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Summary

Real GDP growth in Cyprus is forecast to slow from 5.1% in 2022 to 2.4% in 2023, before picking up to 2.8% in 2024.
GDP growth in Cyprus decelerated further in the second quarter of 2023, resulting in a lower-than-expected growth
rate. Consequently, the growth forecasts for 2023 and 2024 have been downgraded by 0.6 and 0.1 percentage points,
respectively, compared to the July issue. Tighter credit conditions, elevated prices, and the slowdown in Cyprus’s
trading partner economies weigh on domestic growth prospects considerably. Moreover, third quarter indicators,
mainly relating to external demand, suggest that domestic activity has softened further. Nevertheless, there are
factors that support the growth outlook; these factors include: favourable labour market conditions, resilient
business confidence in Cyprus, growth in new business loans, further improvements in stock market indices, and a
strong fiscal performance.

Inflation (based on the Consumer Price Index) is forecast to decrease from 8.4% in 2022 to 3.9% in 2023 and 2.6%
in 2024, mainly as a result of tighter credit conditions, and past declines in international commodity prices and
domestic inflation. The decline in CPI inflation in Cyprus between the second and third quarters was marginal.
Moreover, price developments have shown an uptick recently (particularly in September). Therefore, inflation
forecasts for 2023 and 2024 have been revised upwards by 0.9 and 0.6 percentage points, respectively, relative to
those in the July issue.

The outlook for growth and inflation is accompanied by downside and upside risks. Moreover, geopolitical
uncertainty has increased considerably compared to the July issue, with possible effects on economic activity and
prices in Cyprus over the following quarters.

Oktwpprog 2023
Mepidnym

0 pvbudg ueyébuvang tov mpayuatikol AEI mpofAémetal va emiBpaduvOel amo 51% to 2022 oc 2,4% to 2023 kat va
@TaoeL 010 2,8% 10 2024. Katd to 6evtepo tpiunvo tov 2023 o pvBuccs usyéuvong tov AEII atnv Kumpo emiBpaduvenke
TEPAUTEPW, UE ATTOTEAEGUA XAUNAOTEPO PUOUO ATTO TOV aVAUEVOUEVO. (0¢ €K TOUTOU, oL TPoBAEYELS yia To 2023 kat To 2024
Exouv avaBewpnOel mpog ta kdtw kata 0,6 kat 0,1 mooooTIaies HOVAdes avTioToa, o€ aUyKkpion Ue To TeUxos lovAiov. Ot
QUOTNPOTEPES TIIOTWTIKEG CUVONKEG, 0L AUENUEVES TIUES KAl 1] ETPPASUVON OTIS OLKOVOULIES TWV EUTIOPLKWY ETAIPWV TNHS
Kompou, 16lw¢ n¢ evpwldvng, emiBaplivovy onUavTIKd TIS EYYWPIES TTPOOTITIKES UueyEBuvons. EmimAfoy, atoweila yia to
TpiTo TPiUNVO TOV £TOUC (TTOV aYeTi{ovTal Kupiwg ue TNV e&wTepikn) {NTNON) Seixvouy TEPAUTEPW UEiWaN aTn SUVAULK
NG ueyéBuvang. QoToo0, UTAPXOVY TAPAYOVTES IOV 0THPIOVV TIG TIPOOTITIKES, AVAUETA OTOUG OTI0LOVUS TIEPIAQUSavVOVTaL
oL aK6AovBoL: EVVOIKEG CUVONKES OTNV ayopd EPYATLAS, AVOEKTIKT ETYEPNUATIKY EUTIOTOTUVN 0TV KUmpo, avodog o€
VEQ ETXEIPNUATIKG OSAVELR, TEPAUTEPW PEATIOTELS OE XPNUATIOTNPLAKOUS SELKTES KAl LOYUPES SNUOCLOVOULKES ETTIOOOCELS.

0 mAnbwptoucs (ue Paon tov Asiktn Tiwwv Katavadwtn) mpofAénetar va ueiwOel amo 8,4% to 2022 o€ 3,9% to 2023 kat
o€ 2,6% 10 2024, kuplwg eéauitiag QuoTNPOTEPWV TIOTWTIKWV CUVONKWY KAl WS ATTOTEAEGUA TIPOYOUUEVWV UELWTEWV
oTIC OlEBVEIC TIUES EUTTOPEVUATWY (ELOIKOTEPAX TOVU TETPEAXIOU) Kai OTOV £yywplo mANBwplouo. H ueiwon tov
TANBwpLouov athv KUmpo uetaél Tov SeUTEPOV KAl TOV TPITOU TPLUVOU NTAV 0PLAKT] KAL) TIPOCPATY) TIOPELX TWV TIUWV
KaTéypanhe avodikés Taoels (16taitepa tov Zemtéufplo). Emouévawg, ot mpofA€Pels yia tov mAnbwploud yia to 2023 kat To
2024 éxovv avabewpnBei mpog Ta mavw katda 0,9 kat 0,6 TOCOOTIAUES HOVASES QVTIOTOXQ, O GXE0N UE EKEIVES GTO TEVUXOG
lovAiov.

Ol TTPOOTITIKES Yia TOV puBuUo ueyéBuvong kat Tov mAnBwploud ovvodeiovtal amo kivdivoug. ETmAov, 1) YEWTOALTIKT)
afefaiotnta éxet avénbel onuavtikd oe ovykplon pe to TEVY0S lovAiov, pe MOAVES GUVETEIEG OTNV OLKOVOUIKN
SpacTnploTNTA KAt 0TS TWES TNV KUTpo katd ta emoueva tpiunva.
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1. Recent developments

Economic growth in Cyprus decelerated further in
the second quarter of 2023, but the economy
continued to show resilience, as the labour market
and economic sentiment remained robust. In the
second quarter, real GDP expanded by 2.3%, year-
on-year (y-o-y), compared with 3.3% in the first
quarter.

On the output side, the slowdown in the second
quarter was mainly driven by the contraction in real
gross value added in professional services, as well as
in financial activities. In the sector of information
and communication, growth (y-o-y) continued to
slow but remained strong. In the second quarter of
the year, growth (y-o-y) remained vigorous in the
sector of trade and hospitality, while it picked up in
industry, construction, and entertainment; in the
remaining sectors, growth was modest (as in the first
quarter).

On the expenditure side, the sharp decline in gross
capital formation and the decrease in exports
weighed on GDP growth in the second quarter. The
contraction in capital formation was mainly due to
lower investment in the categories of transport
equipment and intellectual property products; the
decrease in exports was driven by a reduction in
service exports. Private and government
consumption continued to expand (y-o-y) in the
second quarter, but at slower rates compared to the
first quarter. A large drop in imports in the second
quarter, which significantly exceeded the
contraction in exports, generated a positive
contribution of net exports to growth.

Recent developments in leading indicators suggest
that economic activity in Cyprus continued to expand
in the third quarter of 2023 (e.g. volume of retail
trade, registrations of motor vehicles, registrations
of new companies). Labour market data on
registered unemployed for the third quarter point to
favourable labour market conditions. However,
several monthly indicators suggest that domestic
activity has softened further recently (e.g. use of
credit cards, tourist arrivals, number of property sale
contracts), amid elevated prices and tighter credit
conditions.

In the third quarter of 2023, the Economic Sentiment
Indicator (ESI) rose marginally, as a result of small
confidence gains among businesses. The largest

confidence gains in the third quarter were observed
in services, owing to improvements in financial
services sentiment; confidence in hospitality and
professional  services weakened. Consumer
confidence registered further losses during the third
quarter. However, the ESI for Cyprus remained
above its long-term average and the EU-wide ESI
throughout the third quarter. Moreover, firms’
employment expectations stayed above their long-
term average in the third quarter, despite a new
deterioration. In the third quarter, economic
uncertainty in Cyprus declined further in services,
retail trade and construction, but increased in
industry and among consumers. During the third
quarter, selling price expectations eased somewhat
in industry, retail trade and services, while consumer
price expectations were revised upwards. Selling
price expectations in all sectors except industry have
remained elevated by historical standards.

The fiscal performance over the period January -
August was strong; compared with the same period
in 2022, government revenue rose faster than
expenditure, and the budget surplus increased.
Public debt decreased from EUR 24.5 billion in May
to EUR 23.5 billion in August. The long-term interest
rate for Cyprus in the third quarter stayed broadly
unchanged vis-a-vis the second quarter, at around
4%.

Domestic lending interest rates increased again
during July - August because of further monetary
policy tightening. Growth (y-o-y) in new lending
remained positive over the period January - August,
supported by a strong expansion in new business
loans, despite a contraction in new housing loans. In
July and August, the stock of loans registered further
declines, while deposits continued to grow steadily.
The ratio of non-performing loans (NPLs) to total
loans continued its downward trend in June.

In the third quarter of 2023, inflation, measured by
the Consumer Price Index (CPI), declined only
marginally, to 2.7%, from 2.9% in the second
quarter. This decline was mainly driven by the lower
inflation rates registered in the categories of
housing, water and energy, household goods, and
recreation. Nevertheless, in the third quarter, food
inflation accelerated, significantly contributing to
headline inflation.
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2. Forecasts

Projections for GDP growth and CPI inflation are
constructed using a dataset with numerous domestic
and foreign indicators, and a large number of
dynamic econometric models. Quarterly series
available up to the second quarter of 2023 were
employed. Monthly indicators that contain
information about some or all the months in the third
quarter of 2023 were also used. The cut-off date for
the data used in the analysis was 20 October 2023.

Table 1 presents the forecasts for the growth rate of
real GDP for 2023 and 2024. Based on revised
national accounts data, real GDP growth is forecast
to slow from 5.1% in 2022 to 2.4% in 2023, before
picking up to 2.8% in 2024. The forecasts for 2023
and 2024 have been revised down by 0.6 and 0.1
percentage points, respectively, in relation to those
in the July issue.

The growth outlook has been downgraded as a result
of the lower-than-expected growth rate in Cyprus in
the second quarter of 2023. Tighter credit
conditions, elevated prices, and slower growth in
Cyprus’s trading partner economies, especially the

euro area, weigh on the domestic outlook
considerably, while some leading indicators (July -
September) signal further loss of growth
momentum. The lower-than-expected growth rate
incorporated in the forecast revision also reflects the
materialisation of downside risks relating to the
impact of sanctions against Russia on external
demand for services in Cyprus, despite strong tourist
inflows. However, the outlook is supported by
favourable domestic developments over the past
months, marked by robust economic sentiment, a
resilient labour market, a strong fiscal performance,
and increases in new business loans.

Table 1 also shows the forecasts obtained from the
different components (groups of models) and the
weights assigned to these forecasts in shaping the
final forecasts. The real economy component (which
is based on factors estimated from real activity and
labour market indicators) and the component
relating to economic aspects other than the real
economy take very small weights.! The component
that combines information on both the real economy
and other economic aspects plays a key role in
forming the final forecasts.2

Table 1: GDP growth forecasts and components

YEAR 2023 2024
FORECAST 2.4 2.8
FORECAST BY FORECAST BY
WEIGHT COMPONENT WEIGHT COMPONENT
COMPONENTS
I. Real economy 0.49 2.4 0.40 29
I1. Aspects other than real economy 0.58 24 046 29
[11. Real economy and other aspects 98.94 24 99.14 2.8
Fiscal 533 24 5.34 2.8
Prices 12.26 24 1240 2.7
Exchange rates 3.15 25 323 31
Interest rates, spreads 17.09 24 18.16 24
Stock markets 14.04 2.5 12.80 3.2
Economic sentiment, uncertainty 3795 24 37.63 29
Loans, deposits 9.11 2.5 9.59 29

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
concerning aspects other than the real economy is based on
indicators such as interest rates, stock market returns, economic
sentiment indicators, exchange rates, domestic and foreign price
indices, international commodity prices, fiscal indicators, loans
and deposits. Monthly information within the forecast horizon
(monthly leads) is included in the models if available.

2 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 carrying out the project “Business
and Consumer Surveys” in Cyprus.
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The main factors that shape the outlook for 2023 and
2024 are broadly similar to those that influenced the
forecasts in the July issue.

eReal economy. In the second quarter of 2023, real
activity and employment in Cyprus continued to
expand (y-o-y), but at slower rates compared to
those registered in previous quarters. Several
domestic leading indicators for the period July -
September suggest that economic activity and the
labour market have remained robust. Moreover,
unemployment in trading partner economies (e.g.
EU, UK) has stayed at very low levels. Amid the
global economic slowdown, the above
developments are expected to support growth in
Cyprus in the short run. However, growth prospects
have been adversely affected by the slowdown in
trading partner economies in the first half of 2023,
as well as by further weakening in EU activity
during the third quarter, as signalled by indicators
on manufacturing production and retail trade
turnover. Similarly, the softening in domestic
activity, mainly reflected in third quarter data
relating to external demand (e.g. foreign credit
cards used in Cyprus, tourist arrivals, property
sales to foreign buyers), has also dampened the
outlook, especially for 2023.

eFEconomic confidence. During the second quarter,
domestic economic sentiment remained strong and
survey-based uncertainty was relatively low,
generating positive effects on growth. Moreover,
improvements in business confidence registered in
the third quarter of 2023, which kept the overall
economic sentiment at high levels, are expected to
benefit short-term growth. However, recent survey
data for Cyprus reveal that challenges to the
domestic outlook have intensified in recent months,
as confidence among consumers and firms in the
sectors of hospitality and professional services has
slid. Weakening economic sentiment in the EU and
the euro area has weighed on the growth prospects
significantly, while recent improvements in
consumer confidence in the UK have positively
affected the outlook.

eFinancial conditions. Monetary policy in the euro
area continued to tighten, with new increases in the
key ECB interest rates in August and September, to
bring inflation back to its medium-term target.
Consequently, higher sovereign and private sector
borrowing costs in the euro area have pushed the

growth forecasts down. The rise in domestic
lending interest rates over the past months has
produced particularly dampening effects on growth
throughout the forecast horizon. On the other hand,
y-0-y increases in new business loans, and
favourable conditions in the domestic banking
sector (e.g. declining NPLs, steady deposit growth)
are expected to back growth, especially in 2024.
Also, improvements in domestic and international
stock market indices, and relatively low market
volatility during the second and third quarters have
generated positive effects on the outlook.

eFiscal performance. The strong fiscal performance
in Cyprus continued over the period January -
August, as the fiscal balance remained in surplus,
and the debt-to-GDP ratio stayed on a downward
trend. The above positive developments in public
finances are expected to benefit growth, by creating
fiscal space amid the global slowdown, and by
supporting domestic economic sentiment and
investor confidence.

e Price developments. Since the beginning of 2023,
international oil and food prices have been
registering y-o-y declines. The deceleration of
inflation in the first half of 2023, mainly because of
lower energy prices, is projected to facilitate
growth through positive effects on real incomes.
However, price developments during the third
quarter seem to cloud the outlook. The y-o-y
declines in international oil and food prices
moderated in the third quarter, as oil and food
monthly prices started rising in July and September,
respectively. Domestic inflation moved up in
August and September, while inflation uncertainty
(reflected in changes in price expectations)
remained elevated in the third quarter. Although
inflation in trading partner economies (e.g. euro
area, UK) has registered steady declines in the first
three quarters of 2023, it remains well above target,
weighing on real incomes. Wage growth in Cyprus
(which exceeded inflation in the first half of 2023),
as well as past and newly introduced fiscal
measures to mitigate the effects of inflationary
pressures, are expected to benefit economic
activity.

There are both downside and upside risks to the

growth outlook. Geopolitical uncertainty has

increased considerably compared to the July issue,
with possible effects on economic activity in Cyprus
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over the following quarters. Downside risks to the
outlook for Cyprus could arise from lower-than-
expected growth in trading partner economies,
especially the euro area, and lower external demand
(e.g. tourism and investment demand) as a result of
the Israel - Gaza war. Renewed upward pressures on
international commodity prices, triggered by
increased geopolitical tensions, will negatively
impact real incomes and weigh on growth prospects.

Although the key ECB interest rates have remained
unchanged in October, downside risks to the outlook
for Cyprus continue to stem from tighter credit
conditions. The past increases in interest rates which
have raised debt servicing costs considerably, could
lead to higher credit risk, amid slowing growth and
ongoing uncertainties around the implementation of
the foreclosure law. A reversal of the declining trend
in NPLs could dent the capital position of the
domestic banking sector, and negatively affect
economic confidence and activity.

Moreover, pressures on public finances, with
adverse effects on confidence and growth, may arise
from spending that reduces fiscal space (e.g.
increases in public sector wage bill, universal or not
effectively targeted measures to alleviate the rising
cost of living), particularly in conditions of
slowdown.

Upside risks to the outlook could result from the
positive effects of public and private investment
projects in Cyprus which have not been reflected in
published data. Fiscal measures to address the rising
cost of living, especially those targeted to vulnerable
households and measures promoting the green
transition, are expected to support activity, without
adding to inflation pressures. Moreover, the recently
announced measures to tackle the housing problem
in Cyprus are expected to positively influence the
growth prospects. Also, stronger-than-expected
external demand may lead to higher-than-projected
growth rates, especially if Cyprus is viewed as a safe
haven in the Middle East region.

CPI inflation is forecast to decrease from 8.4% in
2022 to 3.9% in 2023 and 2.6% in 2024. The main
drivers of the projected inflation deceleration
include the declines in international oil (and to a
smaller extent food) prices, especially those

3 CPI inflation forecasts are constructed using a methodology
similar to that described for GDP growth forecasts.

registered during the first half of 2023, the drop in
domestic inflation between the first and second
quarters, and tighter credit conditions.3 However,
compared to the forecasts in the July issue, the
inflation outlook for 2023 and 2024 has been lifted
by 0.9 and 0.6 percentage points, respectively. The
large upward revisions have resulted from
developments during the third quarter of 2023. In
the third quarter, global oil and food prices remained
below their peaks reached in the spring of 2022; but
compared to the second quarter, oil prices rose, and
food prices stayed almost flat because of increases in
September. After one year on a declining path,
domestic inflation rose in August and September,
contributing significantly to the upward revisions.
Moreover, domestic economic sentiment and the
labour market remained robust, while consumer
price expectations moved up during the third
quarter, adding to the inflation forecasts.

There are both upside and downside risks to the
inflation outlook. Increased geopolitical uncertainty
as a result of the Israel - Gaza war and the ongoing
war in Ukraine may intensify upward pressures on
international commodity prices, leading to higher-
than-projected inflation. Upward pressures on
commodity prices, especially food prices, may stem
from climate risks. Other factors that could lead to
higher-than-forecast inflation include the following:
stronger-than-expected demand; strong wage
growth driven by a robust labour market and the
Cost-of-Living Allowance; universal fiscal measures
that reduce prices through tax cuts.

Downside risks to the inflation outlook may result
from the impact of tighter credit conditions on
domestic and global activity, and weaker-than-
anticipated demand, mainly because of geopolitical
tensions in the Middle East. Also, downside risks to
the inflation forecasts are associated with faster
declines in international commodity prices, and a
further appreciation of the euro.

3. Concluding remarks

Quarterly and monthly series released up until 20
October 2023 were employed in dynamic
econometric models to construct forecasts for GDP
growth and CPI inflation.
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GDP growth in Cyprus decelerated further in the
second quarter of 2023, resulting in a lower-than-
expected growth rate. Consequently, the growth
outlook has been downgraded. Real GDP growth is
forecast to decelerate from 5.1% in 2022 to 2.4% in
2023, a downward revision by 0.6 percentage points
in relation to the July issue. Growth in 2024 is
projected at 2.8%, down by 0.1 percentage point
compared to the July issue. Tighter credit conditions,
elevated prices, and the slowdown in Cyprus’s
trading partner economies (especially the euro area)
weigh on domestic growth prospects considerably.
Moreover, third quarter indicators, mainly relating
to external demand, suggest that domestic activity
has softened further. Nevertheless, there are factors
that support the growth outlook; these factors
include: favourable labour market conditions,
resilient business confidence in Cyprus, growth in
new business loans, further improvements in stock
market indices, and a strong fiscal performance.

Forecasts by other organisations also point to a
growth slowdown in 2023, followed by a small
improvementin 2024. Real GDP growth in Cyprus for
2023 is forecast at 2.4% by the Central Bank and the
Ministry of Finance. For 2023, the International
Monetary Fund forecasts growth in Cyprus at 2.2%.
For 2024, the Central Bank and the International
Monetary Fund project growth in Cyprus at 2.7%,
while the growth forecast by the Ministry of Finance
is 2.9%. 11-B31

CPI inflation is forecast to decrease from 8.4% in
2022 t0 3.9% in 2023 and 2.6% in 2024, mainly as a
result of tighter credit conditions, and past declines

in international commodity prices and domestic
inflation. The decline in CPI inflation in Cyprus
between the second and third quarters was
marginal. In August and September, domestic
inflation showed an uptick and the annual declines in
global oil prices moderated significantly. The above
price developments have pushed inflation forecasts
for 2023 and 2024 higher by 0.9 and 0.6 percentage
points, respectively, relative to those in the July
issue.

The outlook for growth and inflation is accompanied
by downside and upside risks. Moreover, geopolitical
uncertainty has increased considerably compared to
the July issue, with possible effects on economic
activity and prices in Cyprus over the following
quarters.

REFERENCES

1. Central Bank of Cyprus. 2023. Macroeconomic Projections
for the Economy of Cyprus. September (in Greek). Available
at:
https://www.centralbank.cy/el/announcements/projections-
september-2023-25-09-2023

2. International Monetary Fund. 2023. World Economic
Outlook: Navigating Global Divergences. Washington, DC.
October.

3. Ministry of Finance. 2023. Economic Developments 2023
and Prospects 2024-2026. October (in Greek). Available at:

https://mof.gov.cy/assets/modules/wnp/articles /202310

/1488 /docs/financial report 2023 gr online.pdf

Economics Research Centre

University of Cyprus
Website: https://www.ucy.ac.cylerc/en/

The bulletin reflects only the authors’ views.”

* Research team:
Vasiliki Bozani (email: bozani.vasiliki@ucy.ac.cy)

Marianna Charalambous (email: charalambous.a.marianna@ucy.ac.cy)
Niki Demosthenous (email: demosthenous.niki@ucy.ac.cy)
Nicoletta Pashourtidou (email: pashourtidou.nicoletta@ucy.ac.cy)

The material in this document can be copied, distributed, transmitted and otherwise disseminated, but the source must be acknowledged.



https://www.centralbank.cy/el/announcements/projections-september-2023-25-09-2023
https://www.centralbank.cy/el/announcements/projections-september-2023-25-09-2023
https://mof.gov.cy/assets/modules/wnp/articles/202310/1488/docs/financial_report_2023_gr_online.pdf
https://mof.gov.cy/assets/modules/wnp/articles/202310/1488/docs/financial_report_2023_gr_online.pdf
https://www.ucy.ac.cy/erc/en/
mailto:charalambous.a.marianna@ucy.ac.cy
mailto:pashourtidou.nicoletta@ucy.ac.cy

