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Our Mission

To maintain price stability and to ensure a sound financial system, thereby
contributing to sustainable economic devel opment.

We seek to achieve this mission by:

e  Pursuing appropriate interest and exchange rate policies
e Maintaining the value of the external reserves

e  Safeguarding the integrity of the financial sector

e Promoting and supporting the development of financial markets and
efficient payment and settlement systems

e |ssuing notes and coins to meet the demands of the public

e  Conducting economic analyses and publishing economic and financial
statistics

e  Advising the Government on economic and financial matters

To achievethe above objectives, the Bank iscommitted to providing effective
support functions through a sound financial control system and appropriate
information systems, and through the development of competent and
qualified staff.
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LETTEROF TRANSMITTAL

CENTRAL BANK OF MALTA
VALLETTA

30" March 2005

Dear PrimeMinister,

In accordancewith Article 23(1) of the Central Bank of MaltaAct (Cap. 204), | havethe honour to
transmit acopy of theannual accounts of the Bank, certified by the auditors, for thefinancial year
ended 31% December 2004, a statement of the Bank’s investments and a report on the Bank’s
operations during that year.

Yourssincerely,

Michael C. Bonello
Governor
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Governor’sSatement

Malta' s accession to membership of the European Union on 1 May 2004 has opened up
new opportunities for economic and social development. The economy now enjoys
wider accessto export markets, increased competition at home and agreater availability
of external financial resources under EU funding programmes. The successful
exploitation of the Single Market, however, requires the adjustment of institutional
structures and operating practicesto thisnovel environment. Thischallenge, moreover,
has coincided with theintensification of competition in world markets and the growing
diversion of both consumption demand and investment to lower-cost countries.

These factors weighed heavily on the performance of the Maltese economy in 2004.

Whilethe removal of the remaining trade restrictionsin anticipation of EU membership produced asteady increase
inimports, the response of exporterswas slower. At the sametime, critical areas of export activity such aselectronics
and tourism continued to be faced with unfavourable external demand conditions. As a result, although real GDP
grew by 1.5%, which represented amarked turnaround from the decline registered in 2003, thiswas|ow compared to
theratesachieved by the other new EU Member States, particularly those whose level of development iscomparable
to Malta's.

A similar picture emerges when the economy’s performance is viewed in a medium-term perspective. The annual
averagerate of GDP growth between 2000 and 2004, about 1.5%, was around half that registered in the new Member
Stateswith asimilar level of development and also lower than the overall EU average of 1.9%. Malta'spositionin
terms of per capita GDP relative to that of other EU countries has weakened as aresult.

The persistence of sluggish growth in the domestic economy cannot be explained exclusively interms of acyclical
downturn, as the world economy posted strong growth in 2004, though the recovery in the EU remained modest.
Whiletheglobal economic environment isclearly becoming more difficult, thereis, however, evidencethat the delay
in implementing effective competitiveness-enhancing reforms is also an important factor in Malta's case. This,
together with the fact that the relationship between productivity and costs has tended to deteriorate compared to
that in competitor countries, partly explains why Malta does not appear to be capitalising on the new opportunities
to the same extent as most of the other new EU Member States.

An important cause, and indeed also an effect, of the slow pace of economic growth isthe relatively low level of
investment activity. Whereasthe proportion of GDPallocated to privateinvestment in Maltaaveraged 16% over the
fiveyearsto 2003, thefigure for the new Member Stateswith acomparablelevel of development was closer to 20%.
At the same time, however, consumption in Maltawas around five percentage points higher than in these countries
at 82% of GDP. Apart from putting further downward pressure on the national saving ratio, this sustained level of
consumption at atime of weak growth istending to accentuate theimbalance in the external accounts. The deficitin
the balance on goods and services averaged over 5% of GDP during the past five years and widened to around 7%
in 2004, as the demand for imports was sustained while exports showed virtually no growth.

Trends in monetary aggregates during the year mirrored these developments. The increase in bank credit was
directed almost exclusively to the personal, and particularly the housing sector, rather than the corporate sector, a
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phenomenon which is generating undesirable upward pressure on property prices; and the fall in the Central Bank
of Malta'sexternal reservestowardsthe end of the year reflected devel opmentsin the balance of payments position.

Another important factor underlying the economy’s poor growth record isthe relatively large fiscal deficit, which
over the past five years averaged 6.8% of GDP. As | have often had occasion to point out, a persistent fiscal
imbalance of thissizeimpliesinefficienciesin the allocation of resources and constitutes asource of uncertainty for
potential investors regarding the future direction of taxation policy.

The Bank, therefore, welcomes the reduction in the fiscal deficit to 5.2% of GDPin 2004. The achievement of this
Convergence Programmetarget isan important first step towardsthe realisation of the Government’s medium-term
fiscal consolidation plan, which aims to narrow the deficit further to around 1.4% of GDP by 2007. Thisisan
ambitious obj ective whose attainment, asindicated in the Programme, is predicated initially on containing growthin
public expenditure and subsequently on reducing it in absolute terms. The completion of major infrastructure
projectswill contribute significantly to this objective, but consistent cutsin recurrent expenditurein real termswill
also beneeded. And sincethelatter islargely composed of non-discretionary spending, including welfare payments,
wages and sal aries and debt-servicing costs, reaching thefiscal targetswill require measuresaimed at reforming the
health and pension systems, reducing the size of the public sector and eliminating waste and tax evasion.

It isclear that in the recent past the economy has been growing at well below its potential rate. The fact that low
investment and growth rates coexist with high levels of consumption and, therefore, also of imports, is a source of
concern because such trends reflect imbal ances that are not sustainable in the medium term. Inthisregard, the high
fiscal and current account deficits and uncompetitive cost structures are major obstacles to the attainment of a
higher growth rate.

The discussions aimed at the conclusion of a socia pact that were launched last year held out the hope that these
issues would be meaningfully addressed. Indeed, the measures proposed in the course of this exercise, such as
fiscal consolidation with an accent on pruning public spending; boosting competitiveness through the achievement
of dimmer cost structures; and the devel opment of human resources through investment in education and training,
areindispensable components of any economic recovery plan. Similar policy orientations areindeed being adopted
in severa countries, including some of the more advanced economies. While it is encouraging to note, therefore,
that some of the measures contained in the Government’s Budget for 2005 were inspired by these proposals, the
inability of the social partners to reach agreement suggests that there is as yet an insufficient understanding of
global economic realities and of the threat they represent for Malta’'s small economy, and more specificaly for
employment levels.

That threat will not go away. Infacing up to this challenge, moreover, it must be recognized that, in today’s highly
competitive environment, there are no painless options that will at once produce more rapid growth, enhanced
welfare benefits and higher living standards.

If it is to succeed, the quest for greater competitiveness should, therefore, be pursued as a collective effort and
perceived asbeing in the mutual interest of al the social partners. It must be premised on an acceptance of the need
to raise output levels without increasing costs and to invest a larger proportion of available resources.

In the labour market there is a need for more flexible work practices and for wage increases to be matched by
measurabl e productivity improvements, also bearing in mind developmentsin Malta sinternational competitiveness.
The unemployment benefit system, moreover, should be further reformed so as to transform it into an effective
instrument of employment creation rather than of social dependence.

12
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In the area of public health and welfare, the extensive range of services and benefits offered should be critically
assessed with a view to ensuring their financial sustainability. Their provision at zero cost to the end user often
induces excess demand and waste, and indirectly imposes a burden on the productive sectors of the economy,
thereby compromising the very generation of income through which the welfare state is financed. It is, therefore,
necessary to move away from universal schemes towards more focused programmes aimed at fulfilling genuine
needs, because it is clear that the country can no longer afford to provide such awide range of goods and services
for freetoall, irrespective of incomelevels. This should be complemented by the introduction of user fees designed
to meet, at least in part, the cost of providing these benefits. Thetask of financing health and welfare programmes
would also befacilitated through a more systematic effort to enforce tax compliance.

Sound public finances and macroeconomic fundamentalsare critical to therole played by the Central Bank of Malta
in the economy. The Bank operates a monetary policy aiming at achieving price stability through the maintenance
of an exchange rate peg. Excessivefiscal deficits and uncompetitive cost structures thwart the attainment of price
stability by contributing to inflationary and balance of payments pressures. This consideration will acquire even
greater importance when Maltajoinsthe ERM 11, with the aim of satisfying the exchange rate stability criterion for
adopting the euro. Failureto undertake the necessary fiscal and supply-side adjustmentswould, therefore, belikely
to require atighter monetary policy stance.

Financial stability isthe Bank’s other main objective. Dueto the strong links between the financial system and the
productive sectors of the economy, the soundness of the former is influenced by the competitive strength of the
latter. The maintenance of financial stability could, therefore, be rendered more difficult by the misallocation of
resourcesimplicitin structural fiscal imbalances and by an insufficient ability to compete on world markets.

Sustainable and coherent fiscal and monetary policies also impinge crucially on the medium-term objective of
adopting the euro asthe national currency. | have already had occasion to explain theimportance for Malta’s small,
open economy tolock in, at the earliest practical opportunity, theincreased economic security and credibility which
thisstep wouldimply. The economy iswell suited to participatein the single currency area. It isalready substantially
integrated with it through trade and finance, the structures of the two economies bear marked similarities and the
Maltese lira is closely pegged to the euro. As for the benefits of the euro, these are well documented. Most
importantly, it facilitates the exploitation of the opportunities for increased trade in the Single Market by reducing
transaction costs and by eliminating exchange rate risk and uncertainty.

Whilethere are clearly short-term costsimplied by the process of fiscal consolidation and structural reform, which
must be undertaken nevertheless as a basis for sustainable economic growth, the prospect of securing the benefits
of full participation in Economic and Monetary Union should, therefore, serve to motivate a common effort in
support of policies aimed at ensuring arapid and smooth transition to the euro.

Bank operations

In amajor development in its history, following Malta's accession to the EU, the Central Bank of Maltabecame a
member of the European System of Central Banks and took up a shareholding in the subscribed capital of the
European Central Bank. Giventhat Maltajoined the EU asa‘ Member State with aderogation’, monetary policy still
remains the Bank’s sol e responsibility, though the Bank participatesin regular discussions on monetary policy and
general economic issueswithin the ESCB and in other EU fora.

During 2004 the Bank left its monetary policy stance unchanged, keeping the central intervention rate at 3%. The
Bank’s external reserves fluctuated during the year, rising for most of the period to September beforefalling in the
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final quarter, reflecting a combination of seasonal factors and structural influences, including the liberalization of
trade and higher ail prices. Nevertheless, the reserves continued to provide adequate support for the exchange rate
peg, comfortably exceeding the monetary base and the statutory minimum level. An unchanged monetary policy
stance was also considered appropriate in the absence of strong underlying inflationary pressures and in the context
of subdued domestic aggregate demand.

Asfar astheimplementation of monetary policy isconcerned, in January the Bank adjusted itsoperational framework.
It revised its overnight lending and deposit rates by setting asymmetrical band around the central intervention rate.
At the same time, it linked the remuneration applied to reserve deposits, which previously was afixed rate, to the
central intervention rate. These changeswere carried out to remove possible distortionsto the Bank’s interest rate
structure. Later in the year, the Bank also amended its directive on reserve requirements, so asto enable it, under
certain conditions, to exempt credit institutions from holding reserve deposits on a non-discriminatory basis.

In April, ahead of Malta's accession to the EU, virtually all remaining restrictions on external transactions were
removed, ensuring the free movement of capital between residents and non-residents. The process of gradual
liberalisation of exchange controls, which had been under way for anumber of years, was thereby compl eted.

In exercising its statutory responsibility for financial stability, the Bank continued to monitor the domestic financial
system to identify any structural weaknesses, while maintaining close contact with the Malta Financial Services
Authority, the single financial regulator. The Bank also continued to regulate and supervise the domestic payment
and settlement systems. The Bank’s overall assessment of the domestic banking system, which is the dominant
component of the financial system, appears favourable, particularly because of the banks' robust levels of capital.
Ataningtitutional level, on Malta'sjoining the EU, the Governor and the Chairman of the MFSA, together with their
counterparts from the other new Member States, signed two Memoranda of Understanding, one on co-operationin
crisis management and the other on co-operation and the exchange of information regarding the operation of
payment systems.

Inlinewithitsnew statusin the ESCB, the Bank took its place on the General Council of the ECB asamember and on
the system’s twelve committees. Links with the ECB deepened across the entire range of the Bank’s operations,
including statistics, currency and market operations, information technology and payment and settlement systems.
TheBank also kept the Government regularly informed on its policies and on mattersrel ated to the eventual adoption
of the euro, and began practical preparationsin this direction.

TheBank’snet operating profitsamounted to Lm14.9 millionin 2004 asagainst Lm18.2 million the previousyear. The
reduction was mainly driven by lower income on the Bank’sexternal reserve portfolio.

Onbehalf of the Board of Directors, | would liketo thank the Bank’s staff for their dedication and hard work. Without
their contribution, the achievementsdescribed in more detail elsewherein this Report would not have been possible.

Michael C. Bonello
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1. Thelnternational Environment

Thewor|d economy

In 2004 the global economy posted its strongest
growth rate in decades, estimated at 3.9%, compared
t0 2.4% in 2003. In fact, many regions recorded an
improved economic performance, supported by
exceptionally robust international trade. The US
economy was the primary driver of this activity,
although the Chinese economy expanded rapidly and
even Japan recorded its strongest performance in
severa years. In contrast, the euro area economy
continued to grow at alacklustre pace. Meanwhile,
rising energy pricesand the US current account deficit
were considered potential sources of instability in
2005.

The US economy expanded by 4.4% in 2004 after
registering ahealthy upturnin 2003. Monetary policy
remained supportive and this, together with
government consumption, provided added stimulus
to the economy. Private consumption expenditure -
which accounts for around two-thirds of economic
activity - grew by 3.8%, while investment rose by an
extraordinary 13.2%. This strong growth was
accompanied by areduction in the unemployment rate
t0 5.5%, whiletherate of inflation averaged 2.7% over
the year. On the other hand, the excessive budget
deficit, coupled with alow saving rate, continued to
have anegative impact on the external balance of the
USeconomy.

Table 1.1

The euro area’s economic performance was
characterised by slow growth and high
unemployment. The second quarter national accounts
data were relatively encouraging, as exports
accelerated sharply, but in the second half of the year
the strength of the euro and higher oil prices
dampened the area’s competitiveness. These
developments increased pressures to speed up
structural reforms, especially toimprovelabour market
flexibility. Meanwhile, unemployment intheeuro area
remained high at 8.9%, while consumer priceinflation
was estimated to average 2.1% over the year.

The UK economy isestimated to have grown by 3.1%
in 2004, led primarily by government expenditure and
household consumer spending. Inthefirst half of the
year the economy sustained its dynamic momentum
but activity slowed down later in the year.
Neverthel ess, unemployment remained at record-low
levels, fallingto 4.7%in November. Consumer price
inflation accelerated dightly in thelast few months of
theyear, but it remained below the government’s 2%
target level.

The Japanese economy responded to strong external
demand, notably from China, which continued to exert
increasing influence on economic activity in the
region. Business investment expanded in line with
increasing corporate profitsand strong exports. Thus,

INTERNATIONAL ECONOMIC INDICATORS

% change from previous year

Real GDP Consumer prices
2003 2004 2005 2003 2004 2005
United States 3.0 4.4 35 2.3 2.7 24
Euro area 0.5 2.0 1.7 2.1 2.1 1.8
United Kingdom 2.2 3.1 2.5 13 14 1.7
Japan 14 2.6 11 -0.3 0 0
World total 2.4 3.9 3.0 2.4 25 2.3

! Forecasts

Sources: Consensus Forecasts; ESRI, Japan.
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although the pace of growth weakened later in the
year, the Japanese economy managed to achieve a
better overall growth rate of 2.6% in 2004, compared
to 1.4% in 2003. The genera improvement in the
economy helped to further reduce unemployment to
4.7%. Meanwhile, deflationary pressures moderated
and the consumer price level, which had been on a
downward trend in previous years, remaining stable
over the year asawhole.

Interest ratesand exchangerates

In thefirst half of 2004, the Federal Reserve kept its
target for thefederal fundsrate at the historically low
level of 1% despite the US economy’s strong
performance. In June, however, the target rate was
raised by 25 basis points in response to continued
strength in output and productivity growth. The
Federal Reserve then continued to gradually tighten
monetary policy, raising the federal funds rate by
quarter percentage points on four occasions in the
following six months. Thus, at the end of the year the
federal fundsrate stood at 2.25% (see Chart 1.1).

In the euro area, the ECB left its minimum bid rate
unchanged at 2% throughout the year, even though
it periodically cited inflationary pressuresasaconcern.
To acertain extent, however, the strength of the euro
prevented rising dollar-quoted oil pricesfrom having
any further effect on the general price level in the

region.

Inthe UK, the Bank of England raised itsrepo rate by
25 basispointson four occasionsduring thefirst eight
months of 2004, antici pating emerging price pressures
along with improvement in the economic scenario.

Chart 1.1
OFFICIAL INTEREST RATES
(end of period)

JMMJSNJMMJISNIMMISNIMMISN
2001 2002 2003 20(
~—Euro area —United States = United Kingdom —Japan

Source: Central banks.

But from August onwards, the Bank |eft therepo rate
unchanged at 4.75%, asinflation remained bel ow the
2% target level and several indicators pointed towards
adecelerationin property market activity.

Meanwhile, in Japan the Bank of Japan maintained its
policy of quantitative easing throughout the year.
Although consumer price inflation turned positive at
the end of the year, the Japanese central bank
maintai ned its current stance asit remained concerned
about are-emergence of deflation.

US three-month interest rates firmed throughout the
year in line with the evolving outlook for monetary
policy, whileintheeuro areathey rose only marginally.
Short-term rates in the UK edged upwards towards
August but fell dightly thereafter. In Japan, meanwhile,
money market rates remained stable throughout the
year, reflecting the unchanged official rates.

Long-term interest ratesrose significantly inthe major
economies between March and June, principally due
to improvements in global economic conditions and
concerns about the inflation outlook. Yet ten-year
bond yields generally declined in the second half of
the year (see Chart 1.2). In the US, however, yields
began to rise again in November, against the general
trend, following positive employment dataand higher-
than-expected inflation.

Growing concern about the deteriorating US trade
deficit was the main influence on foreign exchange
marketsin 2004. Sharp movementsin exchangerates
led to statements, mainly by euro area officials,
expressing the need for more flexibility in exchange

Chart 1.2
LONG-TERM INTEREST RATES*
(monthly averages)

JFMAMJJASONDJFMAMJJASONDJFMAMJIJASOND
2002 2003 2004
~Euro area =United States =—United Kingdom —Japan

* Long-term interest rates refer to yields on ten-year government bonds.
Source: Reuters.
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marketsin order to reflect economic fundamentalsand
toavoid excessivevolatility inrates. Such comments
became more vociferous in the fourth quarter of the
year, asthe euro’s persistent appreciation against the
dollar became a cause for concern.

The general decline of the dollar that began in 2002
wasinterrupted inthefirst haf of 2004, asencouraging
data about the US economy in the first quarter gave
support to the US currency. In April and May the
dollar then strengthened against the other major
currencies after more positive economic data -
particularly a surge in US employment figures -
prompted the market to anticipatearisein USinterest
rates.

Inthelast quarter of the year, however, thedollar was
undermined by mounting concerns about the
persistent US current account deficit. 1n November
these concerns were further exacerbated after
comments by Federal Reserve Chairman Alan
Greenspan highlighted the unsustainable nature of
the deficit. Another factor behind the dollar’s sharp
decline towards the end of the year was the belief
among market participantsthat the US wanted to see
its currency weaken, despite political statements
backing astrong dollar policy.

As the dollar declined during the year, the euro
strengthened sharply against the US unit and

Table 1.2

Chart 1.3

EXCHANGE RATE MOVEMENTS OF SELECTED
MAJOR CURRENCIES AGAINST THE US DOLLAR
(index of end-of-month rates, Jan 2001=100)

JMMJSNJIJMMISNIMMISNIMMISN
2001 2002 2003 2004
—GBP EUR —JPY

Source: Reuters.

registered gains against the Japanese yen and the
pound sterling. The weakening of the pound vis-&
visthe euro over much of the second half of the year
was principally associated with signs that the UK
monetary stance would not be tightened further in
the light of easing house price inflation and slower
growth. A factor which also contributed to the
persistent broad-based appreciation of the euro,
especially towardsthe end of theyear, wasthelack of
flexibility inAsian currencies, particularly the Chinese
yuan. Against this background, euro area officials
urged the Asian countries to let their currencies rise
to share the burden of the dollar’s weakness.

Commodities

During 2004 the price of Brent crude oil followed a
sustained rising trend, with sharp erratic movements
inthe second half of the year (see Chart 1.4). A surge

EXCHANGE RATES OF SELECTED MAJOR
CURRENCIES AGAINST THE US DOLLAR - 2004

USD/EUR USD/GBP JPY/USD
Closing rate on 31.12.04 1.3645 1.9295 102.53
Closing rate on 31.12.03 1.2570 1.7802 106.92
High for the year 1.3645 1.9482 114.56
(31 Dec.) (07 Dec.) (14 May)
Low for the year 1.1797 1.7603 102.15
(26 Apr.) (14 May) (02 Dec.)
% appreciation (+)/depreciation (-) of the currency vs
the US dollar from closing rate on 31.12.03 to closing
rate on 31.12.04 8.6 8.4 4.1

Source: Reuters.
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Chart 1.4
OIL ($/BARREL)*
(end of week)

US dollars

JFMAMJJASONDJFMAMJJASONDJFMAMJJASOND
2002 2003 2004

* Brent Blend.
Source: Reuters.

in global demand, boosted by increased consumption
in China and the US and supply-side factors, such as
theongoing Yukosaffair in Russia, concernsof attacks
ontheoil infrastructurein Irag and Saudi Arabia, and
political unrest in Nigeriaand Venezuela contributed
tothisupward pressureon oil prices. In October Brent
crude peaked at record levels of over $51 per barrel
amidst concernsof tight winter supplies, beforeeasing
to $40.38 at the end of December. On average, Brent
oil pricesduring 2004 were up by 33% ontheyear.

Movements of the US dollar on foreign exchange
markets continued to bethe primary driver of thegold
market in 2004, with thegold pricerising asthedollar
weakened. InApril, the price of gold fell sharply as
the market anticipated US interest rate hikes, and

Chart 1.5
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reached itslowest level for theyearinMay. However,
the price of bullion picked up strongly in June and
continued to risethereafter, reaching 16-year highsin
early December, principally onthe back of thedollar’s
depreciation (see Chart 1.5). Thus, the price of gold
in dollar terms rose by 7.8% over the year, to reach

$442 per ounce at the end of December.

In the first half of the year, the Reuters Commodity
Index! reached its highest levels in many years as
supportive global economic conditionsincreased the
demand for raw materials. But prices of non-oil
commodities eased in the second half of the year,
mainly dueto adeclineinfood prices. Asaresult, the
index fell by 5.6% over theyear, ascan be seeninthe
Chart.

1 The Reuters Commodity Index is a weighted index of the prices of 17 commodities including food, beverages, vegetable ails,

agricultural raw materials and metals, excluding gold.
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2. Monetary and Financial Developments

During 2004 the Central Bank of Malta kept its
monetary policy stance unchanged, after having
reduced the central intervention rate by 75 basis
points to 3% in 2003. Money market rates and
Government bond yields remained stabl e throughout
theyear, while corporate bond yieldsgenerally moved
dlightly lower. Therecovery in equity market prices
that started towards the end of 2002 gathered pacein
the year under review, with the MSE share index
surging by over 40%.

Monetary growth remained subdued in 2004, reflecting
further portfolio shifts into alternative assets,
especially newly issued Government bonds. The
moderateincreasein broad money (M3) was broadly
in line with nominal economic growth. The main
counterpart to monetary expansion was a rise in
domestic credit, most of which reflected borrowing

by households to finance house purchases. The net
foreign assets of the banking system also expanded,
although at a slower pace than in the previous year.

Themonetary base!

Themonetary base (M0) expanded by Lm28.2 million,
or 4.6%, during 2004, largely as a result of further
growthincurrency inissue(seeTable2.1).2 Inaddition,
bank deposits with the Central Bank of Malta also
moved higher, offsetting most of the previous year’s
decline.

The monetary base was boosted by a substantial drop
in the Bank’s other liabilities, which was attributable
to a decrease in outstanding term deposits held by
credit ingtitutions at the Bank. On the other hand,
growth in MO was dampened both by an increase in
Government deposits and by a drop in the Bank’s

Table 2.1
THE MONETARY BASE AND ITS SOURCES
Lm millions
Change

2003 2004 Amount %
Currency in issue 4854 506.4 21.0 4.3
Bank deposits with the Central Bank of Malta’ 137.9 145.3 7.4 5.4
Monetary base (M0) 623.3 651.7 28.4 4.6
Central Bank of Malta assets
Foreign assets 935.5 860.6 -74.9 -8.0
Claims on Government 7.8 21.3 135 +
Fixed and other assets 49.7 54.3 4.6 9.3
less:
Remaining liabilities
Private sector deposits 2.8 5.6 2.8 100.0
Government deposits 83.2 115.7 325 39.1
SDR allocations 5.7 5.6 -0.1 -1.8
Foreign liabilities 255 0 -255  -100.0
Other liabilities 164.3 71.6 -92.7 -56.4
Capital and reserves 88.2 86.0 -2.2 -2.5

! Excluding term deposits, which are shown with “other liabilities".

1 Information on the monetary base and its sources is derived from the Bank’s financial statements, which are compiled in
accordance with International Financial Reporting Standards. These data may differ from data on monetary aggregates and their

counterparts.

2 MO is a measure of the Central Bank of Malta’'s monetary liabilities and consists of currency in issue and bank deposits with the

Bank, excluding term deposits.
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foreign assets, the latter mainly reflecting payments
for oil importson behalf of customers. Meanwhile, a
contractionintheBank’sforeignliabilitieswaslargely
due to maturing repos with foreign counterparties,
which also reduced the Bank’sforeign assets and thus
had no effect on the monetary base.

M onetary aggr egates®

Monetary growth remained somewhat subdued during
2004, with M3 expanding by Lm69.1 million, or 2.4%,
inlinewiththepreviousyear’sgrowth (see Table2.2).
Monetary growth continued to be dampened by
portfolio shifts into alternative assets such as
Government bonds, partly reflecting a gradual
unwinding of the notable switch into monetary assets
that occurred in 2002. In addition, thewider deficit on
the current account was not matched by additional
capital inflows resulting in slower growth in the net
foreign assets of the banking system (see Table 2.3).
On the other hand, a pick-up in lending, fuelled by
buoyant activity in the housing market, exerted a
positive impact on monetary expansion.

Chart 2.1
MONETARY AGGREGATES
(% change on previous year)
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Narrow money (M1) = Broad money (M3)

Whereas M 3 has been growing relatively slowly over
the past two years, narrow money (M1) has been
increasing at asolid pace, supported by thelow returns
on other depositswith longer-term maturities. Narrow
money increased by Lm90 million, or 6%, in 2004,
mainly as a result of further growth in deposits
withdrawable on demand, although currency in
circulation also contributed. Theincreasein M1 was,
however, smaller than that seen in 2003, reflecting a
small drop in deposits withdrawable on demand in
the second half of the year, which led to adeclinein
the aggregate’s annual growth rate (see Chart 2.1).

Table 2.2
MONETARY AGGREGATES
Lm millions
Annual growth rates (%) Amount Change
outstanding
2002 2003 2004 2004 2004
NARROW MONEY (M1) 6.6 9.0 6.0 1,580.9 90.0
Currency in circulation 4.3 54 5.6 486.0 25.6
Deposits withdrawable on demand 7.7 10.7 6.3 1,095.0 64.4
INTERMEDIATE MONEY (M2) 121 24 24 2,918.3 69.1
Narrow money (M1) 6.6 9.0 6.0 1,580.9 90.0
Deposits redeemable at notice up to 3 6.2 30 44 300 13
months
Deposits with agreed maturity up to 2 years 18.3 -4.1 -1.7 1,307.3 -22.1
BROAD MONEY (M3)" 12.1 2.4 2.4 2,918.3 69.1
of which FCDs? 17.1 4.0 4.4 336.1 10.8

! Since the amount of marketable instruments issued by the MFI sector is negligible, at present M2 is equal to M3.

2 Foreign currency deposits, including external Maltese lira deposits.

3 In October 2003 the Central Bank of Malta revised its definitions of the main monetary aggregates and their counterparts to bring
them in line with the standards laid down in ECB Regulation 2001/13. Data shown in this chapter for the period before October
2003 are estimates based on these standards. For further information see “Changes in the Compilation of Money and Banking
Statistics in Malta’, Central Bank of Malta Quarterly Review 36:4 (2003), pp. 53-60.
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Chart 2.2
RETAIL DEPOSIT AND LENDING RATES

JFMAMJJASONDJFMAMJJASONDIJFMAMJJASOND
2002 2003 2004

—Weighted average deposit rate == Weighted average lending rate ~ ——CBM central intervention rate

I ntermediate money (M 2) expanded by L m69.1 million,
or 2.4%, during 2004, astheincreasein M1 was partly
offset by a contraction in deposits with an agreed
maturity of up to two years (see Table 2.2).* These
depositsfell by Lm22.1 million, or 1.7%, after having
decreased by 4.1% in the previous year as investors
continued to shift funds into other assets such as
Government bonds and investment funds. For
instance, shareholders’ funds in locally based
collective investment schemes increased by Lm47.1
million, or 10.3% during 2004, after surging by over
30%in2003.

The weighted average interest rate on Maltese lira
deposits continued to decline, falling from 2.47% at
the end of 2003 to 2.04% in 2004 (see Chart 2.2).
Averageinterest rates on current and savings deposits
remained broadly unchanged during this period,
ending October at 0.47% and 0.95%, respectively (see
Chart 2.3). Theaverageinterest rate on time deposits,

Chart 2.3
INTEREST RATES ON DEPOSITS

on the other hand, extended its downward trend,
falling by 58 basis points to 2.87% during the year.
The narrowing gap between therates offered ontime
deposits and the more liquid current and savings
deposits continued to be a key factor behind the
preferencefor the more liquid instruments. Whereas
deposit rates fell, the weighted average lending rate
remained stable, ending the year at 5.33%.

Counter partstomonetary growth

Themain counterpart to monetary growth during 2004
was domestic credit expansion, which was mostly
driven by further growth inloansfor house purchases.
Domestic credit had a greater impact on monetary
growth thanin 2003, when most of therisewasdueto
an exceptional factor that had aneutral impact on the
aggregate (see Chart 2.4). Theriseinthenet foreign
assets of the banking system during 2004 was
influenced by an increase in the capital base of a
foreign-owned bank, retained earnings by
international banks and asset revaluation
adjustments, which had no influence on broad money.

Domestic creditincreased by Lm136.2 million, or 5.1%,
during 2004 compared with growth of 10.3% in the
previous year (see Table 2.3). However, if an
adjustment is made for the exceptional transaction
that boosted domestic credit in November 2003,
domestic credit expanded at afaster pacethanin 2003,
reflecting mainly a pick-up in claims on the private
sector. By contrast, net claimson central Government
decreased modestly during 2004.

Chart 2.4
CONTRIBUTIONS TO MONETARY GROWTH
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4 Since the amount of marketable instruments is negligible, at present M2 is equal to M3.
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Table 2.3
BROAD MONEY AND ITS COUNTERPARTS
Lm millions
Annual growth rates (%) Amount Change
outstanding
2002 2003 2004 2004 2004
Broad money (M3) 121 24 24 2,918.3 69.1
Domestic credit 3.3 10.3 5.1 2,785.0 136.2
Net claims on central Government 5.4 5.4 -4.1 545.1 -23.3
Claims on other residents 2.8 11.7 7.7 2,239.9 159.5
Net foreign assets 19.4 8.9 2.0 1,445.9 28.9
Central Bank of Malta 15.0 43 5.4 870.3 -49.5
Banks 29.9 18.4 15.8 575.6 78.5
less:
Other counterparts of M3t -1.2 32.0 7.9 1,312.5 96.0

! Other counterparts of M3 include the capital base of the MFI sector, longer-term financial liabilities, provisions, interest
accrued and unpaid and other liabilities, less fixed and other assets. They are equal to the difference between M3 and the sum

of domestic credit and net foreign assets.

Claims on other residents, which mostly include the
private sector, expanded by Lm159.5 million, or 7.7%,
withamost al of thisincrease being dueto loansand
advances, which account for almost 90% of total
claims. Theannual growth rate of these claims, which
is somewhat distorted by the previous year’s
extraordinary transaction, continued to recover from
thelowsreachedin 2002 (see Chart 2.5). Lending may
have been supported by adeclinein thereal interest
rate, as the weighted average nominal lending rate
remained largely unchanged (see Chart 2.2) while
inflation moved higher.®

Loans and advances to other residents expanded by

Chart 2.5
DOMESTIC CREDIT

(% change on previous year)

JFMAMJJASONDJFMAMJJASONDJFMAMJJASOND
2002 2003 2004

Total —Net claims on central Government = Claims on other residents

Lm156.9 million, or 8.6%, during 2004, upfrom 2.6%in
2003 (see Table 2.4). While the reclassifications in
banks' loan portfolios resulted in significant shifts
between categories of borrower in both 2003 and 2004,
underlying lending to both the non-bank public sector
and the private sector picked-up during the year under
review. Loansto the non-bank private sector rose by
Lm137 million, or 7.1%, mainly reflecting further
lending to households and individual s, most of which
was intended for house purchases. In addition,
lending to the construction industry, as well as to
firms involved in real estate, renting and business
activities, also increased noticeably. Loans to the
non-bank public sector added Lm23.6 million, or 17.4%.
Most of thisrise, however, reflected areclassification
in the loan portfolio of amajor bank, which adjusted
upwards the amount of loans to the electricity, gas
and water supply sector and simultaneously reduced
its net claims on central Government. Similarly, the
fall in loans and advances to the manufacturing
industry was partly due to loan reclassifications.

Net claims on central Government contracted by
Lm23.3million, or 4.1%, during 2004, mainly reflecting
an increase in Government deposits held with the

5 Inflation is measured as the annual change in the 12-month moving average Harmonized Index of Consumer Prices (HICP).
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Table 2.4
CLAIMS ON OTHER RESIDENTS1
Lm millions
Annual growth rates (%) Amount Change
outstanding
2002 2003 2004 2004 2004
Claims on the non-bank private sector 17 19.3 7.1 2,057.3 137.0
of which loans and advances 14 8.7 7.9 1,820.2 1332
Claims on the non-bank public sector 9.7 -36.5 14.0 181.8 24
of which loans and advances 124 -40.0 174 159.2 236
Claims on other general government? 0 06 195 07 0.1
of which loans and advances 0 -0.6 19.5 0.7 0.1
TOTAL CLAIMS 2.8 11.8 7.7 2,239.9 159.5
of which loans and advances
Bectricity, gas & water supply N/A N/A 55.9 95.3 34.2
Transport, storage & communication N/A N/A -7.3 1255 -10.0
Agriculture N/A N/A 134 82 10
Fishing N/A N/A -14.7 17 -0.3
Manufacturing N/A N/A -6.7 121.9 -8.7
Construction N/A N/A 7.9 217.0 159
Hotels & restaurants N/A N/A -0.6 205.6 -1.3
Wholesale & retail trade; repairs N/A N/A 0.7 290.3 21
Real estate, renting & business activities N/A N/A 6.9 1254 8.0
Households & individuals N/A N/A 17.8 720.7 108.7
oOther® N/A N/A 118 68.6 72
TOTAL LOANS AND ADVANCES 2.6 2.6 8.6 1,980.1 156.9

! Claims on other residents consist mainly of loans and advances (including bills discounted) and holdings of securities, including
equities, issued by the non-bank private sector and public non-financial companies. Interbank claims are excluded.

2 In Malta, this refers to the local councils.

% Includes mining and quarrying, public administration, education, health and social work, community recreation and personal
activities, extra-territorial organisations and bodies and non-bank financial institutions.

Bank. A dropinbank loans, mostly related to theloan
reclassification mentioned earlier, also contributed. On
the other hand, arisein bank holdings of Government
bondsand Treasury billsoffset part of the drop in net
claimson central Government.

Growth inthe net foreign assets of the banking system
continued to decelerate in 2004, falling to 2% from
8.9% inthe previousyear (see Chart 2.6). Thisslower
growth was partly due to lower portfolio inflows as
investors rebalanced their portfolios after having
repatriated funds in connection with the Investment
Registration Schemein 2002.

The net foreign assets of the Central Bank of Malta
shed Lm49.5 million, or 5.4%, during 2004 (see Table
2.3), mainly reflecting larger paymentsfor oil imports
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by the national energy corporation. The Bank was
also anet purchaser of foreign exchangefrom therest
of the banking system. Meanwhile, the net foreign
assets of the rest of the banking system expanded by
Lm78.5million, or 15.8%, despitethe net salesto the

Chart 2.6
NET FOREIGN ASSETS

(% change on previous year)
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Central Bank. The domestic banks' holdingsrose by
Lm31.9 million, or 9.7%, boosted by afreshinjection
of equity capital into aforeign-owned bank operating
inMalta. Theinternational banks' net foreign assets
added L m46.6 million, or 27.6%, reflecting profitsmade
duringtheyear, aswell as revauationsof their portfolio
holdings.

The other counterparts of M3 rose by a net Lm96
million, or 7.9%, dampening monetary growth. A
significant part of thisrise was dueto theincreasein
bank capital referred to above. The rest mainly
reflected theinternational banks’ profitsand additions
to their reserves.

Themoney market

Activity in the interbank market recovered strongly
during 2004, with the value of interbank dealsrising
to Lm256.3 million, after having fallento below Lm2100
millionin 2003. The pick-up in activity reflected the
increased participation of anumber of banks as they
used the market actively in order to manage their
funds. Loanshad termsto maturity of up to amonth,
although those maturing within 14 daysremained the
most popular. Theinterest rate on 14-day loans stood
at 2.97% at the end of the year, while that on those
with amaturity of oneweek ended the year unchanged
at 2.95% (see Chart 2.7). Thelatter wasinlinewiththe
rate offered on term depositsheld at the Central Bank.

The Treasury continued to raise short-term funds on
the money market, issuing Lm608.8 million worth of
Treasury bills during 2004, slightly more than those
maturing, whichtotalled Lm595.7 million. Asaresult,

Chart 2.7
MONEY MARKET INTEREST RATES
(end of month)
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the amount of Treasury bills outstanding at the end
of theyear roseby Lm13.1 millionto Lm245.4 million.
The maturity structure of Treasury bills ranged from
one to twelve months. While the three-month bill
remained the most popular, accounting for just over
half of total issues, the Treasury made increased use
of billswith different maturities. Asin previousyears,
banks dominated the Treasury bill auctions,
purchasing over four-fifths of thetotal amount issued.
Collective investment schemes and insurance
companiestook up most of the remainder. Theyield
on the three-month bill remained stable throughout
2004, ending the year at 2.96%.

Turnover in the secondary market for Treasury bills
decreased from Lm142.8 millionin 2003 to Lm116.5
millionin 2004. Trading involving the Bank amounted
to Lm54.5 million and mainly consisted of purchases
by the Bank from other financial institutions,
particularly banks. The remainder represented trade
among the banks and with other financial institutions.
Asin the primary market, Treasury bill yieldsin the
secondary market remained unchanged in 2004, with
theyield on the three-month bill standing at 2.98%in
December.

Thecapital market

Net issues of long-term debt securitiesin the primary
market fell from Lm2121.1 millionin 2003to Lm109.9
millionin 2004, reflecting afurther declineinissuance
activity by the non-government sector (see Table 2.5).
Net Government issues, on the other hand, remained
unchanged as the Government continued to rely
heavily onlong-term debt to finance thefiscal deficit.
Government bond i ssues continued to bewel | received
by investors asthey offered a higher yield than other
local portfolio assets such as bank deposits. In
addition, with the banking system characterised by
excessliquidity, demand by banksfor new Government
bond issues remained strong.

The Government raised atotal of Lm144.5millionin
the primary market during 2004, issuing bondsonthree
occasions — in May, August and November. At the
same time, a total of Lm44.6 million worth of
Government bonds were redeemed, so that the total
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Table 2.5
ISSUES OF LONG-TERM DEBT SECURITIES!
Lm millions

2002 2003 2004
Government
Total issues 66.5 1488 1445
Redemptions 66.5 48.9 44.6
Net issues 0 99.9 99.9
Non-government sector
Total issues 50.5 24.7 10.0
Redemptions 3.0 3.5 0
Net issues 475 21.2 10.0
Total net issues 475 121.1 109.9

Y Includes public issues of debt securities by residents in Maltese liri and foreign currencies, with the spot rate at time of issue
used for conversion of foreign currencies to Lm. Banks and public non-financial companies are included with corporate issuers.

Long-term securities are those with an original term to maturity exceeding one year, and include preference shares.

2 Data excludes stocks that were issued directly to the Foundation for Church Schools. These issues amounted to Lm176,200 in

2002, Lm66,700 in 2003 and Lm1.7 million in 2004.

Sources: Central Bank of Malta; The Treasury.

amount of bonds outstanding increased by L m99.9
milliontoLm1,014.7 millionover theyear. Fivedifferent
types of stockswereissued, having termsto maturity
of between five and eighteen years and offering
coupon ratesthat varied between 4.8% and 5.9%. Most
of thebondswere sold by auction, with market interest
rates determining the price paid by successful bidders.
Banks and households purchased roughly equal
amounts of these bonds, and together accounted for
around three-quarters of the total take-up. The rest
weremainly bought by collectiveinvestment schemes
and insurance companies.

There was only one bond issue by the non-

government sector during 2004, that of aninternational
financial ingtitution, the European Investment Bank,
whichin February sold Lm210 million worth of bonds
maturing in 2009 and carrying a coupon rate of 3.8%.
Demand for thesetriple-A rated bondswas strong and
the issue was oversubscribed. The EIB is the first
supranational institution to have launched a bond
denominated in Mdteseliraonthelocal capital market.
There were no bond issues by domestic corporations
during the year, after private-sector firms had made
net issues of Lm21.2 millionin 2003. Following the
market listing of the EIB bonds, the market
capitalisation of non-government bonds listed on the
M SE roseto Lm188.8 million asat end-2004.

Table 2.6
SECONDARY MARKET TRADING IN GOVERNMENT STOCKS
Lm millions
2002 2003 2004
Central Bank of Malta purchases 0.2 5.4 13.4
Central Bank of Malta sales 0.9 0 7.6
Other deals® 43.7 42.9 32.2
Total 448 48.3 53.1

! Including deals effected by the Bank's broker on behalf of Government Sinking Funds, the Maltese Episcopal Conference and

the Malta Stock Exchange.
Sources: Central Bank of Malta; MSE.
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Chart 2.8
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As regards the secondary market, turnover in
Government bonds continued to edge higher, rising
to Lm53.1 million in the year under review, from
L m48.3 millionin 2003 (see Table 2.6). The Central
Bank of Malta, acting as market-maker, made sales
and purchases of Lm7.6 million and Lm13.4 million,
respectively. Other investors accounted for the
remaining activity. Asinthe previousyear trading
was mainly concentrated in arelatively small number
of bonds at the longer end of the market. Bond
yields remained generally stable throughout 2004,
after having declined in the previousyear (see Chart
2.8). The benchmark rate for the 10-year bond, for
instance, ended the year virtually unchanged at
4.7%.

Trading activity in the secondary market for corporate
bondsfell fromLm10.2 millionin2003to Lm8.4million
in 2004. Thus, turnover remained low in comparison

Chart 2.9
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with the market capitalisation of the listed bonds,
reflecting a general reluctance to sell among
bondholders. Volume was, however, spread rather
evenly among thelisted securities. Developmentsin
corporate bond yieldswere mixed, but they generally
moved slightly lower over the year.

Turnover in the equity market recovered strongly
during 2004, with the value of traded equities more
than doubling to Lm32.2 million, from Lm15.2 million
in the previous year. Trading in the largest three
equities listed on the MSE accounted for around
three-quarters of the total volume. The MSE share
index climbed by 44.4%, to end theyear at 3,069 (see
Chart 2.9), with the prices of aimost all equities
increasing in value. Thus, the index extended the
recovery that started towards the end of 2002,
although by the end of the year it was still below the
peak of almost 4,000 reached in the beginning of 2000.
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3. Output, Pricesand Employment?

After having contracted in 2003, the M altese economy
experienced a recovery during 2004, registering a
growthrateof 1.5%. Growthwasdriven by domestic
demand, as the positive impact of an increase in
exports of goods and services was more than offset
by ariseinimports. Reflecting these developments,
labour market conditions were generally stable with
thelevel of employment unchanged from the previous
year, while the rate of unemployment was dlightly
lower. During theyear, RPI inflation rose persistently,
mostly under the impact of higher indirect taxes and
oil prices.

Aggregatedemand

Real GDP expanded by 1.5%in 2004, reversing in part
the 1.8% downturn of the previous year, though still
below the potential growth rate. For the second
consecutive year, the external sector contributed
negatively to growth, although to alesser extent than
in 2003, while higher domestic demand and inventory
adjustments helped to sustain it (see Chart 3.1).
Meanwhile, nomina GDPreached Lm1.85 hillion (see

Table 3.1
GROSS DOMESTIC PRODUCT

Chart 3.1
CONTRIBUTIONS TO GROWTH

(percentage points)

2001 2002 2003 2004
Domestic demand ing i and net isitions of
Net exports
Changes in inventories and net acquisitions of valuables

~e—Total GDP growth

Table3.1), up by 3.2% from the previousyear’slevel.
Asaresult, theimplicit GDP deflator was estimated to
have risen by 1.7%. This was a slower rise than in
2003 and reflected adrop in export prices, particularly
of electronic components, Malta’smajor export. The
declineinexport prices, whichwasmainly attributable
to strong competition in international markets and
technological advances, more than offset an
accelerationin locally-determined prices.

Lm millions

2000 2001 2002 2003 2004

Household & NPISH final consumption expenditure

Government final consumption expenditure
Gross fixed capital formation

Changes in inventories & net acquisitions of valuables

Domestic demand

Exports of goods & services
Imports of goods & services

Net exports

GROSS DOMESTIC PRODUCT

GROSS DOMEST IC PRODUCT

Constant 2000 prices
1,0728 1,0746 1,065.1 1,086.2 1,096.8
323.1 324.1 336.4 346.5 348.7
374.4 311.2 249.3 335.1 353.0
65.1 -6.3 -15.7 9.0 21.9
18354 1,7036 16351 1,776.8 1,820.3
15728 15263 15932 15320 15708
1,740.1 155904 15526 1,663.0 1,720.9
-167.3 -64.0 406 -131.0 -150.2
1,668.1 1,6395 16757 1,6458 1,670.2

Market prices

16681 1,6943 1,7416 1,796.3 18543

Source: NSO.

! This analysis is based on NSO data available up to 10 March 2005.
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Table 3.2
GDP COMPONENT GROWTH RATES
% change
2001 2002 2003 2004
Household & NPISH final consumption expenditure 0.2 -0.9 2.0 1.0
Government final consumption expenditure 0.3 3.8 3.0 0.6
Gross fixed capital formation -16.9 -19.9 344 5.3
Exports of goods & services -3.0 44 -3.8 25
Imports of goods & services -8.6 24 7.1 35
GROSS DOMESTIC PRODUCT -1.7 22 -1.8 15

Source: NSO.

Growth in private consumption is estimated to have
slowed down to 1% in 2004, from 2% in 2003 (see
Table3.2). Thiswasdueto lower growth in disposable
incomes as the weak conditionsin the labour market
constrained wageincreasesin the private sector, while
fiscal consolidation exerted asimilar impact on public
sector wages. The impact on consumption was,
however, probably cushioned by afall inthe household
savingsratio, which is estimated to have fallen from
3.6%102.1%in 2004 (see Chart 3.2).

Government consumption is estimated to have grown
by around 0.6% in 2004, at aslower ratethan in 2003
and lessrapidly than GDP. Growth of thiscomponent
of aggregate demand was likely to have been driven
by the non-wage component of government
consumption, reflecting the changing composition of
fiscal expenditure, with greater reliance on outsourcing.

Meanwhile, grossfixed capital formation isestimated
to have grown by 5.3%, compared with the double-

Chart 3.2
HOUSEHOLD SAVINGS RATIO* AND DISPOSABLE INCOME

2000 2001 2002 2003 2004
Savings ratio =e—Growth in disposable income

* Household savings as % of disposable income.

Source: Central Bank of Malta estimates.

digit growth recorded in 2003. Thelatter was however
due to a base effect, since, as can be seen from the
Table, grossfixed capital formation in 2002 had fallen
significantly dueto the exceptional saleof aircraft. In
2004 both private and public investment increased.
Inthe private sector, apositive contribution stemmed
from the expansion of the chemical industry and higher
investment by textile and publishing firms. Asregards
publicinvestment, devel opmentslargely reflected the
work in progress on the new hospital, though the
purchase of an embassy overseas also contributed.

Inventory adjustments, which reflect both the build-
up of stocks by firms and the statistical adjustments
necessary to reconcile the expenditure-based GDP
with that based on the income method, were again a
source of growth in 2004. In fact, in real terms
inventory changes advanced to 1.3% of GDP during
theyear, from 0.5% ayear earlier.

In the case of exports of goods and services, growth
was estimated at 2.5% in real terms, as against
negative growth of 3.8% in 2003, and was mainly
driven by exports of electronic components and of
pharmaceuticals, although tourism also contributed.
In nominal terms, export turnover was less than in
2003, reflecting lower pricesof exportsoverall.?

Meanwhile, imports advanced by 3.5%in 2004, faster
than the growth in exports. The growth of imports
wasdriven by higher domestic demand and increased
export activity. Imports of consumer goodswere also

2 These data are taken from the NSO News Release No. 42/2005 on the national accounts, which incorporates an upward revision
to nominal exports compared with the level shown in News Release No. 40/2005 on the balance of payments.
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boosted by the complete liberalisation of trade from
the beginning of May, following EU membership.
However, althoughimport pricesdropped in 2004, they
did so to alesser extent than export prices. In fact,
despitelower import prices, expenditure onimportsin
nomina termsincreased, in contrast with thereduction
in the value of exports.

Sectoral analysis
Manufacturing

The NSO survey of manufacturing firms shows that
manufacturing turnover contracted by Lm12.7 million,
or 1.2%, to Lm1,015.6 million during 2004. Thiswasas
aresult of adeclinein domestic sales (see Table 3.3).

According to the survey, exports were virtually

unchanged. The radio, TV & telecom sub-sector,
whichincludes electronics and accountsfor over 60%
of manufacturing exports, reported a small fall in
foreign sales. This probably reflects the continuing
declinein pricesof eectronic components. Meanwhile,
exports of medical & precision equipment and of
electrical machinery grew strongly. On the other hand,
foreign sales of chemicals dropped, while aLm14.6
million decline in exports of clothing was almost
matched by a Lm13.7 million increase in exports of
textiles.

Total domestic sales dropped by Lm212.9 million, or
5.6%, from the 2003 level. The food and beverages
sub-sector, which is heavily dependent on the home
market, reported lower sales thus reflecting a shift
towards imports following the complete removal of

Table 3.3
MANUFACTURING PERFORMANCE - SELECTED INDICATORS'
Lm millions
2002 2003 2004

Change in exports -8.4 36.6 0.2
Chemicals -0.4 2.1 -8.5
Clothing 2.2 -7.6 -14.6
Food & beverages 3.7 2.1 -1.2
Medical & precision equipment 4.5 4.2 8.4
Printing & publishing 9.0 54 -0.2
Radio, TV, telecoms, etc? -18.9 283 -1.0
Textiles 3.9 1.3 13.7
Others -12.4 0.8 3.6

Change in local sales 9.5 0.2 -12.9
Clothing 0.2 -0.2 2.7
Food & beverages 18 3.7 -7.2
Furniture 1.0 -4.8 -4.0
Tobacco -2.2 04 34
Others 8.7 11 -7.8

Change in net investment 4.6 4.8 15
Chemicals 3.9 0.7 14
Food & beverage -1.3 5.1 -3.3
Furniture 2.9 13 -0.8
Plastic & rubber -0.1 -0.1 -1.2
Printing & publishing 2.9 -0.6 25
Textiles 11 -1.6 2.7
Others -4.8 0 0.2

! Based on a survey of representative firms conducted by the NSO.
2 Mainly comprising firms producing electronic components.

Source: NSO.
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levies upon Maltajoining the EU. Furniture makers
continued to report lower sales, while tobacco sales
inthe home market increased, reflecting higher excise
duties.

The survey also shows that, across manufacturing,
investment during 2004 rose by 3.1%, or Lm1.5
million, as increased investment by the textiles,
chemicals and printing & publishing industries
outweighed lower investment by the food &
beverages industry.

According to the survey, employment in
manufacturing continued to contract, dropping by
1.9%. This reflected the restructuring process in a
number of firms, particularly in the labour-intensive
clothing and leather sub-sectors. Lay-offswerealso
recorded in theradio, TV & telecom industry aswell
asin the chemicals and furniture sub-sectors. On the
other hand, thetextiles, medical & precision equipment
and plastic & rubber products sub-sectors added
workersto their complement.

Tourism

The performance of the tourism sector in 2004 was
mixed. Thenumber of touristsvisiting theisland rose
by 3.5% fromthe previousyear’slevel, but the number
of nights stayed declined marginally, while
expenditure by touristsrose by just 0.6%to Lm432.3
million. At the sametime, GDP data show that gross
value added by hotels and restaurants declined by

1.1%, reflecting adrop in both operating surplus and
in compensation to employees.

Tourist numbers increased across all major source
markets except the United Kingdom (see Table 3.4).
The number of British visitors, who account for two-
fifths of the total, declined by 4.2% when compared
with the previous year, possibly due to increased
competition from other Mediterranean destinations.
By contrast, the German, Italian and French markets
grew strongly, compared with 2003. Other gainswere
recorded in the Scandinavian, Russian and US markets,
which are captured under the “Others’ category in
Table3.4.

The NSO departures survey indicatesthat during 2004
the average length of stay declined by 4.7%, year-on-
year, t0 9.7 days. Asaresult, despitetherisein tourist
numbers, the overall number of days stayed decreased
by 1.3%. All hotel categories experienced adrop in
the average length of stay, with the sharpest decline
recorded by two-star hotels. Other types of
accommodation, except aparthotels and holiday
complexes, also reported acontraction.

During the first nine months of the year, occupancy
ratesin five-star hotels continued to decline but four
and three-star hotels reported significant gains (see
Chart 3.3). Meanwhile, according to the December
2004 survey conducted by the MHRA, average
achieved room rates, which represent the

Table 3.4
TOURISM ACTIVITY INDICATORS
% change
2004 2004
Tourist departures 1,089,089 1,127,407 35
UK 471,898 451,997 -4.2
Germany 124,773 134,758 8.0
Italy 78,366 80,991 33
France 77,029 86,061 11.7
Others 337,023 373,600 10.9
Days stayed (millions) 11.1 11.0 -1.3
Average length of stay (days) 10.2 9.7 -4.7
Expenditure (Lm millions) 429.8 432.3 0.6

Source: NSO.
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Chart 3.3
AVERAGE OCCUPANCY RATES IN MAJOR HOTEL CATEGORIES
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Source: Economic Survey, Ministry of Finance.

accommodation revenue net of VAT per room night
sold, increased in al hotel categories except four-star
hotels during the first three quarters of the year.

During theyear, cruise passenger arrivalsfell by 25.7%
as the number of visiting liners dropped, probably
because the additional attraction that Malta offered
intermsof duty-freefacilitiesdiminished substantially
following Malta's entry into the EU in May. There
were also shifts in market sources of cruise
passengers, with a decline in the number of Spanish
and British visitors outweighing an increase in the
number of Italian and French passengers.

Construction

During 2004 gross value added by the construction
sector expanded by 2.5%. Employment income rose
by 5.8% from the corresponding level ayear earlier,

while the operating surplusfell by 0.7%. Growth in
employment income partly reflected anincreaseinthe
labour complement of the sector. At the sametime, a
lack of skilled labour willing to take up construction
work may have pushed up average wages, leading to
higher operating costs. Increased costs of labour
and building materials, as well as higher fees for
construction waste disposal, dented the sector’s
operating surplus.

Data for the first nine months of 2004 show that
turnover in the construction sector rose by 3.7% over
the corresponding period in 2003, a slower rate than
that recorded in the previous four years. These data
also indicate that, in line with recent trends, private
sector construction activity, which expanded by 3%,
accounted for most of this increase, with growth
picking up during thethird quarter. Constructionwork
by Government also rose, gathering momentumin the
six monthsto September 2004 (see Table 3.5).

Thelabour market

According to the Labour Force Survey (LFS),
compiled on the basis of definitions used by the
International Labour Organi sation and methodol ogies
outlined by Eurostat, the labour force contracted
during 2004 asanumber of unemployed persons opted
out of theformal labour market.> Employment remained
broadly unchanged compared to 2003, with jobs in

Table 3.5
CONSTRUCTION ACTIVITY INDICATORS
Lm millions
2002 2003 2004
January-September
Total sales 95.3 99.1 102.7
Private sector 85.1 88.8 915
General government 10.2 10.3 11.3
Value added 49.0 52.7 53.6
Share of value added in GDP (%) 3.7 3.9 3.8
Private employment (as at September) 6,373 6,417 6,617
Share in gainfully occupied (%) 4.6 4.7 4.8

Source: NSO.

3 Given that quarterly LFS data are volatile, this analysis is based on annual averages for the respective aggregates. Data for 2004 are
based on the average of the first three quarters unless otherwise indicated. As from 2004 the LFS exercise was carried out on an
ongoing basis rather than in a specific week and hence results may not be strictly comparable to those for the previous years.
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Table 3.6

KEY LABOUR MARKET INDICATORS

BASED ON THE LABOUR FORCE SURVEY"

2002 2003 2004
Jan. - Dec. Jan. - Dec. Jan. - Sept.
Labour force 158,588 159,913 159,382
Employed 147,571 147,815 147,769

By type of employment
Full-time 135,311 134,271 135,051
Part-time 12,260 13,544 12,719

By economic sector

Private sector 96,911 98,354 99,041
Public sector 50,660 49,461 48,728
Unemployed 11,017 12,098 11,613
Unemployment rate (%) 7.0 7.6 7.3
Average gross annual salary (Lm) 5,001 5,054 5,068
Growth in average gross annual salary (%) 59 11 0.3

! Figures are based on annual averages. Figures for 2004 are based on the average for the first three quarters.

Source: NSO.

the private sector increasing as the public sector
reduced itsemployment levels.

L FSdata showed that wage growth continued to slow
down. The average gross annua salary, which had
risen by nearly 6% in 2002 and by 1.1% in 2003 rose
by just 0.3% in 2004 to around L m5,068.

As the labour force and the number of unemployed
both shrank by around 500, the unemployment rate
dropped slightly, from 7.6% to 7.3% (see Table 3.6).

Chart 3.4
ACTIVITY AND EMPLOYMENT RATES*
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*The activity rate and employment rate represent the labour force and the number of employed, respectively, as a
share of the working age population.

Source: NSO.

Employment remained virtually stable ashigher full-
time employment compensated for asmall reduction
among those whose main job was part-time. 1n 2004
private sector employment continued to rise,
absorbing the impact of lower employment in the
public sector.

Other key labour market indicatorsfromthe LFSwere
also stable.  Average activity rates, which compare
the labour force aged 15-64 to the population in the
same age bracket, were virtually constant, at around
80% for males and 36% in the case of females (see
Chart 3.4) and 58.2% overall. Theoverall employment
rate, which shows the proportion of those aged
between 15 and 64 who are employed, al so remained
constant at around 54%.

Whereas L FS dataindicate that employment remained
virtually unchanged, datacompiled by the ETC show
a small drop in employment during the first three
quartersof 2004 (see Table 3.7).* ETC dataalso show
adeclinein public sector employment. Private sector

4 This difference may be due to the fact that the two data sets are based on different methodologies. Whereas the results of the LFS
are affected by sampling error, ETC statistics are administrative data compiled according to definitions set by domestic legislation

on employment and social security benefits.

33



Central Bank of Malta, Annual Report 2004

Table 3.7

GAINFULLY OCCUPIED BY SECTOR*
2002 2003 2004
Jan. - Dec. Jan. - Dec. Jan. - Sept.
Gainfully occupied 137,546 137,738 137,066
Public sector 47,742 47,093 46,614
Government departments 30,340 30,238 30,109
Other 17,402 16,855 16,505
Private sector 88,701 89,620 89,508
Manufacturing 29,041 28,277 27,337
Wholesale & retail 15,533 15,936 16,285
Hotels & catering establishments 9,091 9,169 9,034
Transport, storage & communication 6,127 6,041 5,970
Banks & financial institutions 3,604 3,581 3,561
Other 25,305 26,616 27,321
Temporarily employed 1,103 1,025 944

! Figures are based on annual averages. Figures for 2004 are based on the average for the first three quarters.

Source: ETC.

employment went down marginally, asmanufacturing
industry shed jobs, whereasemployment in the* other’
and wholesale and retail categoriesincreased. The
registered unemployment rate during 2004 dropped
marginally to 5.6% in October from 5.7%in December
2003.

According to ETC data, the average number of
persons registering as unemployed throughout the
twelve months of 2004 rose to 8,254 from 7,817
recorded a year earlier (see Table 3.8). However,
whereas registered unemployment was rising during
thefirst part of theyear, peaking at 8,830 in February,

it then dropped to 8,104 in May and remained broadly
stablethereafter (see Chart 3.5).

Around one-fourth of the average increase in
registered unemployment over the year took place
among unskilled persons. Intermsof duration, people
registering for lessthan ayear accounted for the entire
increase in registered unemployment. Conversely,
the number of long-term unemployed dropped
marginally. The placements to vacancies ratio rose
dightly tojust under 50%, whichindicatesthat almost
half of the vacanciesadvertised throughthe ETC were
taken up by those registering as unemployed.

Table 3.8
REGISTERED UNEMPLOYED'
2002 2003 2004
Skilled 5,847 6,063 6,388
Unskilled 1,734 1,753 1,866
Total 7,581 7,817 8,254
by duration
Under 20 weeks 3,084 3,381 3,558
21 to 52 weeks 1511 1,521 1871
53 weeks and over 2,986 2,915 2,825
Placements to vacancies ratio (%) 45 45 49

! Figures are based on annual averages.
Source: ETC.
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Chart 3.5
REGISTERED UNEMPLOYED
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Pricesand wages
Retail prices

The upswing in inflation that began during the final
quarter of 2003 continued during 2004. The official
measure of inflation, based on the growth rate of the
twelve-month moving average RPI, accel erated to 2.8%
asat end-December 2004, up from 1.3%in the previous
year (see Chart 3.6). Similarly, the year-on-year
inflation rate, which offersatimelier indication of price
developments, went up during most of the year,
ending December at 2.8%, as against 2.4% at theend
of the previous year.

The Central Bank of Malta'sestimate of coreinflation,

Chart 3.6
RETAIL PRICE INFLATION

= Year-on-year 12-month moving average
Sources: Central Bank of Malta estimates; NSO.

= Core year-on-year

which excludes components whose prices are
principally driven by temporary factors, also
increased. Onayear-on-year basis, thismeasurerose
t0 2.3%in December, from 2% ayesar earlier.

In 2004 theincreasein headlineinflation was primarily
fuelled by higher indirect taxes and by the rise in
international oil prices. The upward revision in the
standard VAT ratefrom 15%to 18% in January pushed
prices up across most components of the RPI, while
increased excise duties and the introduction of
environment-related taxes also had an impact.
Inflationary pressures were dampened by the
continued drop in prices of clothing and footwear
and by lessrapid growth in food prices.

Table 3.9
12-MONTH MOVING AVERAGE INFLATION: CONTRIBUTION TO GROWTH
2002 2003 2004
Food 0.5 0.6 0.1
Beverages & tobacco 0.5 0.2 0.6
Clothing & footwear -0.1 -0.5 -0.2
Housing 0.2 0.2 0.3
Water, electricity, gas & fuels 0.1 0 0
Household equipment & house maintenance cost 0 -0.1 0.2
Transport & communications 0.2 0.6 0.9
Personal care & health 0.2 0.2 0.3
Recreation & culture 0.3 0 0.1
Other goods & services 0.1 0.3 0.5
Inflation rate 2.2 13 2.8

Figures may not add up exactly due to rounding.
Source: NSO.

5 The Bank’s measure of core inflation was aso adjusted to cater for the impact of the increase in the standard VAT rate in January 2004.
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Box 1. Harmonised index of consumer prices

As from May 2004 the NSO started publishing a
harmonised index of consumer prices (HICP) on a
monthly basis, with the series going back to 1996.
The HICP, which is compiled on the basis of
regulations developed by Eurostat, the EU
Commission’s statistical arm, is the officially
recognised index of consumer pricesinthe EU. Apart
from allowing meaningful comparisons of price
movements to be made across EU Member States, it
is also used to assess whether Member States fulfil
theprice stability criterion for thefull participationin
EMU and the adoption of the euro.®

Although the RPI and the HICP utilise the same price
collection methodologies, developments in the two
indicesmay diverge dueto differencesin the coverage
of the products monitored and the basket weight
components. Whereas the RPI is only based on
expenditure by resident private households, the HICP
also takes into account expenditure by institutional
households and foreigners in Malta. The latter thus
allocatesasignificantly higher weight, closeto afifth,
to the restaurants & hotels component within the
basket, reflecting the significant contribution to
economic activity offered by the tourism sector (see
Table 1). Although bothindiceshave anidentical base
month, December 2002, the RPI weights are fixed
whereas the HICP is a chain index, with weights

Table 1

RPI AND HICP BASKET WEIGHTS

Chart 1
HARMONISED INDEX OF CONSUMER PRICE INFLATION

Jan  Apr Ju Oct Jan  Apr  Ju  Oct Jan  Apr  Jul  Oct
2002 2003 2004

= Year-on-year 12-month moving average
Source: NSO.

updated in January each year, when newly significant
goodsand servicesmay aso beintroduced. Moreover,
the RPI isbased on alocal classification system with
ten commaodity groups, while the HICP is composed
of twelve sub-indices based on an international
classification system known as COI COP (Classification
of Individual Consumption by Purpose).

During 2004 the 12-month moving average inflation
rate based on the HICP mirrored that based on the
RPI, following asimilar upward trend, rising to 2.7%
from 1.9% in the previousyear. In contrast, theyear-
on-year HICPinflation raterosefrom 2.4%in December
2003, reaching apesk of 3.6%inApril, beforedropping
t0 1.9% at theend of the year, mainly reflecting lower
pricesin restaurant and hotels (see Chart 1).

%

RPI HICP
Food, beverages & tobacco 29.93 22.00
Transport & communications 23.13 16.58
Housing, water, electricity, gas & other fuels 9.82 7.26
Recreation, culture & education 8.84 11.06
Clothing & footwear 8.24 6.90
Furniture and household goods 7.65 9.30
Health 6.22 2.74
Other goods & services 6.17 24.15
of which
Restaurants & hotels* - 18.87
Total 100.00 100.00

! Meals consumed in restaurants are included with the "Food" component in the RPI.

Source: NSO.

5 The price stability criterion is based on a reference value calculated as the arithmetic average of the twelve-month moving
average rate of HICP inflation of the three best-performing Member States in terms of price stability plus 1.5 percentage points.
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Increased fuel costs pushed up the transport &
communications sub-index, which rose by 4% on
average during the year and contributed just under
one percentage point to the overall inflation rate (see
Table 3.9). Anupward revision in telephone charges
and higher vehicle-related expenses al so contributed.

The imposition of higher excise duties on cigarettes
and alcohol raised the beverages & tobacco price
index and boosted overall inflation by just over half a
percentage point. Price increasesin the other goods
& servicescomponent added afurther half percentage
point to inflation, largely due to higher insurance
costs.

These increases were slightly dampened by a small
fall in prices of clothing & footwear. Inflationary
pressures were further moderated by the removal of
levieson EU food products and increased volumes of
domestic agricultural supplies, whose combined
impact dampened the overall growth in the food sub-
index. Hence, food, which accounts for nearly a
quarter of the RPI and which had contributed
significantly toinflation during the previoustwo years,
had only asmall impact on inflation during 2004.

Meanwhile, core inflation rose by 0.3 percentage
points to 2.3% mainly reflecting the introduction of

Table 3.10

environmental taxes. Thisrisewas, however, smaller
than that in official inflation as transport &
communications and beverages & tobacco, the two
main contributors to headline inflation during 2004,
carry azeroweight in thismeasure.

Wages

Central Bank of Malta estimates, based on average
weekly wage data gathered from collective
agreements, suggest that wage inflation in 2004 was
1.6% for al workers and 1.4% when Government
employeesareexcluded (see Table 3.10).” TheBank’s
estimates exclude overtime pay, production bonuses
and any other allowances or income in kind, al of
which also add to total labour costs, but include the
cost-of-living adjustment. Moreover, they only
capture wages of unionised workers covered by
collective agreements, who comprise just under half
of the gainfully-occupied population. They may,
therefore, not be representative of developments in
the non-unionised sectors of the economy.

On this basis, wage inflation was almost half that
recorded during 2003 which, inturn, wasroughly the
same as that recorded a year earlier. Wage inflation
also dropped below price inflation. The Bank’s
estimates also indicate that average wage increases
were equally spread among different employment

ESTIMATED CHANGE IN AVERAGE WAGES"

%

2002 2003 2004

Unskilled 2.6 3.1 1.6
Skilled 4.3 3.0 14
Clerical 3.4 2.9 2.0
Administrative? 1.6 3.8 1.6
Average wage across categories 3.3 3.1 1.6
excluding civil service employees 3.8 3.0 14

1 The T able shows Central Bank of Malta esimates based on data drawn from officially registered collective agreements. The
average wage for each labour category was computed as a weighted mean of the average minimum wage and the average

maximum wage.

2 Refersto middle management and professionals, asthe wages of the top managerial grades are not covered by collective

agreements.

Sources: Central Bank of Malta estimates; Department of Employment & Industrial Relations; Ministry of Finance.

7 Wage data from collective agreements for 2004 are only available for the period from January to August.
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categories and ranged from 1.4% for skilled workers
to 2% for clerical workers.

The slower acceleration in wages corroborates the
decelerationindicated by the LFS, which capturesthe
overal changein remuneration acrossthe entirelabour
market, although wage growth as indicated by the
LFS, at 0.3%, waseven lessrapid.

Unit labour costs, defined as the cost of labour
compensation per unit of real output, increased by
1.4%. Whereas employment income per worker rose
by 2% during the year, productivity (measured by
real output per person in employment) increased by
just 0.5%. Growth in unit labour costs moderated as
compared with 2003, when they had risen by 5.9%.

Residential property prices

Developmentsin the property market exert animpact
on household wealth and thus may influence
aggregate demand, output and inflation. Given the
importance of priceindices related to this sector, the
Central Bank of Malta upgraded the index it usesto
measure price changes in residential property. The
new index, which goes back to 1980, captures all
advertised propertiesin Maltaand Gozo except those
for commercial purposes.®

According to the new index, advertised property
prices continued to accelerate in 2004, rising by an
estimated 24.2% on average. Thus, the general upward

Chart 3.7
RESIDENTIAL PROPERTY PRICE INDEX
1980=100

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004

trend in residential property prices, in evidence since
1989, persisted (seeChart 3.7). Theincreaseinaverage
priceswas, to an extent, inflated by developmentsin
up-market units, as growth based on median prices
was somewhat slower.® Prices of al property types
rose during 2004, with the sharpest growth registered
inthe asking prices of town houses and finished flats.
These increases took place against a background of
low interest rates and may have reflected a shift in
preferences for investment in real estate as opposed
to financial assets, on account of attractive mortgage
financing opportunities.

Short-term Outlook
Assumptionsfor the forecast

Given the openness of the Maltese economy, amajor
factor influencing its performance is the state of
external demand. In making assumptions about
demand levelsin Malta's major trading partners, the
Bank made substantial reference to the European
Commission’sAutumn 2004 economic projections. On
thisbasis, itisestimated that growth in external demand
in 2005 will remain unchanged at the previousyear’s
level. TheBank alsoassumed that inflationin Mdta's
major trading partners will slow down, while export
priceswill continueto decline, though not to the extent
experienced in 2004.

On the domestic economic front, it has been assumed
that the revenue and expenditure targets contained in
the Government Financial Estimatesfor 2005 will be
achieved and that the monetary policy stance will
remain unchanged. The projections also take into
account recent policy measures aimed at increasing
production through theremoval of additional vacation
leavein lieu of public holidaysfalling on aweekend.

TheBank’sforecast

The Bank’s forecast for 2005 shows the Maltese
economy growing at a faster pace than in 2004, but
continuing to perform below its potential growth rate.
The measure on public holidays mentioned above

8 For more detailed information on the methodology used, see ‘Box 2: A Reconsideration of the House Price Index’ in the Central

Bank of Malta Quarterly Review 37:4 (2004), pp. 36-38.

9  Both the average and the median represent measures of central tendency but, as opposed to the average, the median is not

influenced by outliers in the data.
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Table 3.11

OUTLOOK FOR SELECTED ECONOMIC INDICATORS

%

2003 2004 2005 *

GDP growth at constant market prices (1.8) 15 17-23
Growth in GDP components at constant prices

Private consumption expenditure 2.0 1.0 (0.6) - (0.0)

Government consumption expenditure 3.0 0.6 06-1.2

Gross fixed capital formation 344 5.3 6.3-7.0

Inventories (as % of GDP) 0.5 1.3 13

Exports of goods & services (3.8) 25 28-34

Imports of goods & services 7.1 35 20-26
Unemployment rate 7.6 7.3 70-73
Inflation rate 1.3 2.8 19-23
General government deficit (as % of GDP) 10.6 5.2 40-4.4
External goods & services deficit (as % of GDP) 55 7.7 7.0-7.6

! Central Bank of Malta estimate.

Note: Figures in parenthesis are negative.

should boost GDP growth by around 0.4 percentage
points, contributing to an overall growth rate in the
range of 1.7% - 2.3%. Theexternal sector isexpected
to be the main source of growth, with export volumes
picking up further whiletheincreaseinimport volumes
slows down (see Table 3.11). A significant increase
in fixed capital formation, especially by the public
sector, isal so expected to stimul ate economic activity
in2005.

Growthin exportsisexpected to be underpinned by a
rise in productivity as a result of higher private
investment, theincreasein working hoursarising from
the measure on public holidays, particularly in
manufacturing, and strong external demand. In the
case of the electronics industry, exports are seen to
increase as globa demand remains buoyant, though
prices may remain depressed in view of the abundant
international supply of electronic components. The
pharmaceutical industry should also continue to
expand its export volumes, while firms producing
medical and precision engineering instruments are
expected to maintain the positive performance of
recent years. Thus, while overall export prices are
projected to decline further in 2005, mainly because
of developments in the electronics industry, a
significant deterioration in Malta's terms of trade is
not expected given that international analysts are
expecting generally stableoil prices.

In the area of services, exports are expected to
strengthen, although tourism earnings are projected
to grow at amodest rate, as excess capacity contributes
to pressureson pricesand profit margins. Asaresult,
theforecast growth in tourist arrivalsand earningsin
2005 is unlikely to translate to higher employment
levelsin the sector.

In contrast, gross fixed capital formationis projected
to accelerate in 2005, with the pick-up generated
chiefly by Government capital expenditure, particularly
on the new hospital. Government spending on other
infrastructure projects, mainly related to the
environment and roads, is also expected torise. In
thisregard it isrelevant to mention that a substantial
part of the financing for these projects will emanate
from EU structural funds. Consequently, inflowsfrom
such sourcesshould be markedly higher thanin 2004.
Private sector investment, especially in manufacturing,
is also expected to accelerate as domestic firms
respond to growing international competition. This
ismost evident in the food and beverages sub-sector,
where producers are gearing themselves up both to
improve their competitive position in the domestic
market and to venture oversess.

After slowing down in 2004, private consumption is

expected to decline in 2005 as disposable income is

projected to rise only marginally. This is partly
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attributable to the continued slack in the labour
market, which should result inlow wage growth, even
though this should be slightly stronger than in 2004.
Furthermore, household disposable income is also
expected to be negatively affected by the anticipated
higher inflow of incometax revenue. Similarly, public
consumption is expected to grow at a slower pacein
linewith the ongoing fiscal consolidation programme.

Reflecting the weakness of private consumption and
thefiscal tightening, import growth isforecast to slow
downin2005. However, importsof industrial supplies
and of capital goods are expected to register more
buoyant growth. Inthe caseof theformer, thiswill be
mainly linked to the projected pick-upin exports, while
in the case of thelatter, the main factor should be the
significant rise in public capital expenditure. These
developments should lead to a dight narrowing of
the negative balance on goods and services, although
the latter is still expected to remain relatively large.
The shortfall on the current account will be partly
financed by foreign grants from the EU and Italy,
which are projected to almost doublein 2005 to around
4% of GDP,

The rate of inflation should drop significantly in
2005, asthetemporary effects of the hikein the VAT
rate in 2004 dissipate. Nevertheless, it is still
expected to remain slightly above 2%, partly because
of the impact of a number of other measures
introduced from the beginning of the year. These
include the 17% surcharge on water and el ectricity
consumption and the extension of eco taxes to a
number of other products. Furthermore, with oil
pricesremaining at the high levels seenin thefinal
quarter of 2004, domestic fuel pricesare not expected
to ease until later in 2005. On the other hand, weak
labour market conditions and labour cost savings
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arising from the impact of the measure on public
holidays are likely to keep underlying inflationary
pressures in check.

The pick-up in economic growth in 2005 is expected
to have only amarginal effect on the unemployment
rate. Slight growth in employment, however, should
be generated by the forecast rise in export activity
and increased public sector investment. In contrast,
the continued weakness in domestic consumption,
together with fiscal tightening, is likely to have a
dampening effect on employment growth relative to
the labour force. The latter is expected to continue
expanding, primarily driven by higher female
participation.

In summary, the Bank is projecting an accelerationin
economic growth in 2005, mainly because of the
increasein the number of working days brought about
by the Government measure on public holidays.
However, the improved performance of the external
sector should also contribute. Inflation is expected
to be significantly lower than in 2004, even though it
will remain dightly above 2%, and the unemployment
rate will ease dlightly, despite the contractionary
effects on the economy of fiscal consolidation.

The Bank’s projections hinge on the assumption that
external demand will continue to grow at around the
same pace asin 2004. They are therefore subject to
downsiderisks, asgrowth forecastsin someof Malta's
major trading partners, particularly in the euro area,
could be revised downwards. On the domestic front
there are downside risks too, if the pace and success
of structural reforms in product and labour markets
fall below expectations. However, theimpact of these
factorsonthe economy islikely to be morediscernible
inthemediumtolong term.
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4. The Balance of Paymentsand the Maltese Lira?

Thebalanceof payments

Provisional balance of payments data indicate that
the current account deficit widened in 2004 compared
to the previous year. This was mainly due to a
combination of a larger merchandise trade gap, a
decrease in the positive balance on services and a
shift in the income account that swung the balance
into deficit. After excluding movements in reserves,
which registered a decline over the year, net inflows
on the capital and financial account showed asmaller
surplus. Net errors and omissions remained
considerable and positive.

Thecurrent account

IN2004 the current account deficit widened to Lm191.3
millionfrom Lm103.3 million (see Chart 4.1). Nearly

Table 4.1
EXTERNAL BALANCESl

Chart 4.1
BALANCE OF PAYMENTS TRENDS

Lm millions
&
S

| Current account Net capital and financial flows
(excluding movements in reserves)

Net errors and omissions Movements in reserve assets *

1 A negative movement indicates an increase in reserve assets.
Source: NSO.

half of this deterioration was due to a larger
merchandise trade gap as imports increased and
exports dropped. Developments in the income
account also contributed as the surplus shifted to a
deficit, while the positive balance on services

Lm millions
2003 2004

credit debit credit debit

Current account balance 103.3 191.3

Goods and services 1,419.6 1,517.9 1,400.6 1,548.9

Goods balance 263.2 304.0

Goods 942.1 1,205.3 918.9 1,222.9
Services balance 164.9 155.7

Services 4775 312.6 481.7 326.0

Transport 122.4 138.6 132.0 151.2

Travel 261.5 80.9 269.1 88.0

Other services 93.7 93.1 80.6 86.7

Income (net) 154 17.1

Current transfers (net) 20.4 25.9
Capital and financial account balance? 63.8 37.7
Capital account balance 2.4 25.3
Financial account balance 61.4 125
Direct investment 103.7 137.6

Portfolio investment 585.8 578.8
Financial derivatives 9.0 1.1
Other investment 534.4 4525
Movements in reserves® 54.7 69.5
Net errors and omissions 94.3 84.1

! Provisional.

2 Excludes movements in official reserves.
% Excludes revaluation adjustments.
Source: NSO.

1 This analysis is based on data available up to 9 March 2005.
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Table 4.2
MERCHANDISE TRADE

(based on Customs data)

Lm millions
% change
2002 2003 2004" 2003-2002  2004-2003
Imports 1,227.5 1,281.3 1,316.8 4.4 2.8
Consumer goods 2940 311.1 344.7 5.8 10.8
Industrial supplies 630.7 657.6 620.6 43 -5.6
Capital goods & others 200.0 210.7 2471 5.3 17.3
Fuel & lubricants 102.8 101.9 104.4 -0.9 25
Exports 960.7 928.3 909.2 -3.4 2.1
Trade balance -266.8 -353.0 -407.6 -32.3 -15.5
! Provisional
Source: NSO.

narrowed further. The deficit on current transfers
increased.

Merchandise trade

According to balance of payments data, the
merchandi setrade balance widened by Lm40.8 million
toLm304 million. Importsincreased by Lm17.6 million
while exports dropped by Lm23.2 million. Customs
data for 2004 also indicate similar trends (see Table
4.2), though magnitudes differ because of differences
in methodol ogy.?

Customsdatashow that importsincreased by Lm35.5
million, or 2.8%, in 2004 (see Table4.2). Capital goods
and consumer goods contributed significantly to this
rise, increasing by 17.3% and 10.8%, respectively. The
former were boosted in thefirst quarter of theyear by
therecording of yacht imports, which benefited from
a temporary reduction in VAT. However, these
transactions did not affect balance of payments data.
Consumer goods al so rose sharply, influenced by the
removal of leviesupon Malta saccessiontothe EU in
May, which made certainimported items, particularly
food and beverages, cheaper. Theimport bill onfuels
and lubricants also increased, although the impact of
higher oil prices was somewhat mitigated by the
appreciation of the Malteseliraagainst the dollar and

the cessation, during the year, of importsrelated to oil
bunkering activity by onefirm.

Imports of industrial supplies, particularly semi-
finished goods, dropped by 5.6%. Thisis probably
related to the reduction in manufacturing exports in
value terms, which was driven by negative
developmentsin export prices.

During theyear, exportsdropped by 2.1%, or Lm19.1
million, with adverse price movements having a
significant impact. Exports of mineral fuels and
[ubricants dropped by 22.8% as a state-owned oil-
bunkering firm ceased its import and re-export
operations. Moreover, foreign sales of food, which
had been boosted significantly by fish exports in
December 2003, dropped by over aquarter to Lm25.4
million. Inaddition, exports of beverages & tobacco
and miscellaneous manufactured goods declined, with
thelatter probably reflecting the closure of somefirms
inthetextileindustry. Conversely, exportsof machinery
and transport equipment, which also include semi-
conductors, and chemical goods increased.

An analysis of merchandise trade flows on a
destination basis indicates that trade links with the
EU continued to strengthen in 2004. The share of
exportsto the EU in the total expanded from 44% to

2 Merchandise trade figures are compiled by the NSO from Customs data, which are recorded on a cost, insurance and freight basis.
These data are then adjusted in the compilation of the balance of payments to cater for differences in coverage, valuation and
timing. In addition, insurance and freight are allocated to the services account. As a result, the goods balance shown in Table 4.1
does not tally with the merchandise trade balance shown in Table 4.2.
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Chart 4.2
DIRECTION OF TRADE - EXPORTS

W 2002 2003 2004
Source: NSO.

48%, whilethe EU’sshare of Malteseimportsincreased
from 67% to 72%, which probably reflected theimpact
of theremoval of tradebarriersreferredto earlier. The
proportion of importsfrom the US continued to drop,
falling from 8%to 5%. Theshareof importsfromAsia
and other countries also fell. On the other hand, the
share of Malta's exports to the US increased from
14% to 15% while the share of exports to Asia and
other countries dropped (see Charts 4.2 and 4.3).

Services

Thesurpluson servicesnarrowed by Lm9.2 millionto
L m155.7 million (see Table 4.1). Lower receiptsfor
miscellaneous business, professional and technical
services accounted for most of thedrop inthe surplus,
although higher freight payments — related to the
larger import bill —and increased passenger carriage
payments also contributed. On the other hand, net
travel receipts rose, abeit by just 0.3% to Lm181.1
million. Gross travel receipts continued to increase,
expanding by 2.9%, but they were almost matched by
higher travel payments that probably reflected the
sharp growth in the number of Maltese travelling
abroad.

I nvestment incomeand transfers

Developments in the income component also
contributed significantly towards the wider current
account deficit as the balance shifted from a surplus
of Lm15.4 millionto adeficit of Lm17.1million. This
swing was almost completely due to larger profits
recorded by foreign-owned companies operating in

Chart 4.3
DIRECTION OF TRADE - IMPORTS

Source: NSO.

Malta, whichincreased from Lm77.4milliontoLm100.4
million. A substantial part of these profits was
retained.® Inaddition, net interest receiptswerelower
as residents received lower income on their external
assets.

Meanwhile, the deficit on current transfers widened,
as private transfer payments continued to expand,
with the balance on government transfers remaining
largely unchanged.

Thecapital and financial account

The capital and financial account — excluding
movementsin reserves — recorded a reduced surplus
in 2004. Compared to the previous year, net inflows
declined by Lm26 millionto Lm37.7 millionin 2004.

Net inflows on the capital account increased
substantially to Lm25.3 million, mostly asaresult of
official capital transfersfrom the EU and other official
assistancefrom Italy under the Fifth Financial Protocol.
In contrast, net inflows on the financial account
decreased from Lm61.4 million in 2003 to Lm12.5
million. This reduction mainly reflected lower net
inflows on the other investment account item, which
dropped by Lm81.9 millionto Lm452.5 million. This
was mainly driven by asignificant increase in loans
granted by resident international banks to non-
residents, which are recorded as outflows. A drop in
inflowsdueto the repatriation by residents of holdings
of foreign currency and deposits also contributed.
Net financial inflows related to financial derivatives

% Retained earnings are then recorded as inflows in the direct investment component of the capital and financial account.
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Table 4.3

EXCHANGE RATES OF THE MALTESE LIRA
AGAINST SELECTED CURRENCIES FOR 2004

USD/MTL GBP/MTL JPY/MTL EUR/MTL

Average for 2004 2.9061 1.5853 314.2 2.3368
Average for 2003 2.6543 1.6237 307.4 2.3470
% change 95 -2.4 2.2 -0.4
Closing rate on 31.12.2004 3.1392 1.6252 321.7 2.3023
Closing rate on 31.12.2003 2.9197 1.6351 312.2 2.3163
% change 7.5 -0.6 3.0 -0.6
High for the year 3.1415 1.6331 3251 2.3598

(28 Dec.) (05 Jan.) (15 Mar.) (18 June)
Low for the year 2.7783 1.5462 296.8 2.3004

(26 Apr.) (18 June & 13 Apr.) (05 Apr.) (30 Dec.)

fel by Lm7.9milliontoLm1.1 million, whilenet portfolio
outflows decreased marginally from Lm585.8 million
to Lm578.8 million.* These outflowslargely consist of
investment by resident banksin long-term assets such
as bonds and notes.

Conversely, net direct investment inflowswent up by
L m33.9 millionto Lm137.6 million, partly on account
of higher reinvested earnings by foreign-owned
companiesaswell asanincreasein the capital base of
aresident deposit money bank.

Errors and omissions, which amounted to Lm84.1
million, continued to be positive and substantial,
implying an overestimation of the current account
deficit or underestimated capital and financial inflows,
or both. They also highlight the difficulties of
capturing international transactions in an extremely
open economy that has liberalised capital account
transactions and has developed into an international
financia centre.

Asaresult of these developments, the official reserves
dropped by Lm69.5 million after having increased by
Lm54.7 millioninthe previousyear.

The Maltese lira and indicators of external
competitiveness

The Maltese lira

Movements of the Maltese lira in 2004 reflected
international foreign exchange market devel opments
outlined in Chapter One of this Report. When
compared to end-December 2003, the liradepreciated
by 0.6% against the euro. Thislimited movement of
the lira against the euro reflects the large weight
allocated to the euro in the Maltese lira currency
basket. The lira also lost ground against sterling
during thefirst half of the year, but regained some of

Chart 4.4
EXCHANGE RATE MOVEMENTS OF THE

MALTESE LIRA AGAINST SELECTED CURRENCIES
(index of end-of-month rates, end-1999 = 100)

JFMAMJJASONDJFMAMJJASONDJFMAMJJASOND
2002 2003 2004

—EUR —UusD —JPY GBP

4 In the final quarter of 2003, the new category ‘financial derivatives began to be shown as a separate category of the capital and
financial account. Flows related to financia derivatives were formerly included with portfolio investment. As data on financial
derivatives for 2003 do not refer to the entire year, flows reported for the two years are not strictly comparable.
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it towardsthe end of the year so that over the year as
awholeit fell by 0.6% (see Table 4.3).

Conversely, the liraappreciated significantly against
thedollar, which continued to weaken on international
foreign exchange markets (see Chart 4.4). This
appreciation of the lirawas particularly pronounced
inthefinal quarter of theyear, when thedollar reached
record lows against the euro. The lira also
strengthened further against theyen, albeit at aslower
pace than that recorded in 2003.

Effective exchange rates

TheNominal Effective Exchange Rate (NEER) of the
Maltese lira ended the year 0.8% higher than at end-
December 2003. The Real Effective Exchange Rate
(REER) of the Maltese lirawas stable for most of the
year (see Chart 4.5). In November and December it

Chart 4.5

REAL AND NOMINAL EFFECTIVE EXCHANGE RATE
INDICES FOR THE MALTESE LIRA

(1995 = 100)

JFMAMJJASONDJFMAMJJASONDJFMAMJJASOND
2002 2003 2004
~—REER  —NEER

rose substantially, ending the year 1.3% above its
end-2003 level. Thismainly reflected the appreciation
of the Maltese lira against the US dollar. However,
unfavourable price differentials also had an impact
on the Index, as retail pricesin Maltaincreased at a
faster pacethan they did initstrading and competitor
countries.
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5. Government Finance!

After having widened during the previous year, the
deficit on the Consolidated Fund contracted in 2004
as revenue grew faster than expenditure. Measured
as aproportion of GDP, the deficit fell from 5.9% in
2003t05.1%in 2004. Thefiscal imbaancewasmainly
financed through the issue of long-term domestic
securities and, to a lesser extent, through short-term
borrowing. The Budget for 2005 projects a lower
Consolidated Fund deficit of Lm76.1 million, asrevenue
isagain estimated to grow faster than expenditure.

At the sametime, the general government deficit also
decreased substantially, reaching 5.2% of GDPfrom
10.6% ayear earlier.? Thisimprovement was, however,
accentuated by a one-off adjustment related to the
restructuring of the shipyardsthat took placein 2003.
Thegeneral government debt rosefrom 72.6% of GDP
in2003to 75.6%. Accordingtothelatest Convergence
Programme, the general government deficit isexpected
to maintain its downward trend during the next three
years, reaching 1.4% of GDP in 2007, with the debt
ratio also expected to drop to 70.4% (see Box 2).

Fiscal performancein 2004

The Consolidated Fund deficit declined by Lm11.5
millionin2004, reaching Lm93.9 million (seeTable5.1).
Chart 5.1

FISCAL INDICATORS
(% of GDP)
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2000 2001 2002 2003 2004
Revenue Expenditure ~- Deficit (right scale)
Note: Figures refer to the Consolidated Fund.
Sources: Ministry of Finance ; NSO.

Thisimprovement was entirely attributableto growth
inrevenue, which increased by 12.3%, surpassing the
9.2%risein expenditure. Asaresult, the primary deficit
narrowed by Lm18.2 millionfromits2003 level .2

Theincrease in revenue during 2004 was generated
primarily by grantsfrom overseas, coupled with VAT
recel ptsand aone-time payment by the new operators
of the national lottery following its privatisation.
Revenue growth also reflected measures that came
into effect during the year regarding the taxation of
income from property transfers. On the other hand,
expenditure growth was mainly driven by higher
spending on social security benefits, contributions
to the EU Own Resources and aone-off compensatory
payment to households following the increase in the
VAT rate. Consequently, total revenue, which had
dipped to 37.7% of GDP in 2003, recovered to 41%
during 2004, while the expenditure-to-GDP ratio
continued to rise, reaching 46% (see Chart 5.1).

Revenue

During 2004 revenuegrew by Lm83.1 millionfor atotal
of Lm759.5 million. Almost one half of thisrise came
from non-tax receipts, which went up by Lm41.3
million. Theremainder was attributable to both direct
and indirect taxes, which increased by Lm8.3 million
and Lm33.5 million, respectively.

Most of the additional non-tax revenue stemmed from
grants received from the EU and Italy, the latter in
terms of the Fifth Italian Financial Protocol. These
fundsmorethan offset adrop in Central Bank of Malta
profitstransferred to Government, aswell asadecline
in fees due to the non-recurrence of the Investment
Registration Schemethat wasin place during the last
quarter of 2003.

' This analysis is based on information contained in the Financial Estimates 2005 and the Budget Speech 2005 and takes into

account data on GDP released on 10 March 2005.

2 General government captures all the operations of central Government, including extra-budgetary units, and local government.
Data on the general government deficit and debt are taken from NSO News Release No. 50/2005 published on 18 March 2005.
3 The primary balance excludes interest payments from expenditure, as the former are driven by the accumulated stock of debt and
by movements in interest rates and are not directly under Government control. It thus gives a better indication of the fiscal policy

stance.
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Table 5.1

GOVERNMENT BUDGETARY OPERATIONS1
Lm millions
2003 2004 2005 2004 2005

% change

TOTAL REVENUE 676.4 759.5 833.8 12.3 9.8
Direct tax > 3309 339.2 354.9 25 4.6
Indirect tax 274.6 308.1 335.1 12.2 8.7
Grants 25 374 74.6 + +
Other non-tax revenue 68.4 74.8 69.2 94 -71.5
TOTAL EXPENDITURE 781.9 853.5 909.9 9.2 6.6
Recurrent expenditure 2 677.9 743.9 772.8 9.7 3.9
Capital expenditure 104.0 109.6 137.1 54 25.1
BALANCE ON CONSOLIDATED FUND -105.4 -93.9 -76.1 = =
Interest payments 63.0 69.7 7.7 10.6 114
Primary balance * -42.4 -24.2 1.6 . -
GENERAL GOVERNMENT BALANCE* -189.8 -96.7 - - -

+ indicates a value exceeding + /- 100%

! Data for 2004 and 2005 are revised estimates and estimates, respectively, as shown in the Financial Estimates 2005 and the

Budget Speech 2005 published in November 2004.

2 Excluding the state contribution to the social security account.
% Total revenue less total expenditure excluding interest payments.

* General government balances are taken from NSO News Release No. 50/2005 published on 18 March 2005.

Sources: Ministry of Finance; NSO.

Theincreaseinindirect tax revenuewasmainly driven
by higher inflowsfrom VAT and from licences, taxes
andfines. Theformer grew by Lm16.6 million, or 13.4%,
reflecting the increase in the standard rate from 15%
to 18% in January, awidening of thetax basein May
and theintroduction of atemporary scheme entailing
areduced rate on theimportation of yachts. Thelatter
yielded Lm3.2 million. On the other hand, licences,
taxesand finesincreased by L m13.1 million, most of
which was attributable to the one-time payment
received on the privatisation of national lottery
operations. Duty on documents on transfers of
immovable property also produced more revenue,
following changesto taxation on the sale and transfer
of property. Meanwhile, revenue from Customs and
ExcisewasLm3.8 million higher than thelevel recorded
in 2003 due mainly to an increase in excise dutieson
cigarettes. In contrast, receiptsfrom leviesonimported
goodsfell duetotheremoval of levieson EU products
following accession.

Direct tax revenue was up by Lm8.3 million. Income
tax contributed more than half of thisrise, increasing
by Lm4.7 million and driven mainly by higher intakes
from capital gains taxes, asincome earned from the
transfer and sale of property, including inherited estate,
became subject to agtricter tax regime. However, higher
income from employment also contributed and,
coupled with animproving labour market, also led to
arisein socia security contributions.

Expenditure

Totd expenditurefor 2004 increased by Lm71.6 million.
Recurrent spending expanded by Lm66 million, or
9.7%, and accounted for almost the entirerise. Capital
outlaysroseby Lm5.6 million.

The expansion in recurrent outlays mainly reflected
higher spending on programmes and initiatives, which
rose by Lm42.8 million, or 14.4%. The main
contributory factors were higher spending on social
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security benefits - mostly retirement pensions- and a
one-off compensation to households following the
increase in the standard VAT rate. Moreover, for the
first time, the Government contributed to EU own
resources following EU membership in May.
Payments in this regard amounted to around 2% of
total expenditure. At the same time, outlays on
medicines and medical supplieswerethe main factor
driving up spending on operations and maintenance,
whichroseby amost Lm8million.

The Government’s wage bill increased by Lm5.7
million, driven mainly by the cost of living adjustment
and annual salary increments. Higher wages offset
the decline in spending due to the reclassification of
the Drainage Directorate outside the Government’s
departmental structure. Thisreclassification, coupled
with higher transfersto Industrial Projectsand Services
Ltd (IPSL) and the MaltaCollege of Arts, Scienceand
Technology (MCAST), drove up contributions to
Government entitiesby L m2.8 million, offsetting adrop
in transfers to the shipyards. Interest payments rose

by Lm6.7 million, reflecting increased levels of
outstanding debt.

Capital expenditure continued to expand, abeit less
rapidly than in the previoustwo years, adding Lm5.6
millionto Lm2109.6 million. Higher outlaysweremostly
related to the purchase of embassy premises abroad
and the acquisition of new equipment for the Armed
Forces and for the Ministry of Agriculture and
Fisheries. However, the effect of these factors was
dampened by lower spending on education, roads,
public transport and subsidies to the shipyards.
Capital spending on health, which accounted for
around one-fourth of the total, remained broadly
unchanged over the previous year.

Government debt and financing oper ations

Gross Government debt went up by Lm94.7 million
during 2004, broadly in line with the Consolidated
Fund deficit, ending theyear at Lm1,354.2 million, or
73% of GDP (see Chart 5.2).* Thisrisewasmainly
attributable to a Lm2100 million increase in Malta

Table 5.2
GOVERNMENT DEBT AND FINANCING OPERATIONS

Lm millions
2003 2004
CONSOL IDATED FUND BALANCE -105.4 -93.9
Contributions to sinking funds (foreign)* 5.9 7.4
Contributions to sinking funds (local)* 6.4 -6.4
Sinking funds of converted loans 2.1 9.0
Proceeds from sale of assets 0 0
Borrowing requirement 115.6 98.7

Changesin
Gross Government debt > 183.2 94.7
Malta Government stocks 100.4 100.0
Treasury bills 135 13.1
Local loans 41.8 -14.4
Foreign loans 27.5 -4.0

! Negative figures indicate an application of funds.

2The change in gross Government debt is not necessarily equal to the public sector borrowing requirement due to changes in

Government deposits and differences in definitions used.
Sources: Central Bank of Malta; Ministry of Finance.

4 Data on Government debt refer to central Government excluding Extra-Budgetary Units.
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Government stocks (MGS), following three issues
that took place during the year (see Table 5.2). The
Government also resorted to short-term borrowing,
with Treasury billsinissuerising by Lm13.1 million.
On the other hand, both local and foreign loans
declined. The former decreased by Lm14.4 million,
as around one-third of the debt previously owed by
the shipyards and assumed by Government in 2003
was repaid. Similarly, the outstanding volume of
foreign loans also decreased as repayments were
only marginally offset by negative revaluation
effects. Indeed, the low share of foreign loans,
amounting to around 5% of the total, suggests that
risks arising from exchange rate fluctuations are
limited.

Consequently, at the end of 2004, MGS outstanding

Chart 5.2
GROSS GOVERNMENT DEBT
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amounted to Lm1,012.8 million, or 74.8% of
Government debt, while Treasury Bills egualled
Lm245.4 million, or 18.1%. Local and foreign loans,
which stood at Lm27.4 million and Lm68.6 million,
respectively, accounted for the remainder.
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Box 2: Conver gence Programme 2004-2007

As aMember State of the European Union, Maltais
required to submit Convergence Programmesin line
with Council Regulation (EC) No. 1466/97, which
focuses on the strengthening of the surveillance of
budgetary positions and the surveillance and co-
ordination of economic policies. This Regulation states
that all Member Statesthat have not adopted the euro
have to submit Convergence Programmes to the
Council and the Commission at regular intervals.
Conseguently, in May 2004 Malta presented its first
Convergence Programme covering the period 2004-
2007. The Programme includes an analysis of the
economy and the medium-term outlook, a detailed
explanation of the Government’s medium-term
budgetary objectives and the underlying policies and
reforms.

Responding to the Convergence Programme, the
Council decided on 5 July 2004 that, with the general
government deficit and gross government debt
standing at 9.7% and 70.4% of GDP respectively, in
2003 Maltawasin an excessive deficit position. Asa
result, the Maltese authorities were requested to
correct this position by 2006 at the latest, through the
implementation of structural measuresaimed at curbing
expenditure and reducing growth in the debt ratio.

In line with the same Council Regulation, Member
States that have not adopted the euro are requested

Table 1

to submit an update of the Convergence Programme
in the latter part of the year. Accordingly, Malta
submitted an updated version of the Convergence
Programme containing the latest fiscal position, in
December. Subsequently, on 22 December the
Commission reported that the Maltese Government
appeared to be taking the necessary action to achieve
the 2005 deficit target and indicated that no further
steps were necessary under the excessive deficit
procedure. In February 2005, the ECOFIN Council
endorsed the Commission’srecommendation.

According to the updated Convergence Programme,
the Government expects the general government
deficit-to-GDPratio to declinegradually from 5.2%in
2004 t0 3.7%in 2005 (see Table 1). Two-thirdsof this
drop will be achieved through higher taxation, while
one-off measures, such as the sale of Government
property, are expected to contribute to the remaining
third. By 2007, the deficit-to-GDP ratio should reach
1.4%.

On the other hand, the general government debt-to-
GDPratioisexpected to declinefrom 73.2%in 2004 to
72% in 2005. The debt ratio should continue to fall
over the Programme period due to privatisation
proceeds, higher economic growth and a gradual
improvement in the primary balance, reaching 70.4%
by 2007.

MEDIUM-TERM FISCAL DEVELOPMENTS

as % of GDP

2003 2004 2005* 2006* 2007+
General government balance -9.6 -5.2 -3.7 -2.3 -1.4
General government primary balance -5.8 -1.4 0.3 1.6 2.4
General government debt 704 73.2 72.0 705 70.4

* Forecasts

Source: 'Malta: Update of Convergence Programme 2004 - 2007', Ministry of Finance.
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6. Financial Sability Analysis

The Central Bank of Malta's underlying objectivein
promoting financial stability is the timely
identification of vulnerabilities and the assessment
of risks to the financial system that could result in
systemic disturbances.

During 2004 the pick-up in the Maltese economy and
the continued low interest rate environment reduced
the interest debt burden for both the household and
the corporate sectors, as competition for loan
originationintensified. Theoverall assessment of the
local banking system still appears favourable, with
stress tests showing that credit institutions are
adequately capitalised to withstand plausible
economic shocks. Banks experienced higher
profitability, reflecting increased efficiency arising
from cost-containment and a decline in doubtful
assets. Lending increased, mainly driven by the
demand for mortgage loans by households, while
credit risk from the corporate sector declined.
However, therewere still somedownsiderisksarising
mainly from uncertain international economic
developments, particularly with regard to exchange
rate movements, inflati onary expectationsand external
deficits. Domestically, although the interest debt
burden wasalleviated by low interest rates, household
debt levels relative to income rose sharply, while
property prices continued to rise.

Regulatory developments

During the year, variousregulations and lawsrel ated
to banking were introduced both locally and
internationally. Further Directives and Regulations
were adopted by the EU in connection with the
Financia ServicesActionPlan (FSAP). Thetwo most
important developments were the recasting of the
European Union Codified Banking Directive and the
Capital Adequacy Directive implementing Basel 11.
The adoption and implementation of International
Accounting Standards (IASs) with a carved-out
version of IAS 39 was endorsed by the European

Commission in November. In the domestic sphere,
the MFSA amended various Directives governing the
banking, insurance and investment services sectors
inorder to harmonisethelocal regulatory regimewith
the EU Acquis. The EU Regulations on the single
passport and freedom to provide financial services
were adopted in May 2004.

Thefinancial sector
The banking sector

Credit ingtitutions in Malta continued to maintain a
level of capital well above the statutory minimum
requirement and were generally more robust than in
previousyears as enhanced risk management reduced
credit, market and operational risks substantially.

The capital adequacy ratio (CAR) of the domestic
credit institutions stood at 19.1% at the end of 2004,
compared with 17.8% in 2003, although their core
capital adequacy ratio (CCAR) fell marginaly to 15.5%
(see Chart 6.1). The total banking system’s CAR
continued onitsupward trend, reaching 21.4% by the
end of the year, reflecting arise in the banks' own
funds (see Table 6.1). The CCAR for the banking
system asawhol e also ended the year slightly higher
at 18.2%. Stresstesting in respect of exceptional, but
plausible events showed that even in adverse
scenarios, credit institutions in Malta would be left
with adequate capital, reflecting their robustness.

Chart 6.1
CAPITAL ADEQUACY
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Table 6.1

FINANCIAL SOUNDNESS INDICATORS

%

2003 2004
Regulatory capital to risk-weighted assets (CAR) 19.7 214
Regulatory Tier 1 capital to risk-weighted assets (CCAR) 17.7 18.2
Non-performing loans net of provisions to capital 384 30.6
Non-performing loans to total gross loans 8.1 6.6
Return on assets (ROA) 1.0 13
Return on equity (ROE) 10.2 13.9
Interest margin to gross income 70.9 457
Non-interest expenses to gross income 57.8 46.9
Liquid assets to total assets 24.6 24.3
Liquid assets to short-term liabilities 56.3 455

The banking sector’s profitability has traditionally
been influenced by the net interest income earned
from its core operations. The low interest rate
environment of recent years, however, has induced
banksto diversify their sources of incomein order to
maintain profit margins. Asaresult, income generated
from non-interest activities, such asforeign exchange
dealing, securities trading, fee income and other
services was an important contributor to the banks'
profits.

The banks' operating costs fell by 6.7% during the
year, reflecting lower non-interest expensesresulting
particularly from write-backs and lower provisions.
Asaresult, their cost-to-assets ratio decreased by 30
basis pointsto 1.2% (see Chart 6.2).

Theincrease in bank profitability was reflected both
in the return-on-equity ratio (ROE) and in the return-
on-assetsratio (ROA), with the ROE and the ROA for

Chart 6.2
PROFITABILITY
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the banking sector as a whole rising to 13.9% and
1.3%, respectively, as at end-December 2004, from
10.2% and 1% at the end of the previous year (see
Table6.1).

Thebanks' total assetsincreased by 15.3%, reflecting
a sharp increase both in holdings of foreign
investment securitiesandinloan portfolios. Thelatter,
which constitute the largest asset component of the
banks' balance sheet, increased by Lm257.3 million
(7.4%) to Lm3.7 billion during 2004, largely reflecting
lending to the household sector.! In addition, asset
quality within the banking sector continued to
improve, reflecting afurther declinein non-performing
loans (see Chart 6.3). This notwithstanding, the
overall level of non-performing loans remains high
and, coupled with the lack of diversification in the
banks' loan portfolio, remains a source of concern.

Over thelast threeyears, credit institutionsintroduced

Chart 6.3
NON-PERFORMING LOANS
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NPLs-to-total loans (total banks)
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1 These data exclude interbank loans.
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Chart 6.4
PROVISIONS
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more efficient credit risk management systems that
reversed the rising trend of non-performing loans
noted in the previous years. However, overall loan
loss provisionsremained unchanged during 2004, with
an increase by one major bank offsetting areduction
by another. Thus, the coverageratioimproved during
theyear, rising to 25.6% from 23.3% at end 2003 (see
Chart 6.4).

Over 60% of thebanks' 1oan portfolioiscollateralised,
withimmovable property accounting for half thevalue
of the collateral held by banks. This high
concentration of real estate in the value of collateral
amplifiesthe degree of credit risk to which the banks
areexposed, particularly on account of the difficulties
that are likely to be encountered in liquidating this
typeof collateral.

The non-bank financial sector

The net worth and profitability of theinsurance sector
continued to improve in 2004, underpinned by rising
business volume. In fact, both general and life
insurance premia increased significantly during the
year.

Thebullish stock market, coupled with the economic
growth experienced by some of the major
industrialised countries, drovetheinternational aswell
as the domestic SICAV's market higher. Issuance of
corporate securities on the domestic capital market
stagnated somewhat during 2004, reflecting
companies preferencefor moretraditional sources of
finance. The small turnover and correspondingly low
liquidity in the stock market remain a concern. The
price-earnings ratio of non-bank equity moved

erratically, but that of the banking sector recorded a
moderate increase, reflecting investors' confidence
in the banks.

Thenon-financial sector
The household sector

Household debt increased by 18.7% in 2004, as low
interest rates may have induced households to carry
increased debt under a perception of aconstant debt-
servicing burden. Since most borrowing carries a
variable rate of interest, any eventual high increases
in interest rates may put the household sector under
financial pressure, a fact that may be of concern to
credit institutions on account of their exposureto the
sector.

Borrowing by households for the purchase and
construction of houses increased by 21% to Lm554
million during 2004 (see Chart 6.5). At thesametime,
the demand for dwellings continued to drive house
prices higher, as explained in Chapter Three of this
Report. The correlation between rising house prices
and the growth of household debt shows that a rapid
fall in prices might affect the ability of householdsto
repay loansinthe event of forced sale or lower income.
This could have further consequences for the banks,
especially assomeingtitutions might have eased credit
standards through higher loan-to-value ratios and
extended repayment periods. While there are
indications of increased risk in household portfolios,
as shown by the deterioration in the househol d loans-
to-GDPandtheloans-to-incomeratios, itistill difficult
to envisage ascenario in which afall in house prices
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alone could trigger difficulties for thelocal financial
system.? Furthermore, the default rate by the
household sector has traditionally been very low.

The corporate sector

Lending to the corporate sector picked up dlightly
during 2004 whiledepositsfell marginally from Lm418
millionin2003 to Lm414 millionin2004.2 Credit risk
appears to have waned somewhat during the year
with the number of creditors’ forced insolvencies
declining considerably. Furthermore, athough the
gross indebtness of the corporate sector measured in
terms of bank debt increased by 6.8% during 2004,
large credit exposures by the major domestic banks
vis-&visthe sector increased only marginally.

Risk outlook

Financid stability analysisfocuses on downsiderisks
to the base economic scenario rather than on the most

likely outcome, so asto highlight potential threatsto
the stability of the system. Whilethe current financial
environment appears to be benign, expectations for
2005 appear to be more cautious than in 2004 due to
the continuing uncertainty regarding the prospects
for economic growth. Although the risks appear to
belimited, there are some areasthat warrant attention.
The continued rapid build-up of debt by the
household sector is flagged as a potentia source of
concernintheevent of arapid and substantial decline
in house prices and a reversal of the current low
interest rate scenario. A potential riseininterest rates
is also a source of concern in respect of credit
institutions’ fixed interest portfolios. On the other
hand, the Maltese banking system iswell capitalised,
asdemonstrated by the high CAR. Infact, univariate
stresstesting on total own fundsin relation to various
risks confirms that the system has a strong capital
basethat would enableit to absorb plausible economic
and financial shocks.

2 Nationa Accounts data show that the household loans-to-GDP ratio increased by 5.7 percentage points in 2004 while the loans-
to-disposable income ratio increased by 4.9 percentage points as at September 2004.
3 Corporate data refers to resident companies with exposure to banks operating domestically.
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1. The Conduct of Monetary Policy

The primary objective of the Central Bank of Malta's
monetary policy is price stability, which is widely
acknowledged to be a key condition for securing
economic growth inthelongterm. The Bank seeksto
achieve this by pegging the exchange rate of the
Malteselirato threelow-inflation currencies- theeuro,
the pound sterling and the US dollar. Within this
framework, the Bank’s Monetary Policy Advisory
Council meets monthly to set the central intervention
rate at alevel that is considered adequate to support
thefixed exchangerate. The Bank ensuresthat market
interest rates remain around thislevel by conducting
regular open market operationsto influence liquidity
conditionsin the banking system. In this manner the
Bank seeksto influence domestic market interest rates,
particularly at the very short end of the spectrum.

Before a decision is taken on the stance of monetary
policy, the Bank’sMonetary Policy Advisory Council
analyses both domestic and international economic
and financial developments at its monthly meetings.
A final decision istaken by the Governor, who isthe
Chairman of the Council.

Throughout 2004, the Bank Ieft itscentral intervention
rate unchanged at 3%, considering that, at thislevel,
official interest rates offered appropriate support to
theexchangerate peg (see Chart 1.1). Anunchanged
monetary policy stance was also considered
appropriate in the absence of strong inflationary
pressures and in the context of weak domestic
economic activity.

Chart 1.1
OFFICIAL INTEREST RATES IN MALTA AND ABROAD
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Chart 1.2
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The Bank’s external reserves were generaly stable
during thefirst three quarters of the year, though they
declined in the final quarter as a result of seasonal
factors and structural factors including higher oil
prices and the adjustment of consumption patterns
following trade liberalisation. Although the Bank’s
net foreign assets declined as a proportion of the
monetary base, the statutory ratio between the external
reserves and the Bank’s currency and deposit
liabilities remained broadly unchanged at close to
110% (seeChart 1.2).

Duringthefirst half of theyear, the short-term premium
on the Maltese lira narrowed as money market rates
abroad rose, dropping to 39 basis pointsin May (see
Chart 1.3). However, it fluctuated dightly around that
level thereafter, ending theyear at 37 basispoints. In
contrast, theten-year premium on thelirawidened to
just over 80 basis points by end-December.

Exter nal r eservesmanagement

In order to maintain confidence in the Maltese lira,
the Central Bank of Malta Act obliges the Bank to
keep an amount of external reserves equivalent to
not less than 60% of its currency and deposit
liabilities. In managing these reserves, the Bank’s
policy is to protect their value, ensure adequate
liquidity and generate income. Accordingly, the
Bank’s portfolio is designed to limit exchange rate
and credit risks. As aresult, the reserves are mainly
composed of deposits with first class foreign banks



Central Bank of Malta, Annual Report 2004

Chart 1.3
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and investment grade securities issued by non-
residents.! The parameters for the management of
the external reserves are set by the Investments
Policy Committee, whichischaired by the Governor
and includes the Deputy Governor and other senior
Bank officials.

The Bank computes and publishes daily spot and
forward exchange rates for the Maltese lira against
major currencies, which areal so published on Reuters.
On 1 November 2004 the Bank started quoting the
official exchangeratewith respect totheeurointerms
of units of domestic currency per one euro. Trades
with financial institutionsin the spot market for euro,
the pound sterling and the US dollar take place on a
daily basis. Forward foreign exchange trades, where
rates are computed on the basis of the spot rates and
interest rate differentials vis-a-vis major currencies,
are also conducted.

In 2004 the Bank shifted from being a net buyer to a
net seller inthe spot foreign exchange market. Foreign
currency salestotalled Lm68.6 million and exceeded
the value of purchases, which amounted to Lm56.3
million. The Bank also entered into forward contracts
worth Lm36.6 million, most of which were closed
beforeyear-end. In addition the Bank opened Lm98.2
million worth of swap contracts, of which under ahalf
were still open at the end of December.

During the year, transactionsin the foreign exchange
market —excluding interbank deals and deal s between
the Bank and credit and financial institutions — rose
toLm2.9hillion, fromLm2.4billionin2003. Activity in

Chart 1.4
OUTSTANDING TERM DEPOSITS
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the interbank foreign exchange market also rose,
reaching Lm217.3million, fromLm13.6 million ayear
before.

Open market operations

The Bank engages in open market operations so that
the level of liquidity in the banking system remains
compatiblewithitsmonetary policy stance. Asaresult,
throughout the year the Bank absorbed excess
liquidity from the banks through fourteen-day term
deposit auctions. Atotal of Lm2.7 billion wasabsorbed
through such auctions, compared to Lm3.5 billion the
year before. In view of the excess liquidity which
continued to characterise the domestic banking
system, the interest rate bids for such deposits
remained unchanged at the existing floor of 2.95%,
that is, 5 basis points below the central intervention
rate prevailing throughout the year. However, since
overall bank liquidity decreased significantly towards
the end of the year, the banks reduced the balances
held in term deposits with the Central Bank to Lm21
million by end-December, compared with Lm104 million
at theend of the previousyear (see Chart 1.4). For the
third consecutive year, no reverserepo auctionswere
held during 2004.

Other standingfacilities

To help credit institutions fine-tune their short-term
liquidity management the Bank provides additional
borrowing and deposit facilities. In particular, the Bank
offersamarginal lending facility, whichisan overnight
loan facility secured by a pledge of collateral. As
from 2004, new eligibility criteriawere appliedto this

! See the ‘Financial Statements' section in this Report for more details.
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facility, while theinterest rate charged on such loans
wasrevised upwardsfrom 55 to 150 basis pointsabove
the central intervention rate.? In the course of the
year, just under Lm6 million were injected into the
banking system in this manner. On the other hand, to
offload excess liquidity, banks placed around Lm87
million in the overnight deposit facility provided by
the Bank, somewhat less than the Lm2106.4 million
placed in this facility in 2003. As with the marginal
lending facility, the rate of remuneration on overnight
deposits was revised upwards to 150 basis points
below the central intervention rate, thus ensuring a
symmetric treatment when the Bank is absorbing and
injecting liquidity.

Reserverequirements

Credit institutions are obliged to maintain reserve
deposits with the Bank, thereby ensuring greater
leverage by the Bank on the money creation process
in the country. In 2004 the reserve requirement ratio
was|eft unchanged at 4% of theinstitutions' specified
liabilities. However, to allow banks moreflexibility in
theway they managetheir liquidity, balancesin these
accounts may vary, as long as the minimum
requirement ismet on average during the maintenance
period, which runs from the fifteenth day of each
month to the fourteenth day of the following month.

On 15 January 2004 the Bank announced changesto
the method of determining the remuneration rate
applied to reserve requirements. This was linked to
the central intervention rate, at a discount of 25 basis

Table 1.1

points. Prior to thischangetherate wasfixed at 2.7%.
At the same time, the remuneration rate on reserve
deposits held by credit institutions operating in
foreign currency was linked, also at a discount of 25
basis points, to the policy rate of their base currency.
The Bank also amended CBM Directive No 1 with
effect from 1 October 2004 providing for the possibility
of credit institutions being exempted from thereserve
deposit requirement under certain conditions.

Exchangecontrols

Asfrom 19 April 2004, ahead of Malta'saccessionto
theEU on 1 May, all remaining restrictions on external
transactions were lifted. Some restrictionsremainin
effect in relation to property purchasesin terms of a
special derogation negotiated with the EU.3
Restrictions also remain on contracts with life
insurance companies not resident in either the EU or
any other EEA country, namely |celand, Liechtenstein
and Norway. In addition, transactions in securities
registered in Malta but not listed on the Malta Stock
Exchange have to be cleared by the Registrar of
Companies of the MFSA.. This procedure, however,
isnot applicablein the case of international companies
as defined in Article 2 of the Income Tax Act, or to
companies owning a vessel registered under the
Merchant Shipping Act, and where the resident
participation does not exceed 20% of the equity.

The Bank continued to collect information on external
transactions, since it retains responsibility for the
administrative functions under the External

SUPPLEMENTARY DATA ON EXTERNAL TRANSACTIONS

Lm millions

2003 2004

Cash gifts 9.7 7.4
Portfolio investment in foreign currency 495 58.3
Borrowing by resident companies from overseas lenders 94.4 27.4
Borrowing by resident persons from overseas lenders 0.8 24
Lending by residents to overseas borrowers 3.2 8.6

2 See “Box 1: Changes in the Monetary Policy Operational Framework used by the Central Bank of Malta’, Central Bank of Malta

Quarterly Review 37:2 (2004), pp. 20-21 for more details.

3 Citizens of EU Member States who have not resided continuously in Malta for a minimum of five years require a permit to acquire
immovable property as a secondary residence. Individuals who are not citizens of an EU Member State may not acquire any

immovable property in Malta without a permit.
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Transactions Act and the compilation of the related
statistical information. Thisisused, to alarge extent,
to supplement data collected by the Bank and the
NSO onthebalance of payments. Such dataare shown
inTablel1.1.

Asfrom 1 January 2005, regulations on the reporting
of cash movements came into effect (through Legal
Notice 531 of 2004). These oblige any person who
entersor leavesthe country carrying cash or monetary
instruments amounting to Lm5,000 or moreto declare
such sumto the Comptroller of Customs. The purpose
of thisnew reporting procedureisto harmonise border
controls throughout the EU on cash movements to
help combat money laundering and the financing of
terrorist and/or other criminal activities.

Money and capital markets

The conduct of monetary policy depends on well-
functioning money and capital markets. To this end,
the Bank acts as market maker in Government
securitiesand ensurestheir liquidity in the secondary
market by being ready to trade in such securities on
the initiative of the market. In line with the Central
Bank of MaltaAct, the Bank refrainsfrom purchasing
Government debt instruments in the primary market
and does not provide any other form of financing to
Government. The Bank, however, continuesto collect
and analyse data on Government debt and advises

the Government on new debt issues.

The Bank publishesdaily bid pricesfor Government
stockstoindicatethe priceat whichit hastraded or is
prepared to trade. Redemption yields, representing
the annualisation of yields to maturity based on the
methodol ogy adopted by the International Securities
Market Association (ISMA), are also quoted. This
ensures that bonds paying interest annually and
those paying semi-annual interest can be better
compared.

In the secondary Treasury bill market, the Bank
regularly quoted selling and buying rates for both
retail and wholesale amounts on the basis of weighted
average yields arising from weekly Treasury bill
auctions. During the year, the Bank held further
meetings with the Treasury and the MSE with the
objective of implementing the dematerialisation of
Treasury bill certificates in 2005. Meanwhile, the
Financial Markets Committee, with membersfromthe
Bank and other credit institutions, met eleven times
during 2004, providing aforumfor theregular exchange
of views and information on market-related issues.
Discussions focused on the Bank’s monetary policy
operational framework, the payment system, the
European Master Agreement (EMA), foreign
exchange spreads, and preliminary issues relating to
theworkings of the ERM 11 system.
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2. Financial Stability

Intermsof the Central Bank of MaltaAct, theBank is
responsible for ensuring the stability and soundness
of the financial system. To carry out these
responsibilities effectively, the Bank monitors the
domesticfinancial systemtoidentify any weaknesses
in its structure. The Bank is also responsible for
regulating domestic payment and settlement systems
and ensuring their smooth operation. The Bank also
contributes to the updating of domestic financial
standards in line with international developments.

The Bank monitors the soundness of the financial
system by drawing on data from prudential returns
submitted by credit and financial institutions. This
analysis, coupled with further analyses of the
corporate sector in termsof leverage, profitability and
liquidity, complements the monitoring of credit risk
within the banking system. An assessment of the
non-financial sector and market infrastructureisalso
conducted. In addition, stress-testing is carried out
to evaluate the potential effects of specified changes
in risk factors on the soundness of the banking
system. Stress-testing is applied both to the credit
portfolio of credit institutions and to the market risks
arising fromtheingtitutions’ foreign currency, interest
rate, liquidity and equity price exposure. Relevant
issues arising from the Bank’s assessment are then
discussed with the MFSA through the Standing
Committee established under the Memorandum of
Understanding (MoU) signed between the Bank and
the MFSA in 2002.

During the year, the Bank initiated astudy on the use
of models for the early identification of probable
defaults in the corporate sector. A quarterly survey
on bank lending was also initiated to address issues
relating to credit standards for loan approval as well
as other factors affecting the demand for credit. The
Bank iscurrently studying theimplicationsfor financial
stability arising from the implementation of the new
international framework on capital measurement and
capital standards, commonly knownasBaslell. This
60

new framework has a greater focus on risk
measurement and control. It encourages banks to
become more sophisticated in their analysis of risk
and to improve operational process controls by
aligning regulatory requirements with internal risk
measurement methodol ogies.

In the course of the year, the Bank continued to
participate actively inthe ESCB’sBanking Supervision
Committee (BSC) and itsworking groups, especially
the Working Group on Macro-Prudential Analysis
(WGMA) and the Working Group on Banking
Development (WGBD). The Bank aso conducted
surveys of the banking system on behalf of the BSC.
Furthermore, the Bank continued its work on crisis
management and discussions were held with credit
institutions to review their contingency plansin this
regard.

On account of the Bank’sjoint participation with the
MFSA in the EU Level 3 Committee of European
Banking Supervisors (CEBS), the Bank became a
member of CEBS Secretariat Ltd. The latter was
established to administer the meetings of the
Committee through enhanced co-operation and
networking among the relevant EU regulators.

Upon Malta’'s accession to the EU, the Governor
and the Chairman of the MFSA, together with their
counterpartsfrom the other new EU Member States,
signed two MoUs, one on co-operation in crisis
management, and the other on co-operation and
the exchange of information in the operation of
payment systems within the ESCB. At the same
time, anumber of EU lawsand regulationshaving a
bearing on financial stability were introduced.
Among these were the regulations on European
Single Passport Rights and the Freedom to Provide
Services, which give credit institutions and
insurance companiesin any EU Member State the
right to open branches or provide servicesin other
member countries, and the Financial Conglomerates
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Directive, which ensures the soundness and
effective supervision of financial conglomerates
across borders.

The Bank is aso involved in a long-term exercise
initiated by the IMF, the Co-ordinated Compilation

Exercise (CCE). This follows the finalisation of the
Fund’'s Compilation Guide on Financial Soundness
Indicators. The main aim of the CCE is to develop
countries ability to compile Financial Soundness
Indicators, which form the basisof theIMF sFinancia
Sector Assessment Programme.
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3. Banking and Currency Operations

As banker to the Government and to the rest of the
domestic banking system, the Central Bank of Malta
provides a range of banking services to the public
sector and to credit and financia institutionsin Malta
In addition, as issuer of the domestic currency, the
Bank ensures that the supply of notes and coins is
sufficient to meet the needs of the public, that the
currency in circulation is fit for use and that any
counterfeits are quickly detected.

Banker tothepublic sector

The Bank maintains accounts for the Treasury, other
Government departments and a number of public
corporations. It also provides them with various
foreign exchange services.

During the year, the number of chegquesdrawn onthe
Bank and presented for settlement by the rest of the
banking system continued to fall, from 1.6 millionin
2003 to 1.4 million, although their value remained
largely unchanged at Lm342.5 million. As most of
these cheques are issued by the Government, the
declinemainly reflected theincreased use of thedirect
credit system. The Bank also offers an encashment
facility for cheques drawn on it by the Government.

The number of payments made by direct credit rose
from L millionin2003to 1.3 millionin 2004, whiletheir
value increased from Lm287.9 million to Lm293.9
million. Payments made in respect of social security
benefitsregistered thelargest increasein value, while
Government salaries, which account for over half of
direct credit entries, also continued to rise. Over the
past two years the number of direct credit payments
has almost doubled, as salaries, social security
benefits, interest on Government stocks and pension
payments haveincreasingly been credited directly to
the recipients’ accounts.

Theforeign exchange services provided by the Bank

includethe use of documentary lettersof credit, inward
and outward billsfor collection, transfers, guarantees,
and the sale and purchase of foreign exchange and
travellers' cheques. The bulk of cross-border foreign
exchange transactions are carried out by SWIFT
transfers. In 2004 the value of foreign exchangerece pts
processed by the Bank on behalf of the Government
and public corporations fell to Lm67 million, from
Lm92.8 millioninthe previousyear. Onthe other hand,
foreign exchange paymentsroseto Lm112.8 million,
fromLm90.6 millionin2003.

The Bank continued to effect paymentsin connection
with external debt servicing by the Government.
Capital paymentsamounted to Lm3.8 million compared
withLmd4.6 millionin 2003, whereasinterest payments
rosefromLm21.8 millionin2003to Lm3.5millionin2004.
Anadditional Lm6.9 millionwastransferred to sinking
funds earmarked for foreign debt servicing, up from
Lm5.9 millioninthe previousyear.

The Bank also manages the Foreign Pension Subsidy
Scheme on behalf of the Government. The amount
paid under the schemefell to Lm10,215in 2004 from
L m15,572in2003.

The Bank is also responsible for the administration
and maintenance of accounts in connection with
banking arrangements between Malta and Libya.
Under these arrangements, the central banks of the
two countries settle outstanding balances arising from
bilateral trade transactions on a quarterly basis.

Banker tothebanking system

As banker to the rest of the banking system the Bank
provides the domestic credit institutions with deposit
facilities.* Theseinstitutions maintain balances at the
Bank to comply with statutory reserve requirements,
to settle interbank transactions and to carry out daily
operationsin thedomestic financial markets. The Bank

1 The Bank also offers deposit facilities to some financial institutions, particularly foreign exchange bureaux.
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al so maintains settlement accountsfor the Malta Stock
Exchange, enabling brokers to settle trades in listed
securities.

The Bank acts as investment manager for the
Depositor Compensation Scheme and the Investor
Compensation Scheme?, both of which entered into
force in January 2003. Apart from this function, the
Bank is also responsible for providing financial,
accounting and other support servicesto the schemes.

The Bank also acts as custodian of assets under the
Insurance Business Act of 1998, whereby certain
specified assets backing funds guaranteed by
insurance companiesare held in the name of the Bank
for the account of such companies.

Payment and securitiessettlement systems

The Bank plays a central role in the management of
the local payment and settlement system. It is
responsiblefor the operation of the Malta Real-Time
Interbank Settlement System (MaRIS) and the
associated settlement and payment finality. In this
regard, the Bank has full responsibility and control
over the day-to-day business operations of the
settlement accounts. The system processed 48,066
interbank paymentswith atotal valueof Lm12.9billion
during 2004. Compared with 2003 thisrepresented an
increase of 29% involume but adrop of 11%invalue,
reflecting growth in low value transactions such as
those related to internet banking.

On 1 January the International Bank Account Number
(IBAN) was introduced, after preparations for its
introduction werefinalised in 2003. TheIBAN isaset
standard for bank account numbers that uniquely
identifies a customer’s bank account held at a bank
anywhereintheworld.

Following consultations with credit institutions the
Bank formulated its payment systemsoversight policy
document, which outlinesthe principlesand provides
the guidelines on the basis of which the Bank will
conduct payment systems oversight. The Bank also

discussed proposals for a new securities settlement
system that would start operating on adelivery versus
payment basis.

The Bank is responsible for the management of the
Malta Clearing House, through which most cheques
issued in Malta are settled. Whereas the number of
chequescleared fell dightly, from 6.7 millionin 2003
to 6.6 millionin 2004, their valueroseby LmO0.1 billion
toLm2.7 billion. The daily average number and value
of cheques processed during the year amounted to
26,395 and Lm10.7 million, respectively.

Currency operations
Circulation of banknotes and coins

The stock of currency notes and coins issued and
outstanding at the end of 2004 stood at Lm506.4
million, up by 4.3% from theend-2003 level (see Table
3.1). Asin 2003, the share of notesand coinsin broad
money continued to edge higher, risingto 17.4% from
17%, after having declined steadily during the previous
twenty years. It appears that over the past two years
the demand for cash has been sustained by the
relatively low level of interest rates, which reduces
the opportunity cost of holding non-interest bearing
assets.

Movements in the amount of currency in issue
continued to follow the usual seasonal pattern.
Currency inissuefell by Lm8.4 millionin January, as
credit institutions disposed of excess holdings

Chart 3.1
COMPOSITION OF CURRENCY NOTES ISSUED
AND OUTSTANDING AS AT END-2004

LmS Lm2
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2 The Depositor Compensation Scheme was set up to compensate depositors in the event of a bank failure. The Investor Compensation
Scheme protects clients of licensed investment services providers that go out of business.
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Table 3.1

CURRENCY NOTES AND COINS ISSUED BY
AND PAID INTO THE BANK IN 2004

Lm thousands

Notes and coins Issued and
Issued Paid-in Net issue c)[_n;standing1
January 20,260 28,621 -8,361 477,012
February 25,039 21,453 3,586 480,198
March 30,066 24,658 5,408 486,006
April 29,901 24,677 5,224 491,231
May 30,753 28,366 2,387 493,618
June 35,800 27,076 8,724 502,342
July 29,091 29,625 -534 501,807
August 27,79% 25727 2,069 503,877
September 25,795 25,885 -90 503,787
October 27,591 27,609 -18 503,769
November 26,000 29,222 -3,132 500,637
December 33834 28,066 5,768 506,405
2004 342,016 320,985 21,031 506,405
2003 246,973 222,848 24,125 485,373

! Includes currency in circulation and currency held by the banking system.

accumulated during the festive season. Currency
holdings were then rebuilt in the following five
months, with June registering the largest increase of
theyear. Currency inissueremained high during the
summer, which coincideswith the peak tourist season.
It then fell in November, but recovered in December,
fuelled by the normal pick-up in the demand for cash
during the festive period.

At the end of December the value of notes in issue
stood at L m487.2million, anincreaseof Lm20.1 million,
or 4.3%, fromthe previousyear’slevel. TheLm10 note
accounted for 69.3% of the total value of notes in
issue at the end of the year, up from 68.4% a year

Chart 3.2
COMPOSITION OF COINS ISSUED
AND OUTSTANDING AS AT END-2004
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earlier (see Chart 3.1). By contrast, while the amount
of Lm20 notesin circulation increased, their sharein
thetotal declined further, by 0.9 percentage pointsto
22.6%. The share of the remaining denominationswas
stable.

The value of the outstanding stock of coins rose by
Lm1million, or 5.3%, to Lm19.2 million during theyear
under review. While this mainly reflected increased
demand for higher-value coins, there was a general
rise in demand for all denominations. The shares of
the various denominationsin the total thusremained
broadly unchanged, with the L m1 coin still recording
the highest share by value, followed by the 50c coin
(seeChart 3.2).

On 17 June, the 25¢ and 50c coins of the 1% serieswere
withdrawn from circulation and ceased to be
exchangeabl e at the Bank. No new note or coinissues
were made during the year.

Commemor ativecoins

On 27 April the Bank issued a gold coin to
commemorate Malta's accession to the European
Union on 1 May 2004. The coin was designed by
Marc Spiteri, the winner of the national competition
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launched by the Bank for the selection of the theme.
Noel GaleaBason modelled the emblem of Malta. The
emblem and theyear of issue are shown on the obverse
of the coin, while the reverse shows the Maltese and
European Union flags merged within the circle of
twelve starsthat symbolisesthe European Union. The
fusion of the flags is a figurative representation of
Malta's accession to the European Union. This gold
proof coin, whichislegal tender in Maltafor thevalue
of Lm25, was struck at the Royal Mint in the UK. It
weighs 3.994g, with afinesse of 916.7 and adiameter
of 19.3mm.

On 20 October the Bank issued the fourth
commemorative coin in the Distinguished Maltese
Personalities Series. The coin commemorates the
painter Giuseppe Cali, who lived between 1846 and
1930. Theemblem of Maltaand the year of issue appear
on the obverse of the coin, while the reverse shows a
likeness of Giuseppe Cali. The coin was designed by
the Maltese artist Noel GaleaBason. The silver proof
coin, which is legal tender in Malta for the value of
L m5, wasstruck at the Royal Mint. It weighs 28.28g,

with afinesse of 0.925 and adiameter of 38.61mm.

Anti-counterfeit measur es

The Bank continued to examine cases of counterfeit
currency throughout 2004, analysing local and
foreign banknotes suspected to be counterfeit. In
this matter, the Bank worked closely with the ECB
during theyear and, following the entry into force of
amendmentsto the Central Bank of MaltaActin May,
it undertook the function of a National Counterfeit
Centre with the duty of co-ordinating counterfeit
deterrence in Malta. The Bank was also designated
a National Analysis Centre and Coin National
Analysis Centre, thus assuming sole responsibility
for the analysis of counterfeit currency notes and
coinsin Malta.

In November the Bank and the Police Corpssigned a
Memorandum of Understanding establishing a
framework for co-operation between the two parties.
Thisprovidesfor theregular exchange of information
between the two organisations and the compilation
of anational database on counterfeit currency.
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4. Internal Management

Administration
The Board of Directors

The Board of Directors is responsible for the policy
and general administration of the affairsand business
of the Bank, except in relation to matters of monetary
policy, responsibility for which isvested solely in the
Governor.

At the beginning of January 2005, the Board of
Directors was composed of Michael C. Bonello,
Governor and Chairman, David A. Pullicino, Deputy
Governor, and Joseph V. Gatt, Philomena Meli and
Charles J. Falzon as non-executive Directors. Charles
J. Falzon was appointed as Director for a period of
fiveyearswith effect from 7 February 2004. Bernadette
Muscat served as Secretary to the Board. Over the
year, the Board held eleven meetings.

Management

The Executive Management Committee is the body
responsible for advising the Governors on matters
related to the Bank’s internal management and
administration. The Committee is composed of the
Governor (as Chairman), the Deputy Governor, and
thefive Directorsresponsiblefor thefive divisions of
the Bank. The Committee held 49 meetings during the
year.

During 2004 further changeswere madeto the Bank’s
structure and internal organisation. The designation
of the Deputy General Manager grade was changed
tothat of Director of Division. Thiswasdoneto better
reflect the function of therole, which ismore closely
related to directing policy within each division. The
Directors continued to beresponsiblefor their existing
divisions, with the Senior Managersbeing responsible
for the management of individual departments or
particular functionswithin each division. The names
of a number of offices and departments were also
changed to reflect more clearly the tasks and
operations they performed. Thus, the Economics
Division was renamed the Economics and External
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Relations Division; the Balance of Payments Office
was renamed the External Transactions Data Office;
the Correspondent Banking Office was renamed the
Middle Office; theformer Middle Officewasrenamed
the Foreign Exchange Market Analysis Office; and
the Open Market Operations Office was renamed the
Monetary Operations Office. Furthermore, withinthe
structure of the Information Systems Department, an
office was established with overall responsibility for
software devel opment.

With Malta'saccession to the EU on 1 May 2004, the
Central Bank of Maltabecame part of the ESCB. The
ESCB ismade up of the ECB together with the national
central banks of all the EU Member States.

The status of the Bank’s official s sitting on the various
ESCB committees, working groups and task forces
was upgraded from that of observer to that of full
member. By theend of 2004 officialsfrom the Bank sat
on 47 such committees, working groups and task
forces. As part of its new commitments, the Central
Bank of Malta also began hosting ESCB meetings.
Thus, in September the Bank hosted two ESCB
working group meetings, one held by the Counterfeit
Working Group and the other by the Working Group
on Developmentsin Banking.

Over theyear, the ESCB Briefing Committee continued
to co-ordinate ESCB-related work. The Committee,
which is chaired by the Governor and includes
observers who represent the Bank on the twelve
committees of the ESCB, meets approximately once
every two weeks. A senior executive was assigned the
responsibility for preparing areport on practical issues
relating to Malta's eventual adoption of the euro.

Governors' official activitiesin Malta

During the year the Governor was invited to address
various events organised by constituted bodies and
professional organisationson economic and financial
issues. He also gave a number of interviews to the
local press.
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The Governor continued to participate in meetings of
the Malta Council for Economic and Social
Development (MCESD), wherein May hea so gavea
presentation on competitiveness and growth. The
Governor isalso amember of the Board of Governors
of the MFSA.

Governor’s official activities overseas

The Governor continued to attend meetings of the
Genera Council of the ECB, whichwere held onfour
occasions during the year. For the June meeting, the
first following accession, the Governor was
accompanied by the Deputy Governor.

In April the Governor accompanied the Minister of
Financeto an informal ECOFIN meeting, which was
held in Dublin, while in June he took part in a
symposium organised by the Bank of England and
theAnnual General Meeting of the BIS. In September
the Governor accompanied the Parliamentary
Secretary at the Ministry of Finance to the informal
ECOFIN meeting heldin The Hague and to the Annual
Meetings of the IMF and World Bank held in
Washington DC.

In January the Governor took part in the first
Eurosystem Seminar organised jointly by the ECB and
theBancad’ Itaiawhichwasheldin Naples, where he
chaired apanel discussion on Exchange Rate Regimes
and Policies in the Mediterranean Countries. In
February he also participated as a panellist in a
conference on the challenges for central banksin an
enlarged EMU organised jointly by the European
Community Studies Association, the Research
Institute for European Affairsand the Oesterreichische
Nationalbank in Vienna. In March the Governor
attended a high level seminar on the accession
process organised jointly by the ECB and the Banque
de France, and in November he delivered a
presentation on the Maltese economy at a seminar
organised by the Embassy of Maltain The Hague.

The Governor also gave various interviews to the
foreign press.
Economicanalysisand research

As part of the monetary policy process, Bank staff
carry out an on-going analysis of economic and

financia developmentsin Maltaand abroad. The Bank
publishes its analysis in its Quarterly Review and
Annual Report. During 2004, among other issues,
Bank staff studied some of the implications of the
adoption of the European System of Accountsfor the
compilation of Malta's national accounts. The Bank
also prepared reports and forecasts on the Maltese
economy at the request of the ECB and the EU
Commission.

During the year under review, the Bank began to
provide forecasts of the main macroeconomic
variablesfor the Maltese economy by means of anew
econometric model that uses quarterly data. In the
second half of the year, the forecasts for National
Accounts data were adjusted to comply with ESA 95
standards. The Bank also prepared independent
forecasts of key fiscal variables for Malta as part of
thework carried out in thisarea by the ESCB.

Meanwhile, research projects focused on the
estimation of the equilibrium exchangeratefor Malta
and on the strategy for Malta's participationin EMU
and the eventual adoption of the euro.

Satistics

To fulfil its obligations at both the national and the
international level, the Bank continued to compile,
disseminate and publish awide variety of economic
and financial statistics. To this end, it continued to
co-operate closely with other local agenciesinvolved
in the collection of statistics, particularly the NSO
and the MFSA.. The Technical Committeeon Financia
Statistics, which includes representatives from the
MFSA, the NSO, the Mata Bankers Association, the
Malta Stock Exchange and the credit and financial
institutions, continued to meet regularly during the
year to co-ordinate the transition to new reporting
systems.

The Bank regularly provided the IMF with data for
use in its surveillance of its members’ economic
policies and continued to meet the requirements set
by the Fund’'s General Data Dissemination System
(GDDS).

The Bank continued to provide economic and
financial statistics to the ECB and to Eurostat, the

67



Central Bank of Malta, Annual Report 2004

EU’s statistical agency. Furthermore, Bank officials
regularly participated in EU and ESCB statistics
committees and working groups.

The Bank also contributed updated statistical
information on bond markets and the balance of
payments to the ECB’s publications.

In line with its new obligations arising out of EU
membership and Malta' seventual participationinthe
euro area, the Bank continued the process of
harmonising itsmonetary statisticswith EU and ECB
regulations and guidelines. Accordingly, the Bank
started discussions with the reporting agents on the
submission of flow statistics for the monetary
aggregates and their counterparts, which is expected
to begin to take place early in 2005.

In the course of the year, the Bank also continued to
introduce new information management systems so
as to improve the efficiency, security and quality of
dataexchangeswithinthe ESCB.

For the purposes of compiling monthly balance of
payments (BOP) statistics and the quarterly
international investment position (11P) inlinewith ECB
Guideline ECB/2004/15, the Bank, in conjunction with
the NSO, launched a new direct reporting data
collection system. Work on theinternational reserves
template, drawn up in line with this Guideline, was
finalised, while the development of the IT
infrastructure for the BOP/IIP system is expected to
be implemented early in 2005. A new set of report
forms was designed for surveying collective
investment schemes and firmsthat provideinvestment
services.

The Bank, in conjunction with the NSO and the
Ministry of Finance, continued to participate in the
ad hoc Action Group on Government Finance
Statistics (GFS) whichwas set up toimprove standards
in the compilation of Government deficit and debt
levelsfor the Excessive Deficit Procedure notification
that is submitted to Eurostat twice yearly.

The Bank continued to submit statistics on the
external debt of the Government and non-financial
public sector corporations to the World Bank and to
international credit rating agencies.
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Human resour ces

At the end of 2004 the Bank’s full-time staff
complement stood at 300, with a further sixteen
employees engaged on a part-time basis. During the
year, the Bank recruited a Trainee Economics Officer
and two General and Financial Auditors. Three
employees resigned from the Bank while five other
staff members opted for voluntary severance. One
employee in the non-clerical category retired on
medical grounds.

As in previous years the Bank offered temporary
employment to anumber of university studentsduring
the summer months. The Employee Assistance
Programmelaunched with the help of CaritasMaltain
1999 was again renewed during 2004.

Human resource audit

The organisational and human resource audit begun
in 2003 was continued in 2004. A Human Resource
Fitting Process, designed to assess whether current
staff members could fit the job profiles required by
new structures and to identify possible vacancies,
was concluded in April. This was followed by the
drawing up of new job descriptions and the
subsequent issue of internal calls for applications to
fill resulting vacanciesin the Bank’svarious Divisions.

Training and devel opment

As in previous years, the Bank provided training
opportunities to its staff both through in-house
programmes and through external courses organised
by local and foreign institutions (see Table 4.1).

In 2004 the Bank maintained itsarrangement with the
Faculty of Economics, Management and Accountancy
of the University of Malta concerning the one-year
transition course designed to upgrade the skills of
suitably qualified employeesto enablethemtojoina
post-graduate course leading to qualification at
Masters level in Economics. One employee
successfully completed this programme during the
year.

As indicated in the Table, a large number of staff
attended seminars and courses organised by local
institutions. The topics covered included 1 T-related
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Table 4.1

STAFF TRAINING

No. of No. of
courses participants

Type of Training

Overseas courses 37 41
In-house courses 10 330
Local external courses 55 184

matters, management, accounting and auditing, risk
management, economic and financial matters, records
management, legal matters, industria relations, health
and safety, human resource management, currency
and security issues, the EU and economic
developments.

Courses organised by foreign institutions covered
variousareas, including financial , economic and fiscal
policy issues; information technology security and
audit; risk management; counterfeit monitoring
systems; financial reporting; government debt
management; statistics; business continuity planning
and strategy; and the functioning of the ESCB.

Themes covered by the Bank’s in-house training
courses included management and supervisory
development, information technology, induction
courses, health and safety and other specific job-
related programmes.

Early intheyesar, the Bank launched anew Performance
Management System (PM S). A half-day seminar was
organised during which staff discussed the benefits
and functions of the system, while a Coaching and
Feedback Skills Workshop for office managers was
also held.

Table 4.2

Academic and professional courses

During the year under review, the Board of Directors
approved a development scheme to encourage staff
to pursue post-graduate courses at leading foreign
universities in areas of interest to the Bank. The
scheme consists of a scholarship to support one
employee per year. In 2004, an economist from the
Bank’s Economic Analysis Office was sel ected under
the terms of the scheme to read for a Masters degree
in Economicsat the University College, London.

An increasing number of employees availed
themselves of the Bank’s self-development study
scheme, and by the end of the year fifty employees
were benefiting from the scheme. During 2004, fifteen
new study loans were approved under this scheme.

During the year seven staff members successfully
completed post-graduate studies. Another four
employees graduated in Financial Services and
Computer Studies with foreign educational
institutions. Six other employees completed their
studiesin other related diplomaor certificate courses
held locally and organised on behalf of foreign
universities.

During the year, several employees were pursuing
various qualifications related to the Bank’s core
functions. By the end of the year, fifty employees
werefollowing an approved course of study on apart-
time basis. Twenty employees were following post-
graduate courses, twenty-six were following first
degree programmes, while another four werefollowing
a diploma course. The Bank also sponsored two
information technol ogy students under a Traineeship
Scheme administered jointly with the Swatar Training
Centre.

ACADEMIC AND PROFESSIONAL COURSES

Type of programme

No. of employees who successfully
completed programmes during 2004

No. of employees
pursuing programmes

Postgraduate courses

Honours first degree courses
Post-graduate diploma

Diploma courses

Transition course to MA Economics

7 19
4 26
0 1
3 4
1 0
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Gender equality and discrimination

The Bank continued to give dueimportance to gender
equality. In the latter part of 2004, the Bank set up a
working group on the promotion of equality to deal
with such issues.

Inrespect of employment level s, femal e staff members
constituted 36.7% of the Bank’s full-time staff
complement at the end of the year. Female staff
membersmake up 16.9% of the executivegrade. These
proportions were relatively unchanged compared to
2003.

More than 45% of staff members currently involved
in self-development programmes on a part-time
basis are female. Moreover, during 2004
participation by females in the Bank’s training
programmes was as follows: 28.3% in internal
courses, 35.7%inlocal external courses, and 26.3%
in courses overseas.

Health and safety

During theyear, the Bank, with the help of an external
expert, carried out ahealth and safety risk assessment
to ensure compliance with the Occupational Health
and Safety Act.

Premises

During the year under review the Bank’s Boardroom
was refurbished and its communication systems
infrastructure upgraded.

I nfor mation technology

The Bank’s core accounting system, Flexcube, was
upgraded and modified during the second half of the
year. The Bank also introduced a new time and
attendance module, which waslinked to the personnel
system. This replaced the manual recording of
attendance with datafrom electronic palmreaders. In
addition, the SWIFT communication platform was
upgraded to SWIFTNet.

The Bank also installed all the necessary equipment
tolink tothe ESCB’snetwork, known as CoreNet. By
theend of theyear CebaMail, Counterfeit Monitoring
and the Teleconferencing systems were running on
thisnetwork.
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Risk management and audit

During 2004 the Bank reviewed its internal policies
and proceduresto ensure that operational procedures
and controls are kept updated to reflect changes in
business processes.

The Bank pursued its efforts in evaluating several
high-risk business processes, identifying and
assessing specific risks and the corresponding
controls. Theresultsderived for various offices now
form part of the Bank’s Risk Matrix. Interms of the
Bank’s Business Continuity Plan, several tests were
undertaken to ensure that critical business processes
remained operative under adverse conditions. The
Bank formulated and approved an Information
Security Standard, setting out an information security
framework, which will be based on SO 17799.

TheBank’sAudit Committee met seven timesduring
2004. The Committee discussed the effectiveness of
internal controls and risk management through the
assurance reports and opinionsformed by the Bank’s
internal auditors. The Committee also discussed the
Bank’s financial statements and its role in
strengthening the objectivity and credibility of
financial reporting with the Bank’s external auditors.

In June 2004 the Internal Audit Charter was amended
mainly to reflect the new obligations on the Bank’s
internal audit functions relating to the ESCB and to
fully adopt the International Standards for the
Professional Practiceof Interna Auditing and the Code
of Ethicsof thelnstitute of Internal Auditors(11A). A
new Audit Manual was also developed.

During theyear, initsassurancerol e, the Bank’sAudit
Office conducted several risk based auditsto provide
the necessary assurances to the Bank’s senior
management, the Audit Committee and the Board of
Directors, intermsof theadequacy of risk management
and the overall control framework. The Bank’sAudit
Office also initiated audits on behalf of the Internal
Auditors Committee (IAC) of the ESCB.

Legal issues
Amendmentsto the Central Bank of MaltaAct (Cap.
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204) came into force on 1 May 2004. These were
mainly concerned with the establishment of the
Currency Surveillance Unit and the implementation
of a Council Regulation that lays down measures
necessary for the protection of the euro currency
against counterfeiting. To provide for anincreasein
maximum penalties, Legal Notice 75 of 2003 on
penalties for offences and infringements was also
amended.

TheBank amended CBM DirectiveNo 1 soastoenable
it, under certain conditions, to grant exemptions to
credit ingtitutionsfrom the requirement of maintaining
reserve deposits on a non-discriminatory basis. On
19 November 2004, in order to safeguard the Bank’s
independence, the Public Contracts Regul ations 2003
were amended so as to exclude the Bank from the
scope of such Regulations.

A Working Group composed of officialsfromthe Bank
and the MFSA proposed amendments to the
Financial Collateral Arrangements Regulations 2004.
As a result, the scope of these Regulations was
extended to cover providers of collateral licensed in
any jurisdiction.

Information and publicréations

The Bank continued to communi cateinformation and
to maintain relations with the public and local and
international institutions, both through its
publications and through its website. At the same
time, the Bank continued to build up its capacity to
translate ECB documents into Maltese through the
appointment of external freelance translators and
through the development of a financia terminology
database.

Publications

During theyear the Bank continued toinformthepublic
on various issues relating to its functions and
operations through regular press releases. The Bank
also continued to publishits Quarterly Review which,
in addition to the Annual Report, gives a detailed
analysis of economic and financial developmentsin
Maltaand abroad. The Bank also published aweekly
money market report and a monthly release of
monetary statistics.

ThelLibrary

TheBank’slibrary isanimportant source of information
in the fields of economics, banking and finance.
Primarily it servesthe needs of the Bank’s own staff,
but it also meets requests for information by other
public and private sector bodies and the general
public, particularly studentsinvolved in research work
on economic and financial matters.

In the course of the year, new books, periodicals and
speciaised publicationsrelated to the Bank’ sfunctions
and operations were added to the Bank’s collection.
TheBank’slibrary also continued to receive and store
publications issued by international organisations,
such asthel MF, theWorld Bank Group and the EBRD.

Cultural and educational activities

Asin previousyears, the Bank organised anumber of
cultural and philanthropic activities. It also organised
regular educational visits for secondary and post-
secondary school students who were briefed on the
role and functions of the Bank and given the
opportunity to view the Bank’s numismatic exhibition
at its premises.
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5. Relationswith International I nstitutions

In 2004 the Central Bank of Maltacontinued to develop
itsrelations with international and regional financial
institutions, such asthe IMF, the World Bank Group,
the EBRD and the ECB. Following Malta' saccession
to the EU on 1 May, the Bank’s relationship with the
ECB and the other national central banks participating
inthe ESCB was strengthened further. Thus, the status
of the Bank’ srepresentatives on the ESCB’sdecision-
making bodies and committees changed from that of
observer to that of full member when these meet in
ESCB composition, and the Governor began to attend
meetings of the General Council of the ECB asafull
member.

Following EU membership, the Bank monitored EU
legidlative developments affecting the financial sector.
It co-operated with the Ministry of Finance and the
MFSA to ensurethe effectiveimplementation of such
legislation. It also started to notify the ECB and other
EU ingtitutions of measures implementing new EU
Directives and Regulations within the remit of the
Bank, asrequired of all EU Member States.

Meanwhile, the Governor continued to fulfil therole
of Governor for Malta at the IMF, assisted by the
Deputy Governor who was Alternate Governor. The
Governor isaso Alternate Governor for Maltaat the
EBRD.

The Bank continued to follow closely the initiatives
endorsed by the Bank for International Settlements
(BIS) in the field of financial stability. In addition,
during 2004 the Bank monitored discussions on
proposals for the introduction of new standards in
the field of corporate governance and international
financial reporting and accounting standards,
particularly thoserelating to International Accounting
Standard 39 (IAS 39) dealing with the valuation of
financial instruments.

The Bank also continued to collaborate with the
Ministry of Finance on matters related to Malta's
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membership of the International Bank for
Reconstruction and Development (IBRD) and the
Multilateral Investment Guarantee Agency (MIGA),
both affiliates of the World Bank Group.

I nter national Monetary Fund

Astheinstitution representing Malta at the IMF, the
Bank, in consultation with the Minister of Finance,
voted on a number of resolutions proposed by the
Executive Board of the Fund in the course of theyear.

The Bank also co-operated with the Fund in matters
related to the latter’s operational budget, although it
was not requested to effect any payments in this
regard during 2004. As aresult, the Fund's holdings
of Maltese currency and Malta's reserve position in
the Fund remained unchanged from the levels
reported at theend of 2003, at SDR61.7 million (around
Lm30.5million) and SDR40.3 million (around Lm19.9
million), respectively.

On the other hand, the Bank effected a number of
transactions through the Fund’s SDR Department
during the year. These resulted in net receipts of
SDRO0.9 million. Asaresult, Mata stotal SDR holdings
reached SDR30.8 million by the end of theyear, from
SDR29.8 million at the end of 2003.

In May an IMF Interim Article IV Mission visited
Malta to discuss the latest economic developments
and Malta' sintent with respect to participation in the
EU’s Exchange Rate Mechanism (ERM I1) and the
eventual adoption of the euro. This Mission was a
follow-up to theArticle IV Consultation Mission that
visited Malta in 2003. In November the Deputy
Managing Director of the IMF, Mr Agustin Carstens,
visited Malta to gain a deeper understanding of the
structure and orientation of the Maltese economy.
Discussions were held with the Prime Minister and
Minister of Finance, the Governor and other Bank
officials. Mr Carstens was accompanied by Mr Pier-
Carlo Padoan, the Executive Director for Italy who
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also represents Maltaon the Fund's Executive Board.

As in previous years the Bank continued to submit
dataregularly to the Fund inline with the requirements
of the General Data Dissemination System (GDDS).
Meanwhile, the Bank continued with its preparations
for eventual participation in the Special Data
Dissemination Standard (SDDS). In December, Bank
officials participated in a conference on the
methodology used by the IMF and the ECB for
compiling financia stability indicators. Thiswas part
of on-going effortsby the IMF and the ECB to bridge
the gap between the methodol ogies used by the two
institutions in the compilation of such indicators.

World Bank Group

The Bank continued to monitor relevant
developments at theWorld Bank and its affiliates. As
in past years it co-operated with the Ministry of
Finance on a number of resolutions proposed by the
Executive Board of the IBRD and MIGA onwhichthe
Ministry was requested to vote.

The Bank also contributed to a World Bank
Questionnaire on Access to Financial Services,
through which the IBRD sought to assess the state
of development of financial sectors in member
countries.

European Bank for Reconstr uction and Development

During 2004 the Bank continued to collaborate with
the Ministry of Finance on issues related to Malta's
membership of the EBRD. The Bank advised the
Ministry on anumber of resolutions proposed by the
Board of Directors of the EBRD that required the
approval of member countries. The Bank also worked
with the Ministry in reviewing selected projects
proposed by the EBRD.

In February Mr Michael Neumayr, the Executive
Director for Austriawho also represents Maltaon the
EBRD’s Executive Board, paid a courtesy visit to
Malta. Hemet the Minister of Finance and officialsof
the Bank, the Ministry of Finance and Malta
Enterprise. Mr Neumayr and an expert fromthe EBRD
also participated in an information seminar held in

Maltain Juneto promotethe EBRD’s Trade Facilitation
Programme. The seminar wasjointly organised by the
EBRD and MaltaEnterprise.

InApril the Bank effected the eighth annual payment
of Malta's contribution to the general capital increase
of the EBRD on behdf of the Government. Thisgenera
capital increase was approved at the Annual Meeting
of the Board of Governorsin 1996.

European Union

The Bank continued to monitor legislative
developments of relevance to the financial sector
within the EU. These covered, in particular, the
statistical field and measuresto combat the financing
of terrorism and money laundering. The Bank also
closely followed initiatives under the EU’s Financial
ServicesAction Plan (FSAP).

Following membership in May, senior officialsfrom
the Bank and the Ministry of Finance attended as
members meetings of the Economic and Financial
Committee (EFC) and its sub-committees. In 2004 the
Governor of the Bank also attended one meeting of
the ECOFIN Council of Ministers.

In 2004 the Bank collaborated with the Ministry of
Finance in the preparation of Malta’'s Convergence
Programme, which was presented to the European
Commissionin May. An update of the Programmewas
then submitted in December.

Meanwhile, the Bank continued to monitor on-going
assessment procedures initiated by the European
Commission and the ECOFIN Council with respect to
excessive deficits and the Convergence and Stability
Programmes submitted by Member States, particularly
those pertaining to Malta. The Bank also monitored
the outcome of the assessments by the European
Commission and the ECB of the state of preparedness
of the new Member States for the adoption of the
euro.

As in past years, Bank staff continued to attend
seminars and conferences organised by the European
Commission. These included seminars on the
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compilation of economic and financial statistics,
communi cation aspects of the changeover to the euro,
cash-handling procedures and the detection of
counterfeit currency. With respect to the latter, the
Bank started to attend meetings of the Counterfeit
Coin Experts Group (CCEG) of the European Anti-
Fraud Office of the Commission (OLAF).

European System of Central Banks

Upon EU accession, the Central Bank of Matabecame
amember of the ESCB, whichiscomposed of the ECB
and the national central banks (NCBs) of the 25 EU
Member States. As a participant in the System’s
capital, the Centrad Bank of Maltapaid EUR252,023.87
to the ECB, that is, 7% of its share in the subscribed
capital of the ECB.

Aswith other EU forums, the status of the Governor
on the General Council and of the Bank’s experts on
the ESCB committees and task forces was upgraded
from observer to member with immediate effect.
Through their regular attendance at these meetings,
the Bank’s experts contributed to the preparation of
variousreportsthat were discussed by the Governing
and General Councilsof the ECB.

During the year the Bank also signed an Agreement
amending the ERM 11 Agreement of 1 September 1998.
This lays down the operating procedures for an
exchange rate mechanismin stage three of EMU.

During the year, an expert from the ECB visited the
Bank to advise on the legal framework applicable to
monetary operations and reserve management. The
Bank also benefited from technical assistance from
theBancad' Italiaon the preparation of fiscal forecasts
inlinewith ESCB requirements.

Progress was made with the further adaptation of the
organisationa structure and practices of the Bank with
a view to facilitating the integration of its systems
with those of the ESCB. In particular, further upgrades
were made to the infrastructure and procedures
governing payments and securities settlement, the
statistical reporting system and the Bank’s
telecommunications facilities. Tests were also
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conducted to assess the Bank’s capacity to respect
ESCB standards in the field of foreign exchange
intervention, data transmission, the execution of
payment orders and teleconferencing.

In the course of the year, the Governor and other
officiasof the Bank delivered aseriesof presentations
to the media and to representatives of Government
and the financial sector on the functioning of ERM |1
and other aspects of EMU. The Bank also advised
the Government on mattersrelated to Malta' s eventual
adoption of the euro and contributed to the drafting
of a document setting out Malta's strategy in this
regard. During the year, the Bank appointed a Euro
Project Co-ordinator to represent it on national and
international euro-related committeesandtoliaisewith
the constituted bodies, the general public and other
interested parties on practical aspects related to the
adoption of theeuro. In mid-year, senior Bank officials
were involved in discussions with representatives of
the European Commission and the ECB on Malta's
preparedness for future entry into ERM |1 and the
euro area.

Other

Over the course of the year, the Bank continued to
strengthen its relationship with non-EU central
banks and specialised institutions that carry out
activitiesrelevant to the financial sector. Asin past
years, it participated in events sponsored by
international commercial organisations, including
some of the largest international financial
intermediaries and specialised institutions that
service theindustry. In October, the Bank hosted a
workshop on Central Bank Governance for officials
from Bank Indonesia.

The Bank also participated in a number of seminars
and conferences on the prevention and detection of
money laundering and the financing of terrorism.
These were organised by the Council of Europe Select
Committee of Experts on the Evaluation of Anti-
Money Laundering Measures (PC-R-EV) and the
Committee of Experts on the Revision of the
Convention on Laundering, Search, Seizure and
Confiscation of the Proceedsfrom Crime (PC-RM).
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ECONOMIC & FINANCIAL POLICY CALENDAR 2004

This calendar lists relevant policy measures in the monetary;, fiscal
and exchange rate fields that came into effect during the year

15 January: Monetary policy operational framework

TheBank effectschangesinitsmonetary policy operational framework. The overnight deposit rateisset at 150 basis
points below the central intervention rate (CIR), while the marginal lending rateis set at 150 basis points above the
CIR. The remuneration rate on reserve deposits held with the Bank is linked to the CIR at a discount of 25 basis
points, whilethat on reserve deposits held by credit institutions operating in foreign currency islinked at adiscount
of 25 basis pointsto the policy rate of the particular foreign currency.

17 January: Repeal of gold control regulations

The Gold (Control) Regulations 1996 are repeal ed through LN 38in terms of the Suppliesand ServicesAct (Cap. 117).
These regulations empowered the Commissioner of Inland Revenue to approve and monitor the importation into
Malta of gold bullion by licensed dealers or artificers and required dealers to keep records relating to the use of
imported gold.

20 February: Regulations on European passport rightsfor credit institutions

Regulations bringing into effect a notification procedure which credit institutions must follow in order to establish
abranch or provide servicesin another EU Member State, areissued through LN 88 in terms of the Banking Act (Cap.
371).

19 April: Removal of restrictions and obligations on external transactions

All restrictions and obligations published through LN 427 of 2003 are removed by the Minister of Finance through
LN 382 of 2004 in terms of the External TransactionsAct (Cap. 233). Some exceptions are to remain in force with
respect to transactions with residents of third countries, that is, non-EEA countries (EEA countries include all
Member States of the EU and I celand, Liechtenstein and Norway), related to contractswith non-resident lifeinsurance
companies and the issue, acquisition, sale and redemption of securities not listed on the Malta Stock Exchange and
registered in Malta.

30April: Regulationson thewinding up procedure for credit institutions

Regulations on the procedure to be followed when a credit institution with branches in other Member States is
wound up, areissued through LN 228 interms of the Banking Act (Cap. 371). In such cases, the winding-up process
is subject to a single bankruptcy proceeding initiated in the Member State where the credit institution has its
registered office (home state) and is governed by a single bankruptcy law, that of the home state.

1 May: Central Bank of Malta joinsthe ESCB

Upon Malta'saccessionto the EU, the Central Bank of Matabecomesamember of the ESCB. The ESCB ismade up
of the ECB and the national central banksof all EU Member States. The central banks of Member States outsidethe
euro area are required to pay a minimal percentage of their subscribed capital as a contribution to the operational
costs of the ECB. Upon attai ning membership of the ESCB, the Central Bank of Maltapaid EUR252,023.87, which
amountsto 7% of its share in the subscribed capital of the ECB. The shares of national central banksin the ECB’s
capital are compiled on the basis of the shares of the respective Member Statesin the total population and the gross
domestic product of the EU, with weightings adjusted every five years. The share of the Central Bank of Maltais
0.064%.
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1May: Maltajoinsthe European I nvestment Bank (EIB)

Upon accession to the EU, Malta, represented by the Minister of Finance, becomes a member of the Board of
Governors of the EIB. The EIB isthe main financing institution of the EU. All 25 Member States contribute to the
EIB’s subscribed capital, which amountsto EUR163.6 billion. Malta's capital subscriptioninthe EIB will amount to
EURG9,804,000, representing 0.043% of the EIB’s capital. Intermsof Article (5) of the EIB statute, Malta'spaid up
contribution to the capital of the EIB will be EUR3,692,450, to be paid in eight instal ments.

21 May: Malta’'s Convergence Programme 2004-2007

The Government of Maltasubmitsitsfirst Convergence Programmeto the EU, covering the period 2004-2007. This
programme, compiled by the Ministry of Finance, sets out Malta'sfiscal policy objectiveswithin amacroeconomic
policy framework. It aimsto reducethefiscal deficit to below 3% by 2006, and the general government debt-to-GDP
ratioto 70.4% by 2007.

11 June: Regulations on administrative penalties

Theseregulations, issued through LN 330 in terms of the Central Bank of MaltaAct (Cap. 204), list amendmentsto
the administrative penaltieswhich may beimposed by the Central Bank of Maltawithout recourseto acourt hearing.

5 July: ECOFIN Decision on Malta's Convergence Programme 2004-2007

The EU Council issues an Opinion and Decision on Malta's Convergence Programme. It observes that the macro-
economic scenario underlying the Programme appearsto reflect plausible growth assumptions. However the Council
notes that this scenario is subject to a certain degree of uncertainty given a possible over-estimation of the nominal
ESA 95 GDP and the exposure to external shocks of the Maltese economy. In concluding its Opinion, the Council
decidesthat on the basis of Recommendations from the European Commission, an excessive fiscal deficit existsin
Malta (under Article 104(6) of the Treaty). It therefore makes Recommendationsto Malta (under Article 104(7)) with
aview to bringing this situation to an end.

20 July: Regulations on the admission of securities to the official stock exchange listing

Theseregulations, issued through LN 364 in terms of the Financial MarketsAct (Cap. 345), implement the relevant
provisionsof Directive 2001/34/EC of the European Parliament and of the Council of 28 May 2001, onthe admission
of securitiesto the official stock exchange listing and on information to be published on those securities.

24 August: Amendment of financial collateral arrangements

TheFinancial Collateral Agreements Regulations 2004 issued through LN 177, which implemented the provisions of
Directive 2002/47/EC on financial collateral agreements, are amended through LN388 in terms of the Set-off and
Netting on Insolvency Act (Cap. 459).

1 September: Amendment of banking and financial institutions' Directives

The MFSA, as the Competent Authority in terms of Article 4(2) of the Banking Act 1994 and Article 13(2) of the
Financial IngtitutionsAct 1994, amends Directives BD/01, BD/02, BD/04, BD/05, BD/07, BD/09, BD/10 and FID/01.

5 October: Privatisation of Malta Freeport

The Government signs an agreement with the CMA-CGM Group, granting it athirty-year concession to operate and
develop the Malta Freeport. As a result of the agreement the Government sells all its shares in Malta Freeport
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Terminals Ltd and |easesthe port facilities while granting alicense for the operation of the port. For the duration of
the lease the Government will remain the owner of the site of the port facilities.

9 November: Regulationson thereporting of cash movements

Regulations are issued obliging any person entering or leaving Maltaand carrying a sum equivalent to Lm5,000 or
moreto declare that sum to the Comptroller of Customs. A record of declarations made under these regulations will
be maintained by the Central Bank of Malta. These regulations cameinto effect on 1 January 2005, through LN 463
intermsof the External TransactionsAct (Cap. 233).

23 November: Trust (Amendments) Act (Act X111 of 2004)

Parliament enactsthe Trusts (Amendment) Act 2004 (Act X111 of 2004). Among other things, the Act deletes, amends
and substitutes a number of Articles of the principal Trusts Act (Cap. 331). These amendments, which make it
possiblefor Maltese residentsto set up atrust under Maltese law, seek to eliminate the risk of harmful tax practices
and will gradually eliminate nominee companies, as requested by the OECD and the Financial Action Task Force
(FATF). Partsl1, 11, VI, VI, XVII and X1 X of thisAct cameinto force on 1 January 2005.

24 November: Measuresintroduced in the Budget 2005

The Minister of Finance presentsthe Budget Estimatesfor the year 2005 to Parliament. Major measures announced
include:

Cost of living increase

¢ A weekly wageincrease of Lm1.75 to compensate for the cost of living increase during the year to September
2004.

I ndirect taxation and increases in administered prices

* A fuel surcharge on water and electricity bills, varying from 9 to 15.6%, depending on actual consumption, to
comeinto effect on 1 January 2005.

* Increasesin excise duties of 5¢c on cigarettes, with immediate effect.

* A 3% exciseduty on all mobiletelephony services, withimmediate effect.

* Theintroduction of exciseduty and value added tax on kerosene, with immediate effect. Persons entitled to non-
contributory social benefitsand contributory unemployment benefits areto be compensated by aone-off payment
of Lm12.

* Anincrease of Lm10 in the passenger departure tax, to comeinto effect on 1 August 2005.

* Anincreaseof 5 centsin busfares, to comeinto effect on 1 January 2005.

Labour market

¢ Public holidaysfalling on weekendswill no longer be added to the annual |eave entitlement.

¢ \Women returning to work after an absence of five yearswill benefit from aone-year tax holiday.
¢ Unemployed personswill be required to attend training courses offered by the ETC.
Environmental measures

* Thelist of items subject to an eco-contribution isincreased, while a one-off refund of 15.25% on the CIF value
(not exceeding Lm50) will be given for each solar energy product acquired by ahousehold and on each purchase
of an electric car.

Social welfare

* Familieswith four or more children will havetheir children’sallowanceincreased.
¢ Parentsof children with disabilities attending private schoolswill benefit from tax cuts.
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I ncentivesto industry

e Setting-up of venture capital fund.

e Theintroduction of fiscal benefits: for research and development carried out by local entrepreneursin industry
in Malta; for companies which employ less than eleven full-time employees (SMEs); and, for the audio-visual
industry/setting-up of international conferencesin Malta.

24 November : White Paper on pension reform

The Government sets out its proposals on the sustainability and adequacy of Malta's pension system in a White
Paper, basing the case for pension reform on the conclusions of various reports carried out since 1997 and setting
out the critical issuesthat collectively underpin the foreseeable future difficultiesin the current system. The Paper
suggests a system based on athree-pillar approach, and also proposes the gradual lifting of the retirement age to 65
years for both men and women.

26 November ; Regulationson investment services

The Recognised Investment Exchange (Transparency) Regulations 2004 concerning the implementation of the
relevant provisionsof Council Directive 93/22/EEC of 10 May 1993 on investment servicesin the securitiesfield, are
issued through LN 491 in terms of the Finance MarketsAct (Cap. 345).

7 December: Update of Malta’'s Convergence Programme 2004-2007

The Government submitsto the EU Commission an update of Malta's Convergence Programme covering the period
2004-2007. The Updateisprepared in accordance with the Council Regulation (EC) No 1466/97 and conformsto the
revised Opinion of the EU Council on the content and format of Stability and Convergence Programmes. The Update
takes into account the impact of the 2005 Budget and revises projections for economic growth.

7 December: New financial institution licensed

The MFSA issues alicense, in terms of the Financial Institutions Act 1994 (Cap. 376), to CommFinance Ltd to
undertake the business of afinancial institution in Malta. CommFinance Ltd is a wholly-owned subsidiary of the
Commonwesalth Bank of Australia

14 December : European Commission Communication on Malta’sfiscal deficit

The European Commission submitsaCommunication to the Council inwhich it statesthat Malta, the Czech Republic,
Cyprus, Poland and Slovakiaare ontrack to correct their fiscal deficits. The Commission notesthat the Government
has taken effective action to achieve the 2005 target in response to the Council’s Recommendations.

24 December : Regulations on the supplementary supervision of credit institutions, insurance undertakings and
investment firmsin afinancial conglomerate

Regulationsimplementing the provisions of Directive 2002/87/EC of the European Parliament and of the Council of
16 December 2002 on the supplementary supervision of credit institutions, insurance undertakings and investment
firmsinafinancial conglomerate, areissued through LN 521 interms of the MaltaFinancial ServicesAuthority Act

(Cap. 330).
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Directors’ report

The Directors present their report and the audiiedntial statements of the Bank for the year endkd 3
December 2004.

Principal activities and review of operations

The Bank’s Mission and Objectives are set out on @agethe Annual Report. The Governor's Statemewtt an
the Bank’s Policies, Operations and Activities, ine€lddn the Annual Report on pages 11 to 14 and padgés 5
74 respectively, give a detailed account of the Baaktivities and operations during 2004.

Presentation of the financial statements

These financial statements have been prepared sqasta true and fair view of the state of affairgle Bank
as at 31 December 2004, and of its profit, its changesgjuity and its cash flows for the year to that dafbe
financial statements have been prepared in accorddtit¢he requirements of International Financial Répg
Standards issued by the International Accounting atasdBoard in so far as these standards are approjoriate
central bank and applicable in terms of the Cemaalk of Malta Act (Cap. 204).

Financial results
The Bank’s financial statements for the year ended>8cember 2004 are set out on pages A-6 to A-80 an

disclose an operating profit of Lm14.9 million (2003n18.2 million). The amount payable to Governmisnt
Lm14 million (2003: Lm18.2 million).
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Directors’ report — continued

Board of Directors

The members of the Board of Directors during the yese:
Mr Michael C. Bonello - Governor

Mr David A. Pullicino - Deputy Governor

Mr Joseph V. Gatt

Ms Philomena Meli

Mr Charles J. Falzon (appointed on 7 February 2004)

During the financial year under review, Dr Bernael@uscat was the Secretary to the Board.

Auditors

Ernst & Young and PricewaterhouseCoopers have sighifieir willingness to continue in office.

By order of the Board

M. C. Bonello D. A. Pullicino
Governor Deputy Governor

Castille Place
Valletta
Malta

28 February 2005
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Statement of Directors’ responsibilities in respecbof the financial
statements

The Central Bank of Malta is governed by the pravisiof the Central Bank of Malta Act (Cap. 204).e Bank
has also chosen to prepare financial statements indacw® with the requirements of International Finalnci
Reporting Standards, modified as set out in Notetb(#)e financial statements to take cognisance aofdileeof a
central bank. The Board of Directors is responsibteefisuring that these financial statements giveeaanal fair
view, on the basis referred to above, of the stat#fafrs of the Bank as at 31 December 2004, artenprofit,
changes in equity and cash flows for the year todhte. The Board of Directors is also responsibiefsuring
that the financial statements are drawn up in aesare with the requirements of the Central Bank oftéact
(Cap. 204).

The Board of Directors is responsible for ensurirag firoper accounting records are kept, which discbosay
time the financial position of the Bank and enable Board of Directors to ensure that the finandialesnents
comply with the requirements set out above. The @adrDirectors is also responsible for safeguarding the
assets of the Bank and hence for taking reasonalps &te the prevention and detection of fraud anceoth

irregularities.

The Board of Directors confirms that suitable accowntpolicies, consistently applied and supported by
reasonable and prudent judgements and estimates, haveised in the preparation of the financial statermats
the Bank.

The financial statements of the Central Bank of M#dtr the year ended 31 December 2004 are includéukei
Annual Report 2004, which is published in hard-copptpd form and on the Bank’s website. The Directoes a
responsible for the maintenance and integrity ofAhaual Report on the website in view of their resgpbitity
for the controls over, and the security of, the wigbsAccess to information published on the Bank’s sitelis
available in other countries and jurisdictions, whiegislation governing the preparation and dissenonatif

financial statements may differ from requirements acfice in Malta.
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Report of the auditors

To the Board of Directors of the Central Bank of tdal

We have audited the financial statements set oupages A-6 to A-30. As described in the statement of
Directors’ responsibilities on page A-4, these finahstatements are the responsibility of the Bank'sr8a

Directors. Our responsibility is to express an opimnrihese financial statements based on our audit.

We conducted our audit in accordance with Inteomati Standards on Auditing. These Standards reduatente
plan and perform the audit to obtain reasonablerassa about whether the financial statements ae &f
material misstatement. An audit includes examining,aotest basis, evidence supporting the amounts and
disclosures in the financial statements. An audiv ahludes assessing the accounting principles used and
significant estimates made by the Directors, as wellakiating the overall financial statement preseotatiWe

believe that our audit provides a reasonable basisuioopinion.

In our opinion, the financial statements give a trod &ir view of the financial position of the Bamit 31
December 2004 and its profit, its changes in equityitmcash flows for the year then ended, in accaelavith
the basis of preparation set out in Note 1(a) on page, and have been properly prepared in accoslwiith the
Central Bank of Malta Act (Cap. 204).

=ll ERNST & YOUNG PRICEAVATERHOUSE(COPERS
Malta Malta
28 February 2005 28 February 2005
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Profit and loss account

Profit for the financial year

Transfer to reserves for risks and contingencies

Payable to the Government of Malta in terms

of Section 24(4) of the Central Bank of Malta
Act (Cap. 204)

Notes

23

2004 2003
Lm’000 Lm’000
14,901 18,233
(900) -
14,001 18,233
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Balance sheet

Notes 2004 2003
Lm’000 Lm’000
Assets
Cash and balances with banks 4 5,470 12,839
Gold balances 496 497
Placements with banks 5 391,789 665,168
Available-for-sale investment securities 6 426,777 220,540
Claims on the International Monetary Fund 7 35,136 35,686
Participating interest in the European Central Bank 8 107 -
Other foreign currency assets 779 818
Total external assets 860,554 935,548
Available-for-sale local assets:
Treasury bills 9 8,209 437
Domestic debt securities 10 13,129 7,335
Derivative financial instruments 11 567 2,133
Other assets 12 34,240 35,258
Tangible fixed assets 13 8,931 4,693
Prepayments and accrued income 10,513 7,612
Total assets 936,143 993,016
Liabilities and equity
Liabilities
Notes and coins in circulation 14 506,405 485,373
Deposits by:
Central banks 15 15 -
Banks 16 166,303 242,162
Government 17 115,661 83,198
Others 18 11,147 8,455
Profits payable to Government 14,001 18,233
Foreign liabilities 19 - 25,496
Derivative financial instruments 11 1,298 4,048
Other liabilities 20 32,632 33,762
Accruals and deferred income 2,665 4,064
850,127 904,791
Capital and reserves
Capital 21 5,000 5,000
General reserve fund 22 23,000 23,000
Special reserve fund 22 13,000 13,000
Reserves for risks and contingencies 23 43,950 43,050
Fair value reserve 24 1,066 4,175
86,016 88,225
Total liabilities and equity 936,143 993,016

The financial statements on pages A-6 to A-30 werecxgp for issue by the Board of Directors on 28 Fatyru
2005 and were signed on its behalf by:

M. C. Bonello D. A. Pullicino G. Huber R. Filletti
Governor Deputy Governor Director Financial Coréol
Finance and Banking
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Statement of changes in equity

General Special Reserves for Fair
reserve reserve risks and value Retained
Capital fund fund contingencies reserve earnings Total
Lm’'000 Lm’000 Lm’'000 Lm'000 Lm'000 Lm’000 Lm’'000

Balance at 1 January 2003 5,000 23,003,000 43,050 11,291 - 95341
Arising in the financial period:

- net losses from changes in

fair value of available-

for-sale assets - - - - (3,374) - (3,374)
Transfers:

- net gains transferred to

net profit on disposal of

available-for-sale assets - - - - (3,742) - (3,742)
Net losses not recognised

in the profit and loss

account - - - - (7,116) - (7,116)
Profit for the financial year - - - - - 18,233 18,233
Total recognised (losses)/gains - - - - (7,116) 18,233 11,117
Transfer to profits payable

to Government - - - - - (18,233) (18,233)
Balance at 31 December 2003 5,000 23,00a3,000 43,050 4,175 - 88,225
Balance at 1 January 2004 5,000  23,00Q.3,000 43,050 4,175 - 88,225
Arising in the financial period:

- net losses from changes in

fair value of available-

for-sale assets - - - - (1,074) - (1,074)
Transfers:

- net gains transferred to

net profit on disposal of

available-for-sale assets - - - - (2,035) - (2,035)
Net losses not recognised

in the profit and loss

account - - - - (3,109) - (3,109)
Profit for the financial year - - - - - 14,901 14,901
Total recognised (losses)/gains - - - - (3,109) 14,901 11,792
Transfer to reserves for risks

and contingencies - - - 900 - (900) -
Transfer to profits payable

to Government - - - - - (14,001) (14,001)
Balance at 31 December 2004 5,000 23,00013,000 43,950 1,066 - 86,016
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Cash flow statement

Cash flows from operating activities

Profit for the financial year

(Increase)/decrease in prepayments and accrued income
Decrease in accruals and deferred income

Depreciation of tangible fixed assets

Amortisation of premiums and discounts on investments
Profit on sale of investments

Profit on sale of tangible fixed assets

Cash flows from operating profits before changes in
operating assets and liabilities

Net changes in operating assets and liabilities:
Placements with banks

Other foreign exchange assets

Treasury bills

Malta Government securities

Derivative financial instruments

Other assets

Deposits

Other liabilities

Net cash from/(used in) operating activities

Cash flows from investing activities

Purchase of securities

Proceeds from sale and maturity of securities

Acquisition of participating interest in the Europgaentral Bank
Purchase of tangible fixed assets

Proceeds from sale of tangible fixed assets

Net cash (used in)/from investing activities

Cash flows from financing activities

Net movement in currency in issue

Payment to the Government under Section 24(4)

of the Central Bank of Malta Act (Cap. 204)

Net cash from/(used in) financing activities

Movement in cash and cash equivalents
Cash and cash equivalents at 1 January

Cash and cash equivalents at 31 December

Notes

13

25

2004 2003
Lm’000 Lm’000
14,901 18,233
(2,901) 334
(1,399) (914)
342 321
2,373 (397)
(1,869) (3,880)
- (46)
11,447 13,651
203,844 4,211
590 1,828
(7,929) (138)
(5,852) (5,166)
(1,184) 1,921
1,018 2,056
7,279 (24,230)
(1,130) (2,127)
208,083 (7,994)
(617,238)  (313,626)
407,369 323,170
(107) -
(4,580) (123)
- 91
(214,556) 9,512
21,032 24,126
(18,233) (24,782)
2,799 (656)
(3,674) 862
206,723 205,861
203,049 206,723
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Notes to the financial statements

@)

(b)

A-10

Accounting policies

The principal accounting policies adopted in theppration of these financial statements are set out
below.

Basis of preparation of financial statements

These financial statements have been drawn up sogrget@ true and fair view of the state of affaifs

the Bank and its profit, its changes in equity andcésh flows. They have been prepared under the
historical cost convention as modified by the faiaion of available-for-sale investments, all derivati

contracts and other assets. The financial statements heen prepared in accordance with the
requirements of International Financial Reportingn8ards issued by the International Accounting
Standards Board in so far as they are considered bydh& as appropriate to a central bank and
applicable in terms of the Central Bank of Malta f&ap. 204), as amplified below and in the accounting

policies described subsequently.

In exceptional circumstances, as part of its inheregpansibilities as a central bank, the Bank may
intervene in the financial markets to help prevemvss of confidence spreading through the financial
system as a whole. Circumstances could arise wiafedence can best be sustained if confidentiadity i
maintained with regard to the Bank’s support, or é¢ixeent thereof. Accordingly, and as a matter of
course, the Bank’s financial statements disclose lessl dé the constituent elements of the profit and
loss account, particularly of interest income and egpeand any provisions for bad and doubtful debts,
than would be required under International FindriReporting Standards, with consequential restrictions
in related disclosures in the balance sheet, cashdlatement and the notes to the financial statements.
Moreover, in view of its role as a central bank, Bank's exposure to certain financial risks is
significantly different from the risk exposure of corarcial banks and similar financial institutions.
Consequently, the degree of detailed information dégad on such risks varies from that expected from

banks and similar institutions under InternationabRicial Reporting Standards.

I nvestment securities, Malta Government securities and Treasury bills

In accordance with the requirements of IAS 39, tlenkBclassifies its foreign currency investment
securities, Malta Government securities and Treasuly ioi the following categories depending on
management’s intent: trading assets, originated loathseaeivables, held-to-maturity and available-for-
sale financial assets.
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(b)

Accounting policies- continued

I nvestment securities, Malta Government securities and Treasury bills - continued

Securities which are either acquired for generatingrofit from short-term fluctuations in price, aea
included in a portfolio in which a pattern of shtatm profit taking exists, are classified as instrutsen
held for trading. Investments acquired by the Batkoriginal issuance directly from the issuer by
transferring funds directly to the issuer are clasgifas originated loans and receivables, unless they are
acquired with the intent to be sold immediately othia short-term in which case they would be desighate
as held for trading. Securities and similar instrumauritis fixed maturity where management has both the
intent and the ability to hold to maturity, othdrah instruments designated as originated loans and
receivables, are classified as held-to-maturity. Investsmintended to be held for an indefinite periéd o
time, which may be sold in response to needs for ligua changes in interest rates and exchange rates,
are classified as available-for-sale assets. EssentaHjlable-for-sale financial assets are those financial
assets that are not classified as held for tradingsl@ad receivables originated by the Bank or held-to
maturity investments.

Management determines the appropriate classificatidhe Bank’s investments at the time of the purchase
and re-evaluates such designation on a regular bdstgrnally transacted deals such as transfers of
investments between portfolios are accounted for erséime basis as third party transactions. While this
is not strictly in accordance with the requirementtA& 39, the Bank considers this policy as more suited
to its circumstances, considering also the high levetomtrol exercised to ensure that such deals are
properly initiated and recorded, and effected $yrimh an arm’s length basis.

All investment securities, Malta Government securiied Treasury bills are initially recognised at cost
(which includes transaction costs). Trading and abiitfor-sale financial assets are subsequently
remeasured at fair value based on quoted market prigktgealised and unrealised gains and losses in
respect of trading assets are recognised in the pnoditioss account. Unrealised gains and losses arising
from changes in the fair value of assets classifieavadable-for-sale are recognised in equity. Wtien
available-for-sale securities are disposed of or inepaithe related accumulated fair value adjustments in
equity, including the amount of adjustment on ihiéigplication of IAS 39, are transferred to thefjrand

loss account.

Investments designated as originated loans and retetvabd held-to-maturity assets are subsequently
remeasured at amortised cost using the effective yigdthod, less any provision for impairment.
Amortised cost is the initial measurement amount adjufstethe amortisation of any difference between
the initial and maturity amounts using the effeciivterest method.

In respect of available-for-sale investments, any diffee between the initial measurement amount and the
maturity amount (premium or discount) arising orafinial assets that have a fixed maturity is amortised to
the profit and loss account using the effective ggerate method over the period to maturity in ataoce

with the requirements of IAS 39. Fair value changesavailable-for-sale assets are calculated as the
differences between fair value and amortised cosucii instruments.
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(b)

(©

A-12

Accounting policies- continued

I nvestment securities, Malta Government securities and Treasury hills - continued

A financial asset is impaired if its carrying amountiigager than its estimated recoverable amount. The
amount of the impairment loss for assets carriedratrised cost is calculated as the difference between
the asset’s carrying amount and the present valuepeicéed future cash flows discounted at the financial
instrument’s original effective interest rate. By qrison, the recoverable amount of an instrument
measured at fair value is the present value of exgdatare cash flows discounted at the current market

rate of interest for a similar financial asset.

Interest earned whilst holding investment securitialta Government securities and Treasury bills is
reported as interest income. All regular way purchamed sales of all foreign currency investment
securities, Government securities and Treasury bilmgactions that require delivery within the time
frame established by regulation or market conventéma)recognised at settlement date which is the date
on which an asset is delivered to or by the Banky @&mange in fair value for the asset to be receised i

recognised between the trade date and settlement date

Derivative financial instruments

Derivative financial instruments, including forwam€ign exchange contracts, currency swaps and cross-
currency interest rate swaps, are initially recognisethe balance sheet at cost (including transaction
costs) and subsequently are remeasured at their dhie.v Fair values for derivative contracts are
determined using forward exchange market rates abdience sheet date and valuation techniques,
including discounted cash flow models, as appropri@iscounting techniques reflecting the fact that th
respective exchange or settlement will not occuil @enfuture date, are used when the time value of
money has a significant effect on the fair valuatdrthese instruments. All derivatives are carried as
assets when fair value is positive and as liabilitiesnafag value is negative. The Bank uses derivatives
principally for macro-hedging purposes so as to hedgeign exchange risk on its net balance sheet
exposure. Accordingly, these derivative transactiartsle providing effective economic hedges under
the Bank’s risk management policies, do not qualifytfedge accounting under the specific rules in IAS
39 and are classified as instruments held for tradoggther with other derivative instruments entered
into for trading purposes. Changes in the fair valliall derivative instruments that do not qualify for

hedge accounting under IAS 39 are recognised imnadgiat the profit and loss account.
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(d)

(€

(f)

@)

(h)

Accounting policies -continued

Gold balances

During the current financial year, the Bank changedaccounting policy in respect of measurement of
gold balances. In prior financial years, gold batanwere included at current market value based on the
Maltese lira average of the London fixings for thenthoof December. In the opinion of the Directors,
current market value is more fairly reflected by theltese lira equivalent of the London fixings ashet t
balance sheet date and the Bank’s accounting peisychanged accordingly. This change in accounting
policy did not have material effects on the Bank'suits for the current and preceding financial yeats an
its financial position as at the balance sheet dates.

Claims on the I nternational Monetary Fund

The International Monetary Fund Reserve TranchetiBosand Special Drawing Rights are shown at the
prevailing representative rate for the Maltese |ife&SBDR2.02143 to Lm1 as quoted by the Fund at the
close of business on 31 December 2004. The InterratiMonetary Fund Maltese lira holdings are
revalued against the SDR at the representativdontbe Maltese lira quoted by the Fund at 31 Decembe
2004. Adjustments on revaluations of the Internatiddainetary Fund holdings are reflected in the
corresponding asset - Currency Subscription.

Participating interest in the European Central Bank

Considering the nature of the instrument, the substafithe arrangements in place and the reliabilitir w
which its fair value can be measured, the Bank’s ppating interest in the European Central Bank is
carried in the Bank’s balance sheet at its originabamhin foreign currency, translated at the excleang
rate ruling at the date of acquisition.

Sale and repurchase agreements and lending of securities

Securities sold subject to linked repurchase agreenfeapos’) are retained in the financial statemémts
the appropriate classification and the counterplatyility is included in amounts due to banks or other
customers as appropriate. Securities purchased agdsgments to resell (‘reverse repos’) are recorded as
advances to banks or other customers as appropriatedifidgrence between the sale and repurchase price
is treated as interest and is accrued in the profil@slaccount over the life of repo agreements using the
effective yield method. Securities lent to countetiparare also retained in the financial statements.

Other financial instruments

The Bank’s other financial assets, which have not etarred to in the accounting policies disclosed
above, are classified as loans and receivables omgiriat the Bank in accordance with the requirements
of IAS 39 and are measured at cost i.e. the faaeevafl these assets. All regular way transactions insasse
classified in this category are accounted for usingeseént date accounting.
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(h)

)

(k)

V)

Accounting policies -continued

Other financial instruments - continued

A credit risk provision for financial asset impairméntestablished if there is objective evidence that the
Bank will not be able to collect all amounts dueheTamount of the provision is the difference between
the carrying amount and the recoverable amountghiim present value of expected cash flows, inctudin
amounts recoverable from guarantees and collatesalulited based on the interest rate at inception.

The Bank’s financial liabilities, other than thoseereéd to in the accounting policies above, are iflads
as liabilities which are not held for trading (‘otHebilities’) under IAS 39, and are measured at ¢est
the face value of such instruments.

Offsetting financial instruments

Financial assets and liabilities are offset and theam®unt reported in the balance sheet when tiese i
legally enforceable right to set off the recognisewants and there is an intention to settle on dasis,
or realise the asset and settle the liability simulteskyo

Foreign currency translation

Foreign currency transactions are accounted for etettchange rates prevailing at the date of the
transactions. Gains and losses resulting from the settteshench transactions and from the translation
of monetary assets and liabilities denominated in for@gmencies at year end exchange rates are
recognised in the profit and loss account.

Tangible fixed assets
All tangible fixed assets are stated at historical dess accumulated depreciation. Land is not

depreciated as it is deemed to have an indefiniee liDepreciation is calculated on the straight-line
method to write off the cost of the assets to tresidual values over their estimated useful life devicd:

Freehold buildings 2%
Leasehold property Over the remaining term of the lease
Computer equipment and other fixed assets 5-25%

Where the carrying amount of an asset is greaterithastimated recoverable amount, it is written down
immediately to its recoverable amount. Gains and losseslisposal of tangible fixed assets are
determined by reference to their carrying amourtt are taken into account in determining operating
profit.

Leases
Leases where a significant portion of the risks angards of ownership are retained by the lessor are

classified as operating leases. The total paymente mader operating leases are charged to the profit
and loss account on a straight-line basis over thegefithe lease.
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(m)

(n)

Accounting policies -continued

I nterest income and expense

Interest income and expense are recognised in tbfit @nd loss account for all interest-bearing
instruments on an accrual basis using the effectiviel yrethod based on the actual purchase price.
Interest income includes coupons earned on fixedniec@ecurities and amortised discounts and
premiums on Treasury bills and other instruments.

Cash and cash equivalents

For the purposes of the cash flow statement, casltastdequivalents comprise balances with less than
three months maturity from the date of acquisitiodluding: cash and balances with banks, Treasury
bills, placements with banks, other foreign curreresets, deposits and foreign liabilities.

External reserve ratio

The ratio of external assets to notes and coins issexetijding coins issued for numismatic purposes,
and deposit liabilities is 107.63% (2003: 114.20%). accordance with Section 19(1) of the Central
Bank of Malta Act (Cap. 204), the minimum ratio lnistrespect is 60%.

Profit for the financial year

The profit for the financial year is stated afterrgjiag:

2004 2003
Lm’000 Lm’000
Fees and salaries:
Directors’ remuneration 56 50
Staff costs 2,921 2,921
Depreciation of tangible fixed assets 342 321
Auditors’ remuneration 19 16
Expenditure in connection with transfer of the fuoies of
the Competent Authority under the Banking Act émel
Financial Institutions Act to the Malta Financ8&rvices
Authority - 250
Cash and balances with banks
2004 2003
Lm’000 Lm’000
Cash in hand 348 257
Balances with banks - repayable on call and at short
notice 5,122 12,582
5,470 12,839

Balances with banks are in the main secured by USstirgills which the Bank accepted as collateral
under repurchase agreements.
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5. Placements with banks
2004 2003
Lm’000 Lm’000
By remaining maturity
- One year or less but over three months 38,832 88,467
- Three months or less but over one month 93,711 216,636
- One month or less 259,246 360,065

391,789 665,168

6. Available-for-sale investment securities

2004 2003
Lm’000 Lm’000

By remaining maturity
- Over five years 25,753 58,834
- Five years or less but over one year 202,554 130,670
- One year or less but over three months 136,624 27,507
- Three months or less 61,846 3,529

426,777 220,540

The Bank’s portfolio of investment securities is comgub®f listed foreign currency debt securities
issued mainly by foreign governments and internatifinahcial institutions. As at 31 December 2004,
investment securities have been pledged as collasgrainst the provision of credit lines by a
counterparty up to an amount of USD20 million or@&million approximately (2003: USD20 million or
Lm7 million approximately). No amounts were borrowedemthese facilities at the balance sheet dates.
Also, as at 31 December 2004, investment securitiesawittir value of Lm23,000 (2003: Lm244,000)
were lent out under a securities lending programmd \&itcounterparty. At 31 December 2003

investment securities with a fair value of Lm18,&8®), were subject to sale and repurchase agreements.

7. Claims on the International Monetary Fund
2004 2003
Lm’000 Lm’000
Reserve Tranche Position 19,916 20,495
Special Drawing Rights 15,220 15,191
35,136 35,686

Malta’s membership subscription to the International Marye Fund amounts to SDR102,000,000
(2003: SDR102,000,000).



Central Bank of Malta, Annual Report
Financial Statements for the year ended 31 December 2004

7.

Claims on the International Monetary Fund- continued

The Bank’s position with the International Monet&ynd at 31 December 2004 is reflected in the balance
sheet as follows:

(&) Reserve Tranche Position included above is equit&deBDR40,259,007. This amount is a claim
on the International Monetary Fund and represents difference between the quota of
SDR102,000,000 and the Fund’s Maltese lira holdings.

(b) Special Drawing Rights included above are equitatenSDR30,765,673. These represent the
Special Drawing Rights allocated to Malta amountitgp SDR11,288,000, to which a
corresponding liability exists in the form of a resed demand deposit of the Government of
Malta included under “Other deposits” (see Note i@)ether with other Special Drawing Rights
acquired in accordance with International Monetamyd requirements and procedures. Special
Drawing Rights allocated to Malta cannot be withdrauless such advice is received from the
Fund. Other Special Drawing Rights have no spetifiaturity.

(c) Currency Subscription included with “Other as5ésee Note 12) is stated at Lm30,543,226 and
represents the balance of the quota paid in Maligsé\Icorresponding liability included with
“Other liabilities” (see Note 20) exists in the forrhIMF current accounts of Lm30,543,226 or
SDR61,740,993.

Participating interest in the European Central Bank

On 1 May 2004 Malta joined the European Union aodsequently the Bank became a member of the
European System of Central Banks (ESCB). In acourd with Article 28 of the Statute of the ESCB and
the European Central Bank (ECB), the Bank becamsuhscriber of the capital of the ECB. This balance
represents the Bank’s participating interest in th@ ESubscriptions depend on shares which are fined i
accordance with Article 29.3 of the ESCB Statuté which must be adjusted every five years. The share
of Malta in the ECB'’s capital is 0.0647% and was daked in accordance with Article 29 of the Statute
of the ESCB, on the basis of population and GDP patwided by the European Commission. As Malta
does not participate in the euro area, the transitigmovisions of Article 48 of the Statute apply.
Consequently, the Bank was required to pay-up a mintoratribution of 7% of its allocated share capital
in the ECB upon entry to the ESCB on 1 May 2004 amting to EUR252,024. Appendix 1 to these
financial statements on pages A-31 to A-33 includeailget disclosures of participating interests held by
euro area and non-euro area national central bAEBS).

Treasury bills

The Bank’s holdings of Malta Government Treasury liltdude:

2004 2003
Lm’000 Lm’000

By remaining maturity
- One year or less but over three months 314 2
- Three months or less but over one month 5,973 204
- One month or less 1,922 231
8,209 437

A-17
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10. Domestic debt securities
2004 2003
Lm’'000 Lm’000
Malta Government Stocks listed on the Malta Stockhaxge 13,129 7,335
Amounts include:

2004 2003
Lm’000 Lm’000

By remaining maturity
- Over five years 11,540 5,777
- Five years or less but over one year 1,335 1,013
- One year or less 254 545
13,129 7,335

11. Derivative financial instruments

At the balance sheet dates, the fair values of thek’Baderivative contracts, consisting of forward

foreign exchange contracts, currency swaps and ctossAcy interest rate swaps, are as follows:

Assets
2004 2003
Lm’000 Lm’000
Foreign exchange and other derivatives held foiricad

Foreign exchange contracts maturing within six menth
from the balance sheet date
- forward purchase of EUR3 million (2003: EUR3.4

million) against Lm 27 13
- forward purchase of EUR34.2 million

(2003: EUR52.4 million) against USD 174 1,536
- forward purchase of GBP4.1 million against USD - 172

Foreign exchange contract expiring in 2010
- forward sale of EUR24.1 million (2003: EUR31.8
million) against Lm 287 412

Other derivative contracts maturing in 2009
- cross-currency interest rate swaps with principal
amounts of Lm15 million (vide Note below) 79 -

567 2,133

Settlement of the forward contract expiring in 204 @uaranteed by the Government of Malta.
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11.

12.

Derivative financial instruments- continued

Liabilities
2004 2003
Lm’000 Lm’000
Foreign exchange and other derivatives held foiricad
Foreign exchange contracts maturing within six months
from the balance sheet date
- forward purchase of USD67 million (2003: USD120
million) against Lm 1,124 3,935
- forward purchase of GBP3.5 million against USD 16 -
- forward sale of Lm3 million against GBP - 9
- forward sale of JPY1,270 million
(2003: JPY1,250 million) against USD 1 104
Other derivative contract maturing in 2009
- cross-currenginterest rate swap with a principal
amount of Lm5 million (vide Note below) 157 -
1,298 4,048

During the current financial year, the Bank hasemstt into a cross-currency interest rate swap
arrangement with an international financial inst@dntwhereby the Bank has undertaken to purchase upon
inception and sell forward, the principal amountofl0 million against EUR, at the same exchange rate.
The Bank will pay fixed interest amounts on the Lrimgpal amount annually and will receive variable
interest amounts at quarterly intervals, based on flesging interest rates linked to 3 month EURIBOR,
computed by reference to the EUR principal amourdr the purposes of managing its exposures from
this arrangement, the Bank entered into similar svgapesnents, offsetting the contract mentioned above,
with two local financial institutions. Under eaajreement the Bank has undertaken to sell upon irzepti
and buy forward Lm5 million against EUR at the sawehange rate for each respective contract. During
the term of these contracts, the Bank will receixed interest amounts on the Lm principal amount on an
annual basis and will pay variable interest amountguatterly intervals based on 3 month EURIBOR

determined by reference to the EUR principal amount

Other assets

2004 2003

Lm’000 Lm’000

International Monetary Fund Currency Subscription 30,543 31,431
Others 3,697 3,827
34,240 35,258
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13. Tangible fixed assets

Freehold Leasehold

property property Others Total
Lm’000 Lm’000 Lm’000 Lm’000
Year ended 31 December 2004
Opening net book amount - 4,237 456 4,693
Additions 4,268 1 311 4,580

Depreciation charge for the year - (46) (296) (342)
Transfer of property improvements:

- cost 1,319 (1,319) - -

- accumulated depreciation (71) 71 - -
Closing net book amount 5,516 2,944 471 8,931
At 31 December 2004
Cost 5,587 3,182 2,632 11,401
Accumulated depreciation (71) (238) (2,161) (2,470)
Net book amount 5,516 2,944 471 8,931
At 31 December 2003
Cost - 4,500 2,321 6,821
Accumulated depreciation - (263) (1,865) (2,128)
Net book amount - 4,237 456 4,693

During the current financial year, the Bank acalifeom Government the freehold title to its main
premises at Castille Place for a consideration of LmdilBon. These premises, which were previously
held on a temporary lease from Government, had bemsively altered in prior years to adapt them to
the Bank’s requirements. The carrying amount of theggdvements has been transferred from the
leasehold property category to freehold propertthatable disclosed above subsequent to the property

acquisition.
14. Notes and coins in circulation
2004 2003
Lm’000 Lm’000
Notes 487,165 467,098
Coins 19,240 18,275
506,405 485,373

15.

A-20

Central bank deposits

Deposits by central banks are denominated in Maltestl are repayable on demand.
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16.

17.

Bank deposits

2004 2003
Lm’000 Lm’000

Reserve deposits held in terms of Section 37 of the
Central Bank of Malta Act (Cap. 204) 145,303 137,862
Liabilities arising from monetary policy instruments 21,000 104,300

166,303 242,162

Liabilities arising from monetary policy instrumentstora within one month from the balance sheet date.

Amounts include:

2004 2003
Lm’000 Lm’000
By currency
MTL 166,301 230,073
EUR 2 10,600
usD - 1,489

166,303 242,162

Government deposits

Amounts include:

2004 2003
Lm’000 Lm’000
Current accounts by currency

MTL 50,429 27,275
EUR 12,323 3,058
uUsD 1,822 1,454
GBP 348 402
Others 110 72

Sinking fund accounts by currency
MTL 35,100 38,695
EUR 13,732 9,871
usD 1,699 2,270
Others 98 101
115,661 83,198

Government deposits are repayable on demand.

A-21



Central Bank of Malta, Annual Report
Financial Statements for the year ended 31 December 2004

18.

19.

20.

A-22

Other deposits

Deposits by public sector corporations and similditien:
- Repayable on demand

International Monetary Fund SDR allocation

Others:

- Repayable on demand

Amounts include:

By currency
MTL
EUR
SDR
Others

Foreign liabilities

Amounts payable under banking arrangements:
- Repayable within three months

Amounts payable to counterparties under

sale and repurchase agreements in respect

of investment securities:

- Repayable within three months

Other liabilities

International Monetary Fund non-interest bearingego
International Monetary Fund current accounts
Others

2004 2003
Lm’000 Lm’000
4,025 2,336
5,584 5,746
1,538 373
11,147 8,455
2004 2003
Lm’000 Lm’000
1,490 1,472
3,411 382
5,584 5,746
662 855
11,147 8,455
2004 2003
Lm’000 Lm’'000
- 6,587
- 18,909
- 25,496
2004 2003
Lm’000 Lm’000
- 14,614
30,543 16,817
2,089 2,331
32,632 33,762
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21.

22.

23.

24.

Capital

The capital authorised by Section 18(1) of the Gémidank of Malta Act (Cap. 204) is fully paid updan
held by the Government of Malta.

Reserve funds

Reserves are maintained in terms of Section 18(2Y3ndf the Central Bank of Malta Act (Cap. 204).
The General Reserve is held to strengthen the cdpit® of the Bank and shall be available for any
purpose as may be determined by the Board of Directoraccordance with Section 24(2) of the Central
Bank of Malta Act (Cap. 204), profits or losses atttéble to any revaluation of the Bank’s net external
assets or liabilities, arising from an adjustment ofekiernal value of the Maltese lira, are accounted fo
in the Special Reserve. The balance of the SpResérve fund shall be dealt with as determined by th
Bank’s Board of Directors.

Reserves for risks and contingencies

Reserves for risks and contingencies are maintainegtrims of Section 24 of the Central Bank of Malta
Act (Cap. 204) to cover the broad range of risksiich the Bank is exposed. The major risks in this
regard arise from: losses which could result from pugsuimonetary policy objectives, potential
movements in market values of the Bank’s holdings ahekiic and foreign securities and other
investments, losses which could arise from support ofitla@cial system in the Bank’s role as a lender
of last resort, and other non-insured losses.

Fair value reserve

Gains and losses arising from the change in the flirevof available-for-sale assets are recognised
directly in equity through the fair value reseredidwing the accounting policy disclosed in Note 1)
the financial statements. When the assets are disposth@ related accumulated fair value adjustments
deferred in equity, including the amount of theuattpent on initial application of IAS 39, are tramsfd

to the profit and loss account as gains and lossesdvaitable-for-sale assets.

Available-for-
sale investment Available-for-
securities sale local assets
Lm’000 Lm’000
At 1 January 2003 11,238 53
Net (losses)/gains from changes in fair value (3,431) 57
Net (gains)/losses transferred to net profit on disposal (3,745) 3
At 31 December 2003 4,062 113
Net losses from changes in fair value (1,017) (57)
Net gains transferred to net profit on disposal 3Q)0 (5)
At 31 December 2004 1,015 51

This reserve is not considered to be available &ridution by the Directors.
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25.

26.
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Cash and cash equivalents

For the purposes of the cash flow statement, the gedrcash and cash equivalents represent the

following:
2004 2003
Lm’000 Lm’000
Cash and balances with banks (Note 4) 5,470 12,839
Treasury bills maturing within three months (Note 9) - 234
Placements with banks maturing within three monthseSpt 339,818 409,353
Deposits maturing within three months (Notes 15, 16rid18) (142,239) (190,207)
Foreign liabilities maturing within three months (Hdt9) - (25,496)

203,049 206,723

Treasury bills, placements with banks, deposits andgiotebilities with a contractual period to matyri

of less than three months are treated as cash equs/akethey represent the Bank’s principal liquidity.

Financial instruments

The nature of the Bank’'s operations implies that fom@ninstruments, including derivatives, are
extensively used in the course of its activities.e Bank is potentially exposed to a range of risks and
hence operates a risk management strategy withbjeetive of controlling its exposures. Besides the
risks relating to a central bank’s role which arenefd to in Note 23 above, the principal categooies
operational risk faced by the Bank are credit risk emrrency risk.

Credit risk

The Bank has in place internal control structuresassess and monitor credit exposures and risk
thresholds. The Bank places limits on the level eflitrrisk undertaken from the main categories of
financial instruments, covering on and off-balanceeshexposures, in relation to individual financial
institutions and groups of financial institutionssddied by country of origin. These limits are appd

by the Board of Directors and actual exposures angitored against limits on a daily basis. Funds are
placed with, and derivative instruments are entevitd, financial institutions having a first class dited
rating. The Bank invests only in first class qualigper. Credit risk with respect to guarantees and
letters of credit is limited since the Bank’s customers mminly public sector corporations and other

entities owned by the Government.
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26.

Financial instruments- continued

Currency risk

Investments and other instruments denominated in foi@igrency are held in a mix of currencies which
reflects, in the main part, their respective weightim the Maltese lira basket. As a result, exposure to

currency risk is managed within controlled parameters

At 31 December, the Bank’s net foreign currency imgd determined by reference to transaction
amounts, including amounts arising under derivatimaricial instruments but excluding claims on the

International Monetary Fund, were in the followioigrrencies:

2004 2003

% %

EUR 73.76 73.43
GBP 18.99 18.87
USsD 7.18 7.60
Others 0.07 0.10
100.00 100.00

Interest raterisk

Whilst the majority of the Bank’s assets are interestibgathe Bank’s main liabilities are not subject to
interest. The Bank mainly invests in, and places fumdter, instruments subject to fixed interest rates.
However interest rate risk is considered to be duntiéed by the Directors in view of the short peridds
maturity or the realisable nature of the Bank’s finahassets. Also, the Bank’s interest-bearing liabaiti
mature or are repriceable within relatively shontigés of time. Accordingly, the level of discloswe
such risks varies from that expected from banks amilasi institutions under International Financial

Reporting Standards.

Liquidity risk

The Bank’s liquidity risk is relatively insignificaim view of the short-term maturities or realisabétune
of the principal categories of its financial assetd dune to the nature of the Bank’s main liabilitiekhe
Bank’s assets and liabilities are analysed into referaturity groupings based on the remaining period
at the balance sheet date to the contractual ratddte in the respective Notes to the financial

statements.
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26. Financial instruments- continued

Fair values of financial assets and liabilities

The following financial assets and liabilities inctuthe main categories of instruments not presented on
the Bank’s balance sheet at their fair value: cashbmlances with banks, balances with the Interndtiona
Monetary Fund, placements with banks together wigodigs by banks, the Government of Malta, public
sector corporations and other similar entities, andeogy in circulation. The carrying amount of these
instruments approximates fair value due to their natughort-term maturity. Deposits by banks mainly
comprise reserve deposits. The face value of reslapesits, balances with the International Monetary
Fund and currency in circulation is essentially tli@ir value in view of the substance of the instrutaen

or arrangements in place. Placements with banks engtincipally within a period of six months from
the financial year end. All deposit liabilities, éxding reserve deposits and International MonetarydFun

SDR allocation, are repayable within one month ftbebalance sheet date.

27. Contingent liabilities and commitments
2004 2003
Lm’000 Lm’'000
Contingent liabilities
Guarantees and letters of credit 20,436 4,637
Commitments
Repayment of foreign loans received by the Bankedraly
of the Government under Financial Conventions 10,333 12,600
Total 30,769 17,237
By remaining maturity:
Guarantees and letters of credit
2004 2003
Lm’000 Lm’000
- Five years or less but over one year 3,949 561
- One year or less but over three months 10,027 1,303
- Three months or less 6,460 2,773
20,436 4,637
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27.

28.

29.

@)

Contingent liabilities and commitments continued

Commitments in respect of foreign loans received lgy Blank on behalf of the Government under

Financial Conventions and repayable in due course fumds to be made available by Government

2004 2003

Lm’000 Lm’000

- Over five years 2,354 3,367
- Five years or less but over one year 5,973 7,174
- One year or less but over three months 1,870 1,917
- Three months or less 136 142
10,333 12,600

Related parties

In the course of its operations, the Bank conductniess with and provides several services to the
Government of Malta, government departments, pubtitoseorporations and other entities owned by
the Government.

The main services are:-

- provision of banking services, including holding tencipal accounts of the Government of
Malta;

- management of the Note Issue, including printingatés;

- money transmission services;

- provision of foreign exchange services and safe cydtailities;

- administration of the foreign pensions subsidy schentzebalf of the Government of Malta.

General
Demonetised currency notes and coins

Demonetised currency notes

In accordance with Section 42 of the Central BahMalta Act (Cap. 204), after the expiration of one
year following the end of the period established hie hotice of demonetisation, any unpresented
demonetised notes shall cease to be included iBah&’s currency liabilities. The value of such rmpte
after deducting therefrom the value of any notestvlire subsequently redeemed, are apportioned to the
profit and loss account of the Bank over the remaiariod until the expiration of ten years from the
end of the period above mentioned. After the gxpir ten years from the notice of demonetisation,
demonetised currency notes not yet presented dmnger redeemed by the Bank.
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29. General - continued
(@ Demonetised currency notes and coins - continued
During 2004, demonetised currency notes presentedefdemption amounted to Lm170,541 (2003:

Lm585,644). At 31 December 2004, the value of unprteskdemonetised currency notes amounted to
Lm2,703,335 (2003: Lm2,873,876) analysed as follows:

2004 2003
Lm’000 Lm’000

Ten year period expires in:
- 2008 940 957
- 2010 1,763 1,917
2,703 2,874

Demonetised coins

In accordance with Section 43 of the Central BahiMalta Act (Cap. 204), after the expiration of six
months following the end of the period establishedhe notice of demonetisation, any unpresented
demonetised coins shall cease to be included in tid’8aurrency liabilities. The value of such coins,
after deducting therefrom the value of any coinsciwtare subsequently redeemed, are apportioned to the
profit and loss account of the Bank over the remgipiariod until the expiration of two years from tved

of the period above mentioned. After the expiry tab years from the notice of demonetisation,

demonetised coins not yet presented are no longezmezteby the Bank.

The two year period in respect of the 56tskries and 25c™series coins expired on 17 June 2004. Coins
presented for redemption during the current findngéar until this date amounted to Lm8,984 (2003:
Lm5,820).

(b) Average number of employees

The average number of persons employed by the Baimgdine year was as follows:

2004 2003

Number Number

Governors and Directors 7 7
Heads and Executives 70 69
Supervisory and clerical staff 197 195
Non-clerical staff 40 45
314 316
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29.

(©

(d)

30.

General- continued

Assets held in custody

At 31 December 2004, assets held in custody by the Barterms of the Insurance Business Act
amounted to Lm24,159,000 (2003: Lm24,120,000).

Management of funds belonging to the I nvestor and Depositor Compensation Schemes

During the previous financial year, the Bank hadnb&gpointed as investment manager in respect of funds
belonging to the Investor and Depositor Compensafionemes. The Bank manages these funds on a
discretionary basis but in accordance with the investrparameters set by the Management Committees
of the respective Schemes. The amount of funds dlgrto the Schemes, managed by the Bank, is
adjusted by the amount of investments so effecteztorlingly as at 31 December 2004, the Investor and
Depositor Compensation Schemes had interest-beagpusids of Lm669 (2003: Lm45,739) and Lm1,499
(2003: Lm397,684) respectively, with the Bank.

Statement of the Bank’s investments

The statement of the Bank’s external assets below ¢dodedd in accordance with the requirements of
Section 23(1)(b) of the Central Bank of Malta ACap. 204).

The exposure country is essentially the country oftiopaof the institution or entity with which the
Bank’s placements and other financial assets are fdid.exposure country in respect of assets held with
branches of international banks and financial intitis is usually deemed to be the country of laratf

the parent. In case of subsidiaries of banks and diabimstitutions, the exposure country is generally

determined on the basis of the location of the sufsidindertaking.
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A-30

Statement of the Bank’s investmentscontinued

EUR GBP UsD Others Total
Lm'000 Lm'000 Lm’000 Lm’000 Lm’000
Cashin hand 136 83 77 52 348
Balances with banks repayable on call and at
short notice by exposure country
France 71 - - - 71
Germany 89 - - - 89
Italy 74 - - - 74
United Kingdom 24 65 102 16 207
United States of America - - 4,102 - 4,102
Other countries 62 8 7 136 213
International financial institutions 239 112 1 41 366
559 185 4,212 166 5,122
Gold balances by exposure country
United Kingdom - - - 434 434
Others - - - 62 62
- - - 496 496
Placements with banks by exposure country
Australia - 6,153 - - 6,153
Belgium 57,335 - - - 57,335
Canada 16,071 - - - 16,071
Denmark 4,344 3,077 - - 7,421
France 36,920 9,230 - - 46,150
Germany 10,859 - - - 10,859
Ireland 19,546 - - - 19,546
Italy 23,890 - - - 23,890
Netherlands 54,294 - - - 54,294
Sweden 26,061 - - - 26,061
Switzerland 6,515 - - - 6,515
United Kingdom 27,799 63,930 - - 91,729
International financial institutions 10,859 1,84513,061 - 25,765
294,493 84,235 13,061 - 391,789
Available-for-sale investment securities
by issuer category
Government 55,935 4,495 6,279 - 66,709
Monetary financial institutions 218,281 50,651 31 - 278,249
Other financial institutions 40,743 9,994 2,467 - 53,204
Non-financial institutions 2,667 - - - 2,667
Supranationals 14,206 3,174 8,568 - 25,948
331,832 68,314 26,631 - 426,777
Claims on the International Monetary Fund - - - 35136 35,136
Participating interest in
the European Central Bank 107 - - - 107
Other foreign currency assets - - - 779 779
Total external assets 627,127 152,817 43,981 28,6 860,554
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Supplementary information to the financial statemets:

Appendix 1

ESCB members’ percentage share held in the ECB’s paal

Nationale Bank van Belgié / Banque Nationale de
Belgique

Deutsche Bundesbank

Bank of Greece

Banco de Espafia

Banque de France

Central Bank and Financial Services Authority efdnd

Banca d'ltalia

Banque centrale du Luxembourg

De Nederlandsche Bank

Oesterreichische Nationalbank

Banco de Portugal

Suomen Pankki-Finlands Bank

Subtotal euro area NCBs

Ceska narodni banka
Danmarks Nationalbank
Eesti Pank

Central Bank of Cyprus
Latvijas Banka

Lietuvos bankas
Magyar Nemzeti Bank
Central Bank of Malta
Narodowy Bank Polski
Banka Slovenije
Narodna banka Slovenska
Sveriges Riksbank
Bank of England

Subtotal non-euro area NCBs

Total euro area and non-euro area NCBs

Until From
31 December 1 January to From
2003 30 April 2004 1 May 2004
% % %
2.8658 2.8297 2.5502
24.4935 23.4040 21.1364
2.0564 2.1614 1.8974
8.8935 8.7801 7.7758
16.8337 16.5175 14.8712
0.8496 1.0254 0.9219
14.8950 14.5726 13.0516
0.1492 0.1708 0.1568
4.2780 4.4323 3.9955
2.3594 2.3019 2.0800
1.9232 2.0129 1.7653
1.3970 1.4298 1.2887
80.9943 79.6384 71.4908
- - 1.4584
1.6709 1.7216 1.5663
- - 0.1784
- - 0.1300
- - 0.2978
- - 0.4425
- - 1.3884
- - 0.0647
- - 5.1380
- - 0.3345
- - 0.7147
2.6537 2.6636 2.4133
14.6811 15.9764 14.3822
19.0057 20.3616 28.5092
100.0000 10000 100.0000
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Appendix 1 - continued

ESCB members’ subscribed and paid-up capital

Nationale Bank van Belgié / Banque Nationale deyigele

Deutsche Bundesbank
Bank of Greece

Banco de Espafia
Banque de France

Central Bank and Financial Services Authority ofdnel

Banca d’ltalia

Banque centrale du Luxembourg
De Nederlandsche Bank
Oesterreichische Nationalbank
Banco de Portugal

Suomen Pankki-Finlands Bank

Subtotal euro area NCBs

Ceska narodni banka
Danmarks Nationalbank
Eesti Pank

Central Bank of Cyprus
Latvijas Banka

Lietuvos bankas
Magyar Nemzeti Bank
Central Bank of Malta
Narodowy Bank Polski
Banka Slovenije
Narodna banka Slovenska
Sveriges Riksbank
Bank of England

Subtotal non-euro area NCBs

Total euro area and non-euro area NCBs

A-32

Subscribed Paid-up
capital until capital until
31 December 31 December
2003 2003
EUR’000 EUR’000
143,290 143,290
1,224,675 1,224,675
102,820 102,820
444,675 444,675
841,685 841,685
42,480 42,480
744,750 744,750
7,460 7,460
213,900 213,900
117,970 117,970
96,160 96,160
69,850 69,850
4,049,715 4,049,715
83,545 4,177
132,685 6,634
734,055 36,703
950,285 47,514
5,000,000 4,097,229
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Appendix 1 - continued

ESCB members’ subscribed and paid-up capitat continued

Nationale Bank van Belgié&/
Banque Nationale de Belgique

Deutsche Bundesbank

Bank of Greece

Banco de Espafia

Banque de France

Central Bank and Financial
Services Authority of Ireland

Banca d'ltalia

Banque centrale du Luxembourg

De Nederlandsche Bank

Oesterreichische Nationalbank

Banco de Portugal

Suomen Pankki-Finlands Bank

Subtotal euro area NCBs

Ceska narodni banka
Danmarks Nationalbank
Eesti Pank

Central Bank of Cyprus
Latvijas Banka

Lietuvos bankas
Magyar Nemzeti Bank
Central Bank of Malta
Narodowy Bank Polski
Banka Slovenije
Narodna banka Slovenska
Sveriges Riksbank
Bank of England

Subtotal non-euro area NCBs

Total euro area and non-euro
area NCBs

Subscribed Paid-up
capital from capital from Subscribed Paid-up
1 January to 1 January to capital from capital from
30 April 2004 30 April 2004 1 May 2004 1 May 2004
EUR’000 EUR’000 EUR’000 EUR’000
141,485 141,485 141,91 141,910
1,170,200 1,170,200 1,176,171 176171
108,070 108,070 105,584 105,584
439,005 439,005 432,698 432,698
825,875 825,875 827,533 827,533
51,270 51,270 51,301 1,381
728,630 728,630 726,278 726,278
8,540 8,540 8,725 258,7
221,615 221,615 222,336 282,3
115,095 115,095 155,74 115,745
100,645 100,645 98,233 98,233
71,490 71,490 71,712 121,7
3,981,920 3,981,920 3,978%2 3,978,226
- - 81,155 5,681
86,080 4,304 87,159 6,101
- - 9,927 695
- - 7,234 506
- - 16,572 1,160
- - 24,624 1,724
- - 77,260 5,408
- - 3,600 252
- - 285,913 20,014
- - 18,614 1,303
- - 39,771 2,784
133,180 6,659 134,292 9,400
798,820 39,941 800,322 56,023
1,018,080 50,904 1,586,443 111,051
5,000,000 4,032,824 5,564,669 4,08p,27
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