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Summary

Real economic activity in Cyprus is expected to continue to increase at robust rates in 2019 and 2020, albeit at a slower pace
compared to 2018. The growth rate of real GDP is projected to slow from 4.1% in 2018 to 3.6% in 2019. Growth is projected to
decelerate further in 2020 as real GDP is forecast to increase by 3.1%. The drivers of the outlook include a mixture of domestic
and external factors, such as robust activity and employment growth in Cyprus in the previous quarters, low domestic lending
interest rates and supportive external financial conditions, subdued inflation, and Cyprus’ sound fiscal position.

A key element of the strong growth rates projected, especially for 20139, is the revision to the GDP time series. In particular, the
upward revision to the GDP growth rates for the first quarter of 2019 and 2018 as a whole created stronger carryover effects,
affecting the outlook favourably.

Downside risks to the projections may stem from slower progress with private sector deleveraging and slower progress with the
reduction of NPLs, especially as the response to the “Estia” scheme for vulnerable borrowers has been limited, raising concems
about the extent of strategic defaults and the effectiveness of the foreclosure framework. The high level of public debt together
with the strong link between bank and sovereign risk, and potential pressures to public finances (e.g. court rulings on the
reversal of past public sector pay cuts, the newly introduced General Health System), continue to pose risks to the outlook.

Other downside risks could arise from the prolonged uncertainty regarding the Brexit deal, weaker-than-expected growth in
the euro area, the UK and Russia, and geopolitical tensions. Upside risks to the outlook are associated with a higher degree of
materialisation of investments than that reflected in the predictors.

NoéuBplog 2019
MepiAnyn

H mipayuectiki otkovoukry dpxomptomnTa onv KUTIpo eXTiuaTon OTt B OUVEXITEL VX dXUEXRVETAL LIE IKXVOTTOLNTIKOUS
puBuouvg To 2019 ke 2020, oxv Koiw KXTTWE XXUNAOTEPOUS ouykptTike: e To 2018. O pubBuoc Leyebuvons Tov TpoyuxTikou
AETT mpoBAemreTot v €miPpoduvBel oo 4,1% 1o 2018 o€ 3,6% 10 2019. O puBUOS LEYEOBUVOMS AVXUEVETAL VX
empBpaduvBel mepoutépw TO 2020, KxBog TO TIPpXyuxTiko AETT mipofA€merar v av&nBei kot 3,1%. OL €uvoikeg
TIPOOTITIKEG OPEIAOVTAL TE TUVOUXOUO EYXUPILLLY KOl EEWTEPLKLDY TTRPAYOVTWY, OTTWG OL LkavoTTouTikol puBuol ocv&nong
™me SpxomnpioTNTHG Kot NG XrrexaxoAnons otnv Kutipo 1o TIponyouueEV TPIUNVY, TX XXUNAK EYXWPLX ETTLTOKIX
SavELoLIoU Kot oL UTTOBONONTIKES XPNUXTOTILOTWTIKES OUVOIKES OTO EEWTEPIKO, O UTTOTOVIKOS TTANBWPLOLIOS Kot ) toxupn
dnuooiovouikri erridoon g Kompou.

Boowo oTowxeio Twv gxeTika YnAwv pubBuav ueyebuvong mouv mpofAemrovran, kupiws i o 2019, eivan n avaBecwpnon
TWV oToXElWVY Yiox TO AETT. SUuykekpiueve, n avodikii ovaBewpnon Twv pubuwv av&nomns Tou AETT yix To TipwiTo Tpiunvo
ToU 2019 Kot yix To 2018 ouvoAiker SIULOUPYIIOE LOXUPOTEP SUVALLKT], ETTIPEXTOVTAG EVVOIKX TIS TIPOOTTTIKEG.

Kivéuvol yix xounAotepovs «mo Tous TIPOBAETIOuEVOUS puBuoUs ueyebuvons Bor ummopoloov ve TIPOKUYOUV oTIO
BpadUTepn TPOoodo OV XTTOUCXAEUOT] TOU IOLWTIKOU TOMUEX KXL OT) HElwOomn Twv un €eSUTIpeTOUUEVWY SAvEiwy,
ELOLKOTEPX KXBUWS I XVTXTTOKPLOT] OTO OXEOLO EOTior paivVeTan v €IVaL TTEPLOPLOUEVI], TIPOKOXAWVTAS TTPOPANUXTIONO Yid
TNV EKTAOT) TOU PAIVOLEVOD TWV OTPXTIVIKWY KXKOTIANPWTWY KXL TNV XTTOTEAEOUNTIKOTIITX TOU VOULKOU TIAXLOIOU TWV
extroUjoEWV. To WYnAO OnuUOOcIO XPEOG O€ OUVOPTNOT) ME TNV LOXUPOTEPN SIXOUVOEOT) LETHED TPOTTEGIKOU TOMEX KO
KPATOUG, ETTIOTIG, EVEXEL KLVOUVOUGS YIX TIS TIPOOTITIKES. ETTIPO0OETYX, XUENTIKEG TTLETELS OTLS SIUOOIES SKTTRVES (TT.X. XTTO
OLKXOTIKEG XTTOPXOELS OXETIKX WE TTXAXIOTEPES XTTOKOTIES HLOBWV KoL OUVTOEEWYV OTOV SNUOOIO0 TOUEX, XTTO TIV
epoipuoyri Touv MEXY) EVOEXETHU VX ETITIPERTOVV XPVIITIKX TIG TIPOOTITIKES.

Aot kivduvoL yix TIG TIPOOTITIKES EVOEXOUEVIS VI TIPOKUWOUV XTTO TNV TIXPXTETXUEVH XPELXIOTNTX OXETIKO LE TV
ovupwvia yior €060 Touv Hvwuevou BaonAeiov arro v EE, XounAOTEPOUS ATTO TOUG XVIXEVOUEVOUS pUBLIOUS LEYEBUVONG
omyv eupwgwvi, To Hvwuevo BaoiAewo kot Tn Pwoic, kaeBis Kot oTTO YEWTTOALTIKES EVTIIOELG.

OETIKOTEPEG XTTO TIG TTIPOPAETTOUEVES TIPOOTITIKEG MTTOPOUV VX Slouopdwbouv oo ueyoAutepo BoBuo ulorroinons
ETTEVOUTEWVY OTTO O, Tt VTOVXKAXTONL OTOUG OLKOVOMIKOUGS SEIKTEG.
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1. Recent developments

Based on revised National Accounts data released on 21
October 2019, growth in Cyprus eased in the second quarter
of the year but remained robust. Real GDP increased by 3.2%
year-on-year (y-o-y) in the second quarter of 2019 vis-a-
vis 3.4% in the first quarter.

In the second quarter of 2019, the sector of financial and
insurance services continued to contract in terms of its real
gross value added (y-o-y), while all other sectors of
economic activity registered positive growth rates. As in the
first quarter of the year, the fastest-growing sectors were
construction, information and communication as well as arts,
entertainment and other services. Moreover, growth in the
largest sector of economic activityy, namely trade,
transportation, accommodation and food services, picked up
in the second quarter. Although real activity in construction
continued to post double-digit growth (y-o-y) in the first half
of the year, the rates are lower compared to those in 2018.

In the second quarter of 2019, consumption continued to
rise strongly as a result of steady growth in private
consumption expenditure and a double-digit increase
(y-o-y) in the consumption expenditure of the general
government. Growth in gross fixed capital formation
remained strong in the second quarter, driven by higher
investment in dwellings and other buildings as well as in
transport equipment. The decrease (y-o-y) in exports of
goods and services was larger than the decline (y-o-y) in
imports, resulting in a negative contribution of net exports
to growth in the second quarter.

In the third quarter of 2019, the performance of leading
indicators of domestic activity was mixed. Available data for
some or all of the months in the third quarter show a pickup
in the y-o-y growth rates of a number of leading indicators
vis-a-vis the second quarter of 2019 (e.g. volume index of
retail trade, index of industrial production, registrations of
motor vehicles, tourist arrivals, use of foreign credit cards in
Cyprus). On the other hand, some leading indicators relating
to real estate and professional services (e.g. number of
property sale contracts, number of property sale contracts
by foreign buyers, registrations of new companies)
worsened in the third quarter of 2019.

The Economic Sentiment Indicator (ESI) in the third quarter
of 2019 remained broadly unchanged compared to the first
half of the year. In the third quarter, consumer confidence
improved slightly, while business confidence in retail trade
and services weakened. Business confidence in services has

been weighed down by deteriorating perceptions and
expectations among firms in accommodation and food
services. Firms’ employment expectations also remained at
about the same positive level as in the first half of the year.
The ESI for Cyprus continues to stand above its long-run
average and above the euro area ESI.

In the third quarter of the year, the number of registered
unemployed decreased at slightly slower rates vis-a-vis
those reported in the second quarter of 2019. Over the
same period, the unemployment rate (Eurostat) declined to
about 6.5%, which is below the euro area average.

During the period January - August 2019, government
revenue increased (y-o-y) much faster than expenditure,
resulting in a higher surplus compared to the same period in
2018. Although public debt remains elevated without
showing a downward trend, long-term interest rates for
Cyprus declined to historically low levels in the third quarter
of the year.

In January - August 2019, the stock of total loans has been
registering negative annual growth rates, while total
deposits have been posting positive growth, driven by
domestic deposits. The volume of pure new loans in January
- August 2019 rose vis—-a-vis the same period in 2018.
Domestic lending interest rates remain at historically low
levels. Recent data show that the stock of non-performing
loans (NPLs) decreased further in May but remains high
relative to the size of the economy. The ratios of NPLs to
total exposures are currently at 31% and 38% for non-
financial corporations and households, respectively.

Inflation (measured by the Consumer Price Index - CPl)
declined further and turned negative in the third quarter of
2019. Inflation fell from 0.4% in the second quarter of 2019
to -0.6% in the third quarter of the year. The decrease in
inflation was largely driven by negative inflation in the
categories of food and transport, and lower inflation in the
category of housing, water, electricity and 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 second quarter of
2019 are employed. Monthly indicators that contain
information about some or all the months in the third quarter
of 2019 are also used. The cut-off date for the data used in
the analysis is 21 October 2019. All forecasts presented in
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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 fourth quarters of 2019, and all the quarters of 2020
are given in Table 1; the projections for the whole of 2019 and
2020 are also shown. Based on the historical relationships
between growth and numerous macroeconomic and financial
indicators, real economic activity in Cyprus is expected to
continue to increase at robust rates in 2019 and 2020.

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

YEAR 2019

FORECAST * 3.6

Quarter 3 4

FORECAST (y-o0-y) 36 4.0

Forecast error 3 0.9 1.7

COMPONENTS *

I. Real economy 0.02 0.02

Il. Aspects other than real
economy 0.03 0.03

1ll. Real economy & other aspects 3.59 3.98
Fiscal 0.24 0.26
Prices 0.49 0.51
Exchange rates 0.13 0.13
Interest rates, spreads 0.93 1.06
Stock markets 0.55 0.59
Economic sentiment 0.92 1.07
Loans, deposits 0.34 0.37

YEAR 2020

FORECAST 3.1

Quarter 1 2 3 4

FORECAST (y-o-y) 3.2 3.1 3.1 3.1

Forecast error * 2.4 3.5 3.8 4.1

COMPONENTS *

l. Real economy 0.02 0.02 0.02 0.02
Il. Aspects other than real
economy 0.03 0.02 0.02 0.02

11l. Real economy & other aspects 3.16 3.08 3.04 3.06
Fiscal 0.20 0.19 0.20 0.21
Prices 0.43 0.42 0.42 0.39
Exchange rates 0.10 0.10 0.10 0.09
Interest rates, spreads 0.85 0.83 0.81 0.83
Stock markets 0.47 0.49 0.48 0.45
Economic sentiment 0.84 0.82 0.79 0.80
Loans, deposits 0.27 0.23 0.26 0.28

1Table 1 is presented in the Appendix (Table Al) 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.

2For the first and second quarters of 2019 the GDP growth rates are obtained
from published data (Gross Domestic Product, Quarterly, Chain-linked Volume
Measures (Seasonally Adjusted), Statistical Service, 21/10/2019).

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.

The growth rate of real GDP is projected to slow from 4.1%
in 2018 to 3.6% in 2019. Growth is projected to decelerate
further in 2020 but to remain robust; real GDP is forecast to
increase by 3.1% in 2020. The drivers of the outlook include
a mixture of domestic and external factors. A key element of
the strong growth rates projected, especially for the second
half of 2019, is the revision to the GDP time series. In
particular, the upward revision to the GDP growth rates for
the first quarter of 2019 and 2018 as a whole created
stronger carryover effects, affecting the outlook favourably.

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

! 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 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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Growth is expected to remain solid in the following quarters,
mainly as a result of the recent strong economic
performance in Cyprus and supportive external financial
conditions. Specifically:

e Robust activity and employment growth in Cyprus. Real GDP
and employment continued to rise at robust rates in the
second quarter of 2019, although at a rather slower pace
compared to previous quarters. Leading indicators pointed
to further improvements in the labour market conditions in
the third quarter of the year. Moreover, some activity-related
leading indicators registered stronger growth rates in the
third quarter of 2019 vis-a-vis the second quarter.

Low lending interest rates. Lending interest rates in Cyprus
have declined to historically low levels, which, in combination
with the favourable conditions in the real economy, are
expected to facilitate growth well into 2020.

Subdued inflation. Domestic inflation has been declining
since the final quarter of 2018 and international oil prices in
the first nine months of 2019 have been fluctuating below
the levels registered in the corresponding period in 2018.
These conditions of low inflation are found to support
growth in the short run.

Sound fiscal position. The fiscal performance has remained
strong throughout January - August 2019 and Cyprus’
borrowing costs have declined to historically low levels,
contributing to sustainable growth.

Supportive external financial conditions. European interest
rates have remained at low levels and interest rates for

long-term government bonds in euro area countries have
declined further in the third quarter of 2019. Moreover, in
the third quarter of 2019, the performance of European
stock markets was less adverse compared to the first half
of the year. Both the current levels of European interest
rates and the recent performance of foreign stock markets
contribute to favourable financial conditions, facilitating
growth.

Although some domestic and foreign factors continue to
support growth, recent developments associated with these
factors weigh on growth prospects, especially for 2020:

e Broad-based gains in domestic economic confidence have
stalled. During January - September 2019, domestic
economic sentiment has fluctuated well-above its long-run
average, supported by confidence gains in
construction and high levels of confidence in services.

some

However, in January - September 2019, confidence
indicators for services, retail trade, industry and consumers

have declined below the levels registered over the same
period in 2018.

e Growth in Cyprus’ trading partner countries has decelerated.
In the second quarter of 2019, GDP growth in the EU, the
euro area, the UK and Russia slowed. Moreover, survey data
for the third quarter of the year show that economic
sentiment in the EU, the euro area and the UK continued to
decline, reflecting expectations of a further slowdown.

e Some domestic leading indicators relating to real estate,
professional services, and tourism have worsened.
Indicators such as the number of property sale contracts
by foreign buyers, registrations of new companies and a
confidence indicator for firms in accommodation and food
services, have deteriorated, especially after May 2019.

There are downside and upside risks to the outlook that are
not fully reflected in the published predictors employed in the
computation of the forecasts. Downside risks remain
dominant.

Downside risks to the projections may stem from slower
progress with private sector deleveraging and slower progress
with the reduction of NPLs, especially as the response to the
“Estia” scheme for vulnerable borrowers has been limited, raising
concerns about the extent of strategic defaults and the
effectiveness of the foreclosure framework. The high level of
public debt together with the strong link between bank and
sovereign risk, and potential pressures to public finances (e.g.
court rulings on the reversal of past public sector pay cuts, the
newly introduced General Health System), continue to pose risks
to the outlook. Other downside risks could arise from the
prolonged uncertainty regarding the Brexit deal, weaker-than-
expected growth in the euro area, the UK and Russia, and
geopolitical tensions. Upside risks to the outlook are
associated with a higher degree of materialisation of
investments than that reflected in the predictors.

In 2019, CPI inflation is projected at 0.3%, as international oil
prices declined further and inflation turned negative in the
third quarter of 2019. 4 Inflation for 2020 is projected to rise
to 1.2%, driven by robust activity growth and rising incomes.
Upside risks to the forecasts relate to stronger demand and
higher wage growth, and faster increases in international
commodity prices. Downside risks to the inflation outlook

4 CPI inflation forecasts are constructed using a methodology
similar to that for GDP growth forecasts.
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are associated with weaker demand and downward
pressures in international commodity prices.

3. Concluding remarks

Quarterly and monthly series released up until 21 October
2019, are employed in dynamic econometric models to
construct forecasts for growth and inflation.

The forecast for real GDP growth for 2019 has been revised
from 3.4% in the July issue to 3.6%, mainly as a result of
revisions in the National Accounts. The growth forecast for
2020 has been revised from 3.4% in the July issue to 3.1%.
The downward revision resulted mostly from the moderation
of the growth momentum (in Cyprus and in Cyprus’ trading
partner countries), the deterioration in some domestic
leading indicators, the absence of broad-based gains in
domestic economic confidence and a further worsening of
European confidence indicators.
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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 2019 2019 2019
QUARTER 3 4 3 4 3 4
COMPONENTS
I. Real economy 0.02 0.02 0.60 0.60 37 4.0
Il. Aspects other than real economy 0.03 0.03 0.85 0.85 36 4.0
lll. Real economy & other aspects 3.59 3.98 98.55 98.55 3.6 4.0
Fiscal 0.24 0.26 6.48 6.31 3.7 4.
Prices 0.49 0.51 13.43 12.78 3.7 4.0
Exchange rates 0.13 0.13 3.47 3.26 3.6 4.0
Interest rates, spreads 0.93 1.06 25.36 25.87 3.7 4.
Stock markets 0.55 0.59 14.77 14.24 3.7 4.1
Economic sentiment 0.92 1.07 25.50 26.76 3.6 4.0
Loans, deposits 0.34 0.37 9.55 9.32 36 4.0
FORECAST 3.6 4.0
CONTRIBUTION BY COMPONENT WEIGHT FORECAST BY COMPONENT
YEAR 2020 2020 2020
QUARTER 1 2 3 4 1 2 3 4 1 2 3 4
COMPONENTS
I. Real economy 0.02 0.02 0.02 0.02 061 0.58 0.56 053 3.2 3.2 3.1 3.0
Il. Aspects other than real economy 0.03 0.02 0.02 0.02 0.81 0.73 0.83 0.84 3.1 3.0 29 29
Ill. Real economy & other aspects 3.16 3.08 3.04 306 | 9858 9868 9861 98.63 3.2 3.1 3.1 3.1
Fiscal 0.20 0.19 0.20 0.21 6.15 5.86 6.04 6.52 3.3 3.3 3.2 33
Prices 0.43 0.42 0.42 039 | 1323 1348 1352 12.88 3.2 3.1 3.1 3.1
Exchange rates 0.10 0.10 0.10 0.09 3.28 3.30 3.29 3.18 3.1 3.1 3.0 2.8
Interest rates, spreads 0.85 0.83 0.81 0.83 | 25.72 2594 2537 25.83 3.3 3.2 3.2 3.2
Stock markets 0.47 0.49 0.48 045 | 1423 1465 1477 14.39 3.3 3.3 3.2 3.2
Economic sentiment 0.84 0.82 0.79 0.80 | 27.21 2766  27.27 27.41 3.1 3.0 2.9 2.9
Loans, deposits 0.27 0.23 0.26 0.28 8.76 7.80 8.35 8.41 3.1 2.9 3.1 3.4
FORECAST 3.2 3.1 3.1 3.1
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