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Staff teams from the European Commission (EC), European Central Bank (ECB), and the 
International Monetary Fund (IMF) visited Nicosia from 29 January to 11 February 2014 for the 
third review of Cyprus' economic adjustment programme, which is supported by financial assistance 
from the European Stability Mechanism (ESM) and the IMF. The objectives of Cyprus’ programme are to 
restore financial sector stability, strengthen public finance sustainability, and adopt structural reforms so 
as to support sustainable and balanced long-run growth.  

Cyprus’ programme remains on track. Fiscal targets for 2013 have been met with considerable margin, 
due to both continued prudent budget execution and a less severe recession than anticipated. Signs of 
stabilisation are emerging in the banking sector, although significant challenges remain. Despite some 
delays, structural reforms are also advancing. Given the prevailing substantial risks, continued full and 
timely policy implementation remains essential for the success of the programme.  

The macroeconomic outlook remains challenging. While the recession has been less pronounced than 
expected in 2013, GDP is forecast to decline by broadly the same magnitude as expected in the last 
review (-4.8%) in 2014, despite continued improvements in business sentiment and consumer confidence 
indicators. The need for an adjustment of private and public sector debt from the current high levels will 
continue to act as a drag on growth. The economy is projected to return to modest growth next year. 
Nonetheless, risks to the outlook remain on the downside.  

There has been further progress toward the restructuring of the financial sector, and dealing with 
the high level of non-performing loans is now a priority. The restructuring plan of Bank of Cyprus was 
approved by the Central Bank of Cyprus in November 2013. The consolidation process of the cooperative 
credit institutions has continued and their restructuring plan was approved by the Commission in 
February 2014, which enabled the recapitalisation with programme money.  Deposit outflows have 
slowed and banks' liquidity buffers have strengthened. Reforms to supervision and regulation have also 
progressed satisfactorily. With key milestones in the authorities’ roadmap now completed, the second 
phase of gradual relaxations of restrictions has started. Despite this progress, challenges remain, notably 
relating to the need to clean up banks’ balance sheets and reduce of private sector indebtedness. Both are 
needed in order to restore credit and sustainable growth and require the establishment of an appropriate 
debt restructuring framework. Work also needs to continue on strengthening the implementation of 
banking sector regulation and supervision as well as of the anti-money laundering framework. 

Fiscal performance has remained strong. The 2013 government deficit is estimated around at 2 
percentage points lower than targeted, while the 2014 fiscal deficit is projected to be about 1 percentage 
point lower than anticipated earlier. Building on the strong fiscal performance to date, the authorities will 
need to continue to implement their budget prudently. As agreed at the onset of the programme, an 
additional adjustment will be necessary in the outer years to attain the long run objective of a sustained 4 
percent of GDP primary surplus, which is needed to place public debt on a sustainable downward path. 

The implementation of structural reforms has also advanced, although some reforms need to be 
accelerated. Progress was notably observed in revenue administration reform, which aims to improve the 
efficiency of collection; in public financial management, with the adoption of the fiscal responsibility and 
budget systems law; in immovable property tax reform, with the objective of improving the fairness of the 
tax burden; and in improving labour market activation policies. However, a key priority is the adoption of 
a social welfare reform, which will introduce a guaranteed minimum income scheme, so as to provide 
adequate social protection for vulnerable households during the current downturn. Following the adoption 
of the privatisation law on 4 March, the privatisation plan must now be implemented without delay. 

The review has now concluded, with all necessary decisions by the Eurogroup, the ESM Board of 
Directors, and the Executive Board of the IMF having been taken by early April. Its approval paves 
the way for the disbursement of EUR 150m by the ESM, and about EUR 86m by the IMF. 
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The report assesses compliance with the terms 
and conditions set out in the updated MoU, 
which was updated following the second review 
mission and agreed upon between the Cypriot 
authorities and the programme partners, i.e. the 
European Commission (EC), the European Central 
Bank (ECB) and the International Monetary Fund 
(IMF). On 24 April 2013, the European Stability 
Mechanism (ESM) Board of Governors approved 
the MoU. Vice President of the European 
Commission, responsible for economic and 
monetary affairs and the euro Olli Rehn signed the 
first MoU on 26 April 2013 and the updated MoU 
following the second review mission on 18 
December 2013. 

The 3-year programme entails external 
financing by the ESM and the IMF of some 
EUR 10bn, for possible fiscal financing needs and 
support to the banking system. Around 90% of the 
programme envelope will be financed by the ESM, 
while the remainder will be financed by the IMF 
under an Extended Fund Facility.  

A joint EC/ECB/IMF staff mission visited 
Nicosia from 29 January to 11 February 2014 
for the third quarterly mission and concluded 
that the economic adjustment programme 
remains on track. 

By the time of publication, the two prior actions 
in the updated MoU for the granting of 

the fourth disbursement had been met. The two 
prior actions concerned the adoption of the Fiscal 
Responsibility and Budget System Law (FRBSL) 
and the Privatisation Law. The FRBSL is an 
umbrella law encompassing macro-fiscal policy-
making, as well as budget formulation, approval 
and execution. It transposes the EU directives, 
notably the Two-Packs, and foresees the creation 
of a Fiscal Council. The Privatisation Law sets up 
the institutional framework for privatisation. 

A successful completion of the third review 
should pave the way for the disbursement of 
EUR 150m by the ESM, and about EUR 86m 
by the IMF. This will bring the total amount 
authorised for disbursement under the programme 
to just above 50% of the overall international 
assistance of EUR 10bn. 

The report is organised as follows. Section 2 
examines recent macroeconomic, fiscal and 
financial developments. A detailed assessment of 
compliance of programme conditionality is 
reported in Section 3. Section 4 looks at 
programme financing and debt sustainability, 
while Section 5 discusses risks to the programme. 
Annex 1 contains a comprehensive monitoring 
table with an assessment of programme 
conditionality. Background tables are presented in 
Annex 2 and 3. Programme documents are in 
Annex 4. 
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2.1. MACROECONOMIC DEVELOPMENTS AND 
OUTLOOK 

The unwinding of macroeconomic imbalances 
continued and remained a drag on economic 
activity in 2013. (1) The macroeconomic 
environment remained difficult, notably due to the 
lack of credit intermediation, weakening corporate 
profits in most sectors of the economy, private and 
public deleveraging and worsening labour market 
conditions. While non-financial corporations are 
gradually reducing their debt, declining disposable 
income of households made the needed household 
deleveraging more challenging and slower than 
expected. Business sentiment and consumer 
confidence indicators continued to drift upward 
(Graph 2.1). Despite the difficult macroeconomic 
environment, some sectors such as tourism and 
professional business services have proved more 
resilient than previously foreseen.    

Graph 2.1: Economic sentiment and consumer 
confidence indicators 

 
Source: DG ECFIN. 

Real GDP continued its slide in the third 
quarter of 2013, although at a slower pace than 
in the second quarter and to a lesser extent than 
envisaged in the second review forecast. This 
better performance was largely due to less weak 
private consumption despite deteriorating labour 
market conditions. The resilience of private 

                                                           
(1) While the forecast finalised at the end of the mission 

projected GDP to contract by -6.0% in 2013, the flash 
estimate suggest a decline of -5.4%, see footnote 2. 

consumption reflects the effort of households to 
smooth consumption to sustain living standards, 
helped by, to some extent, the dissolution of some 
provident funds (see Box 2.3). The underlying 
weakness in gross fixed capital formation 
continued, while the annual decline in both imports 
and exports decelerated significantly, with still a 
positive contribution of external demand to GDP 
growth.  

Most sectors displayed negative annual growth 
rates in third quarter of 2013. The contraction in 
construction, financial and insurance services was 
particularly pronounced and accelerated, while 
tourism showed some sign of improvement. 
Investment has declined sharply even though 
corporate profits (defined in terms of gross 
operating surplus) only recently have started to 
decline (Graph 2.2), supported by significant 
labour cost adjustments (see Box 2.1). Only in 
manufacturing and tourist oriented industries has 
the gross operating surplus held up relatively well, 
the latter reflecting a strong rebound in tourist 
arrivals in the second half of 2013. In the 
construction sector, however, the decline in value 
added has outpaced the adjustment in labour cost, 
and profit margins have been narrowing further.  

Graph 2.2: Corporate profits and real investment 

 
Source: Commission services. 

The current account adjustment continued in 
the third quarter of 2013 (Graph 2.3). This was 
largely due to a notable decline in import of goods, 
though at a lower rate than in the previous quarter, 
combined with better export performance,  
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reflecting higher tourism receipts, which 
nevertheless was partly offset by further decline in  

export of financial and other business services. As 
a result, the current account recorded a deficit of 
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2.5% in the year up to Q3 of 2013 compared to a 
deficit of 5.0% of GDP in the corresponding 
period of 2012.  

Graph 2.3: Current account 

 
(1) 4 -quarter rolling sum. Negative values correspond to net 
imports/payments, while positive to net exports/receipts 
Source: Eurostat. 

The labour market has proved flexible and 
compensation per employee has adjusted 
further downwards. This has curbed the fall in 
employment and, together with migration 
outflows, served to help limit the increases in the 
unemployment rate, which nevertheless reached 
unprecedented levels at the end of 2013 (17.5%), 
with youth unemployment close to 40%. The 
annual decline in compensation of employees 
continued to gain speed in the Q3, accelerating the 
fall in unit labour costs (Graph 2.4).  

The house prices decline intensified in the third 
quarter of 2013, with the trend likely to 
continue in 2014.  Between the peak in mid-2008 
and the third quarter of 2013, residential property 
prices were down by more than 22%, only partially 
reversing some of the increase since 2004. The fall 
in house prices reflects subdued  demand for 
residential properties on the back of worsening 
income prospects and tight credit conditions, with 
the stock of MFI loans for house purchases 
continuing to slide. According to the Bank 
Lending Survey, further net tightening of credit 
supply for house purchases is expected in the 
beginning of 2014, while net demand of credit will 
remain as weak as at the end of 2013.  

Graph 2.4: Unit labour costs, selected industries. 

 
(1) Manufacturing, (2) Wholesale and retail trade, transport, 
accommodation and food service activities (3) Financial 
and insurance activities (4) Professional and administrative 
service activities (5) Public administration, etc., (6) total. 
Source: Commission services. 

HICP inflation continued to ease in the third 
quarter of 2013, and turned negative in October 
(Graph 2.5). Amid a weak economic environment, 
core inflation fell further, with its two largest 
components (non-energy industrial goods, and 
services) in negative territory. The annual change 
for processed food remained positive, albeit small 
and moderating. 

Real GDP was down by 5.3% y-o-y in the 
fourth quarter, according to the flash estimate, 
almost ½ pp less than in the previous 
quarter. This is broadly in line with what was 
suggested by a wide range of short term indicators 
(Box 2.2) and better than forecast at the end of the 
mission.(2) While the expenditure and supply 
breakdown is unavailable at the time of drafting, 
short term indicators suggest that the decline in 
GDP continues to be broad-based, with  
contractions in secondary sectors (construction and 
manufacturing), as well as in banking, transport, 
trade and other services. Tourism is likely to have 
held up well. 

 

 

                                                           
(2) The Q4 flash estimate was released on 14 February, after 

the finalisation of the macroeconomic forecast during the 
mission, and has therefore not been taken into 
consideration for the revised forecast. 
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Graph 2.5: HICP inflation 

 
Source: Eurostat. 

The recession is expected to continue in 2014, 
with real GDP declining by 4.8% (Table 2.1). 
Domestic demand is expected to remain weak 
reflecting the significant, though more gradual 
than initially expected, deleveraging process in the 
private sector (following more robust consumption 
in 2013), together with further worsening of labour 
market conditions and wage adjustments.  
Unemployment is foreseen to increase further to 
close to 20% of the labour force, while HICP 
inflation will remain subdued.  

In 2015, GDP growth is forecast to return to 
positive territory alongside a strengthening of 
domestic demand. Domestic demand has been 
revised somewhat down, reflecting slower and 
more protracted than initially expected 
deleveraging by both households and corporates, 
which will gradually remove impediments to more 
balanced growth over time. This downward 
revision is offset by a more positive view on 
exports, driven by the tourist sector. At the same 
time, the restoration of confidence in the banking 
sector is expected to gradually loosen the tight 
credit conditions, thus supporting domestic 
demand. Reflecting the expected pick-up in 
domestic demand in 2015, the labour market will 
recover slowly and HICP inflation will accelerate, 
albeit remaining well below 2%.  

Risks to the economic projections remain tilted 
to the downside. On the domestic front, slow 
resolution of non-performing loans and tight credit 
supply conditions could pose considerable risks to 
the real side of the economy. In addition, a slower 
household deleveraging could prolong the needed 
deleveraging process (Box 2.3). Moreover, a 
further worsening of labour market conditions 
could lead to a more prolonged weakness of 
business and consumer confidence. Upside risks 
for the Cypriot economy relate to possible 

 

Table 2.1: Main features of macroeconomic forecast 

 
The table reflects information available prior to the cut-off date, 11 February 2014, and does not take into account the Q4 
flash estimate which was released on 14 February, (1)Eurostat definition, % of labour force. (2) Percent of GDP. 
Source: Commission services. 
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improvements in the external outlook and a more 
competitive tourist sector. 

2.2. FISCAL DEVELOPMENTS AND OUTLOOK 

The general government budget deficit for 2013 
is estimated to have reached 5.5% of GDP, 
compared to 7.8% of GDP projected in the 
second review. (3) This outcome largely reflects 
the significant fiscal consolidation measures 
undertaken in line with the MoU, tight expenditure 
control and a milder-than-expected recession. 
Despite weakening trends in the collection of 

                                                           
(3) 2013 data will be validated by Eurostat on 25 April 2014 

and may be subject to revisions. 

certain taxes, and including the compensation of 
retirement funds that held deposits in Cyprus 
Popular Bank (CPB), the primary balance outcome 
for 2013 over-performed the November 2013 
projection by around 1.8 pps.  

Tight expenditure control significantly 
contributed to the 2013 outcome. With the 
exception of social transfer which has been 
negatively affected by adverse labour market 
developments, all main primary expenditure 
categories decreased, as compared to 2012. The 
early retirement wave in the public sector 
continued in 2013, although at a somewhat lower 
magnitude than in 2012. The corresponding high 
gratuity payments were however more than offset  
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by decreasing public sector employment and 
further measures to reduce the public sector wage 
bill. Even excluding the signing fees for gas 
exploration (1% of GDP), which have been 
statistically treated as negative capital expenditure, 
the fall in capital expenditure reached 33% y-o-y. 
This was mainly driven by the completion of a 
significant amount of investment projects in 2012 
or their cancelation/suspension during 2013, 
together with a drop in construction prices. The 
interest bill ended up 0.5% of GDP lower than 
expected during the second review, largely due to 
the statistical treatment of the CPB bond yield 
(Box 2.4) and a lower than expected interest bill 
for foreign loans which are mostly based on the 
EURIBOR. The 30% y-o-y increase in other 
current expenditure was driven by the one-off 
compensation of provident and retirement funds in 
CPB (1.8% of GDP).  

Tax revenue collection showed some weakening 
trend in 2013, while social contributions 
performed comparatively better. Revenue 
measures were implemented with determination 
and contributed to achieve tax revenues in line 
with last review's forecast. However, net of the 
effect of measures taken in 2012 and 2013, tax 
elasticities with respect to the tax base appear high, 
particularly for taxes on production and imports. 
On the other hand, social contributions exhibited a 
very low elasticity, thus decreasing less than 
initially expected. 

During the third review, programme partners 
and the authorities agreed on an updated fiscal 
forecast, based on the updated macroeconomic 
projections and latest budgetary developments. 
The 2014 primary deficit is forecast to be 1.3 pps 
of GDP lower than projected in the second review. 
This is mainly due to the carry-over from the 
better-than-projected outcome in 2013 as well as 

high expected dividend income. In 2015 and 2016, 
the projections remain largely unchanged, in line 
with the broadly stable macroeconomic projections 
for these years. The carry-over from the better 
performance in previous years is absorbed by a 
decrease in unspecified measures by ¾% of GDP, 
compared to those included in the second review 
projections. 

Graph 2.6: Budget execution, general government 2013 

 
(*) The 2013 outturn includes the impact of permanent fiscal 
measures of 2.1% of GDP on the revenue side and 2.4% of 
GDP on the expenditure side. 
Source: Ministry of Finance. 

 

 

Table 2.2: Key macroeconomic and budgetary developments 2011-2016 

 
The table reflects information available prior to the cut-off date, 11 February 2014, and does not take into account the Q4 
flash estimate which was released on 14 February, (1) Percentage change, (2) % of potential output, (3) incl. compensation 
of pension funds, estimated to amount to 1.8% of GDP, (4) % of GDP.  
Source: Commission services. 
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The estimated debt-to-GDP ratio for 2013 is 
about 2pps lower than expected in November 
2013, reflecting the lower deficit. The second 
disbursement of EUR 100m took place in 
December 2013. The debt-to-GDP ratio is 
expected to have reached 112% of GDP in 2013.  
It is projected to peak at 126% in 2015, and to 
gradually decline towards 104% in 2020. 

2.3. FINANCIAL MARKETS AND FINANCIAL 
SECTOR DEVELOPMENTS 

The stabilisation of the financial sector has 
progressed further, even though the quality of 
bank assets continued to deteriorate. The 
moderation of deposit outflows helped banks 
improve their liquidity buffers. The approval in 
November 2013 by the Central Bank of Cyprus of 
the restructuring plan of Bank of Cyprus and the 
submission at end-January 2014 of the 
restructuring plan of the Cooperative Central Bank 
to the European Commission as well as their 
strong commitment for quick and ambitious 
realisation have likely supported the regain in 
confidence in the banking sector. Nevertheless, 
financial stability warrants further monitoring, in 
light of the undercapitalisation risks posed by the 
increasing non-performing loans, with arrears' 

management posing the strongest challenge for 
banks to maintain an adequate capital level. 

Graph 2.7: Financial soundness indicators 

 
Source: Central Bank of Cyprus 

 

 

Table 2.3: Fiscal accounts, projections for 2014 - 2016 

 
(1) The February projection for 2014 includes the expected increase in the distribution of dividends by the CBC compared to 
the previous year. The 2015 and 2016 numbers will be adjusted once decisions are taken by the CBC on dividends in these 
years, in line with its duties under the Treaties and the Statute.  (2) For 2013, this includes compensation of pension funds 
amounting to 1.8% of GDP in 2013.  (3) For 2013, this includes signing fees for gas exploration amounting to 1.1% of GDP, 
which are treated as negative capital expenditure (disposal of non-produced assets). 
Source: Ministry of Finance. 
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Graph 2.8: Loans and deposits 

 
Source: Central Bank of Cyprus 

Despite continued deterioration in the quality of 
banks' assets, the sector remains sufficiently 
capitalised. Towards the end of 2013, non-
performing loans (NPLs) on local operations 
reached, according to the newly introduced 
definition since June 2013, 38% and 44% of total 
credit facilities granted by banks and cooperative 
credit institutions, respectively (Graph 2.7). 
Despite this significant increase, banks' aggregate 
core Tier 1 ratio was just below 12% in September 
2013, reflecting the successful recapitalisations of 
Bank of Cyprus and Hellenic Bank. For the coops, 
and prior to the injection of capital by the state in 
the Cooperative Central Bank planned for March 
2014, this ratio stood at 10.7%.  

Graph 2.9: Eurosystem lending to MFIs in Cyprus 

 
Source: Central Bank of Cyprus. 

Banks' liquidity has improved on the back of 
normalising deposit movements. Domestic banks 
continued to experience deposit outflows, but at a 
much lower rate. Foreign banks benefitted from 
significant non-resident deposit growth of about 
10% in the fourth quarter of 2013. As a result, total 
monthly deposits outflows slowed to EUR 77min 
December, from EUR 971m in September. The 
loan-to-deposit ratio with reference to resident 
non-MFIs has stayed stable during the second half 
of 2013 at around 135% (Graph 2.8). Nevertheless, 
the continued reduction in banks' assets, notably 
related to the repayment of loans, helped banks to 
improve their liquidity buffers, despite the decline 
in deposits. As a result, the sector's overall reliance 
on borrowing from the Eurosystem declined from 
EUR 11.5bn in July to EUR 11.3bn in November 
2013 (Graph 2.9).  

The correction of the excessive household and 
corporate indebtedness has continued. The 
contraction of loans to households has accelerated 
and reached -6.8% y-o-y in December 2013 
(Graph 2.10). Credit to non- financial corporates 
also further declined, reaching -4.2% in December, 
although at a slower pace than loans to households. 

Graph 2.10: Bank loans in Cyprus and the euro area 

 
Source: Central Bank of Cyprus 

The cost of new credit remains high relative to 
deposit remuneration. The Central Bank of 
Cyprus' regulatory effort to bring down deposit 
rates has produced the expected result since the 
second half of 2013 (Graph 2.11). While the cost 
of new lending has shown signs of moderation, 
especially with respect to corporate loans, the 
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decline in lending rates has been less pronounced 
and more volatile than the fall of deposit rates. As 
a result, banks' interest margins have improved, 
most noticeably in the households' segment, where 
they have jumped from around 1% at the 
beginning of 2013 to above 2.5% most recently. 

Graph 2.11: Interest on new loans and deposits 

 
Source: Central Bank of Cyprus. 

 

  

 

 

 

 

 

 




