e

Issue 21/2

ISSN 1986-1001

ECONOMIC OUTLOOK
ECONOMICS RESEARCH CENTRE

April 2021

Summary
Real GDP growth is projected at 3.3% in 2021, accelerating to 3.6% in 2022. The growth forecast for 2021 has
been revised downwards relative to the forecast in the previous issue, reflecting the milder-than-expected
contraction in 2020, but also the stricter pandemic containment measures implemented in_January.

Uncertainty about the outlook remains elevated because of pandemic-related factors, namely the fast rise in
COVID-19 infections following the reopening of economic sectors in March, the presence of new virus variants,
and the pace of vaccinations. Downside risks stem from setbacks to the reopening of economic activities and
renewed pandemic containment measures. Downside risks are also associated with the path of external demand
for tourist services that depends on the epidemiological conditions, including vaccinations, in Cyprus and abroad.
A slower vaccination pace in Cyprus and abroad, as well as new infection waves due to new variants may adversely
affect domestic and external economic conditions. Additional downside risks relate to pressures on public
finances and a possible re-escalation in NPLs as the pandemic persists. Slow progress in implementing structural
reforms and uncertainties around the foreclosure framework may undermine the country’s credibility, renew
vulnerabilities and weigh on the growth prospects.

On the upside, a faster-than-expected vaccination pace in Cyprus and the EU, leading to a steady improvement
in the epidemiological conditions could boost confidence and demand. The positive effects of domestic and EU
pandemic-related support programmes on activity may turn out stronger than those reflected in published data.
In 2021 and 2022, CPI inflation is projected at 0.9% and 1.5%, respectively, as activity is expected to recover.

ATtpiAlog 2021
MepiAnyn

H owkovouikny Spaornpiotntae ornv Kompo mpoPAEmeTal v avakouer 1o 2021, LET TNV &1mmoToun
ouppikvwor} Tng 1o 2020 wg arroteAecua Tng mavonuiog COVID-19. O puBuog ueyebuvong extiuatol ot o
evoéuvauwlei To 2022, kxBwe avaueveTat oTadiokn €moTpogn ornv kavovikotnte. O puvBuog ueyebuvons
ToU mpoayuatikov AETT extiuatar o€ 3,3% yix 1o 2021 kot o€ 3,6% yiex o 2022. H mpoBAeywn yio To 2021 €xet
avaBewpnbei TTpog Tar KATW XVTIKXTOTTTPLLOVTIG TN MLKPOTEPN XTTO TNV MpoPAETTouevn ouppikvawon 1o 2020
dAAQ KL TNV aUOTNPOTIONOT) TWV TTEPLOPLOTIKWY UETPWVY KXTK TNG TTavonuiag Tov lxvouvapto.

H oBefaioTnTer OXETIKX UE TIGC OLKOVOULKES TIPOOTITIKES TTXPXUEVEL XVENUEV ACYyw TTXPXYOVTWY TIOoU
OXE€TICovTaL pe TNV mavénuic, OMws N aUvENon TWV KPOUOUKTWY HETK TV EMXVXOPAOTIPLOTIOLNOT]
OLKOVOULKWY TOUEWY TOV MapPTLO, I TTApOoUTix VEWY UETAAAXEEWY TOU LOU KL I TTOPELX TWV EUPOALXOUWV.
IMBavol kivduvol yiox SUOLIEVEOTEPES XTTO TIG TIPOPAETTOLIEVES TTIPOOTITIKES XTTOPPEOVY XTTO XVXTPOTIES OTNV
ETTXVEKKIVIOT) OLKOVOLILKWV SPXOTNPLOTIITWY KL VEX TIEPLOPLOTIKK UETPX KXTK TNG TTevonuiag. H mopeiax Tng
eEwTepikric TrITNOMEG YiX TO KUTTPLXKO TOUPLOTIKO TTPOIOV, ETTIOTG, EAAOXEVEL KIVOUVOUG, orpoU eExpTaTo oXTro
TIG ETTLONULOAOYIKEG OUVOIIKES, TUUTTEPIAXUBAVOUEVWY TwV EUPoALaouwY, oTnv KUTpo Kot TO EEWTEPLKO.
EmBpaduvon orov pubuo Twv euporicoudv otnv KUTpo kot To EEWTEPLKO, KaBWS KL VEX KUUXTO AOLUWEEWY
{OWE vV ETTOELVWOOUV TIGC OLKOVOULKES TIPOOTITIKES. AAAOL KIVOUVOL Vi TIG TIPOOTITIKES OXETILOVTAL UE
EVOEXOUEVES TTLEOELS OTX SNUOOIX OLKOVOULKX KL TTOXvVI) €K VEOU KALUKKWON Twv un eEUTTnpeETOULEVWY
Savelwv evoow n mavénuix TTapXUEVEL. Bpadeia TTpoodog oTnv epapuoyri dtapBpwTikwy UeTxppuBuioewy
Kol aPePaloTNT yUpW XTTO TO TIAXIOLO TWV EKTTOLIOEWY TTLOXVOV VX UTTOVOUEUOOUV TNV XELOTTILOTIX THNG
XWPOG, Vor EVTEIVOUV EUTTOOELES TG OLKOVOUILNG KL VX ETTPEXOOVV XPVITIKKX TIG TIPOOTITIKEG.

KoAUTEPES TTPOOTTTIKESG XTTO TIG TTPOPAETTOUEVES UTTOPOUV VX SLoiiopdwBoUV oTTo eVIiOXUOT THS OLKOVOULKIG
EUTTLOTOOUVINGS KL TNG THTNONGS ACYw ETTLTOXUVOTS TWV EUPOALxoucv otnv Kutipo kat Tnv EE kat otaBepric
PEATiwone Twv embnuioAoytkwyv ovvlnkwv. Ot BeTIKEC EMTITWOELS OTN dpAOTNPLOTNTX XTTO EYXWPLH KXL
EUPWTTHIKX TIPOYPAUUNTH OLKOVOULKIIG OTHPIENS (OWC VX AoTTOSELXOOUV OXUPOTEPEC NTTO KXUTES TIOU
ATTOTUTTAVOVTIL OTOUG SLXOETTLIOUS SEIKTEG.

O mAnBwpiouoc yix 1o 2021 kot 2022 mpofAémerar var aewvEnbBei oro 0,9% ko 1,5% avrioroxe, kaBwe n
OLKOVOULKT} SPXOTTIPLOTITX XVXUEVETHL VX XVOKKUWEL.
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1. Recent developments

The COVID-19 pandemic has led to an abrupt decline in
economic activity in Cyprus. Following an unprecedented
contraction in the second quarter of 2020, activity started
recovering in the second half of the year as the pandemic
containment measures were relaxed. In 2020, real GDP
contracted by 5.1%. However, in the final months of 2020, a
new wave of COVID-19 infections resulted in stricter
containment measures (extending into the first months of
2021), weakening the recovery momentum.

In the final quarter of 2020, the year-on-year (y-o-y)
contraction of gross value added accelerated in the sectors
of arts and entertainment, professional activities and
construction; output declines slowed in the sector of trade,
transportation, accommodation and food services, as well as
in the industrial and financial sectors. The remaining services
sectors posted weak growth in the fourth quarter of 2020.

Revised data show that real private consumption suffered a
severe fall in the second quarter of 2020 because of the
pandemic; despite a strong pickup in the third quarter,
private spending remained below its pre-pandemic level in
the last quarter of 2020. Real consumption expenditure of the
general government registered strong growth throughout
2020. In the final quarter of 2020, gross fixed capital
formation increased (y-o-y) vigorously, mainly as a result of
higher investment in transport equipment, despite faster
declines (y-o0-y) in construction investment vis-a-vis the third
quarter. Net exports worsened considerably in the final
quarter of 2020, as the decline (y-o-y) in exports deepened
further, while the decrease (y-o-y) in imports eased.

As a result of tighter pandemic containment measures
introduced in December 2020 and January 2021, a number
of domestic activity indicators worsened at the beginning of
this year (e.g. retail trade volume/value index, building
permits, value of property transactions). In the first quarter
of 2021, few indicators continued to grow (e.g. registrations
of new companies, local credit card use); some indicators
registered smaller declines compared to the fourth quarter
of 2020, because of improvements observed in March (e.g.
number of property sale
registrations).

contracts, motor vehicle

The Economic Sentiment Indicator (ESI) declined in the first
quarter of the year despite a strong pickup in March; the ESI
stayed below both its historical average and the EU-wide ESI.
In the first quarter, consumer confidence edged up, while
business confidence in all sectors and firms’ employment

expectations deteriorated. Confidence among firms in the
hospitality sector has remained at historically low levels,
despite a significant improvement in the overall services
confidence indicator in March.

In the first quarter of 2021, registered unemployment
continued to increase, but at a much slower pace compared to
the final quarter of 2020. Following a peak in October 2020,
the unemployment rate (Eurostat) has been steadily
decreasing; in February it stood at 6.8%, which is below the
euro area average.

As a result of the pandemic, the general government deficit
widened considerably in 2020. In the first two months of
2021, government revenue continued to contract (y-o-y),
while expenditure increased strongly, resulting in a negative
fiscal balance. Public debt rose further in February;
nevertheless, long-term interest rates for Cyprus remained
at record-low levels over the period January - February.

Domestic deposits continued to register modest annual
growth rates in the first two months of 2021. After
November 2020, the annual growth rate of the domestic loan
stock strengthened further. New lending over the period
January - February decreased compared to the same period
in 2020, as a result of declines in the volumes of large
business loans (over 1 million EUR), despite strong growth in
new small business loans and new housing loans. The low
levels of lending interest rates, together with pandemic-
related support measures (e.g. interest rate subsidisation of
new business and housing loans), and the downward trend
in non-performing loans (NPLs) recorded in 2020, facilitate
credit growth.

Inflation (measured by the Consumer Price Index - CPl)
remained negative in the first quarter of 2021, at -1.4% from
-0.8% in the final quarter of 2020, mainly because of
negative inflation in the categories of food, transport,
communication, housing, water and energy.

2. Forecasts

Projections for GDP growth and CPI inflation are constructed
using an extensive dataset of domestic and foreign
indicators, as well as a large number of dynamic econometric
models. Quarterly series available up to the fourth quarter of
2020 are employed. Monthly indicators that contain
information about some or all the months in the first quarter
of 2021 are also used. The cut-off date for the data used in
the analysis is 9 April 2021. All forecasts presented in this
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bulletin are based solely on published data; thus, they only
incorporate effects captured by the indicators used in the
estimations.

Table 1 presents the forecasts for the growth rate of real GDP
for 2021 and 2022. Based on the historical relationships
between growth and numerous macroeconomic and financial
indicators, real economic activity in Cyprus is projected to
recover in 2021, following the abrupt contraction in 2020 as
a result of the COVID-19 pandemic. Growth in 2022 is
projected to pick up, as conditions are expected to gradually
normalise. Real GDP growth is projected at 3.3% in 2021,
accelerating to 3.6% in 2022. The current growth forecast for
2021 is somewhat lower than previously projected, reflecting
the milder-than-expected contraction in 2020, but also the
tighter pandemic containment measures taken in January.

Table 1 also shows the contribution of different components
(groups of models) towards shaping the final forecasts. The
real economy component—based on factors estimated from
domestic and international real activity and labour market
indicators—and the component relating to economic aspects
other than the real economy, have a minor contribution to
the overall forecasts. ' The component that combines
information on both the real economy and other economic
aspects plays a key role in forming the final forecasts.2. 3

The drivers of the outlook are discussed below.

e Recovery of domestic activity. Following the strong rebound
in activity in the third quarter of 2020, output in Cyprus
continued to recover in the final quarter, despite the rise in
COVID-19 infections. Also, employment in the fourth
quarter of 2020 registered a smaller decline vis-a-vis the
third quarter. Leading indicators point to a deterioration in
activity over January - February due to tighter pandemic
containment measures. Nevertheless, monthly indicators
suggest a pickup in activity in March, following the
reopening of economic sectors. Moreover, labour market
indicators signal some improvements during the first
quarter of 2021.

1 Factors refer to a small number of principal components extracted
from a large dataset of series relating to real domestic and foreign
activity, and the labour market. The component relating to aspects
other than the real economy is based on indicators such as interest
rates and spreads, stock market returns, economic sentiment
indicators, exchange rates, domestic and foreign price indices,
international commodity prices, as well as fiscal and banking sector
series.

2 Monthly leads of leading indicators (e.g. interest rates, economic
sentiment) and monthly leading values of series used in extracting

Table 1: GDP growth forecasts and components

Year 2021
FORECAST 3.3
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COMPONENTS
I. Real economy 0.02 0.4 4.5
II. Aspects other than real economy 0.02 0.5 5.1
lll. Real economy & other aspects 3.27 99.1 3.3
Fiscal 0.19 5.5 3.5
Prices 0.40 11.1 3.6
Exchange rates 0.12 3.1 3.8
Interest rates, spreads 0.65 19.5 3.3
Stock markets 0.45 14.2 3.2
Economic sentiment, uncertainty 1.22 303 3.1
Loans, deposits 0.23 6.5 3.6
Year 2022
FORECAST 3.6
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()
COMPONENTS
I. Real economy 0.02 0.4 3.8
II. Aspects other than real economy 0.02 0.4 5.6
lll. Real economy & other aspects 3.53 99.2 3.6
Fiscal 0.20 5.5 3.6
Prices 0.52 12.5 4.2
Exchange rates 0.12 3.2 3.8
Interest rates, spreads 0.65 19.4 3.3
Stock markets 0.59 14.8 4.0
Economic sentiment, uncertainty 1.26 37.3 3.4
Loans, deposits 0.20 6.4 3.1

the factors (e.g. unemployment rate, registered unemployed, arrivals
of tourists, registrations of motor vehicles) are also included in the
models.

3 Economic sentiment indicators refer to data obtained through the
Joint Harmonised EU Programme of Business and Consumer Surveys
conducted by the Directorate General for Economic and Financial
Affairs. The Economics Research Centre acknowledges funding from
the European Union, the Ministry of Finance and the University of
Cyprus for conducting the “Business and Consumer Surveys” project
in Cyprus.
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e Continuation of fiscal policy support. A wide range of
measures have been implemented to mitigate the
economic effects of the pandemic, by supporting business
liquidity and household incomes, and safeguarding jobs.
Such measures together with the supportive fiscal policy
stance at the EU-level (e.g. suspension of fiscal rules) are
expected to continue to facilitate the recovery and limit the
scarring effects of the COVID-19 shock.

e Favourable financial conditions. In the euro area, the
interest rates for long-term government bonds have
remained at record-low levels, reflecting continued
monetary policy accommodation. International stock
market indicators strengthened in the first quarter of 2021
and volatility declined in February - March, signalling
improvements in external economic conditions. On the
domestic front, conditions are conducive to credit growth
that support the recovery. Domestic lending interest rates
have remained at historically low levels, banks’ balance
sheets have significantly improved compared to the
previous crisis, and schemes to support viable borrowers
and new lending have been put into effect since the early
stages of the pandemic. Nevertheless, vulnerabilities
associated with the previous crisis, such as the high levels
of indebtedness and NPLs, together with conditions of low
bank profitability, could weigh on growth, particularly at
longer horizons.

o Improving economic conditions abroad. In the fourth
quarter of 2020, the contraction of real GDP accelerated in
the EU and the euro area; nevertheless, output contraction
was smaller than initially projected. Economic confidence in
the EU and the euro area has been rising since the third
quarter of 2020; economic sentiment rose markedly in
March, pointing to a strengthening of the recovery
momentum. In the UK, the decline in real GDP decelerated
in the final quarter of 2020; a composite leading indicator
for the first quarter does not signal a deterioration in
economic activity vis-a-vis the fourth quarter of 2020,
despite restrictions to contain the spread of COVID-19.

e Pickup in domestic economic sentiment with reopening. In
January, economic sentiment in Cyprus deteriorated
significantly due to the implementation of stricter
pandemic containment measures. The gradual easing of
the pandemic restrictions in March led to a strong pickup
in economic sentiment, affecting the outlook favourably.
Nevertheless, the ESI for Cyprus is currently standing well

4 CPl inflation forecasts are constructed using a methodology similar
to that described for GDP growth forecasts.

below its long-run average, dampening the recovery
momentum.

e Muted price pressures. CPl inflation in Cyprus turned
negative after the onset of the pandemic, sliding further
into negative territory in the first quarter of 2021.
International oil prices as well as other commodity prices
(e.g. food) increased strongly in the first quarter of 2021,
but remained below their pre-pandemic levels; the recent
increases in international prices reflect both the ongoing
recovery and base effects from last year’s low levels. The
absence of inflation pressures and the past declines in
energy prices are expected to continue to support the
recovery in the following quarters.

Uncertainty about the outlook remains elevated because of
pandemic-related factors, namely the fast rise in COVID-19
infections following the reopening of economic sectors in
March, the presence of new virus variants, and the pace of
vaccinations.

Downside risks to the outlook stem from setbacks to the
reopening of economic activities and renewed pandemic
containment measures, which could slow the recovery of
domestic activity. Downside risks are also associated with
the path of external demand for tourist services that depends
on the epidemiological conditions, including vaccinations, in
Cyprus and abroad. A slower vaccination pace in Cyprus and
abroad, as well as new infection waves due to new variants
may adversely affect domestic and external economic
conditions. Additional downside risks relate to pressures on
public finances and a possible re-escalation in NPLs as the
pandemic persists. Slow progress in implementing structural
reforms, and uncertainties around the foreclosure
framework may undermine the country’s credibility, renew
vulnerabilities and weigh on the growth prospects.

On the upside, a faster-than-expected vaccination pace in
Cyprus and the EU, leading to a steady improvement in the
epidemiological conditions could boost confidence and
demand. The positive effects of domestic and EU pandemic-
related support programmes on activity may turn out
stronger than those reflected in published data.

In 2021, CPl inflation is projected at 0.9%, as economic activity
is expected to recover. 4 The projection for muted inflation in
2021 is driven by the recent negative inflation rates in Cyprus
and the significant fall in international oil prices in 2020. CPI
inflation is projected to rise to 1.5% in 2022, as growth is
expected to firm up. Upside risks to the forecasts include
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faster increases in international commodity prices,
particularly oil prices, and stronger-than-expected growth in
Cyprus and abroad. Downside risks to the inflation outlook
are associated with a weaker-than-anticipated recovery in
domestic and global activity, as well as downward pressures

on international commodity prices.

3. Concluding remarks

Quarterly and monthly series released up until 9 April 2021,
are employed in dynamic econometric models to construct
forecasts for GDP growth and CPl inflation. Leading
indicators for the first quarter of 2021 reflect possible
setbacks to the recovery because of tighter restrictions
implemented in January to curb the transmission of COVID-
19, but also improvements in activity with the reopening of
economic sectors in March.

In 2021, real GDP growth in Cyprus is projected at 3.3%. The
growth forecast for 2021 has been revised downwards
relative to the forecast in the February issue (3.7%), as a result
of the smaller-than-projected contraction in GDP in 2020
and impediments to economic activity caused by the
lockdown in January. In 2022, growth is projected to
strengthen to 3.6%.

In 2021, CPI inflation is projected at 0.9%; the forecast for
inflation remained broadly unchanged compared to the
February issue (0.8%). In 2022, inflation is forecast to
accelerate to 1.5% as growth strengthens.

The growth forecast for 2021 presented in this bulletin is
very close to the forecast published by the European
Commission (3.2%) and slightly higher than the projection
given by the IMF (3.0%). For 2022, the growth forecast shown
here is more optimistic than that by the European
Commission (3.1%), but slightly lower than the projection by
the IMF (3.9%) [1] - [2].

The forecasts in this issue are accompanied by considerable
uncertainty as economic outcomes hinge on the course of
the pandemic and the pace of vaccinations, in Cyprus and
abroad.
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