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Summary

The Cypriot economy is forecasted to continue to post robust growth in 2018 and 2019. In 2018, real GDP is projected to

increase by 3.9%. In 2019, growth is forecasted to moderate as real GDP is forecasted to expand by 3.3%. The main drivers of
the outlook in 2018 and 2019 include the recent strong economic performance in Cyprus, the supportive external environment,

the low levels of interest rates and inflation, and the high levels of domestic and European economic sentiment.

The recent sale of the Cyprus Cooperative Bank and the newly introduced amendments to the legislations regarding insolvency
and foreclosures, and the sale and securitasation of loans, are expected to enhance the soundness of the banking sector,
reduce uncertainty and restore depositors’ and investors’ confidence, with positive effects on economic activity. Nevertheless,
significant downside risks to the outlook continue to stem from the high levels of indebtedness and NPLs as well as from the
reinforcement of the feedback loop between bank and sovereign risk. The effectiveness in the management of problematic
assets via the recently amended legal tools as well as the provisions of the proposed government subsidy scheme for vulnerable
borrowers, will influence repayment culture, banking sector soundness and economic confidence, and could tilt risks to the
outlook in either direction. Moral hazard in the economy (e.g. borrowers, banks) could involve significant downside risks to both
public finances and growth. Thus, given the high level of public debt, (i) delays in the implementation of structural reforms (e.g.
Justice system, public administration), and (i) the introduction of permanent government expenditures based on temporary
revenues, may weaken confidence, the sustainability of public finances and growth prospects.

Other downside risks to the outlook are associated with a potential slowdown in the euro area, weaker-than-expected growth
in the UK due to Brexit negotiations, and losses in the competitiveness of the Cypriot tourist product vis-da-vis other
destinations. Upside risks to the outlook are associated with stronger-than-expected demand, mainly due to public and private
investment projects, and domestic consumption.

loOALog 2018
MepiAnyn

H Kuttpiockry owkovouior exTiuactor 0Tt Box OUVEXLOEL vix KaTexypaigel Loxupous pv8uouvs averrrvEng koree To 2018 ko 2019.
TJo 2018, 1o mpayuotiko AEIT mipofActretat vae awEnbei korer 3,9%. To 2019, o0 pubuoS avaTITUENSG OVXUEVETXL VX
METPLXOTEL, kxBws To TTparyuotiko AETT mmpoBAemeTan vor xvENOel kator 3,3%. AVXUIEOX OTOUG KUPLOTEPOUS TTXPXYOVTES
oV OUUPOAAOLY OTNn SLaUCPPWOT) TwV TIPOOTITIKWY yix To 2018 ko 2019 mepAaufovovro ot toxvpol pubuoi
avarTuEng Touv onueiwoe n Kotpog mipooparte, To vTTOPOoNONTIKG EEWTEPLKO TTEPLBOAAOVY, Tex TTOAU XXUNAX ETTLTTEdX
ETTLTOKIWV KoL TTANOWPLOUOU, KBS Kot Tox WNAK ETTITTEOX OLKOVOULKTIG eUTTIOTOOUVNGS 0TV KUTTpOo Kkow oTnv Evpaotm).

H mpooparn rdoAnon me Kvmplokric Suvepyortiknic Tparelog Kot 0L TEAEUTHIEG TPOTTOTTOUJOELS OTIG VOUOBETies i TV
XPEPEYYUOTNTX KXL TIG EKTTOUIOELS KXL TNV TILWANOT KX TITAOTIOINOT SXVEIWY, XVXUEVETXL VX EVIGXUOOLV TV EUPWOTIX
TOU TPXTTEGIKOU TONEX, VX MELWOOVY TNV XPELXIOTNTX KXIL VX XTTOKXTXOTIIOOUV TNV EUTTIOTOOUVI) TWV KXTXOETWV Kot
ETTEVOUTWV, L€ BETIKES ETTUITTWOELS OTIV OLKOVOULKI dpxoTnpLoTe. Q0TO00, OTUXVTIKOL KIVOUVOL YIXX XELPOTEPEG XTTO TIG
TIPOPAETIOUEVEG TIPOOTITIKEG €EXKOAOVOOUY v TINyaZovv om0 T WYnAX ETITTEdX IOIWTIKOU XPEOUS Kot un
eEutrnperoluevwy davelwy, KkaBws kot oTmo TNV (OXUPOTEPN TTAEOV o0AAnAeEoptnon ueETaEU TPXTTETIKOU TOUEX Ko
Kkparouvs. H arroteAeouatikotnTe mov Bu emmdetyBel orn daxeipton twv mmpofAnuatikiv daveiwy, ueow twv vouoBeotdyv
TTOU TPOTTOTIOUIONKAXV TIPOOPATH, KAAX KXl OL TEALKES TTPOVOLES TOU TTPOTELVOUEVOU OXEdiov EoTia yixx orjpiEn evaAwTwv
SaveloAnTITiY, B ETTNPERCTOVY TNV KOUATOUPX XTTOTTANPWLING, TNV EUPWOTIX TOU TPXTIELIKOU OUOTIUXTOS KXL TNV
OLKOVOUILKT} EUTTIOTOOUVI), KX QWG €K TOUTOU OL TIPOOTITIKEG B utropovony vex dAAaEouv Trpog omroladirote karevBuvor). O
nBwoc kivdvuvog ornv owkovoulio (Tr.X. SXVELOANTITES, TPXTTELEC) OUVETTAYETAL ETMITTWOELS OTX SNUOOIX OLKOVOLILKKX KOl
oy avarruEn. Suverrig, A0yw Tou WnAoU emredou dnuooiov xpeous, (i) kxBuoTeprioelc ortnv edapuoyn Twv
SapBpwrikdv uetappubuioewv (r.x. dikaoTiko ovornue, dnuooix doiknom) ko (ii) ELOXYwyT) KpOXTIKWV SXTIOVAV UE
MOVIUO XXPXKTTIPX BXOEL TIPOOWPLVIYV E00OWV, EVOEXOUEVWS VX UTTOOKXWOUV TNV EUTTIOTOOUVI], TN PLWoWUOTNT TWV
SNUOOIWVY OLKOVOUIKWY KX TWV TTPOOTITIKWY XVAXTTTUENG.

AAAot kivduvoL yix TiG TTPOOTITIKEG OUVOEOVTAL LE TIOXVI] EMPBpadUVOT) TNG AVXTITUENG OTNV EVpwlv), XXUNAOTEPOUS
PUBUOUEC aVXTITUENG XTTO TOUG XVAUEVOUEVOUS OTO Hvwuevo BaoiA€lo A0yw Twv SIXTTpXYIXTEVOEWY Yiex TO Brexit ket
ATTWAELX XVTAYWVIOTIKOTNTAG TOU KUTTPLXKOU TOUPLOTIKOU TTPOIOVTOG O€ OXEOT) UE XAAOUG TTpOoOopLouoUg. QETIKOTEPES
A&TI0 TIGC TIPOBAETIOUEVESG TTPOOTITIKEG MTTOPOUV VX SlouopdwBovv Aoyw ovEnuéeving Tnong we KTTOTEAEOUN, KUPLWG,
SNUOOIWVY KL LOLWTIKWY ETTEVOUTEWY KL EYXWPLXG KATXVXAWOTIG.
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1. Recent developments

In the first quarter of 2018, the Cypriot economy continued
to perform strongly as real GDP increased by 4.0% year-on-
year (y-o-y). All sectors of economic activity continued to
expand in terms of their real gross value added except
financial and insurance activities. As in 2017, construction
remained the fastest-growing sector; output growth in
manufacturing, trade and professional services outpaced the
performance of the rest of the economy. In the first quarter
of 2018, household consumption growth (y-o-y) remained
robust but somewhat below the rates registered in the
second half of 2017, and below government consumption
growth. Investment in construction continued to post
double-digit growth rates (y-o-y), while total gross fixed
capital formation shrank (y-o-y) due to a sharp drop in
transport equipment investment. Net exports contributed
positively to growth in the first quarter of 2018.

Many leading indicators of domestic activity (e.g. credit card
use, index of industrial production, registrations of motor
vehicles, registrations of new companies, property sale
contracts, building permits) continued to perform favourably
in the second quarter of 2018, although some indicators
relating to tourism (e.g. arrivals, revenue) registered a
slowdown. In the second quarter of the year, the Economic
Sentiment Indicator (ESI) decreased from its peak reached in
the first quarter of 2018. The deterioration in domestic
economic sentiment was driven by confidence losses in all
sectors, particularly in (most notably in
accommodation and food services). Nevertheless, the ESI for
Cyprus is currently above its long-run average and at about
the same level as the EU and euro area Indicators.

services

The decline in the number of registered unemployed
accelerated further in the second quarter of 2018. The
unemployment rate (Eurostat) was decreasing during the
first five months of the year; in April - May 2018,
unemployment declined to about the euro area average,
slightly below 9%.

The fiscal position continued to improve during January - May
2018, mainly due to rapid growth in government revenue,
leading to higher surpluses compared with the corresponding
period in 2017. The issuance of government bonds in April
2018 as a result of negative developments in the banking
sector, led to a sizeable increase in public debt, reversing its
downward trajectory recorded in previous months. Also, the
interest rates for long-term government bonds rose in April -

May 2018 from the all-time low levels recorded in the final
quarter of 2017 and in the first quarter of 2018.

Domestic deposits increased at a faster pace in April - May
2018 vis-a-vis the first quarter of the year, while the
contraction of foreign deposits held in Cyprus accelerated
over the same period. The total stock of loans continued to
shrink at about a steady rate of 2% during the first five
months of the year. Nevertheless, the increase in loans to
non-financial corporations picked up in April - May 2018.
Interest rates declined marginally to historically low levels in
April - May 2018. The stock of non-performing exposures
was up in January - February 2018, reversing the progress
registered in the last months of 2017.

Inflation (measured by the Consumer Price Index - CPI)
turned positive in the second quarter of 2018 after three
quarters in negative territory. CPl increased by 1.1% in the
second quarter of 2018, mainly driven by price increases in
the categories of food, transport and housing-water-
electricity-gas.

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 first
quarter of 2018 are employed. Monthly indicators released
by 6 July 2018 that contain information covering all the
months in the second quarter of 2018 at the most, are also
used. All forecasts presented in this bulletin are based solely
on published data; thus, they only incorporate effects
captured by the quarterly series and the monthly leading
indicators used in the estimations.

The forecasts for the y-o-y growth rate of real GDP for the
three remaining quarters in 2018 and the four quarters in
2019 are shown in Table 1; the projections for the whole of
2018 and 2019 are also provided.

Based on the historical relationships between growth and
numerous macroeconomic and financial indicators, real
economic activity in Cyprus is estimated to continue to
expand at a solid pace in 2018 and 2019. Real GDP growth
is forecasted to increase by 3.9%in 2018 and 3.3%in 2019.

e Real GDP is estimated to have increased by 4.0% (y-o-y) in
the second quarter of 2018; real activity is forecasted to
expand by 4.1% in the third quarter and subsequently to
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to edge down to 3.7% in the final quarter of the year. The
corresponding quarter-on-quarter (q-o-q) projections are
1.0% for both the second and third quarters, and 0.7% for
the fourth quarter of 2018.

e Growth is projected to moderate in 2019 but,
nonetheless, to remain robust. In the first half of 2019,
real GDP growth is forecasted at about 3.5% (y-o-y), and
in the second half of the year growth is projected to
decelerate to 3.1%. On a g-o-q basis, real activity is
forecasted to expand by 0.8% in the first half and 0.7% in
the second half of 2019.

Table 1: GDP growth forecasts, forecast errors and contribution of
components to forecasts !

YEAR 2018

FORECAST 2 3.9

Quarter 2 3 4

FORECAST (y-0-y) 4.0 4.1 3.7

Forecast error 3 0.7 1.2 1.9

COMPONENTS 4

I. Real economy 0.02 0.02 0.02

II. Aspects other than real economy 0.04 0.04 0.03

lll. Real economy & other aspects 3.96 4.00 3.63
Fiscal 0.24 0.23 0.20
Prices 0.53 0.53 0.44
Exchange rates 0.13 0.12 0.10
Interest rates, spreads 0.99 1.09 1.01
Stock markets 0.63 0.64 0.60
Economic sentiment 1.14 1.10 1.03
Loans, deposits 0.30 0.28 0.25

YEAR 2019

FORECAST 3.3

Quarter 1 2 3 4

FORECAST (y-0-y) 3.5 3.4 3.2 3.0

Forecast error 3 2.7 3.1 3.5 4.4

COMPONENTS 4

I. Real economy 0.02 0.01 0.01 0.01

II. Aspects other than real economy  0.03 0.03 0.03 0.03

lll. Real economy & other aspects 3.49 3.38 3.12 3.00
Fiscal 0.19 0.17 0.16 0.15
Prices 0.43 0.43 0.38 0.38
Exchange rates 0.10 0.10 0.09 0.10
Interest rates, spreads 0.95 0.94 0.96 0.90
Stock markets 0.59 0.58 0.48 0.45
Economic sentiment 0.96 0.83 0.74 0.69
Loans, deposits 0.28 0.33 0.31 0.33

1Table 1 is presented in the Appendix (Table A1) in greater detail by reporting
the forecast resulting from each component together with the weight assigned
to the component forecast for the computation of the final forecast.

2 For the first quarter of 2018 the y-o-y growth rate of GDP obtained from
published data is used (Quarterly National Accounts, Seasonally Adjusted Data,
Statistical Service, 08/06/2018).

3 Pseudo out-of-sample root mean squared forecast error of the forecast
method.

4Differences between the forecasts and the sum of the components are due to
rounding.

Table 1 also presents the forecast errors associated with the
estimated y-o-y growth rates in each quarter. As expected,
the errors are larger for quarters closer to the end of the
forecast horizon. Furthermore, Table 1 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 (of about 1.4%) to
the overall forecasts in all quarters.! The component that
combines information on both the real economy and other
economic aspects plays a key role in forming the final
forecasts. More specifically, the forecasts are mainly formed
by dynamic models that include real economy factors (one at
a time) together with leading indicators (one at a time), such
as interest rates, spreads, economic sentiment indicators,
domestic or foreign/international price indices and stock
market returns.2. 3

The main drivers of the outlook in 2018 and 2019 are
discussed below.

e Strong economic performance in Cyprus. In the first
quarter of the year, real GDP growth remained vigorous
and employment growth picked up. Leading indicators
point to further improvements in activity and labour
market conditions during the second quarter of the year.
Some leading indicators have shown signs of moderation
reflected in the outlook for 2019.

! 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 (loans, deposits).

2 Monthly leads of leading indicators (e.g. interest rates, economic
sentiment) and monthly leading values of series used in extracting
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
Harmonised Business and Consumer Surveys Programme
conducted by the Directorate General for Economic and Financial
Affairs. The Economics Research Centre acknowledges funding
from the European Commission and the Ministry of Finance for
conducting the Business and Consumer Survey Project in Cyprus.
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o Supportive external environment. In the first quarter of
2018, growth in the EU and the euro area remained solid,
and economic activity in the UK and Russia expanded at
modest rates. However, the growth rates in the first
quarter were lower compared to those registered in the
second half of 2017, affecting the outlook to some extent.

High levels of economic sentiment. Despite the decline of
domestic and European sentiment indicators in the second
quarter, economic confidence remains well-above its
long-run level and continues to contribute considerably
towards the projected rates.

Low levels of interest rates and favourable financial
condlitions. Very low lending interest rates together with
improvements in real activity and labour market conditions
play a key role in shaping the forecasts. Despite weaker
returns in the first half of 2018, the performance of
financial markets continues to support growth.

Low past inflation. The low or negative inflation rates in
the previous quarters will continue to benefit activity
growth in the short run.

Some factors that suggest a more conservative outlook for
2019 compared to that in the previous issue include:

— the recent decrease of domestic economic sentiment,
reflecting both revisions in expectations in the services
sector and uncertainties in the domestic banking system;

— recent movements in the long term government bond
yields of some euro area countries and the UK, reflecting
economic and political uncertainties;

— the upswing in international oil prices.

Some risks to the outlook that are mostly associated with
the domestic financial sector are not fully captured by
published predictors and are discussed below.

The recent developments in the domestic banking sector
revealed the fragility of depositors’ confidence in a system,
marked by high levels of non-performing loans (NPLs)
despite robust growth, and limited use of the insolvency and
foreclosure frameworks. The newly introduced amendments
to the legislations regarding insolvency and foreclosures,
and the sale and securitisation of loans, are expected to
accelerate the reduction of NPLs. Moreover, the sale of the
healthy part of the Cyprus Cooperative Bank (CCB) to
Hellenic Bank, accompanied by state support, and the shift

of CCB’s problematic assets to a state-financed ‘Residual
entity’ will considerably reduce the stock of NPLs in the
banking system.4 Consequently, this transaction and the
above legislation amendments are expected to enhance the
soundness of the banking sector, reduce uncertainty and
restore depositors’ and investors’ confidence, with positive
effects on economic activity. Nevertheless, significant
downside risks to the outlook continue to stem from the
high levels of indebtedness and NPLs as well as from the
reinforcement of the feedback loop between bank and
sovereign risk. The effectiveness in the management of
problematic assets via the recently amended legal tools as
well as the provisions of the proposed government subsidy
scheme for vulnerable borrowers, will influence repayment
culture, banking sector soundness and economic
confidence, and could tilt risks to the outlook in either
direction. Moral hazard in the economy (e.g. borrowers,
banks) could involve significant downside risks to both
public finances and growth. Thus, given the high level of
public debt, (i) delays in the implementation of structural
reforms (e.g. justice system, public administration), and (ii)
the introduction of permanent government expenditures
based on temporary revenues, may weaken confidence, the
sustainability of public finances and growth prospects.

Other downside risks to the outlook are associated with a
potential slowdown in the euro area, weaker-than-expected
growth in the UK due to Brexit negotiations and losses in the
competitiveness of the Cypriot tourist product vis-a-vis
other destinations (e.g. depreciation of Turkish lira). Upside
risks to the outlook are associated with stronger-than-
expected demand, mainly due to public and private
investment projects, and domestic consumption.

In 2018 and 2019, CPI inflation is forecasted at 1.3% and
1.4%, respectively, as international oil prices continue to
increase and demand strengthens. 5 Upside risks to the
forecasts relate to faster wage growth and stronger demand,
and more rapid increases in international commodity prices.
Downside risks to the projections are associated with
weaker demand.

4 The finalised transaction is estimated to remove about EUR 6
billion of NPLs from the domestic banking system (see, [2]).

5 CPl inflation forecasts are constructed using a methodology
similar to that for GDP growth forecasts.
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3. Concluding remarks

Quarterly and monthly series released until 6 July 2018, are
employed in dynamic econometric models to construct
forecasts for growth and inflation.

The forecast for real GDP growth in 2018 has remained
broadly unchanged compared to that in the May issue. The
growth forecast for 2019 has been revised from 3.5% in the
May issue to 3.3%, mainly as a result of weaker economic
sentiment in Cyprus and uncertainty regarding growth
momentum in Europe, reflected in weaker first quarter GDP
growth data and second quarter leading indicators (e.g.
confidence indicators, government bond yields).

The CPI inflation projection for 2018 has been revised from
0.6% in the previous issue to 1.3% as inflation returned to
positive territory in the second quarter of the year. The 2019

forecast has remained broadly unchanged compared to the
May issue.

The forecasts presented in this issue suggest that real
activity will continue to expand at strong rates in 2018,
while growth is projected to decelerate in 2019. The growth
forecasts for 2018 and 2019 presented here are more
conservative than the projected rates of 4.1% and 3.9% for
2018 and 2019, respectively, published by the Central Bank
of Cyprus. For 2018, the growth forecast in this bulletin is
more optimistic than the European Commission’s projection
of 3.6%; the 2019 growth forecast here is in line with the
forecast by the European Commission, i.e. 3.3% [2].
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APPENDIX
Table Al: GDP growth (y—0-y) forecasts, components of forecasts, weights and forecasts by component
CONTRIBUTION BY COMPONENT WEIGHT FORECAST BY COMPONENT
YEAR 2018 2018 2018
QUARTER 2 3 4 2 3 4 2 3 4
COMPONENTS
I. Real economy 0.02 0.02 0.02 0.57 0.55 0.48 4.0 4.0 3.6
Il. Aspects other than real economy 0.04 0.04 0.03 0.99 0.89 0.85 4.0 3.9 3.7
lll. Real economy & other aspects 3.96 4.00 3.63 98.44 98.56 98.67 4.0 4.1 3.7
Fiscal 0.24 0.23 0.20 5.83 5.72 5.53 4.0 4.0 3.6
Prices 0.53 0.53 0.44 13.12 12.93 11.78 4.0 4.1 3.7
Exchange rates 0.13 0.12 0.10 3.25 2.90 2.68 4.0 4.1 3.6
Interest rates, spreads 0.99 1.09 1.01 24.47 26.71 27.47 4.1 4.1 3.7
Stock markets 0.63 0.64 0.60 15.78 15.93 16.32 4.0 4.0 3.7
Economic sentiment 1.14 1.10 1.03 28.49 27.79 28.64 4.0 4.0 3.6
Loans, deposits 0.30 0.28 0.25 7.50 6.58 6.25 4.1 4.3 4.1
FORECAST 4.0 4.1 3.7
CONTRIBUTION BY COMPONENT WEIGHT FORECAST BY COMPONENT
YEAR 2019 2019 2019
QUARTER 1 2 3 4 1 2 3 4 1 2 3 4
COMPONENTS
I. Real economy 0.02 0.01 0.01 0.01 0.48 0.43 0.40 0.42 3.5 33 3.1 3.0
II. Aspects other than real economy 0.03 0.03 0.03 0.03 0.86 0.84 0.84 0.86 35 35 33 33
lll. Real economy & other aspects 3.49 3.38 3.12 3.00 98.65 98.74 98.77 98.72 3.5 3.4 3.2 3.0
Fiscal 0.19 0.17 0.16 0.15 5.26 5.01 5.22 5.23 3.5 33 3.0 2.9
Prices 0.43 0.43 0.38 0.38 12.35 12.36 11.94 12.54 3.5 3.5 3.2 3.1
Exchange rates 0.10 0.10 0.09 0.10 2.80 2.89 2.89 3.13 3.4 3.4 33 3.2
Interest rates, spreads 0.95 0.94 0.96 0.90 27.33 29.61 33.49 32.66 3.5 3.2 2.9 2.8
Stock markets 0.59 0.58 0.48 0.45 16.49 16.43 14.51 14.39 3.6 3.5 33 3.1
Economic sentiment 0.96 0.83 0.74 0.69 27.91 25.09 23.43 22.94 3.4 3.3 3.1 3.0
Loans, deposits 0.28 0.33 0.31 0.33 6.51 7.35 7.29 7.83 4.3 4.5 4.2 4.3
FORECAST 3.5 3.4 3.2 3.0
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