated in the current round of projections. 
The simulations presented in this study only take into consideration information that is 
available with a reasonable level of detail at the time of writing. In this respect, we model 
the aggregate grants allocated to Malta but do not estimate the impact of specific projects, 
nor do we include reforms or other programmes beyond those defined as public investment. 

Model and simulation design

This study is conducted using the Bank’s general equilibrium New Keynesian model, MED-
SEA (Rapa, 2017).3 The model is specifically designed to account for Maltese characteris-
tics. In particular, the production sector of the model allows to quantify the import content of 
all aggregate demand components of Maltese output. In view of the very open nature of the 
Maltese economy, together with the considerable import content of its aggregate demand 
components, this feature is very important so as to correctly measure the economic impact 
of changes in government investment. Moreover, the model is able to allow for the fact that 
all of these investment projects are to be financed through external sources. Given the 
nature of these models, correctly capturing the financing requirements of any government 
intervention is very important so as to better estimate the macroeconomic effects of an 
increase in public investment.

1   This box was prepared by Noel Rapa and Glenn Abela, manager and economist, respectively, within the Modelling Office in 
the Research Department.
2   See Box 1: Forecast of EU-funded government investment, for further details.
3   Rapa, N. (2017). Estimates of Fiscal Multipliers using MEDSEA. CBM Working Papers WP/04/2017, Central Bank of Malta.
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To simulate the effects of RRF funds, we introduce to the model a sequence of shocks 
to government investment calibrated as the planned path of fund disbursement as a pro-
portion of nominal output. Specifically, funds disbursed are normalised to 2019 GDP, to 
abstract from any base effects related to the 2020 figure. Data for projected investment per 
quarter, from which we obtain the quarterly shocks, are based on internal estimates which 
feed into the Bank’s fiscal projections. As shown in Box 1, the bulk of the investment spend-
ing is projected to take place between 2022 and 2024 before stabilising at just above 0.1% 
of 2019 output in 2025 and 2026.

The scenario taken in consideration in this study assumes that there are no delays in the 
utilisation of RRF funds and that government capital stock becomes immediately productive. 
Furthermore, we assume that the Government does not seek to offset any changes in the 
government debt-to-GDP ratio that occur as a result of the shocks to government investment.

Results – deviations from baseline levels

In the short run, the expansionary effects of government investment are limited to demand-
side effects related to the production of investment goods, which boost the demand for non-
tradable domestic production as well as for imports (see Chart 1). Due to the high import 
content of government investment, the demand-side effects of RRF in Malta are bound to 
be smaller than those of larger and less open economies. Still, the increased demand for 
domestic production leads to an indirect increase in the demand for factors of production 
used in the production of government investment goods. Since the supply-side effects of 
government investment are not immediately felt throughout the economy, this in turn leads 
to a marginal and short-lived period of higher consumer price inflation that is expected to 
take place between 2021 and 2022.

As government capital stock starts to accumulate, however, these effects start to be out-
weighed by significant supply-side effects. Indeed, a higher government capital stock helps 
increase productivity of private factors of production, reducing marginal costs and crowd-
ing-in other private factors of production. The reduction in economy-wide marginal costs 
transmits itself to lower overall prices, boosting Malta’s competitiveness and significantly 
raising exports already by 2022. This leads to an increase in Maltese overall economic 
activity, which peaks at around 0.6% by 2024.

Despite an increase in hours worked and in net real wages, private consumption first dips 
briefly, driven by general equilibrium effects. The expected increase in government invest-
ment boosts expectations of private investment productivity, driving agents to immediately 
start increasing private investment, thus leading to a brief reduction in consumption as 
households save to finance the increased investment flows. However, strong wealth effects 
help lift consumption considerably from 2024 onwards. 

The Government balance improves as the initial fiscal stimulus increases aggregate demand 
and consequently tax receipts. In the absence of additional expansionary government mea-
sures, this leads to a reduction in the government debt-to-GDP ratio. The implementation of 
RRF investment grants thus, contributes towards an increase in fiscal space, which can be 
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used to finance additional government measures in the near term or help absorb adverse 
shocks in the medium term, thereby improving public finance sustainability.

Results – Implication to baseline forecast growth

These results imply a negligible positive contribution to the projected GDP growth for 2021, 
which is then estimated to increase to, and stabilise at, around 0.2 percentage point for the 
rest of the forecast horizon. After a brief negative contribution to forecasted consumption 
growth, RRF projects are expected to exert a positive contribution of around 0.1 percent-
age point to forecasted private consumption growth by 2024. 

The effects of RRF-funded projects on projected private investment growth are expected to 
peak by 2022 with a positive contribution of around 0.25 percentage point, before moderat-
ing throughout the rest of the forecast horizon. 

RRF-funded government investment is expected to exert no significant impact on fore-
casted exports growth for the first two years of the forecast horizon. Between 2023 and 
2024, however, RRF projects are expected to contribute to more than 0.2 percentage point 
to forecasted export growth.
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Chart 1
MACROECONOMIC EFFECTS OF RRF FUNDS
(% deviation form baseline levels)

Source: Central Bank of Malta estimates.
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