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Summary

Real GDP growth in Cyprus is projected at -6.5% in 2020 as a result of the COVID-19 pandemic. In 2021, economic
activity is expected to recover as real GDP growth is projected at 4.2%. The negative growth forecast for 2020
incorporates the disruption in economic activity due to the lockdown in Cyprus in the spring, captured by published
data. Also, the growth forecasts for 2020 and 2021 reflect (through leading indicators) the resumption of economic
activity with reopening, and, to a smaller extent, challenges to recovery due to ongoing or new measures and
restrictions (e.g. social distancing, movement restrictions, partial lockdowns) to curb new outbreaks of COVID-19.
The contraction in real activity projected for 2020 is less severe than the forecast in the August issue. The upward
revision is driven by the rebound in domestic activity and improvements in external economic conditions in the third
quarter of the year as the economies reopened.

The CPI inflation forecast for 2020 has remained unchanged from the previous issue, at -0.7%. In 2021, CPI inflation
is forecast at 1.0% as demand is expected to pick up.

The forecasts at this juncture are accompanied by elevated uncertainty as economic outcomes largely depend on
the evolution of the pandemic, in particular controlling the new wave of infections in Cyprus and abroad.

NoéuBplog 2020
TepiAnyn

O pubuog uetaPoAric Tov mpayuatikoU AEIT otnv Kumpo yia To 2020 TipoPAETETAL O€ -6,5%, Wws XTTOTEAETUN TG
Tavénuioeg COVID-19. To 2021 n otkovoutikii dSpxotnpiotnTa othv KUTIPO OVXUEVETAL VX XVXKOWEL LIE TOV pUBUO
MeyeBuvamg Tou Tpayuatikov AETT va exTiuatan o€ 4.2%. H acpvntikn mpoAewn yio o 2020 EVOWUXTWVEL T SLXKOTTT)
NG OUXAIG AELTOUPYINS TG OLKOVOULXG, AOYw TWV TTEPLOPLOTIKWV UETPWY TTov AnjdBnkav v avoi&n, n omoio
ATTOTUTTWVETXL OTOUG OLKOVOUILKOUS S€EIKTES. Etriong, ol mpofAEWels yi To 2020 ko 2021 avravakAouvv (Ueow
TIPOTTIOPEVOLIEVWY SELKTWV) TNV ETTAVEKKIVIIOT) TG OLKOVOULKIIG dpxoTnpioTnTaG oTnV KUTIpO KXt OTO €EEWTEPLKO KA,
O€ UKPOTEPO BorBUO, TIPOKANIOELS 0TIV QVXKOUW ACYw OUVEXLEOUEVWY I} VEWV UETPWV/TTEPLOPLOUIDV KXTX TING
Tavénuicg. H ouppikvwon oo mmporyuatiko AETT mou extiyuatat yiex To 2020 €ivait ULKpOTEPN XTTO TNV TTPoBAEYn oTo
TeUxog AvyouoTou. H TTpog Ta Traevw avaBecipnom TTpoEPpXETAL XTTO Tr BEATIWOT] TNG EYXWPLXS SPAXOTNPLOTIITAS KXL
TNV KXAUTEPEVOT) TOU EEWTEPLKOU TTEPLPIAAOVTOC LIE TNV ETTOAVXOPXOTIIPLOTIONOT) TWV OLKOVOUILIDY TO TPITO TPiunvo
TOU €TOUG.

ZIUXVTIKOTEPO KIVOUVO YIXX TIG TIPOOTITIKES XTTOTEAEL 17 ETTLOELVWOT] TWV ETTLONULOAOYLKWV ouvenkwy atnv KUTpo kot
OTO EEWTEPIKO KAL N ARWn TIPOTOETWY, XUTTIIPOTEPWY UETPWV VIX TIEPLOPLOUO TG Trevdnuioe. EurraBeies e
KUTIPLOXKIIG OLKOVOUILOG ACYw TING TIPONYOUMEVNS KPLOTS OTTWE TX UWNAK ETTITTEdK SNIOOIOU KXL LOLUTIKOU XPEOUS KXL
TO UEYOAO aTTOBeue LN €EVTINPETOUUEVWY SAVELWY, TNV KXOLOTOUV ALYyOTEPO aVOEKTIKI] OTI) VEX KpioTm. SUVETTWG,
ETLITPOOOETES OINLOOIOVOULKES TTLETELS TTOU EVOEXOUEVIWS VX TIPOKUWOUV XTTO TIV TPEXOUOWX Kpiom, MUl TTiéavi} ek
VEOU KAWotkwor) Twv un eEUTINPETOUUEVWY davelwv, kaOWs ko KxOUOTEPIIOELS OTT) SIXOIKXOIX TWV EKTTOLOEWV
ETTIOMG, XTTOTEAOUV KIVOUVOUS Yix TG TIpoOoTTikes. TMepatTépw ko@uoTreprioelc ommv epopuoyn diopBpwtikiv
METAPPUBLIITEWVY (TT.X. SIKXOTIKO OUOTNUK, SNUOOLX UTTNPEDTY, TOTTIKI] XUTOOLOIKIOT]) EVOEXETAL VX UTTOVOUEUOOUV
TV XELOTOTIX, VX TTEPLOPLODUYV TV TIPOOP0OT] O€ KOVOUALX TOU MxaviouoU Avakoupng kot AvOekTikoTnTog g EE
KoL Ve ETTLRApUVOUV TIG TIPOOTITIKES XVATITUENG. O TEPUNKTIOUOGE TOU TIPOYPOUHONTOS TIOALTOYPXPHOEWY EVOEXOUEVWIS
Vot ETINPENOEL TIC TIPOOTITIKES MEOW TILOXVIIG LELWOTIC TOU OYKOU KA TXOKEVXOTIKWYV EPYWV.

KaAUTepeg om0 TiG TPOPAETTOUEVES TIPOOTITIKES MTTOPOUV V& Sloopdpwlolv omo otabepri BeATiwon Twv
ETTLONULOAOYIKWY ouvOnkwy oty KUTIpo Kol OTO €EWTEPLKO KXL TOXXUTEPN XTTO TV AVXUEVOUEV] OVXTITUEN KAL
SuxBeon) evog euPoliov. loxupoTepn avakoquyn TG SpXOTNPLOTNTHG XTTO XUTI) TTOU XVTXVXKAXTAL OTHX dlor@eoiua
OTOWXEIX UTTOPEL Vi 0ONYroelL O€ KXAUTEPX XTTO T TIPOPAETIOUEVX XTTOTEAEOUXTH. ETIUTTA€OV, n €mmTuxric
AaTTOpPPOPnoT KovOUAiwy Tng EE ko np a&Lotroinon Twv dixGeotuwy epycAeiwy e EE i LETPLOOUO TWV ETTLTTTWOEWY
TG MOVONUING KVXUEVETAL VX ETTIIPEXOOVY GETIKX TIG TTPOOTTTIKEG.

O mAnBwpiouds 1o 2020 mipofAereTon ver uetwbei o€ -0,7% amo 0,3% 1o 2019. O mAnBwpiouoc yix o 2021
1rpofAETTeTAL O€ 1,0% KOOGS 1 THTNOT XVAUEVETAL VX XVXKOUWEL.
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1. Recent developments

The COVID-19 pandemic and the unprecedented
containment measures that followed affected the Cypriot
economy deeply as real GDP contracted by 12.3% year-on-
year (y-o-y) in the second quarter of 2020.

The largest sector in terms of gross value added, namely
trade, transportation, accommodation and food service
activities shrank at an unprecedented rate of over 30% (y-o-
y) in the second quarter. Construction, arts and
entertainment, the industrial sector and, to a smaller degree,
professional, administrative and financial activities also
suffered losses in the second quarter as a result of the
pandemic. The remaining sectors continued to expand,
limiting the effects of the downturn. Private consumption
declined sharply in the second quarter, while the
consumption expenditure of the general government
continued to rise strongly, partly offsetting the effects of the
downturn. In the second quarter, gross fixed capital
formation contracted driven by significant declines in
construction investment and transport equipment. Net
exports contributed negatively to GDP growth in the second
quarter as exports declined faster than imports.

Domestic leading indicators, particularly those relating to
consumption, construction investment and real estate
activities continued to recover in the third quarter, following
the reopening of the economy. Tourism indicators remained
depressed in the third quarter as the flow of international
tourists was limited due to the pandemic.

In the third quarter, the Economic Sentiment Indicator (ESI)
rose from the low levels registered during the lockdown;
nevertheless, the ESI has remained below both its historical
average and the EU-wide ESI. Business confidence in
services, manufacturing and retail trade improved in the
third quarter, while confidence in construction was relatively
less affected by the pandemic. Firms’ employment
expectations strengthened in the third quarter, backed by
the government schemes in place for supporting
employment and businesses. Consumer confidence
increased only marginally in the third quarter and consumer
expectations for the economic conditions in the country and

unemployment remained grim.

The number of registered unemployed continued to increase
at double-digit rates in the third quarter; the largest
increases were recorded in the sectors of trade,
transportation, and hospitality. The unemployment rate

(Eurostat) increased to just above 7% in August but remained
below the euro area average.

To alleviate the consequences of the pandemic in Cyprus
generous fiscal measures were adopted as early as mid-
March. The measures aim at safeguarding employment,
providing liquidity to businesses and avoiding company
failures, supporting the self-employed, and strengthening
the health care system. In July - August, government
expenditure continued to rise (y-o-y) and revenue continued
to decline (y-o-y), but at a slower pace compared to that in
April - June, narrowing the deficit. The measures to mitigate
the impact of the pandemic increased public debt to about
EUR 25bn; nevertheless, in the third quarter, long-term
interest rates for Cyprus declined.

In the third quarter, domestic deposits continued to increase
and domestic loans registered stronger annual growth rates,
particularly loans for house purchase. Although new credit
has remained subdued after the reopening, new lending for
house purchase in June - August almost matched its level in
the corresponding months in 2019. Domestic lending
interest rates have remained at very low levels and various
measures announced to counteract the economic effects of
the pandemic (e.g. suspension of loan instalments, short-
term restructurings of loans, interest rate subsidisation of
new housing and business loans) are expected to support
business liquidity, investment, as well as household
incomes. The ratio of non-performing loans (NPLs) to total
facilities declined to just below 27% in May, with the sectors
of construction and trade, as well as households being the
most exposed. Despite the downward trend, NPLs remain a
significant vulnerability for the economy, particularly after
the pandemic-induced measures to support viable
borrowers come to an end.

Inflation (measured by the Consumer Price Index - CPI) in the
third quarter stayed in negative territory, at -1.2% vis-a-vis
-1.6% in the second quarter, mainly driven by negative
inflation in the categories of housing, energy, transport and
communication.

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 2020 are employed. Monthly indicators that contain
information about some or all the months in the third quarter
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of 2020 are also used. The cut-off date for the data used in
the analysis is 20 October 2020. All forecasts presented in
this 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 2020 and 2021. Based on the historical relationships
between growth and numerous macroeconomic and financial
indicators, real economic activity in Cyprus is forecast to
suffer a severe contraction in 2020 as a result of the COVID-
19 pandemic. Real GDP is projected to contract by 6.5% in
2020. In 2021, activity is expected to recover as real GDP
growth is forecast at 4.2%.

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 negative growth forecast for 2020 incorporates the
disruption in economic activity due to the lockdown in
Cyprus in the spring, captured by published data up to the
cut-off date. Also, the growth forecasts for 2020 and 2021
reflect, through leading indicators, the resumption of
economic activity with reopening, and, to a smaller extent,
challenges to recovery due to ongoing or new measures and
restrictions (e.g. social distancing, movement restrictions,
partial lockdowns) to curb new outbreaks of COVID-19. The
drivers of the outlook are discussed below.

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 (loans including NPLs, deposits).

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 2020
FORECAST -6.5
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()
COMPONENTS
I. Real economy -0.03 0.49 -5.8
Il. Aspects other than real economy -0.04 0.69 -5.6
lll. Real economy & other aspects -6.38 98.82 -6.5
Fiscal -0.46 6.79 -6.7
Prices -0.82 12.05 -6.8
Exchange rates -0.25 3.77 -6.6
Interest rates, spreads -1.40 20.92 -6.7
Stock markets -1.08 16.13 -6.7
Economic sentiment, uncertainty -1.81 30.76 -5.9
Loans, deposits -0.57 8.40 -6.7
Year 2021
FORECAST 4.2
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()
COMPONENTS
I. Real economy 0.02 0.46 3.6
II. Aspects other than real economy 0.03 0.61 4.1
lll. Real economy & other aspects 4.12 98.92 4.2
Fiscal 0.30 6.81 43
Prices 0.51 11.59 4.4
Exchange rates 0.16 3.67 4.2
Interest rates, spreads 0.93 22.70 4.1
Stock markets 0.65 16.09 4.1
Economic sentiment, uncertainty 1.29 30.90 4.2
Loans, deposits 0.28 7.18 3.9

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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e Drop and rebound in activity. In the second quarter real
GDP in Cyprus and the EU contracted severely as a result of
the pandemic and lockdowns; however, the rise in
unemployment was cushioned by policy measures to
support employment and businesses. Second quarter GDP
data show that Cyprus registered a smaller drop in activity
compared to output declines in the EU and the euro area.
Leading indicators (e.g. retail trade sales, manufacturing
production) for the third quarter point to a rebound in
activity in the EU as the economies reopened. In Cyprus,
hard data, such as retail trade indices, building permits,
property sale contracts and motor vehicle registrations
signal to a strong pickup in domestic activity from May
onward. These positive developments are expected to limit
the depth of the recession in 2020 and fuel recovery in the
following quarters. However, the rise in the number of
registered unemployed in Cyprus accelerated in the third
quarter, particularly in tourism-related sectors, and
international tourism outturns in Cyprus were worse than
envisaged, weighing on the outlook.

e Rise in economic sentiment. Economic confidence in
Cyprus and the EU rose in the third quarter; the recovery of
the ESI was particularly strong in the EU and the euro area,
while the ESI in Cyprus increased moderately, recording a
setback in September. The recent improvements in
economic confidence, especially at the EU-level, are found
to have positive effects on output in the following quarters.
Nevertheless, the recovery momentum is dampened as
confidence gains in Cyprus were rather modest in the third
quarter.

o Supportive monetary and fiscal and policies. The low levels
of both domestic and European interest rates, reflecting the
supportive monetary policy conditions in the euro area, as
well as the increased government spending to support
households and businesses during the pandemic are
expected to mitigate the downturn in 2020 and facilitate
the recovery in the next quarters.

o Low inflation. Inflation in Cyprus remained negative in the
third quarter. Moreover, international oil prices have
remained subdued, despite some increases as economies
reopened. Thus, the absence of upward price pressures
supports real incomes and the economic recovery.

o Improved conditions in international stock markets. In the
third quarter, international stock markets recovered from
the low levels registered in the first half of the year and
volatility declined further, pointing to a less adverse
external environment.

Nonetheless, there are some factors that signal challenges to

a strong recovery from the COVID-19 recession.

International stock market indices remain below their 2019
levels and volatility is still above the 2019 levels, reflecting
uncertainties about the recovery momentum, especially in
Europe as the pandemic continues to spread. Also, the high
indebtedness levels in Cyprus may weigh on growth, even in
conditions of record-low interest rates, while elevated
uncertainty may increase precautionary saving, putting a
drag on demand.

The uncertainty surrounding the projections is extremely
high as the pandemic has been resurging. Significant
downside risks to the outlook stem from the deterioration of
the epidemiological conditions in Cyprus and abroad, and
the introduction of new or additional measures to curb the
spread of the virus (e.g. partial lockdowns, movement
restrictions). Setbacks in the recovery of domestic and
external demand due to new COVID-19 outbreaks affect the
outlook negatively. Legacies from the previous crisis, such as
the high levels of public and private debt, and the high stock
of NPLs, render the economy less resilient to the COVID-19
crisis. Thus, additional risks relate to fiscal pressures arising
from the current crisis, a possible re-escalation of NPLs
(particularly after the expiry of the various support schemes)
and setbacks in the foreclosure process. Further delays in the
implementation of overdue structural reforms (e.g. judicial
system, public administration, local authorities) may
undermine credibility, limit access to the EU Recovery and
Resilience Facility and weigh on the growth prospects. The
termination of the citizenship-by-investment programme
may affect the outlook through, for example, lower
construction investment. Finally, geopolitical tensions in the
Eastern Mediterranean may also weigh on the outlook.

Upside risks to the outlook include the steady improvement
in the epidemiological conditions in Cyprus and abroad, and
the faster-than-expected development and availability of a
vaccine, which would positively affect demand. A stronger
rebound in activity than that reflected in the predictors may
lead to better outcomes than the projections. Moreover,
successfully absorbing EU funds and making optimal use of
the available EU instruments to mitigate the pandemic effects
will positively affect the outlook, as well as the medium-term
prospects.

In 2020, CPI inflationis projected to fall to -0.7% from 0.3% in
2019, driven by the sharp declines in international oil prices
in the first half of the year and subdued demand due to the
pandemic. In 2021, CPl inflation is forecast at 1.0% as demand
is expected to strengthen; the low inflation forecast in 2021
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is driven by past decreases in international oil prices and
negative inflation in Cyprus in the second and third quarters
of 2020.4 Upside risks to the forecasts include a faster
rebound in international energy prices and demand.
Downside risks to the inflation outlook are associated with a
deeper and/or a more protracted downturn in domestic and
global activity than that is currently foreseen, as well as
downward pressures on international commodity prices.

3. Concluding remarks

The outbreak of the COVID-19 pandemic has necessitated
containment measures that have severely disrupted
economic activity globally, including in Cyprus. The
economic disruptions induced by the pandemic, particularly
in March - April, and the subsequent pickup in activity as the
economies reopened are reflected in the data used for the
construction of the forecasts.

Real GDP growth in Cyprus is forecast at -6.5% in 2020, a
less severe decline than the projection presented in the
August issue (-7.5%). The upward revision is driven by the
rebound in domestic activity and improvements in external
economic conditions in the third quarter as the economies
reopened. In 2021, real economic activity in Cyprus is
projected to grow at 4.2%. The CPI inflation forecast for 2020
remained unchanged from the previous issue, at -0.7%. In
2021, CPl inflation is forecast at 1.0% as demand is expected
to pick up.

The growth forecast for 2020 presented in this bulletin is
close to the projection published by the IMF (-6.4%), but
somewhat more pessimistic than the forecast released by the
Ministry of Finance (-5.5%). The growth forecast for 2021 is
slightly lower than the projections published by the IMF
(4.7%) and the Ministry of Finance (4.5%), [1] - [2].

The forecasts at this juncture are accompanied by elevated
uncertainty as economic outcomes largely depend on the
evolution of the pandemic, in particular controlling the new
wave of infections in Cyprus and abroad.

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