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Summary

Real GDP growth in Cyprus is projected at 3.7% in 2021 and 3.8% in 2022. The growth forecasts have been revised
upwards relative to the forecasts in the previous issue. The upward revisions were mainly driven by the pickup in
real activity in the first quarter of 2021 vis-a-vis the final quarter of 2020, as well as by substantial improvements
in the second quarter of 2021, signalled by business and consumer confidence indicators for Cyprus and the EU.

Downside risks to the outlook stem from setbacks to the gradual normalisation of activities due to new waves of
COVID-19 infections, new virus variants and delays in the vaccination coverage, particularly among younger age
groups. Downside risks are also associated with the path of external demand for tourist services that depends on
the epidemiological conditions and vaccination coverage in Cyprus and abroad.

As the pandemic persists, downside risks may emerge as a result of the high levels of public and private
indebtedness in conjunction with delays in key structural reforms and uncertainty around the foreclosure
framework. Upward pressures on public finances and NPLs, as the pandemic evolves, may undermine the country’s
credit rating position and weigh on banks’ balance sheets, limiting the growth prospects.

On the upside, a pickup in the pace of vaccinations in Cyprus and abroad, leading to improvements in the
epidemiological conditions could boost demand, especially for tourist services. The implementation of Cyprus’s
Recovery and Resilience Plan is expected to directly affect domestic activity and employment through higher
investment, and enhance the country’s growth potential via reforms.

In 2021 and 2022, CPI inflation is projected at 1.6% and 1.8%, respectively, as demand is expected to recover.
lobALog 2021
MepiAnyn

H kvmmpLockny otkovouia poBAETETAL VX KXTXYPXWEL LYnAoUg puBLoUs avakauywns To 2021 kot 2022, UETX T
ouppikvwon Tov 2020 Adyw Tn¢g mavénuicg COVID-19, kxBus oVaXUEVETOL OTXSLOKI} ETTLOTPOPI] OTNV
KXVOVIKOTNTX KoL xU&Enom Tng €euPorlaoTikiic kaAvywng. O pubuog ueyebuvomg tou mpoayuxtikouv AETT
exTiuaTal o€ 3,7% yix o 2021 ko o€ 3,8% yix To 2022. Ot mpoBAEWeLc exouvv aevaBewpnBel TTpog Tox TTovw
KUPILWE WE XTTOTEAETUX TNG XUENOMS TNG TIPXYUNTIKIIG SpXOTNPLOTNTHG TO TIPWTO Tplunvo Tov 2021 o€ oxeon
ME To TEAevTio Tpiunvo Touv 2020, kB¢ KAl OTIUXVTIKWY BEATILWITEWY KXTX TO dEUTEPO Tpiunvo Tov 2021
TTOU XTTOTUTTWVOVTAL OTOUS OELKTES OLKOVOULKIIG EUTTLIOTOOUVIS TNS KUTtTpou kot Tng EE.

ITBavoi kivéuvol yiax dSUOLIEVEOTEPES OTTO TIG TIPOPAETTOLEVES TIPOOTITIKES TTNYXLOUV XTTO XVXTPOTIES OTI]
OTXOLXKT] ETTLOTPOPI} TTIV KXVOVIKOTI T ACYW VEWV KUUXTWY TNG TTAVONUIXG, VEWY TTXPXAAXYWV TOU 10U K&t
kaBuoTeprioewy ornv eUPOALXOTIKI) KoAuwn, OIS TwV VEXPOTEPWY NALKIXKWYV ouadwy. H mopela Tng
eEwWTEPLKIIS TITNOTIS YiX TO KUTTPLXKO TOUPLOTLKO TIPOILOV, ETTIOTIG, EUTTEPLEXEL KIVOUVOUGS, KPOoU EEXPTXTAL XTTO
TIG EMONULOAOYIKES OUVOINKES, OULTIEPIAXUPXVOLEVWY TWV EUPOALoUY, oTnv KUTTPO Kot 0TO EEWTEPLKO.
Evoow n mmavénuic ouveXiTETAL, EVOEXETAL VX TIPOKUWOUV KLVOUVOL YIX TIG TIPOOTITIKEG WS XTTOTEAEOUX TOU
vYnAoU dnuOOIOU Kol LOLWTIKOU XPEOUS O€ OUVOUXOUO HE KXBUOTEPHOELS OTNV €Papuoyri OTUXVTIKWOV
StapBpwTtikwv uetappuvBuioewv kot aBeaoTNT YUpw XTIO TO TTAKXIOT0 EKTTOLIOEWV. AVOSIKES TTLEDELS 0T
OnNuUOoIY OLKOVOULKX KXL OTXX [ €EUTINPETOUNEVX dOVELX, €V 1) TTavonuia BplokeTan okouox o€ eEeALEN,
EVOEXETAL VX UTTOVOUEUOOUV TV TLOTOANTITIKI] &&LOACYNOm TNG XWPOKS KXL VX ETPXpUVOVY TOUS
LOOAOYLOUOUS TWV TPATTECWY, TTEPLOPLTOVTAGS TIS TIPOOTTTIKES XVATITUENG.

KoAUTEPEC TTPOOTITIKEG XTTO TIG TTPOPAETIOUEVES UTTOPOUV VX SLauopPpwBolv orro evdvvauwon tne Lnitnome,
LOlWGS Yl TOUPLOTIKES UTTPEOTIES, AOyw aOENOMS Tou puBuoU eufoitaoucdv ornv KUTTpo kot 0To EEWTEPLKO,
KoL BEATIwOTIS TWV €TTLONULOAOYIKWY ouvOnkwv. H epapuoyri Tou Zxediov Avarkauyns kot AVOEKTIKOTN TGS THS
Kutrpou orva€veTon var €mnpecoet GeTikar TNV EyXWpPLX dpooTnpLoTNT KXl XTTXOXOANOT) MEOW XUENUEVWY
ETTEVOUTEWYV KL VX EVIOXUOTEL TIC SUVAXTOTITEG AVXTITUENG UEOW UETXPPUOBLIOEWV.

O mAnBwpiouog yia 1o 2021 kar 2022 mpofAémeral vae cv&nbBei oro 1,6% ko 1,8% avriorolxe, kaBws n
CriTnon aVaXUEVETXL VX OVXKXUWEL.
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1. Recent developments

Economic activity in Cyprus continued to recover in the first
quarter of 2021, despite the renewed pandemic containment
measures in January that were gradually relaxed in February
and March 2021. The contraction in real GDP decelerated to
1.6% in the first quarter of the year vis-a-vis 4.4% in the final
quarter of 2020.

In the first quarter of 2021, the year-on-year (y-o-y) decline
in gross value added moderated in the sectors of trade,
transportation and hospitality, arts and entertainment,
professional and administrative activities, as well as in the
industrial sector. Real gross value added in the sector of
financial and insurance activities declined (y-o-y), while
activity in the remaining service sectors and construction
expanded (y-o-y) in the first quarter of the year.

On the demand side, real private consumption increased
vigorously in the first quarter of 2021, exceeding its pre-
pandemic levels; real consumption expenditure of the
general government continued to register strong growth,
cushioning the economic downturn. The rise (y-o-y) in the
gross fixed capital formation was driven by higher
construction investment and investment in transport
equipment. The trade gap narrowed in the first quarter; the
decline (y-o-y) in exports moderated, because of higher
services exports, while imports decreased (y-o-y).

A new rise of COVID-19 infections led to a short lockdown
in late April followed by the reopening of most economic
activities by mid-May, against the backdrop of increasing
vaccination coverage in Cyprus. Consequently, domestic
activity indicators registered strong increases (y-o-y) during
the second quarter of 2021, reflecting the recovery of
demand, which has been supported to a large extent by
policy measures. Leading indicators relating to the property
market (e.g. number of property sale contracts, value of
property transactions) and professional services (e.g.

registrations of new companies) recorded notable
improvements over the period April - June 2021.
The Economic Sentiment Indicator (ESI) increased

significantly in the second quarter of 2021 as a result of
stronger confidence among firms in all sectors and among
consumers; in June, ESI surpassed its historical average.
During the second quarter, the largest confidence gains were
registered in services; however, in June, confidence in the
hospitality sector was lower than in other sectors. Firms’
employment expectations picked up in the second quarter of
the year, following a plunge in the first quarter.

The rise in the number of registered unemployed
decelerated considerably in the second quarter of 2021.
Nevertheless, the unemployment rate (Eurostat) increased to
over 9% in April and May 2021, exceeding the euro area
average.

Over the period January - May 2021, both government
revenue and expenditure increased (y-o-y) strongly, while
the general government deficit widened considerably vis-a-
vis the same period in 2020. In May 2021, public debt
declined from the peak reached in March, but debt-to-GDP
ratio remained significantly elevated. The long-term interest
rates for Cyprus remained at very low levels in May 2021,
despite an uptick observed for euro area countries after
January 2021.

The annual growth rate of domestic deposits accelerated in
April and May 2021. New lending over the period January -
May 2021 continued to recover, supported by low lending
interest rates and policy measures to counteract the
economic effects of the pandemic. In March 2021, non-
performing loans (NPLs) recorded a slight increase from their
December 2020 level, driven by higher NPLs among non-
financial corporations, particularly small and medium-sized
enterprises.

After four quarters in negative territory, inflation (measured
by the Consumer Price Index - CPI) turned positive in the
second quarter of 2021, reaching 2.4% vis-a-vis —-1.4%in the
first quarter. The higher inflation rate in the second quarter
reflected the low levels of the Index in 2020 due to the
pandemic shock, as well as the rising international energy
prices and recovering demand as the economies reopen. The
recent increase in inflation is mainly associated with the
categories of transport, housing, water and energy, as well
as clothing and footwear.

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 first quarter of
2021 are employed. Monthly indicators that contain
information about some or all the months in the second
quarter of 2021 are also used. The cut-off date for the data
used in the analysis is 5 July 2021. 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.
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Table 1: GDP growth forecasts and components

Year 2021
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COMPONENTS
I. Real economy 0.02 0.57 3.2
Il. Aspects other than real economy 0.02 0.55 3.6
lll. Real economy & other aspects 3.68 98.88 3.7
Fiscal 0.17 5.77 3.0
Prices 0.41 10.65 3.9
Exchange rates 0.10 3.24 3.1
Interest rates, spreads 0.59 18.02 3.3
Stock markets 0.56 15.21 3.7
Economic sentiment, uncertainty 1.63 38.50 4.2
Loans, deposits 0.22 7.49 2.9
Year 2022
FORECAST 3.8
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COMPONENTS
I. Real economy 0.02 0.47 3.3
Il. Aspects other than real economy 0.02 0.57 3.7
lll. Real economy & other aspects 3.81 98.96 3.8
Fiscal 0.19 5.65 3.4
Prices 0.38 10.42 3.7
Exchange rates 0.10 2.96 3.5
Interest rates, spreads 0.72 21.47 3.4
Stock markets 0.55 13.80 4.0
Economic sentiment, uncertainty 1.66 39.20 4.2
Loans, deposits 0.20 5.46 3.6

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.

2 Monthly leads of leading indicators (e.g. interest rates, economic
sentiment) and monthly leading values of series used in extracting

Table 1 presents the forecasts for the growth rate of real GDP
for 2021 and 2022. Based on the historical relationships
between growth and numerous macroeconomic and
financial indicators, real economic activity in Cyprus is
projected to recover strongly in 2021, following the
downturn in 2020 as a result of the COVID-19 pandemic.
Growth in 2022 is projected to remain vigorous, as
conditions are expected to gradually normalise, partly
because of higher vaccination coverage. Real GDP growth is
projected at 3.7% in 2021 and 3.8% in 2022. The current
growth forecasts for 2021 and 2022 have been revised
upwards relative to the forecasts in the previous issue. The
upward revisions were mainly driven by the pickup in real
activity in the first quarter of 2021 vis-a-vis the final quarter
of 2020, as well as by substantial improvements in leading
indicators, most notably economic confidence indicators,
registered in the second quarter of the year.

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 drivers of the outlook are discussed below.

e Strong recovery momentum. Despite new waves of COVID-
19 infections and renewed containment measures, the
contraction of economic activity in Cyprus and the EU eased
significantly in the first quarter of 2021. Monthly hard data
suggest that the recovery of activity in Cyprus and the EU
gained further momentum during the second quarter of the
year. The downturn in other trading partner economies
(e.g. the UK, Russia) also moderated in the first quarter;
leading indicators point to further improvements in
economic conditions in these countries during the second

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
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 conducting the “Business and Consumer Surveys” project
in Cyprus.
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quarter. Monthly data on registered unemployed in Cyprus
signal an improving situation in the domestic labour
market; nevertheless, the recent rises in the unemployment
rate, as well as the decrease in employee earnings in the
first quarter of 2021 weigh on the outlook.

e Substantial improvement in economic sentiment. Domestic
and European economic confidence indicators improved
markedly during the second quarter, fuelling the recovery.
The recent upswing in economic sentiment in Cyprus and
the EU has positively affected the outlook, pointing to
improved growth prospects compared to the April issue.

e Favourable external financial conditions. In the second
quarter of 2021, the performance of international stock
markets continued to improve, while volatility declined
further. In the euro area, borrowing costs for the private
sector as well as for sovereigns have remained very low,
reflecting the continuation of accommodative monetary
policy. These positive developments in the financial
markets are expected to back the recovery of the global
economy, favourably affecting the economic outlook for
Cyprus.

e Supportive financing conditions and policy response. The
conditions in the domestic banking system have facilitated
new lending to businesses and households, which is
expected to fuel the recovery. The domestic financing
conditions are currently characterised by very low lending
interest rates, as a result of the continued monetary policy
accommodation in the euro area, improved bank balance
sheets vis-a-vis the previous crisis, and policy measures to
support credit growth. Moreover, the policy response to the
pandemic has been successful at mitigating the economic
effects by supporting business liquidity, employment and
household incomes. However, as the pandemic persists,
the legacies of high private and public debt could dampen
the growth prospects because of renewed upward
pressures on NPLs, following the end of loan moratoria, and
limited fiscal space.

e Past declines in prices. Despite the rise in inflation in the
second quarter of the year, the declines in prices registered
in previous quarters, as a result of the pandemic, continue
to benefit the recovery by preserving purchasing power,
especially in combination with policy support measures.

Uncertainty about the outlook remains high, mainly because

of pandemic-related factors, particularly the prevalence of
rapidly spreading variants.

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

Downside risks to the outlook stem from setbacks to the
gradual normalisation of activities due to new waves of
COVID-19 infections, new virus variants and delays in the
vaccination coverage, particularly among younger age
groups. Downside risks are also associated with the path of
external demand for tourist services that depends on the
epidemiological conditions and vaccination coverage in
Cyprus and abroad.

As the pandemic persists, downside risks may emerge as a
result of the high levels of public and private indebtedness
in conjunction with delays in structural reforms (e.g. judicial
system, public administration, local authorities) and
uncertainty around the foreclosure framework. Upward
pressures on public finances and NPLs, as the pandemic
evolves, may undermine the country’s credit rating position
and weigh on banks’ balance sheets, limiting the growth
prospects.

On the upside, a pickup in the pace of vaccinations in Cyprus
and abroad, leading to improvements in the epidemiological
conditions could boost demand, especially for tourist
services. The positive effects of domestic and EU pandemic-
related support programmes on activity may turn out
stronger than those reflected in published data. In particular,
the implementation of Cyprus’s Recovery and Resilience Plan
is expected to directly affect domestic activity and
employment through higher investment and enhance the
country’s growth potential via reforms.

In 2021, CPI inflation is projected at 1.6%, as the economic
recovery is expected to continue. 4 The projection for 2021
is driven by the gradual strengthening of demand and the
increase in inflation during the second quarter. The rise in
inflation in the second quarter mostly reflected the recovery
in international oil prices, reinforced by base effects from the
low levels recorded in 2020. CPI inflation is projected to rise
to 1.8% in 2022, as growth is expected to remain robust.
Upside risks to the forecasts include faster increases in
international commodity prices, particularly oil prices,
pandemic-induced supply constraints and stronger-than-
expected growth in Cyprus and abroad. Downside risks to
the inflation outlook are associated with a weaker-than-
anticipated recovery in domestic and global activity and an
easing of upward pressures on international commodity
prices. Survey data for the second quarter of 2021
incorporated in the forecasts reveal moderate upward price
pressures; firms’ selling price expectations have broadly
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returned to their pre-pandemic levels, while consumers’
expectations about price trends have remained subdued,
below their pre-pandemic levels.

3. Concluding remarks

Quarterly and monthly series released up until 5 July 2021,
are employed in dynamic econometric models to construct
forecasts for GDP growth and CPI inflation. Despite the short
lockdown in late April, leading indicators for the second
quarter of 2021 reflect a strong recovery in demand as the
economy reopened in mid-May against the backdrop of
increasing vaccination coverage in Cyprus. Nevertheless, the
projections do not incorporate either the adverse effects of
the current steep rise in COVID-19 infections in Cyprus and
abroad, or the positive impact of investments and reforms
under the recently endorsed Recovery and Resilience Plan for
Cyprus.

Real GDP growth is projected at 3.7% in 2021 and 3.8% in
2022. The growth forecasts have been revised upwards
compared to those in the April issue (3.3% and 3.6% for 2021
and 2022, respectively). The upward revisions were largely
driven by the pickup in real activity in the first quarter of
2021 vis-a-vis the final quarter of 2020, as well as by
significant improvements during the second quarter,
signalled by business and consumer survey data for Cyprus
and the EU.

CPl inflation is projected at 1.6% in 2021 and 1.8% in 2022.
The forecasts for inflation have been revised upwards relative

to the projections in the April issue (0.9% and 1.5% for 2021
and 2022, respectively). The upward revisions reflect the
gradual strengthening of demand and the rise in inflation in
the second quarter of the year, including base effects.

The growth forecast for 2021 presented in this bulletin is
very close to the forecast published by the Central Bank of
Cyprus (3.8%) and the Ministry of Finance (3.6%), but slightly
lower than the projection given by the European Commission
(4.3%). For 2022, the growth forecast shown here as well as
the projections released by the European Commission and
the Ministry of Finance (3.8%) are somewhat more optimistic
than that by the Central Bank (3.1%) [1] - [3].

The forecasts in this issue are accompanied by downside
risks, mainly induced by the course of the pandemic and the
pace of vaccinations, as well as by upside risks mostly
associated with the implementation of Cyprus’s Recovery
and Resilience Plan.
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