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Summary

Real economic activity in Cyprus is expected to continue to expand strongly in 2017 and 2018. In 2017, real GDP is
projected to grow by 3.6%. In the third quarter of 2017, real GDP is forecasted to rise (year-on-year) by 3.6% and in
the final quarter of the year, GDP growth is estimated at 3.7%. In 2018, real GDP growth is forecasted to remain
robust at 3.3%.

The factors driving the solid growth rates forecasted for the following quarters include: the robust activity and
employment growth rates registered in Cyprus in the first half of 2017, further improvements in domestic leading
indicators in the third quarter of the year, strong domestic economic sentiment, restored confidence in the financial
sector, the low levels of lending interest rates and favourable external economic conditions.

Downside risks to the growth forecasts that are associated with domestic weaknesses include: the high levels of
private debt and non-performing exposures, the high ratio of public debt to GDP, incomplete structural reforms
and the introduction of permanent expenditures with unclear longer-term budget effects. Downside risks stemming
from the external economic environment relate to slower-than-expected growth in the UK and further depreciation
of the pound against the euro. Upside risks to the outlook are associated with public investment in infrastructure
and private investment, especially in the sectors of energy, tourism and real estate, as well as with better-than-
anticipated growth outtum in the euro area and Russia.

The more optimistic outlook in this bulletin, vis-a-vis the July issue, is mainly the result of a large upward revision
to the GDP growth data for first quarter of 2017. The positive developments in domestic macroeconomic and
leadling indicators, and the favourable external economic conditions have also contributed to the upward revisions
of the growth forecasts.

NoéupBplwog 2017
HMepianym
H mpayux ik otkovoutkr SpxotnplotnTe otnv KUTTPO aVXUEVETXL OTL Box OUVEXITEL Vor XUERVETXL IE LOXUPOUS
puBuovs katee To 2017 ket 2018. To 2017, 1o AETT (0€ oToBepec Tiueg) mpoPAEmeTa vor xu&EnbBei kT 3,6%. To
TPITO K&t TO TETPTO Tpiunvo Tou 2017, To TpatyuxTiko AETT exTiucton oTt Bo ov&nbBei kotee 3,6% kot 3,7%

OUYKPLTIKX UE To avTioTol e Tpiunve Tou 2016. O tkeevorrounTikol puBuol oovarrtuéEng Tou AETT eEkTiXTAL OTL
B ouvvexioovy ko ke To 2018, e TnV mpoPAEYn yiex To €TOG v StxiiopdwveTol oTo 3,3%.

TMapotyovreg mmou oupPforrovv ornv mipoBAemouevn avodo Tov AETT TTEPIAXUBXVOUV. TOUS (KXVOTTOLNTIKOUS
pUBuOUE ovEnone TS SpxoTnpLOTNTXG KXl XTTXOXOoAnons otnv Kumpo 1o mpwrto eEounvo tou 2017,
TeEpaTEPW OETIKES €EEAIEELS T€ EYXWPLOUS TTPOTTOPEVOUEVOUS SEIKTEC KXTor TO TpiTo Tpiunvo Tou 2017, T
WnAa €TTITES™ OLKOVOULKIIG EUTIIOTOOUVIG, T XOUNAX ETTITTESN SXVELOTIKWY ETTITOKIWY, TNV XTTOKXTXOTXOT]
TNG EUTTIOTOOUVIC OTO EYXWPLO XPHUXTOTTLOTWTLKO OUCTIUX KXL TO EVVOIKO EEWTEPLKO OLKOVOULKO TTEPLBOAAOV.

Kivbuvol yioe XeunAoTepn oo nv mpoBAETTOUEV dVXTITUEN TTEPIAXUBOVOUV: T WHAXK ETTITTEON IOLWTIKOU XPEOUS
Kot un eEUTIPETOUUEVIWY XOpNYHOEWY, TO WHAO TTOO00TO TOU ONUOOIOU XPEOUS w¢ Tpos To AETT, oTeAeic
SLoPOPWTIKES LIETOPPUBULITELS KoL TV ELOXYWYT) HOVIIWV SIOOTWY SXTTOVWV LE KPEPXIEC LIECD/ UXKPOTIPOBECUIES
SONOCIOVOULKES ETTLTTTWOELS. KIVOUVOL TTOU TTIYCOUV XTTO TO EEWTEPLKO TTEPIBRAAOV OXETILOVTHL LIE XXUNAOTEPOUS
PUBUOUS avXTITUENS XXTTO TOUG XVXEVOUEVOUS OTO HVWIEVO BXOTIAELO KXl TTEPXITEPW UTTOTIMNOT TNS OTEPAIVAG
EVXVTL ToU €UpW. TTopotyOVTES Yicx KKAUTEPES OLKOVOUILKES TTPOOTITIKES XTTO TG TTPOPBAETIOUEVES OXETITOVTXL LIE
ONUOOIEC ETTEVOUOELS € UTTOOOUES KOXL IOLWTIKES ETTEVOUOELS, KUPIWGS OTOUG TOUEIC TG EVEPYELXS, TOU TOUPLOLIOU
KL TWV KTIUXTOUECITIKWY, KXOWS KX LIE KXAUTEPH OLKOVOULKI] ETTIO00T) XTTO TNV XVIXIIEVOUEV OTHV EUPWTWV
Kot 0T Pwoto.

Ol TIPOOTITIKES YIX TNV KUTIPLXKI] OLKOVOULX TTOU TTXPOUOLXTOVTXL O€ XUTO TO SEATIO EVXL IO XLOLOSOEEC
OUYKPLTIKX E OUTEC OTO TEUXOC lOUALOU, KUpIWS AOyw TNG HEYOANS TPOS To TTxVw aveBewpnons twv
oToEiwY yix TO puBuo ueTaPorric Tov AETT Tou mpwrtov Tpwurivov 2017. Ot BGerikes €&edilels o€
MXKPOOLKOVOULKOUG KXL TTPOTTOPEVOLEVOUS SELKTEC KXTKX TO SEUTEPO KL TPLTO TPILINVO TOU ETOUGS, kXBWS kXt TO
EVVOIKO EEWTEPLKO OLKOVOULKO TTEPLBOAAOV EXOUV, ETTIOTC, OUMBAAEL OTNV TTPOS T TTavw axvexBewpnon Twv
mmpoBAewewv viae To 2017 ket 201 8.
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1. Recent developments

The Cypriot economy posted robust growth in the second
quarter of 2017 as real GDP increased by 3.5%, year-on-
year (y-o-y), slightly below the growth rate of 3.7%
registered in first quarter. In the second quarter of 2017, all
sectors expanded (y-o-y) in terms of their real gross value
added, except for financial and insurance services, which
have been contracting since the first quarter of 2016. Private
and government consumption picked up further in the
second quarter, while gross capital formation contracted as
a result of declines in investment in transport equipment
and inventories. Machinery and construction investment as
well as net exports contributed positively to growth in the
second quarter.

Many domestic leading indicators (e.g. credit card use, retail
trade volume index, tourist arrivals, registrations of motor
vehicles, number of property sale contracts) continued to
increase during the third quarter of 2017. In the third
quarter, the Economic Sentiment Indicator (ESI) declined as a
result of weaker confidence in services; nevertheless, the
overall economic sentiment in Cyprus and confidence in
services in particular remain at historically high levels.

The decline in the number of registered unemployed
accelerated further in the third quarter of 2017. In the
second quarter of the vyear, the unemployment rate
(Eurostat) fell to about 11%; in July and August 2017
unemployment stood just below 11%.

Over the period January - August 2017, government
revenue has increased much faster than expenditure,
resulting in a strong budget performance. Public debt has
remained above 100% of GDP, although the long-term
interest rate on government bonds has declined further.

Deposits held in Cyprus by domestic and other euro area
residents have been rising throughout the period January -
August 2017, while the stock of loans has been contracting
over the same period, as a result of deleveraging and
subdued new credit. Interest rates remain low by historical
standards, but the high level of non-performing exposures
relative to the size of the economy, continues to pose
challenges to financial and macroeconomic soundness.

Inflation (measured by the Consumer Price Index - CPI)
turned negative in the third quarter at -0.4% compared with
1.2% in the second quarter of 2017. The negative inflation in
the third quarter was mainly driven by price declines in the

ECONOMIC OUTLOOK
ECONOMICS RESEARCH CENTRE

categories of food, household equipment, communication
and miscellaneous goods and services.

2. Forecasts

Projections for GDP growth and CPI inflation are constructed
using quarterly data available up to the second quarter of
2017. Monthly indicators released by 12 October 2017 that
contain information covering all the months in the third
quarter of 2017 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
third and final quarters of 2017 and all the quarters of 2018
are shown in Table 1; the projections for the whole of 2017
and 2018 are also provided. !

e Based on the historical relationships between growth and
numerous macroeconomic indicators, the expansion of
real economic activity in Cyprus is estimated to continue
at robust rates in 2017 and 2018. Real GDP growth is
estimated at 3.6% in 2017. In 2018, growth is forecasted
at 3.3%.

e In the second half of 2017, real activity growth is
projected to remain strong; real GDP is forecasted to
increase by 3.6% and 3.7% (y-o-y) in the third and fourth
quarters of the year, respectively.

e Growth is estimated to continue at solid rates in 2018.
Real GDP growth is projected to reach 3.5% in the first half
of 2018 and subsequently to ease to 3.2% in the second
half of 2018.

Table 1 also presents the forecast errors associated with the
estimated y-o-y growth rates in each quarter; 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. Real economy factors (domestic and international
activity and labour market), and components in the group
which excludes real economy factors, have a minor effect on

1 The forecasts for the y-o-y growth rate of real GDP reported in the
table are obtained via the estimation of a large number of
alternative models embracing various aspects of the economy. The
final forecast for each quarter presented here is computed as the
weighted average of all model forecasts using weights based on the
historical forecasting performance of each model.
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the formation of the forecasts in all quarters (@bout 1.4%).2
However, real economy factors jointly with other aspects
play a key role in determining the forecasts.

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

YEAR 2017

FORECAST 2 3.6

Quarter 3 4

FORECAST (y-o0-y) 3.6 3.7

Forecast error 3 0.7 1.2

COMPONENTS 4

Real economy 0.02 0.02

Excluding real economy 0.04 0.04

Real economy & other aspects 3.55 3.69
Fiscal 0.28 0.30
Prices 0.57 0.54
Exchange rates 0.13 0.11
Interest rates, spreads 0.90 1.00
Stock markets 0.63 0.69
Economic sentiment 0.78 0.81
Loans, deposits 0.27 0.24

YEAR 2018

FORECAST 3.3

Quarter 1 2 3 4

FORECAST (y-o-y) 3.6 3.4 3.3 3.0

Forecast error 3 1.9 2.8 3.2 3.7

COMPONENTS 4

Real economy 0.02 0.02 0.01 0.01

Excluding real economy 0.03 0.03 0.03 0.02

Real economy & other aspects 3.52 3.37 3.22 3.01
Fiscal 0.25 0.23 0.24 0.23
Prices 0.50 0.50 0.52 0.49
Exchange rates 0.10 0.09 0.09 0.10
Interest rates, spreads 0.99 0.90 0.89 0.92
Stock markets 0.66 0.64 0.59 0.51
Economic sentiment 0.78 0.75 0.60 0.51
Loans, deposits 0.25 0.26 0.29 0.27

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 and second quarters of 2017 the y-o-y growth rates of GDP
obtained from published data are used (Quarterly National Accounts, Seasonally
Adjusted Data, Statistical Service, 08/09/2017).

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.

2 The group which excludes real economy factors includes: interest
rates and spreads, stock market indicators, economic sentiment
indicators, exchange rates, domestic and foreign price indices,
international commaodity prices, as well as fiscal and banking sector
series (loans, deposits).
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The forecasts for all quarters are mainly formed by models
that include (one at a time) interest rates, spreads, economic
sentiment indicators, domestic or foreign/international
prices and stock market indices.3 Real economy factors and
monthly leading values of series contained in the factors (e.g.
unemployment rate, registered unemployed, arrivals of
tourists, registrations of motor vehicles) are also included in

the models.

The growth forecasts for 2017 and 2018 are driven by
domestic and external factors discussed below:

e Robust activity and employment growth in Cyprus. The
growth rate of real GDP and employment remained
strong in the second quarter of 2017. Domestic leading
indicators suggest that labour market conditions and
economic activity continued to improve in the third
quarter of 2017.

Improving domestic financial conditions. Growth is
supported by increasing deposits, ongoing deleveraging
and declining non-performing exposures as well as by the
low levels of lending interest rates and the pickup of the
Cyprus stock market.

e Strong domestic economic sentiment. In spite of a recent
decline in economic sentiment, confidence, especially in
services and among consumers, has reached high levels,
fuelling activity growth in the following quarters.

e Favourable external economic conditions. In the second
quarter of 2017, growth in the EU and the euro area
accelerated, the recovery of the Russian economy
strengthened and the UK economy continued to expand,
albeit at a slower rate compared with the first quarter.
Moreover, in the second and third quarters of 2017,
economic sentiment in the EU and the euro area picked up
further and the performance of international stock
markets remained positive, reflecting a favourable
external economic environment.

Other factors, such as the strong fiscal performance and the
the absence of significant upward pressures to the general
price level are found to contribute to the solid growth rates
forecasted for the following quarters.

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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The prolonged period of low European interest rates
(reflecting the accommodative monetary policy stance) and
the narrowing of sovereign spreads in the euro area have
supported the recovery in Cyprus as discussed in previous
issues. Nevertheless, as growth gains momentum, the
beneficial effects of these factors on the outlook become
less pronounced.

The risks to the outlook have remained unchanged
compared to the July issue. Downside risks to the
projections stem from domestic weaknesses and external
factors:

e The high levels of private debt and non-performing
exposures continue to pose risks to the economy, despite
progress with deleveraging and managing problematic
loans. The large volume of problematic assets on banks’
balance sheets and the high indebtedness levels deprive
the economy of growth-enhancing investment.

e The high ratio of public debt to GDP renders Cyprus
vulnerable to negative shocks. Incomplete structural
reforms and the introduction of permanent expenditures
with unclear longer-term budget effects, may undermine
investor confidence and the sustainability of public
finances.

e Slower-than-expected growth in the UK and further
depreciation of the pound against the euro, as a result of
uncertainty regarding the post-Brexit relations between
the UK and the EU, could negatively affect the outlook for
the Cypriot economy.

Upside risks to the outlook are associated with public
investment in infrastructure and private investment,
especially in the sectors of energy, tourism and real estate.
Moreover, better-than-anticipated growth outturn in the
euro area, stronger-than-expected economic recovery in
Russia and the rebound of the rouble may lead to faster
growth rates than the current forecasts.

In 2017, CPI inflation is forecasted to remain subdued at
0.7% and in 2018, inflation is projected to pick up to 1.8%,
as activity continues to expand and international oil prices
recover slowly. 4 Upside risks to the forecasts relate to
stronger demand and faster wage growth, more rapid
increases in international commodity prices and the
weakening of the euro against the US dollar. Downside risks

4 CPI inflation forecasts are constructed using a methodology
similar to that for GDP growth forecasts (see footnote 1).
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to the projections are associated with a demand shortfall
and a slower rebound of international commodity prices,
particularly oil prices.

3. Concluding remarks

Quarterly data available up to the second quarter of 2017,
and monthly indicators available up to the third quarter of
the year and released until 12 October 2017, are employed
in dynamic econometric models to construct forecasts for
growth and inflation.

The forecast for real GDP growth in 2017 has been revised
from 3.0% in the July issue to 3.6%. The forecast for 2018
has been revised from 2.7% in the previous issue to 3.3%.
The more optimistic outlook in this issue is mainly the result
of a large upward revision to the GDP growth data for the
first quarter of 2017. The positive developments in domestic
macroeconomic and leading indicators, and the favourable
external economic conditions have also contributed to the
upward revisions of the forecasts.

The CPI inflation projection for 2017 has been revised from
1.3% in the previous issue to 0.7%; the inflation forecast for
2018 has been revised from 1.9% to 1.8%. The downward
revisions to the forecasts were driven by the negative inflation
rate registered in the third quarter as well as by the absence
of strong increases in international commodity prices in the
last two quarters.

The forecasts presented in this issue suggest that real
activity will continue to improve in the following quarters.
The growth forecast for 2017 presented here is similar to
the growth rate projected by the Ministry of Finance (3.6%)
and the IMF (3.4%) [1], [2]. For 2018, the growth forecast in
this bulletin is more optimistic than the growth rate
forecasted by the Ministry of Finance (3.0%) and the IMF
(2.6%) [11, [2].
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APPENDIX

Table A1: GDP growth (y-o-y) forecasts, components of forecasts, weights and forecasts by component

CONTRIBUTION BY COMPONENT WEIGHT FORECAST BY COMPONENT
Year 2017 2017 2017
Quarter 3 4 3 4 3 4
COMPONENTS
Real economy 0.02 0.02 0.57 0.54 3.6 3.7
Excluding real economy 0.04 0.04 1.01 0.99 3.5 3.6
Real economy & other aspects 3.55 3.69 98.42 98.47 3.6 3.7
Fiscal 0.28 0.30 8.15 8.34 3.5 3.6
Prices 0.57 0.54 15.94 14.69 3.6 3.7
Exchange rates 0.13 0.11 3.59 2.96 3.5 3.6
Interest rates, spreads 0.90 1.00 25.22 27.51 3.6 3.6
Stock markets 0.63 0.69 17.03 18.02 3.7 3.8
Economic sentiment 0.78 0.81 20.99 20.54 3.7 3.9
Loans, deposits 0.27 0.24 7.51 6.40 3.6 3.8
FORECAST
3.6 3.7
CONTRIBUTION BY COMPONENT WEIGHT FORECAST BY COMPONENT
Year 2018 2018 2018
Quarter 1 2 3 4 1 2 3 4 1 2 3 4
COMPONENTS
Real economy 0.02 0.02 0.01 0.01 0.48 0.47 0.42 0.39 35 33 3.4 3.2
Excluding real economy 0.03 0.03 0.03 0.02 0.93 0.91 0.87 0.83 3.4 3.3 3.0 2.8
Real economy & other aspects 3.52 3.37 3.22 3.01 | 98.58 98.62 98.71 98.78 3.6 3.4 33 3.1
Fiscal 0.25 0.23 0.24 0.23 7.40 7.40 7.00 6.68 3.4 3.1 3.4 3.4
Prices 0.50 0.50 0.52 0.49 | 14.55 15.46 15.84 15.29 3.4 3.2 33 3.2
Exchange rates 0.10 0.09 0.09 0.10 2.89 2.86 2.98 3.05 3.4 3.0 3.1 3.2
Interest rates, spreads 0.99 0.90 0.89 0.92 | 29.14 28.90 32.96 38.09 3.4 3.1 2.7 2.4
Stock markets 0.66 0.64 0.59 0.51 | 17.58 17.60 16.37 14.50 3.7 3.6 3.6 3.5
Economic sentiment 0.78 0.75 0.60 0.51 | 20.40 19.72 16.28 14.40 3.8 3.8 3.7 3.5
Loans, deposits 0.25 0.26 0.29 0.27 6.62 6.68 7.28 6.78 3.8 3.9 4.0 4.0
FORECAST
3.6 3.4 3.3 3.0
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