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SUMMARY 

The Economics Research Centre’s latest forecasts indicate that the Cypriot economy will remain in 

recession throughout 2012 and, at least, for the first half of 2013.  

 For the third and fourth quarter of 2012 GDP growth is forecasted at -1.8% and -2.0% respectively; 

GDP growth for 2012 is projected at -1.9%. 

 The forecast for the first and second quarter of 2013 remains negative at -1.4% and -1.1%, 

respectively; hence, a further contraction in activity of -1.3% is forecasted for the first half of 2013.  

Furthermore, the Economic Sentiment Indicator (ESI), which summarises firms' and consumers' 

perceptions and expectations about economic conditions, remains well below the European Union and 

Euro Area averages. Further decline of ESI in the third quarter of 2012 suggests that the Cypriot economy 

has entered a period of prolonged recession. 

Due to the recessionary conditions in the domestic economy, sluggish activity in the Euro Area and the 

United Kingdom, as well as to contained foreign inflation, CPI inflation in Cyprus is forecasted at 2.8% for 

2012 and at 2.4% for the first half of 2013. 

The forecasts for GDP growth presented here are based on the most recent National Accounts data and do 

not incorporate the effects of economic adjustment scenarios linked to financial aid from the EFSF/ESM and 

the IMF, beyond those already captured by leading indicators included in the estimation of forecasts. As 

such they are accompanied by substantial risks to be optimistic, especially those for the last quarter of 

2012 and the first two quarters of 2013 due to: (i) further loss of business and consumer confidence from 

the prolonged uncertainty about the implementation and content of the economic adjustment programme; 

(ii) the tightening of domestic credit conditions due to banks' recapitalisation needs and deleveraging; (iii) 

further reduction in consumption and investment activity due to fiscal consolidation measures (reduction in 

disposable income and increase in taxation); and (iv) other factors including the deterioration of the 

external environment, the further weakening of the euro against the US dollar and upward pressures in 

international prices of oil and food-related commodities. At the same time, reforms aiming to improve 

financial regulation and supervision, structural measures ensuring sustainability of public finances and 

enhancing efficiency and competition in the labour and goods/services markets can strengthen confidence 

and boost economic activity, thereby ameliorating the downside forecast risks. 

At CypERC we have also simulated the distributional effects of the proposed economic adjustment 

programmes. It is estimated that both the measures proposed by Troika and those proposed by the 

government, on average, reduce the gap in pay between the public and private sector (more so the 

Troika’s measures) and the inequality in the distribution of income. Yet, in both cases nothing is done to 

align the structure of pay in the public with that in the private sector.  

The findings above highlight the point that while many talk about the importance of using the 

contemplated economic adjustment programmes to promote growth, few appear to understand that the 

discrepancies between pay and productivity in the public sector are in the root of the current economic 

crisis; and even fewer appear to realise the damage inflicted on the economy from using the public sector 

pay (rather social transfers not linked to employment) to redistribute income in favour of particular 

population groups, even when this is done in good faith and in the name of social justice. 
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1. Overview 

1.1 Recent developments  

The Cypriot economy contracted for fourth consecutive 

quarter by registering a decline in real economic activity of 

2.3% during the second quarter of 2012. The downturn in 

output is linked to the banks' recapitalisation needs (resulting 

mainly from the write-off of Greek sovereign debt and their 

exposure to the Greek private sector) that hamper domestic 

credit growth, and to the deteriorating public finances that will 

possibly bear the additional burden of financial support to the 

banking system. The economic conditions are aggravated by 

the severe loss of business and consumer confidence, as well 

as the pervasive uncertainty regarding the aid (timing and 

amount) from the EFSF/ESM and the IMF and the 

accompanying policy conditionality. It has become evident, 

however, that the current recession is accentuated by long-

lasting structural weaknesses of the Cypriot economy. 

The Economic Sentiment Indicator (ESI), which summarises 

firms' and consumers' perceptions and expectations about 

economic conditions, remains well below the EU and Euro 

Area averages. Further decline of ESI in the third quarter of 

2012 suggests that the Cypriot economy has entered a 

period of prolonged recession. 

The largest decrease in activity in the second quarter of 

the year is registered in construction, followed by the 

broad industrial sector; trade, transport, accommodation 

and food services also exhibited negative growth rates. On 

the expenditure side, both household and government 

consumption dropped by 2.0% and 1.2%, respectively, 

compared to the second quarter of 2011. Investment in 

real terms continued its double-digit decline; real net 

exports remained positive in the second quarter of 2012, 

mainly due to further contraction in imports by 12% 

compared to the second quarter of 2011. 

In spite of increases in the price of oil and food-related 

commodities in the third quarter of 2012, inflation fell 

slightly to 2.5% from 2.6% in the second quarter. The 

decline in inflation is driven by decreases in the prices of 

clothing, footwear and household equipment, as well as 

by very low inflation in the categories of health, 

restaurants and hotels. Thus, subdued domestic demand 

puts downward pressure on inflation. 

Based on monthly unemployment data from Eurostat, 

conditions in the labour market appear slightly worse in 

July and August 2012 than in the second quarter of 2012. 

Monthly data on registered unemployed and vacancies, as 

well as Business Survey data on employment prospects, 

highlight the adverse conditions in the labour market. In 

July and August other monthly indicators such as local 

cement sales, building permits, registration of motor 

vehicles and registration of new companies exhibited 

double-digit decline compared to the corresponding 

months of 2011. During July and August tourist arrivals 

expanded by about 3% and 8%, respectively; the arrivals 

from Russia have been growing rapidly, while the 

traditional British clientele has been showing signs of 

decline since February 2012 due to the slowdown of the 

UK economy. The growth of loans to non-financial 

corporations and housing loans reached historical lows in 

August. Moreover, domestic credit card usage, in terms of 

value, exhibits signs of significant slowdown in the third 

quarter of 2012, while further contraction in retail sales in 

terms of value and volume is recorded in July.  

Combining all the aforementioned monthly statistics with 

a large number of other domestic, foreign and 

international variables, the CypERC estimates a monthly 

indicator of the medium-term component of real GDP 

growth that leads growth by about four months.1  This 

indicator is presented in Figure 1 together with the year-

on-year GDP growth. Based on the evolution of the 

estimated monthly indicator, economic activity will 

continue contracting for the remaining of 2012, as well as 

in early 2013, albeit with slower rates. 

Figure 1: Medium-term GDP growth 

                                               
1 More details about the construction of the indicator are given in 

the issue 12/1, February 2012 - In Greek. 
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1.2 Austerity measures and economic growth 

Inevitably the austerity measures (which have and will be) 

taken for fiscal consolidation and recapitalisation of banks 

will impact on the future growth of the economy. While all 

emphasise this link, not many understand that growth can 

come more from correcting ‘supply side’ imbalances rather 

than expanding demand; and even fewer realise the 

importance of linking pay to productivity for economic 

growth to be sustainable. Here we illustrate this point by 

simulating the impact of the austerity measures proposed 

by Troika and the government on (i) the size and structure 

of public sector pay vis-à-vis the private sector and (ii) 

households at different positions in the distribution of 

income.2   

Table A1 shows size and structure of public relative to the 

private sector pay under various scenarios. Without any 

austerity measures, on average, the public sector pay in 

2012 would be 46% higher than that in the private sector. 

The austerity packages implemented in 2011 reduce this 

difference to 39%. If implemented, the measures proposed 

by Troika and the government will further reduce the gap 

between average pay in the public and private sector to 16% 

(5%  if the 13th salary is abolished) and 34%, respectively. 

Table A1: Salaries in public as % those in private sector (2012) 

 

Occupational  

category 

Without 

measures 

2011 

measures 

Proposed measures 

Troika 
Govern- 

ment 
Abolish 

13th salary 

Keep 13th 

salary 

Managers, senior officers 82% 78% 56% 70% 73% 

Other professionals 103% 99% 74% 82% 95% 

Teachers 210% 200% 148% 165% 191% 

Technicians, associates 120% 115% 88% 97% 111% 

Clerks, cashiers 129% 124% 94% 104% 120% 

Services/sales workers 136% 130% 101% 111% 126% 

Skilled workers 119% 114% 87% 96% 110% 

Unskilled workers 210% 201% 154% 170% 196% 

All 146% 139% 105% 116% 134% 

Source: Calculations based on data for employees aged 25-60 years old 

drawn from the Family Expenditure Survey 2009, Statistical Service. 

On the basis of the results in Table A1 one can say that all 

the measures taken and proposed are in the right direction 

in terms of correcting the imbalance between the level of 

pay in the public and private sector, especially the measures 

proposed by Troika. Nevertheless, neither Troika’s nor 

                                               

2 This is done using CypERC’s Tax-Benefit Microsimulation model. 

government’s measures correct the imbalance of pay within 

the public sector: some professions (teachers, unskilled 

workers) continue to be paid more while others (managers, 

senior officers and other professionals) less in the public 

than the private sector. Assuming that pay is more linked to 

productivity in the private rather than the public sector, one 

can argue that the measures are likely to reduce the 

inefficiency of the economy by diverting resources from the 

latter to the former sector. They do not however, do 

likewise in the public sector itself. 

 

Table A2 summarises the simulated effect of the austerity 

measures proposed by Troika and the government on 

households grouped by their equivalent (allowing for 

family size) gross income. As one would expect the 

implemented and proposed measures reduce inequality as 

they negatively affect households with high income. 

Interestingly, this is true even for the flat rate reductions 

proposed by Troika because they focus on civil servants; 

and, as shown in Table A2 (2nd column), households with 

civil servant heads concentrate at the upper end of income 

distribution. Furthermore, the figures in Table A2 (last 

column) show that the government measures, by focusing 

not only on civil servants but also those with high incomes 

among them, reduce the overall (public and private) 

employee income by less than one percentage point.  

Table A2: The distributional effect of the measures 

 

Income group 

Ratio 

public/private 

employee head 

% change in (equivalent) gross 

income  

2011  Troika Government 

Bottom 20% 0.17 -0.7 -2.3 -0.1 

20% - 40% 0.19 -0.8 -2.8 -0.3 

40% - 60% 0.25 -1.9 -3.9 -0.4 

60% - 80% 0.39 -2.0 -5.6 -0.8 

Top 20% 0.70 -2.9 -8.5 -1.3 

All 0.37 -2.1 -5.9 -0.8 

Source: Calculations based on data for households with head aged 25-60 

years old drawn from the Family Expenditure Survey 2009, Statistical Service. 

In conclusion, while many talk about the importance of 

promoting growth, few understand that discrepancies 

between pay and productivity is in the root of the current 

economic crisis; and even fewer realise the damage to the 

economy from using the public sector pay (rather social 

transfers not linked to employment) to redistribute income 

in favour of particular groups, even when this is done in 

good faith and in the name of ‘social justice’. 
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2. Forecasts 

2.1 GDP growth 

The forecasts for the year-on-year growth rate of real GDP 

for the remaining two quarters of 2012 and the first two 

quarters of 2013 were computed using the available data up 

to the second quarter of 2012, as well as monthly data 

published in the first two months of the third quarter of 

2012 (i.e. leads). The forecasts are shown in Table 1. All 

forecasts presented in this Bulletin are based solely on 

published data. As such they do not incorporate any 

scenarios for austerity measures linked to financial aid from 

the EFSF/ESM and the IMF, beyond those already captured 

by leading indicators used in the estimation of forecasts. 

The contraction in economic activity is forecasted to persist 

during the remaining quarters of 2012 and in the first half 

of 2013. In particular, for the third and fourth quarter of 

2012 GDP growth is forecasted at -1.8% and -2.0%, 

respectively. GDP growth for the whole of 2012 is projected 

at -1.9%. The forecast for the first and second quarter of 

2013 is -1.4% and -1.1%, respectively. Hence, a negative 

growth of -1.3% is forecasted for the first half of 2013. 

Table 1 shows the contribution of different components 

(groups of models) in shaping the final forecast. 

Components in the group other than real economy 3 

contribute considerably to the forecast in the third quarter of 

2012. Real economy factors (domestic and international 

activity and labour market) have a negligible effect in the 

formation of the forecast in all quarters. However, real 

economy jointly with other components plays a key role in 

determining the forecasts, especially in the final quarter of 

2012 and the first two quarters of 2013. 

The forecast for the third quarter of 2012 is primarily 

determined by interest rates, spreads and economic 

sentiment indicators, both unconditionally and conditional 

on real economy factors. Specifically, compared to the first 

quarter of 2012, during the second quarter the spreads of 

southern Euro Area countries deteriorated and at the same 

time European interest rates (Euribor) decreased, signalling 

further contraction in economic activity. The worsening of a 

                                               

3 Interest rates and spreads, stock market indicators, economic 

sentiment indicators, exchange rates, domestic and foreign price 

(sub)indices, international commodity prices, etc. 

number of European, and all of domestic economic 

sentiment indicators that continued in the second quarter of 

2012, contributes considerably to the negative growth 

forecasted for the third quarter of 2012.  

Table 1: Contribution of components to y-o-y GDP growth forecast  

 2012:3 2012:4 2013:1 2013:2 

FORECAST -1.8 -2.0 -1.4 -1.1 

COMPONENTS:     

Excluding real economy -0.71 -0.15 -0.15 -0.11 

Interest rates & spreads -0.37 -0.06 -0.05 -0.05 

Stock markets 0.00 -0.03 -0.03 -0.03 

Economic sentiment  -0.29 -0.06 -0.04 -0.02 

Other -0.05 0.00 -0.02 -0.01 

Real economy  -0.07 -0.01 -0.01 -0.01 

Real economy & other  -0.99 -1.79 -1.26 -1.03 

Interest rates & spreads -0.47 -0.50 -0.46 -0.40 

Stock markets -0.08 -0.59 -0.28 -0.28 

Economic sentiment  -0.43 -0.47 -0.35 -0.21 

Exchange rates 0.00 -0.08 -0.06 -0.03 

Prices -0.01 -0.08 -0.07 -0.06 

Fiscal 0.00 -0.03 -0.03 -0.02 

Other 0.00 -0.04 -0.03 -0.02 

Note: Table 1 is presented in the Appendix (Table A1) in greater detail by 

showing the forecast resulting from each component together with the weight 

assigned in the computation of the final forecast. The weight of each 

component is determined by the number of relevant models that yield lower 

mean squared forecast error than a simple model (random walk for GDP). 

After the improvement in the first quarter of 2012 in 

international stock markets, many indicators registered 

negative returns during the second quarter; Athens and 

Cyprus stock exchange indices deteriorated substantially in 

the second quarter. In the third quarter a mild improvement 

was recorded for the Athens stock exchange index, but 

Cyprus stock exchange continued its downward trend. The 

conditions in the international and domestic stock markets 

together with the difficulties in the real economy are the 

main contributors to the negative forecast for the final 

quarter of 2012. The interaction of real economy factors 

with interest rates, spreads and economic sentiment 

indicators, capturing the loss of confidence of firms and 

consumers, also contributes significantly to the resulting 

forecast.  

The negative forecasts for the first and second quarter of 

2013 are formed by the large negative contribution of 
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interest rates and spreads interacting with real economic 

activity, as well as by sentiment and stock market indicators 

conditional on real economy factors. The rise in international 

food-related commodity prices during the second quarter of 

2012, in conjunction with the deterioration in real economic 

conditions, exerts some additional negative pressure on 

projected growth mainly in the first two quarters of 2013.  

Forecast uncertainty and risks 

Forecasts are constructed using econometric techniques 

and, therefore, are associated with forecast errors 

determined by the historical performance (forecast error) of 

the method applied.4 Table 2 presents the different forecast 

ranges for GDP growth. 

Table 2: Forecast range, GDP growth 

  2012   2013  

Quarter 3 4 1-4 1 2 1-2 

Min -2.3 -2.8 -2.3 -2.8 -3.3 -3.1 

Max -1.2 -1.1 -1.5 0.0 1.0 0.5 

Note: The ranges are computed as ± root mean squared forecast error around 

the forecasts in Table 1 which correspond to 68% confidence interval. 

For the third quarter of 2012 there is a small asymmetry 

towards less negative values, indicating an increased 

probability of observing higher GDP growth than that 

predicted, possibly due to the improved performance of 

tourist arrivals compared to the same quarter in 2011. The 

distributions of real GDP growth forecasts for the last 

quarter of 2012 appear symmetric around the mean 

indicating that the probabilities of observing higher or lower 

growth are approximately equal. For the first two quarters of 

2013 there is some asymmetry towards more negative 

values indicating downside risks relating to deterioration of 

economic sentiment in Cyprus and the European Union, 

widening spreads and, in general, the worsening of financial 

                                               

4  The forecasts for the year-on-year growth rate of real GDP 

presented are obtained via the estimation of a large number of 

alternative models embracing various aspects of the economy. The 

final forecasts presented here are computed as the average across 

forecasts from models that historically outperform a simple 

univariate model. The distribution (skewness) of forecasts points to 

the direction of risks that might lead to a realisation different from 

the final forecast.  

market conditions. The extent to which future risks are 

captured by leading indicators in the analysis, affect the 

shaping of the final forecast.  

Below we list risks that might not be adequately represented 

in forward-looking variables, such as stock market data, 

sentiment indicators or interest rates.  

In view of the agreement on an economic adjustment 

programme that will accompany the financial support 

package from the EFSF/ESM and the IMF covering the 

financial sector and fiscal policy, there are substantial 

downside risks for the economic growth forecasts 

especially for the last quarter of 2012 and the first two 

quarters of 2013. Such downside risks relate to the 

following: 

 Further loss of business and consumer confidence 

due to prolonged uncertainty about the 

implementation date and the exact content of the 

economic adjustment programme. 

 Further tightening of domestic credit conditions due 

to banks' recapitalisation needs and deleveraging 

will have adverse effects on activity and 

employment. Moreover, classification of loans as 

non-performing when they are overdue by a shorter 

period than the period that currently applies, will 

increase capital requirements further and put extra 

pressure on credit. 

 Fiscal consolidation measures for curbing public 

expenditure such as cuts in wages and salaries of 

general government employees, decrease in social 

transfers (e.g. pensions, benefits, housing grants) 

and increases in various employee contributions will 

reduce disposable income, demand and activity. 

 Fiscal consolidation measures for increasing 

government revenue such as increase in indirect 

taxes (e.g. VAT, excise duties) will have negative 

effects on consumption. 

 The deterioration of the external environment and 

in particular in Greece, the United Kingdom and 

Russia (the forecasts for GDP growth in these 

countries for 2012 and 2013 were revised 

downwards by the IMF ([1], [2]). 
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 Further weakening of the euro against the US dollar 

and upward pressures in international prices of oil and 

food-related commodities could have adverse 

(secondary) effects on overall activity through demand 

for imports. 

Even though a number of structural measures and reforms 

are put forward as part of the adjustment programme, it is 

unlikely that they will yield any immediate results and 

therefore upside risks for growth in the next couple of 

quarters. However, reforms aiming to improve financial 

regulation and supervision, structural measures ensuring 

sustainability of public finances (e.g. pension, health care 

and public administration reforms), and enhancing efficiency 

and competition in the labour and goods/services markets 

(e.g. aligning pay to productivity, removing obstacles to 

entry) will primarily strengthen confidence in the Cypriot 

economy and subsequently contribute to growth in the 

medium/long run. 

Comparison with previous forecasts 

The current forecasts for the year-on-year growth rate of 

real GDP are revised downwards (more negative) for all 

quarters compared to the forecasts presented in the July 

issue. 

The forecast revision for the third quarter from -1.4% to      

-1.8% comes mainly from the more negative contribution of 

interest rates and spreads due to the drop of European 

interest rates and the widening spreads in Southern 

European countries associated with the deterioration of real 

economy conditions. Moreover, further loss of confidence, 

alone and in combination with real economy, results in a 

more negative forecast for the third quarter.  

The revision of the forecast for the final quarter of 2012 

from -1.2% to -2.0%, is mainly driven by the more negative 

contribution of stock market indicators interacting with real 

economy factors, as the performance of both financial 

markets and real economy worsened during the second 

quarter of 2012 compared to the first.  

The above add up to a downward revision of the year-on-

year growth rate of real GDP for 2012 from -1.5% to -1.9%. 

The forecasts for the first and second quarter of 2013 are 

revised from 0.1% and 1.2% to -1.4% and -1.1%, respectively 

due to more negative contributions from interest rates, 

spreads, sentiment and stock market indicators, as well as 

from their interaction with the adverse situation in the real 

economy. Exchange rates and international commodity 

prices also play some role in the downward revision for 

these quarters.  

2.2 CPI inflation 

For the inflation forecasts quarterly data up to the second 

quarter of 2012 are used so that the most recent 

information from National Accounts is incorporated in the 

estimates. Moreover, monthly data published in the first two 

months of the third quarter of 2012 (i.e. leads) are also 

used. Even though the official data for CPI inflation for the 

third quarter of 2012 are already published the forecast is 

also presented for completeness, i.e. it is used in computing 

the inflation forecast for the whole year.5 

Table 3 shows the forecasts for the percentage change of 

CPI compared to the same quarter of the previous year. CPI 

inflation for the final quarter of 2012 is forecasted at 2.4%; 

the forecast for the first and second quarter of 2013 is 2.4% 

and 2.5%, respectively. The inflation forecast for 2012 as a 

whole is 2.8%; for the first half of 2013 inflation is 

forecasted at 2.4%. 

Table 3 also shows the contribution of different groups of 

components (models) in shaping the final inflation forecasts. 

As in the GDP forecasts, the three component groups used 

cover (i) aspects excluding real economy (ii) real economy 

factors alone and (iii) the interaction between real economy 

factors and other aspects. 

As seen from the figures reported in Table 3 the contribution 

of real economy factors alone is negligible; components 

excluding real economy add moderately to the final forecast. 

The interaction of real economy and other aspects constitutes 

the largest part of the end result. 

For the last quarter of 2012 prices (namely sub-categories 

of domestic CPI and HICP, foreign price indices and 

international commodity prices), alone and in combination 

with real economy, conditions play a key role in shaping the 

                                               

5 The percentage change of CPI for the second quarter of 2012 

compared to the same quarter of the previous year was 2.5% 

(Statistical Service, Consumer Price Index, 2012 (Comparison with 

corresponding month of 2011), 04/10/2012). 
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inflation forecast. The interaction of economic sentiment 

indicators and real economy also contributes considerably in 

the forecast. In addition to the above-mentioned 

components, stock market indicators, interest rates and 

spreads conditional on real economy factors are important 

components of the inflation forecasts for the first two 

quarters of 2013.  

Table 3: Contribution of components to the percentage change of 

CPI (from the corresponding quarter of previous year) forecast 

 2012:3 2012:4 2013:1 2013:2 

FORECAST 2.9 2.4 2.4 2.5 

COMPONENTS:     

Excluding real economy 0.55 0.31 0.12 0.20 

Interest rates & spreads 0.16 0.04 0.01 0.03 

Prices 0.20 0.17 0.08 0.11 

Other 0.19 0.10 0.03 0.07 

Real economy 0.02 0.03 0.00 0.00 

Real economy & other  2.32 2.07 2.23 2.25 

Interest rates & spreads 0.65 0.14 0.29 0.32 

Prices 0.85 1.32 0.84 1.01 

Exchange rates 0.03 0.08 0.07 0.16 

Stock markets 0.41 0.12 0.41 0.35 

Economic sentiment  0.24 0.36 0.55 0.21 

Fiscal 0.14 0.04 0.03 0.12 

Other 0.01 0.00 0.03 0.07 

Note: Table 3 is presented in the Appendix (Table A2) in greater detail by 

showing the forecast resulting from each component together with the weight 

assigned in the computation of the final forecast. The weight of each 

component is determined by the number of relevant models that yield lower 

mean squared forecast error than a simple model (autoregression of order 1). 

Subdued domestic demand, recovery setback in the Euro 

Area and the United Kingdom accompanied by contained 

inflation, and mild increases in oil prices during the third 

quarter of 2012, result in projections for the last quarter of 

2012 and the first two quarters of 2013 that do not deviate 

from current observed inflation. The rise in international 

food-related commodity prices during the second quarter of 

2012 does not seem to put any significant upward pressure 

in future inflation.  

Forecast uncertainty and risks 

Table 4 shows the range for the CPI inflation forecasts so as 

to assess the uncertainty surrounding these forecasts, 

following the same methodology as in the assessment of 

forecast risks associated with real GDP. 

Table 4: Forecast range, CPI inflation 

 2012 2013 

Quarter 3 4 1-4 1 2 1-2 

Min 2.4 1.6 2.4 1.2 1.2 1.2 

Max 3.4 3.2 3.1 3.5 3.7 3.6 

Note: The ranges are computed as ± root mean squared forecast error around 

the forecasts in Table 3 which correspond to 68% confidence interval. 

The distribution of CPI inflation forecasts for the final 

quarter of 2012 indicates the presence of some upside 

risks reflected in economic sentiment and stock market 

data, capturing past increases in oil prices, as well as the 

recent developments in food-related commodity prices. 

These risks are already accounted for in the final forecast. 

The risks for the forecasts in the first two quarters of 2013 

look rather symmetric. 

Next we summarise risks that might not be captured by the 

forecasts and could lead to a different realisation.  

Upside risks 

 Increase in indirect taxes (VAT and excise duties) as 

part of fiscal consolidation efforts. 

 Review of public services fees (e.g. medical services and 

pharmaceuticals) as part of the economic adjustment 

programme. 

 Rise in international oil prices; data for the third quarter 

of 2012 signal moderate increases compared to the 

second quarter. 

Downside risks 

 Deepening of recession resulting in further weakening 

of demand and rising unemployment. 

 Weaker growth in Euro Area and United Kingdom 

limiting inflationary pressures from abroad. 

Inflation forecasts for the remaining quarters of 2012 are 

revised downwards compared to the July issue, resulting in a 

downward revision for the inflation projection for 2012 from 

3.0% to 2.8%. The revision comes mainly from the smaller 

contribution of exchange rates, stock market and economic 

sentiment indicators in combination with the deteriorating 
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conditions in the real economy. For the final quarter of 2012 

the interaction of interest rates and fiscal variables with real 

economy factors also puts downward pressure on inflation 

forecast. 

The forecasts for the first and second quarter were revised 

upward from 2.0% to 2.4% and from 2.3% to 2.5%, 

respectively. The revision for the first quarter comes 

primarily from an increased contribution of prices, stock 

markets and sentiment indicators conditional on real 

economy factors. The revision for the second quarter is 

mostly due to the interaction of interest rates and prices 

with real economy.  

3. Concluding remarks 

The quarterly forecasts presented here, and constructed 

from a large number of econometric models covering many 

aspects of the economy, suggest that the Cypriot economy 

will continue to be in recession throughout 2012, and, at 

least, for the first half of 2013. The continuing downturn of 

the Cypriot economy is related to: 

(i) further loss of business and consumer confidence 

from the prolonged uncertainty about the 

implementation and content of the economic 

adjustment programme;  

(ii) the tightening of domestic credit conditions due to 

banks' recapitalisation needs and deleveraging;  

(iii) further reduction in consumption and investment 

activity due to fiscal consolidation measures (reduction 

in disposable income and increase in taxation); and  

(iv) other factors including the deterioration of the 

external environment, the further weakening of the 

euro against the US dollar and upward pressures in 

international prices of food-related commodities.  

At the same time, reforms aiming to improve financial 

regulation and supervision, structural measures ensuring 

sustainability of public finances and enhancing efficiency 

and competition in the labour and goods/services markets 

can strengthen confidence and boost economic activity, 

thereby ameliorating the downside forecast risks. 

The Centre’s forecast for GDP growth of -1.9% for 2012 is 

close to the latest projection for Cyprus by the IMF of -2.3% 

([2]). For the first half of 2013 the Economic Research 

Centre (CypERC) forecasts that economic activity will 

continue to contract by -1.3%, while the IMF's projection for 

the whole 2013 is at -1.0% ([2]).  

The forecasts presented here are computed using the most 

recent National Accounts data published in September 

2012 which confirmed the deepening of the recession. No 

assumptions about the implementation of measures 

regarding fiscal consolidation or the banking sector were 

incorporated. Hence CypERC's forecasts, especially those 

for the last quarter of 2012 and the first two quarters of 

2013 are accompanied by substantial downside risks. 

Due to the recessionary conditions in the domestic 

economy, sluggish activity in the Euro Area and the United 

Kingdom, as well as contained foreign inflation, CPI 

inflation in Cyprus is forecasted at 2.8% for 2012 and at 

2.4% for the first half of 2013. The latest inflation forecasts 

for Cyprus computed by the IMF are based on the 

Harmonised Index of Consumer Prices (HICP) with the 

annual percentage change of HICP projected at 3.1% and 

2.2% for 2012 and 2013, respectively ([2]). 

At CypERC we have also simulated the distributional effects 

of the proposed economic adjustment programmes. We 

find that the measures proposed by both Troika and the 

government, on average, reduce inequality and the gap in 

pay between the public and private sector; yet, nothing is 

done to align the structure of pay in the public with that in 

the private sector.  

Our findings highlight the point that while many talk about 

the importance of using the contemplated adjustment 

programmes to promote growth, few appear to understand 

that the discrepancies between pay and productivity in the 

public sector are in the root of the current economic crisis; 

and even fewer appear to realise the damage inflicted on 

the economy from using the public sector pay (rather social 

transfers not linked to employment) to redistribute income 

in favour of particular population groups, even when this is 

done in good faith and in the name of social justice. 

REFERENCES 

1. International Monetary Fund (2012). World Economic Outlook, 

April 2012. 

2. International Monetary Fund (2012). World Economic Outlook, 

October 2012. 

 



   

Issue 12/4 
  
 October 2012            
 

   9 

 

ECONOMICS RESEARCH CENTRE 

 

APPENDIX 

Table A1: GDP growth  

(components of forecasts, weights and forecast by component) 

 

2012 

Quarters 

2013 

Quarters 

2012 

Quarters 

2013 

Quarters 

2012 

Quarters 

2013 

Quarters 

 3 4 1 2 3 4 1 2 3 4 1 2 

 CONTRIBUTION OF COMPONENT WEIGHT  FORECAST BY COMPONENT 

COMPONENT:             

Excluding real economy -0.71 -0.15 -0.15 -0.11 39.07 8.66 13.45 14.14 -1.81 -1.78 -1.08 -0.76 

Interest rates & spreads -0.37 -0.06 -0.05 -0.05 21.46 2.98 4.05 4.46 -1.72 -2.06 -1.35 -1.02 

Stock markets 0.00 -0.03 -0.03 -0.03 0.00 2.12 3.64 3.49 - -1.54 -0.85 -0.98 

Economic sentiment -0.29 -0.06 -0.04 -0.02 14.98 3.29 3.67 3.44 -1.94 -1.69 -1.15 -0.56 

Other -0.05 0.00 -0.02 -0.01 2.63 0.28 2.09 2.75 -1.80 -1.53 -0.83 -0.29 

Real economy  -0.07 -0.01 -0.01 -0.01 3.85 0.57 0.74 0.76 -1.86 -2.09 -1.42 -0.97 

Real economy & other -0.99 -1.79 -1.26 -1.03 57.09 90.77 85.81 85.09 -1.74 -1.97 -1.47 -1.21 

Interest rates & spreads -0.47 -0.50 -0.46 -0.40 31.58 24.96 26.30 26.93 -1.50 -1.99 -1.73 -1.48 

Stock markets -0.08 -0.59 -0.28 -0.28 4.05 29.27 22.13 20.97 -1.98 -2.02 -1.25 -1.35 

Economic sentiment  -0.43 -0.47 -0.35 -0.21 20.65 24.78 22.57 20.32 -2.08 -1.89 -1.56 -1.04 

Exchange rates 0.00 -0.08 -0.06 -0.03 0.00 3.65 4.11 4.43 - -2.18 -1.36 -0.67 

Prices -0.01 -0.08 -0.07 -0.06 0.81 4.78 6.55 7.30 -1.44 -1.77 -1.01 -0.86 

Fiscal 0.00 -0.03 -0.03 -0.02 0.00 1.62 1.96 2.14 - -2.04 -1.34 -1.01 

Other 0.00 -0.04 -0.03 -0.02 0.00 1.72 2.19 3.01 - -2.17 -1.43 -0.62 

 FORECAST NUMBER OF MODELS     

 -1.8 -2.0 -1.4 -1.1 494 13599 41582 44594     

Table A2: CPI inflation  

(components of forecasts, weights and forecast by component) 

 

2012 

Quarters 

2013 

Quarters 

2012 

Quarters 

2013 

Quarters 

2012 

Quarters 

2013 

Quarters 

 3 4 1 2 3 4 1 2 3 4 1 2 

 CONTRIBUTION OF COMPONENT WEIGHT  FORECAST BY COMPONENT 

COMPONENT:             

Excluding real economy 0.55 0.31 0.12 0.20 18.84 14.01 5.04 8.39 2.94 2.24 2.45 2.43 

Interest rates & spreads 0.16 0.04 0.01 0.03 5.53 1.69 0.39 1.08 2.96 2.39 2.71 2.66 

Prices 0.20 0.17 0.08 0.11 6.57 8.21 3.55 4.83 3.01 2.11 2.37 2.24 

Other 0.19 0.10 0.03 0.07 6.74 4.11 1.10 2.48 2.87 2.46 2.62 2.71 

Real economy  0.02 0.03 0.00 0.00 0.67 0.97 0.08 0.13 2.91 3.10 2.26 2.62 

Real economy & other 2.32 2.07 2.23 2.25 80.50 85.02 94.88 91.49 2.88 2.43 2.35 2.46 

Interest rates & spreads 0.65 0.14 0.29 0.32 22.75 6.28 12.14 11.31 2.85 2.24 2.42 2.81 

Prices 0.85 1.32 0.84 1.01 28.60 57.00 36.72 46.38 2.98 2.32 2.29 2.18 

Exchange rates 0.03 0.08 0.07 0.16 0.94 3.38 3.15 6.61 2.85 2.36 2.35 2.45 

Stock markets 0.41 0.12 0.41 0.35 14.37 4.35 17.02 11.94 2.85 2.70 2.39 2.92 

Economic sentiment 0.24 0.36 0.55 0.21 8.38 12.08 23.17 8.01 2.81 2.97 2.37 2.66 

Fiscal 0.14 0.04 0.03 0.12 5.20 1.93 1.26 4.07 2.64 2.32 2.20 2.96 

Other 0.01 0.00 0.03 0.07 0.25 0.00 1.42 3.18 3.13 - 2.41 2.36 

 FORECAST NUMBER OF MODELS     

 2.9 2.4 2.3 2.5 4035 414 1269 1574     
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Figure A1: Distribution of forecasts  

A1.1: GDP growth 

 

A1.2: CPI inflation  

 

Note: Figure A1 shows the distribution of forecasts for each quarter that was estimated using non-parametric methods (kernel density). The vertical axis 

shows the probability mass under each curve (density), while the area below the curve is equal to one (the higher the concentration of probability mass over 

the forecasts the smaller is the variation in the forecasts). The solid and dashed lines represent the mean and the median of the forecasts respectively, while 

the difference between the two indicates the extent of asymmetry. 
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The Economics Research Centre (CypERC) of the University of Cyprus is an 

independent, non-profit organization with the aim of promoting scientific 

knowledge in economics, especially in matters concerning Cyprus. 

The "Economic Outlook" publishes the results of research in the Forecasting Sector of 

CypERC. The views expressed in this bulletin do not necessarily reflect those of the 

members of CypERC Council. 
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