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The end of 2007 marked the end of the Cyprus
pound as our country’s official currency. Our
accession to the economically sound and
stable euro area on 1 January 2008 was, I
believe, one of the most important
achievements in our country’s modern
economic history. This success was the
culmination of the collective effort of the
Ministry of Finance and virtually the entire
staff of the Central Bank of Cyprus (CBC) with
regard to appropriate economic policies and
practical preparations, especially during the
year under review.

During 2007 all the Maastricht convergence
criteria, which were a prerequisite for the
accession of Cyprus to the euro area, were
met. These criteria concern the fiscal deficit,
public debt, interest rates, inflation and
exchange rate stability. The fulfilment of
these criteria was confirmed by two
convergence reports, one from the European
Commission and one from the European
Central Bank (ECB), which were published on
16 May 2007. The irrevocable fixing of the
conversion rate between the Cyprus pound
and the euro in July 2007 by the competent
institutions of the European Union (EU) was
the last formal step that sealed the success of
accession to the euro area.

Economic developments in Cyprus during
2007 were overall positive, despite the
uncertainty in the international economic
environment in the second half of the year, the
macroeconomic challenges that are still
present, including the strong growth of
monetary aggregates and the increasing
uncertainty about the long-term sustainability
of public finances. More specifically, high rates
of economic growth, improved public
finances, relatively low inflation and low
unemployment were recorded.

The countdown for the great challenge of a
smooth changeover from the Cyprus pound
to the euro began in July 2007. The efforts of
all the involved parties intensified, and the
CBC played a crucial role. The contribution of
the CBC in preparing the smooth introduction
of euro notes and coins, in assisting the
financial sector for the changeover to the euro
and in providing the general public with
information on the denominations, security
and other features of the new currency
deserve particular mention.

This Annual Report describes the
domestic and international economic
developments as well as the main factors
that influenced macroeconomic aggregates
and economic activity in Cyprus during the
year under review. As one may conclude
from the Report, 2007 was a good year from
an economic point of view. However, our
accession to the euro area has brought
about new challenges and we must remain
alert going forward. In 2008 we entered a
new challenging era for our economy, with
expanded opportunities and prospects. At
the same time, within the new environment
we face increased responsibilities and
requirements. In 2008 we should be ready
to leave behind, together with the Cyprus
pound, old recipes and ideas, even if they
have served us well in the past under
very different conditions. In the new
economic era, we need new ideas and
upgraded objectives.

From 1 January 2008 the CBC participates in
the Eurosystem, the system of central banks
consisting of the ECB and the 15 national
central banks of the EU countries that have
adopted the euro. This independent system
of central banks handles the common
currency and implements monetary policy in

1. INTRODUCTION By ThE GOvERNOR
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the euro area with the primary objective of
ensuring price stability, which constitutes an
essential precondition for smooth and
sustainable growth.

With the loss of the domestic monetary
policy tool, the need for disciplined fiscal
policy and the implementation of structural
changes in the Cypriot economy has become
even more pressing. This is essential for
increasing the productivity and
competitiveness of our country, thereby
ensuring continuous progress and
improvement in the living standards of the
Cypriot people.

The prospects for healthy and balanced
growth in the new unified economic

environment are tremendous. These
prospects however can only come to fruition
with correct choices and rational policies that
create the conditions necessary for achieving
our objectives.

Finally, I would like to sincerely thank the
Members of the Board of Directors, the
Members of the Monetary Policy Committee,
the management team and all the CBC’s staff
for the work they have carried out, their
constructive cooperation and their
commitment and dedication to their duties
during 2007.

Dr Athanasios Orphanides
Governor



2.1 BOARD OF DIRECTORS

Christodoulos Christodoulou
Governor and Chairman of the CBC until
30 April 2007.

Athanasions Orphanides
Governor and Chairman of the CBC from
2 May 2007.

Philios Zachariades
Chief executive of an insurance company.
President of the Association of Insurance Com-
panies and member of the Insurance Advisory
Committee. Vice-president of the Cyprus
Employers and Industrialists Federation.
He has been a member of the CBC’s Board of
Directors since November 1993.

Eleftherios hadjizacharias
Member of the Institute of Chartered Account-
ants in England and Wales and partner in an
accounting firm since 1984. Member of the
Board of the Institute of Certified Public

Accountants. He has been a member of the
CBC’s Board of Directors since June 1999.

Zenon Katsourides
Ship owner and managing director of a ship-
ping company. Holder of the Cyprus Maritime
Prize and Companion of the Nautical Institute.
Former Adviser to the President of the Republic
on Maritime Affairs, member of the CBC’s
Board of Directors, Principal on the Baltic Ex-
change, Executive Director of BIMCO for two
terms and Vice-president of the Cyprus Ship-
ping Council. He was reappointed to the CBC’s
Board of Directors in December 2003.

Spyros Araouzos
Partner and director of a number of private com-
panies. He has been the Honorary Consul Gen-
eral of Spain in Cyprus since 1968. He served as
Chairman of the Board of the Cyprus Petroleum
Refinery for five years, as member of the Board of
Cyprus Airways and as a member of the CBC’s
Board of Directors from 1979 to 1989. He was
reappointed to the CBC’s Board in July 2004.

2. MANAGEMENT AND ORGANISATION OF ThE BANK
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Christodoulos
Christodoulou
Governor, Chairman
(until 30 April 2007)

Athanasios
Orphanides

Governor, Chairman
(from 2 May 2007)

Philios
Zachariades

Zenon
Katsourides

Eleftherios
hadjizacharias

Spyros
Araouzos



2.2 MONETARy POlICy COMMITTEE*

Christodoulos Christodoulou
Governor and Chairman of the CBC until
30 April 2007.

Athanasios Orphanides
Governor and Chairman of the CBC from
2 May 2007.

haralambos Akhniotis
Adviser to the Governor and formerly Chief Senior
Manager of the CBC’s Economic Research and
Management Services Division. He has been a
member of the Monetary Policy Committee since
November 2000.

Andreas Matsis
Entrepreneur and President of the Famagusta
Chamber of Commerce and Industry. He has been
a member of the Monetary Policy Committee since
November 2000.

Christopher Pissarides
Professor of Economics, London School of Economics
and Political Science. He has been a member of the
Monetary Policy Committee since November 2000.

George Thoma
Senior Manager of the CBC’s Economic Research and
Statistics Division (retired on 1 May 2007). He has
been a member of the Monetary Policy Committee
since April 2003.
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Christodoulos
Christodoulou
Governor, Chairman
(until 30 April 2007)

Athanasios
Orphanides

Governor, Chairman
(from 2 May 2007)

haralambos
Akhniotis

Christopher
Pissarides

Andreas
Matsis

George
Thoma

* The Monetary Policy Committee was abolished on 1.1. 2008



2.3 SENIOR MANAGEMENT TEAM

10

A N N U A L R E P O R T 2 0 0 7

C. Christodoulou
Governor, Chairman
(until 30 April 2007)

A. Orphanides
Governor, Chairman

(from 2 May 2007)

h. Akhniotis
Adviser to the

Governor

S. Stavrou
Senior Manager

(retired on 31.12.07)

G. Thoma
Senior Manager

(retired on 1.5.07)

C. Poullis
Senior Director

K. Zingas
Senior Director

S. Michaelides
Senior Director

S. Stavrinakis
Senior Director

P. Frank
Senior Director
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3.1 Economic Developments

International developments

The turmoil in the international money

markets, triggered by the crisis in the US

subprime market in August 2007, was the

main development in the global financial

system during the year under review. The crisis

continues to significantly affect economic

developments and expectations in the US as

well as in other developed and developing

economies. Furthermore, high demand for oil,

particularly by the rapidly growing economies

of China and India, combined with the

geopolitical uncertainty in Iraq and Iran,

resulted in a marked increase in oil prices in

the last quarter of the year. On 31 December

2007, oil prices reached $96,58 per barrel.

As a result of these developments as well as

the significant increase in food prices, the

international economy has been facing great

uncertainty since the second half of 2007,

with the danger of further increases in

inflation coupled with a slowdown in growth.

Euro area

Economic growth in the euro area was around

2,6% in 2007, slightly down from 2,8% in 2006.

The generally satisfactory levels of economic

activity were negatively affected by the turmoil

in the international money and capital markets

as well as by the increasing oil and food prices

at the end of the year. Inflation reached 2,1%

in 2007 compared with 2,2% in 2006, still

higher than the ECB’s medium-term target of

2%. Unemployment is expected to fall to 7,4%

in 2007, following a downward trend during

the year, compared with 8,3% in 2006.

The ECB, in line with its commitment to

price stability, increased its official interest

rates in March and June by 25 basis points

each time. Following these increases, interest

rates were held steady at 4% despite the crisis

in the international money markets in August.

The aim was to curtail inflationary pressures.

In order to alleviate the crisis, the ECB,

together with other central banks, injected a

significant amount of liquidity in the markets.

UK

Economic growth reached 3,1% in 2007

compared with 2,9% in 2006. Furthermore,

inflation reached 2,3% in 2007, the same level

as in 2006, and unemployment remained at

5,3% in 2007, the same level as in the previous

year. House prices decreased noticeably during

2007 as a result of the crisis in the international

money markets. In this context, depositors and

creditors completely lost trust in Northern Rock

3. The Economy in 2007

12

A N N U A L R E P O R T 2 0 0 7



which, following the consent of the Treasury,

received significant injections of liquidity in

order to ameliorate the problems created.

During 2007 the Bank of England increased

its official interest rate twice with the aim of

containing inflation. However, as a conse-

quence of the deceleration in growth, which

followed the turmoil in the international

money and capital markets, the official inter-

est rate was reduced by 25 basis points in

December 2007.

USA

Economic growth decreased to 2,1% in 2007

from 2,9% in 2006, clearly affected by the sub-

prime loans crisis. The consumer price index

rose by 2,8% in 2007 compared with 3,2% in

2006. Inflation followed an upward trend

reaching 4,1% in December 2007, the highest

rate in 17 years. Unemployment averaged 4,6%

in 2007, roughly the same level as in 2006.

However, it followed an increasing path

throughout the year, reaching 5% in December

2007 compared with 4,4% in December 2006.

The subprime crisis affected the financial sec-

tor negatively with large banks and financial

institutions experiencing significant losses.

As a result of persistently weak domestic

data, the Federal Reserve decreased its official

interest rate three times during 2007. Specifi-

cally, on 18 September the official interest rate

was reduced by 50 basis points from 5,25% to

4,75%. On 31 October the official interest rate

was lowered by 25 basis points to 4,5% while

on 11 December it was reduced again by 25

basis points to 4,25%.

Japan

Economic growth slowed to 1,9% in 2007

from 2,4% in the previous year. The consumer

price index remained unchanged in 2007

compared with an increase of 0,3% in 2006.

Unemployment was 3,9% in 2007 compared

with 4,1% in 2006.

Although markets anticipated an increase in

Japanese interest rates during the year under

review, due to the international financial crisis,

the Bank of Japan left its official interest rate

unchanged at 0,5% until the end of 2007. This

decision was based on the precautionary

actions of other central banks as well as on

concerns for the Japanese economy following

the US subprime crisis and the subsequent

financial turmoil.

China

The pace of economic growth was not affected

by developments in the US. Indeed, it

13C E N T R A L B A N K O F C Y P R U S



accelerated slightly, reaching 11,3% in 2007

compared with 11,1% in 2006. This increase

was driven by industrial output. Despite these

developments, China’s economy is expected to

be affected by the turmoil in financial markets.

In fact, since October 2007 the Chinese stock

exchange has been experiencing losses.

Inflation reached 4,5% in 2007, higher than in

the previous year. As a result, the Bank of China

raised its minimum reserve requirement nine

times during the year under review, reaching

13,5% by the end of 2007.

Stock markets

During the year under review, international

stock markets were affected by the US subprime

crisis. After the second quarter of 2007, most

indices, including Eurostoxx 50, S&P 500 and

Nikkei 225, experienced losses. Following the

losses in August, the aforementioned indices

recovered during September and October

mainly because the ECB, the Federal Reserve

and other central banks intervened by

supplying liquidity to the markets. During the

remainder of the year, stock market indices

followed a mixed path. From 2 January to 31

December 2007, Eurostoxx 50 increased by

5,2%, S&P 500 increased by 3,7%, while Nikkei

225 fell by 11,8%.

Domestic developments

Overview

The negative international developments

during the second half of 2007 did not affect

the Cypriot economy directly. According to

Cystat estimates, real GDP increased by 4,4%

in 2007 compared with 4% in 2006, thus

surpassing projections. Despite the

substantial increase in international oil prices,

the Cypriot economy expanded at a fast pace

due to other favourable developments, such

as the high growth in the EU.

In 2007 domestic demand accelerated

primarily due to the increase in private

consumption and gross fixed capital

formation. As regards external demand,

exports decelerated as a result of the fall in re-

exports, which reversed the generally positive

increase in domestic exports. Imports in real

terms, particularly those for domestic

consumption, accelerated.

The services sector expanded significantly. In

particular, strong growth was displayed by the

sectors of real estate, renting and business

activities, wholesale and retail trade and

financial intermediation. The secondary sectors

performed better than in 2006, especially as a

result of the acceleration of the electricity

and manufacturing sectors as well as the

14

A N N U A L R E P O R T 2 0 0 7



continued steep rise in construction activity.

Inflation, calculated on the basis of the

national Consumer Price Index (CPI), stood at

2,4% during the year under review compared

with 2,5% during the previous year. This small

deceleration resulted mainly from the slowdown

in the rise of petroleum product prices during

the first eight months of 2007 as well as the

reduction in electricity and car prices. These

positive developments, however, were almost

entirely offset by the significant acceleration in

the prices of domestic agricultural and industrial

products as well as services. The Harmonised

Index of Consumer Prices (HICP) rose by 2,2%, as

in the previous year. It should be noted that the

HICP was used by the EU in its assessment of one

of the Maastricht criteria needed to be met for

membership of the euro area.

The number of registered unemployed as a

percentage of the economically active

population, decreased to 3,1% during the

period under review compared with 3,4%

during the previous year, despite the

continuing increase of foreign workers in

Cyprus. A similar decline was also recorded

by the Labour Force Survey. Specifically, the

unemployment rate reached 4,1% in the first

nine months of 2007 compared with 4,7% in

the corresponding period of 2006.

The rising path followed by the Cyprus Stock

Exchange (CSE) until the summer of 2007 was

reversed by the turmoil in the international

money markets in August. Subsequently, in

September the CSE picked up again, with the

General Index increasing substantially,

especially during November, mainly due to the

large profits announced by the banks for the

first nine months of the year. However, before

the end of the year there was a further decline in

the General Index, which was clearly affected by

the unfavourable international developments.

The Index closed the year at 4.820,7.

Production

During the year under review, activity in the sec-

ondary sectors, such as manufacturing and

electricity, exhibited acceleration. In real terms,

value added in the manufacturing sector rose

by 2,1% in 2007 compared with 0,7% in 2006,

while in the electricity sector it grew by 3,1% in

2007 compared with 2,4% in 2006. In addition,

the construction sector recorded a rise of

around 5,7% in 2007 compared with a rise of 6%

in 2006, thus indicating that growth in this sec-

tor remained strong. The increases in the vol-

ume indices of building permits and local sales

of cement were also suggestive of the contin-

ued robustness of the construction sector.
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Parts of the services sector also accelerated

during 2007. Specifically, the wholesale and retail

trade sector expanded by 5,5% during the year

under review compared with 5,2% in the

previous year, reflecting the growth in private

consumption. Furthermore, the hotels and

restaurants sector displayed an increase of 2,8%

in 2007 compared with a rise of 2,7% in the

previous year. Domestic and foreign demand, as

mirrored by the increase in tourist expenditure,

affected the hotels and restaurants sector. The

financial intermediation sector grew by 11%

£ millionTABLE 3.01 Gross Domestic Product by economic activity
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Chain volumemeasures (2000 Prices)
Economic Activity 2005 2006 2007 2006/05 2007/06

(prov.) (est.) (% change) (% change)

Primary sectors 204,3 198,1 195,3 -3,0 -1,4

Agriculture, hunting and forestry 172,2 164,5 160,7 -4,5 -2,3

Fishing 12,2 13,3 13,2 9,0 -1,1

Mining and quarrying 19,9 20,3 21,4 2,1 5,2

Secondary sectors 1.167,2 1.202,8 1.247,7 3,1 3,7

Manufacturing 544,9 548,7 560,1 0,7 2,1

Electricity, gas and water supply 150,5 154,2 159,0 2,4 3,1

Construction 471,8 499,9 528,6 6,0 5,7

Tertiary sectors 4.898,5 5.122,3 5.364,9 4,6 4,7

Wholesale and retail trade 865,7 910,6 961,1 5,2 5,5

Hotels and restaurants 453,4 465,6 478,7 2,7 2,8

Transport, storage and communications 648,0 659,1 675,6 1,7 2,5

Financial intermediation 425,4 459,7 510,2 8,1 11,0

Real estate, renting and business activities 1.100,4 1.176,2 1.256,6 6,9 6,8

Public administration and defence 573,2 590,3 596,1 3,0 1,0

Education 322,4 332,2 339,5 3,0 2,2

Health and social work 213,5 221,8 226,8 3,9 2,2

Other community, social and personal services 239,9 247,1 258,9 3,0 4,8

Private households with employed persons 56,6 59,7 61,4 5,5 2,9

Total Gross value Added 6.269,8 6.523,3 6.807,8 4,0 4,4

Plus: Value Added Tax and import duties 509,0 529,7 552,8 4,1 4,4

Gross Domestic Product at market prices 6.778,8 7.053,0 7.360,6 4,0 4,4

A N N U A L R E P O R T 2 0 0 7

Source: Cystat



£ millionTABLE 3.02 Gross Dommestic Product by category of expenditure

Chain volumemeasures (2000 Prices)
Category of Expenditure 2005 2006 2007 2006/05 2007/06

(Prov.) (Est.) (% change) (% change)

Private final consumption expenditure 4.471,6 4.661,0 4.951,8 4,2 6,2

Government final consumption expenditure 1.136,7 1.220,7 1.202,3 7,4 -1,5

Gross capital formation 1.316,1 1.401,6 1.546,3 6,5 10,3

Increase in stocks 25,7 17,4 75,5 -32,3 334,2

Gross fixed capital formation 1.290,4 1.384,2 1.470,8 7,3 6,3

Total domestic demand 6.924,4 7.283,3 7.700,4 5,2 5,7

Exports of goods and services 3.533,2 3.692,7 3.852,5 4,5 4,3

Less: Imports of goods and services 3.678,8 3.923,1 4.192,2 6,6 6,9

Gross Domestic Products at market prices 6.778,8 7.053,0 7.360,6 4,0 4,4

Plus: Net factor income from abroad -251,1 -223,6 -221,5 -11,0 -0,9

Gross National Product at market prices 6.527,7 6.829,4 7.139,1 4,6 4,5

during 2007, reflecting buoyant activity in the

banking sector. This was due to the expansion of

local banking activity, the higher market share of

Cypriot banks in foreign markets and the rise in

banking transactions related to euro adoption.

The growth rate of the real estate, renting and

business activities sector slowed down to 6,8% in

2007, compared with 6,9% in 2006.

Demand

In real terms, domestic demand grew in re-

sponse to the rise in private consumption by

6,2% in 2007, compared with 4,2% in 2006. This

expansion was reflected in the acceleration of

retail and car sales. Gross fixed capital forma-

tion increased by 10,3% during the year under

review compared with 6,5% during the previ-

ous year, reflecting the large investment in con-

struction projects, such as the new international

airport in Larnaca. External demand increased

by 4,3% in 2007 compared with 4,5% in 2006.

During the year under review the increase in

domestic exports was not sufficient to offset

the decline in re-exports. On the other hand,

total imports rose by 6,9% in 2007 compared

with 6% in 2006. It should be noted that im-

ports intended for re-export decreased while

imports intended for domestic consumption in-

creased at a higher rate, in line with the overall

expansion of domestic demand in 2007.
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Inflation

Inflation in Cyprus, as measured by the percentage

change in the CPI, decelerated to 2,4% in 2007

compared with 2,5% in 2006. The fall in motor

vehicle prices had a significant impact on inflation

in 2007, but was offset by the rise in the prices of

agricultural products and services. More

specifically, the CPI category of domestic products

increased by 3,9% in 2007 compared with 4,4% in

2006. The deceleration occurred despite the

acceleration of domestic industrial and agricultural

product prices during the year under review. It

was linked to the marginal reduction in the price of

electricity which had risen significantly during the

previous year. The prices of petroleum products

slowed down, recording an increase of 2,8% in

2007 compared with 8,1% in 2006. This

development was due to the deceleration of

international oil prices during the first eight

months of the year under review.

The prices of imported goods, excluding

petroleum, decreased by 1,9% in 2007 compared

with 1,1% in 2006. This development reflected

the drop in car prices by 8,5% (as a result of the

reduction in excises in November 2006) and the,

albeit marginal, decline in the prices of other

imported goods. The prices of services rose by

3,6% in 2007 compared with 2,6% in 2006. The

cost of health, education, insurance, government,

restaurant, personal and household services as

well as rents rose at a faster pace in 2007 than in

2006, while the cost of communications increased

compared with a fall in 2006. In contrast,

transport prices recorded a slowdown.

Labour market and productivity

The number of registered unemployed fell by

6,3% in 2007 compared with 2,5% in 2006.
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BOX 3.01 The UN human Development index

GDP data do not provide a precise picture of the

welfare of a country’s people. For some years now,

economists have attempted to find the extent to

which non-monetary indicators correlate with GDP

data in portraying relative living standards.

In 1990 the United Nations Development Program

introduced the Human Development Index (HDI),

which combines GDP (measured in purchasing parity

terms) with indicators of health (longevity measured

by life expectancy at birth) and education (years of

schooling and adult literacy), as a more

comprehensive measure of welfare development

than GDP data alone.

According to the 2007 HDI based on 2005 data,

Cyprus is ranked 28th among 177 UN member states

and 16th among the EU member states.



Registered unemployment as a percentage of

the economically active population fell to 3,1%

in 2007 from 3,4% in 2006. This improvement

was also reflected in the unemployment rate

based on the Labour Force Survey (LFS)

conducted on a quarterly basis. Specifically, the

unemployment rate decreased to an average of

4,1% during the first three quarters of 2007

compared with 4,7% during the corresponding

period of 2006. The main differences between

registered unemployment and unemployment

based on the LFS are explained in Box 3.02.

Labour productivity increased by 1,4% during

the year under review compared with 1,6%

during the previous year. This rise, coupled with

a 3% increase in employment, caused real GDP

to grow by 4,4% in 2007. It is noted that a large

portion of the employment increase was due to

the influx of foreign workers.

Since 2004 compensation per employee (i.e.

gross salary plus other benefits incurred by

the employer) has been rising at a slower

pace. In particular, it increased by 2,2% during

the first nine months of 2007 compared with

2,3% in the corresponding period of 2006.
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TABLE 3.03 Consumer Price index by economic origin

2005 2006 2007

General Consumer Price Index 2,56 2,49 2,38 100,00

local goods 1,79 4,35 3,94 28,98

Agricultural 1,34 6,51 7,83 6,93

Industrial 1,13 2,47 3,02 19,29

Electricity 11,51 13,10 -0,33 2,76

Petroleum 14,82 8,09 2,81 6,63

Imported goods -2,47 -1,14 -1,92 24,62

Motor vehicles -2,42 -1,38 -8,50 5,41

Other imported goods -2,49 -1,07 -0,08 19,21

Services 3,34 2,57 3,58 39,77

2005=100

CHART 3.01 Unemployment:
Cyprus and Euro area
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BOX 3.02 Comparison between registered unemployment and unemployment
according to the Labour force Survey (LfS) in Cyprus

The number of unemployed in Cyprus as measured by

those who are registered as unemployed at the district

labour offices is calculated every month. The LFS,

which measures unemployment using the

International Labour Organisation (ILO) definition, has

been conducted in Cyprus since 1999. This method is

considered to be the most appropriate and is used by

the majority of countries. The LFS, which is conducted

by personal and phone interviews, was carried out

once a year during the period 1999 - 2003, specifically

in the second quarter. Since the second quarter of

2004, the LFS has been conducted every quarter.

The two methods give different results, both in levels

and fluctuations, because the definition of unemployed

as measured by the LFS does not coincide with the

definition of unemployed as measured by those who

are registered as unemployed. On the basis of

preliminary research undertaken by the CBC, the main

differences between the two methods are the following:

1. First time job searchers have no monetary incentive to

register at their district labour office because they are not

entitled to unemployment benefit.Therefore, the number

of first time job searchers is not counted in registered

unemployment while it is included in the LFS figure.

2. long-term unemployed, i.e. those unemployed for

more than six months, have no monetary incentive to

register at district labour offices because they are not

entitled to unemployment benefit. Therefore, a number

of long-term unemployed are not counted in registered

unemployment while they are included in the LFS figure.

3. Persons recently retired from the public sector and

not looking for work register as unemployed at their

district labour office in order to receive unemployment

benefit for six months. Such recently retired persons

are not included in the LFS.

The first two categories as measured by registered

unemployment, underestimate the LFS figure.

The reverse is the case for the third category. The net

result is that registered unemployment underestimates

the LFS figure.

In view of the above, a new series called amended

registered unemployment has been created. This

new series reconciles registered unemployment

with that measured by the LFS which is more in

line with theory (see Chart 3.02). The correlation

coefficient between amended registered unemploy-

ment as a percentage of the economically active

population and the unemployment rate according to

the LFS for the period 2000 - 2007 is 0,92 while the

correlation coefficient between the registered

unemployment rate and the unemployment rate

based on the LFS is 0,74.

Based on the above findings and using registered

unemployment data (which are published monthly and

span a longer time period), the CBC is currently working

to extend the amended registered unemployment series

to periods not covered by the LFS. The main objective

is to create a new series of unemployment data that

would be useful for economic research and policy

making (e.g. Phillips curve).

The average rise during the first nine months

of the four-year period 2004─ 2007 was 2,3%,

compared with 5,4% during the correspon-

ding period of 2000 ─ 2003. Since 2004 the

slower growth of compensation per em-

ployee has been largely due to the influx of

foreign workers. The higher growth of com-

pensation per employee during the years
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2000 ─ 2003 was partly due to the large pay

settlements in the public, real estate, renting

and business activities sectors.

Unit labour costs increased by 1,3% during the

first nine months of 2007, compared with 0,3%

during the same period of the previous year, partly

due to lower productivity growth in 2007. Unit

labour costs increased by an average of 1,3% dur-

ing the first nine months of the four-year period

2004 – 2007, compared with an average of 4,5%

during the corresponding nine months of the

four-year period 2000─2003. The deceleration of

unit labour costs during the four-year period 2004

– 2007 was due to the deceleration of the com-

pensation per employee, rather than the increase

in productivity during the period under review.

Balance of payments

Preliminary data show a current account

deficit of £80,5 million in the first nine

months of 2007 compared with a surplus of

£55,1 million in the corresponding period of

2006. The deterioration of the current ac-

count deficit was the result of the widening

of the trade balance, which was only partially

offset by the improved surplus on the

services and income accounts.

During the year under review, the trade bal-

ance was adversely affected by the significant

rise in imports and the small decrease in ex-

ports. The deterioration was related to the in-

crease of car imports due to the reduction in

excises at the end of 2006 and the increase in

imported intermediate products due to

higher domestic demand during 2007. The

slight decrease in exports of goods was con-

nected to the sharp fall in re-exports.

It is noted that exports of domestically pro-

duced goods increased but not sufficiently to

offset the significant fall in re-exports.

As far as services, income and current trans-

fers are concerned, a surplus of £1.866,7 mil-

lion was recorded during the period under

review compared with £1.779,1 million

recorded during the corresponding period of

2006. The current account deficit was fi-

nanced mainly through direct investment as

well as foreign borrowing by the public and

private sectors.

CHART 3.02 Number of unemployed based
on two different measurement methods
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The CBC’s estimates for the whole year show

a significantly deteriorated current account

balance compared with 2006 (5,9% of GDP)

and also compared to initial projections. The

sharp increases in car and intermediate

imports were the main driving forces behind

the widening of the current account deficit.

The net inflows reported in the services and

income accounts contributed only partially to

the rebound of the current account deficit. It

is noted that the significant rise in the price of

oil at the end of the year overturned initial

forecasts of a substantial reduction in the

value of oil imports.

Trade balance

Statistics regarding the trade balance, as

published by Cystat, are available for the first ten

months of 2007. Based on these data, total

imports (cif ), which include goods for home

consumption and those destined for re-export,

increased by 13,1% in the first ten months of 2007

compared with 12,7% in the corresponding

period of 2006. Despite the decline in imports

destined for re-export, total imports increased

because of the high growth of imports for

domestic consumption. In particular, the

significant rise in car imports was directly related

to high domestic demand throughout 2007 and

the reduction in excises in November 2006.
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CHART 3.05 Unit Labour Costs:
Cyprus and Euro area
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TABLE 3.04 balance of payments
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Q1 - Q3 2005 Q1 - Q3 2006 Q1 - Q3 2007
CREDIT DEBIT NET CREDIT DEBIT NET CREDIT DEBIT NET

CURRENTACCOUNT 3.510,0 3.466,8 43,2 4.070,6 4.015,5 55,1 4.539,9 4.620,4 -80,5

GOODS,SERvICESANDINCOME 3.289,4 3.288,9 0,5 3.765,8 3.795,7 -29,9 4.266,3 4.388,0 -121,6

GOODSANDSERvICES 2.862,8 2.827,4 35,4 3.147,2 3.192,3 -45,1 3.335,9 3.540,6 -204,7

GOODS 501,3 1.903,8 -1.402,5 492,6 2.216,6 -1.724,0 482,4 2.429,5 -1.947,2

SERvICES 2.361,5 923,6 1.437,8 2.654,6 975,7 1.678,9 2.853,5 1.111,0 1.742,5

Transport 606,9 374,7 232,2 670,6 376,6 294,0 675,4 375,5 299,9
Travel 871,6 326,7 544,9 889,9 333,8 556,1 945,0 431,6 513,4
Communications services 11,6 30,9 -19,3 26,5 44,4 -17,9 36,1 38,4 -2,3
Construction services 60,1 2,4 57,7 62,1 7,9 54,2 68,1 9,6 58,4
Insurance services 18,8 24,6 -5,8 42,4 26,5 15,9 31,6 21,8 9,7
Financial services 81,5 28,6 52,9 100,5 37,4 63,1 193,8 39,4 154,4
Computer and information services 84,8 13,2 71,5 78,9 10,6 68,3 76,4 12,6 63,8
Royalties and licence fees 6,5 8,9 -2,4 7,4 10,3 -2,9 8,1 8,1 0,0
Other business services 497,5 68,4 429,1 633,0 81,9 551,1 647,2 109,9 537,3
Personal, cultural and
recreational services 12,2 18,0 -5,8 15,9 20,6 -4,7 25,9 27,1 -1,2
Government services, n.i.e. 110,1 27,2 82,9 127,5 25,6 101,9 145,9 37,0 109,0
Services not allocated 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0

INCOME 426,6 461,5 -34,8 618,6 603,4 15,1 930,5 847,4 83,1

Compensation of employees 11,2 65,4 -54,2 11,6 64,4 -52,8 12,8 70,9 -58,2
Investment income 415,5 396,0 19,4 607,0 539,1 67,9 917,7 776,5 141,2

Direct investment income 63,6 99,4 -35,8 128,0 193,3 -65,3 196,6 315,3 -118,7
Portfolio investment income 74,9 97,5 -22,6 141,3 124,1 17,1 224,5 183,1 41,4
Other investment income 277,0 199,1 77,9 337,7 221,6 116,1 496,6 278,1 218,6

CURRENT TRANSFERS 220,5 177,9 42,6 304,8 219,8 85,0 273,6 232,4 41,1

General government 86,2 76,1 10,2 112,2 78,2 34,0 77,8 61,8 16,0
Other sectors 134,3 101,9 32,5 192,6 141,6 51,0 195,7 170,6 25,1

CAPITAl AND FINANCIAl ACCOUNT -46,5 13,4 -29,2

Capital Account 42,1 15,4 26,7 30,3 22,8 7,5 17,9 24,9 -7,0

Financial Account -73,1 5,9 -22,2

Direct Investment 81,1 -24,1 202,0
Abroad -99,5 -285,7 -240,3
In Cyprus 180,6 261,6 442,3

Portfolio Investment 480,9 -384,0 -801,3
Assets -526,1 -1.444,5 -1.035,0
Liabilities 1.007,0 1.060,5 233,7

Financial Derivatives -8,1 6,7 0,4
Other Investment -529,7 598,5 367,6

Assets -1.933,9 -2.104,6 -5.212,9
Liabilities 1.404,2 2.703,1 5.580,5

Official Reserve Assets -97,3 -191,2 209,1

Net errors and omissions 3,3 -68,5 109,7

Source: CBC

£ million



Imports for home consumption increased by

16,5% during the period under review

compared with 9,1% in the corresponding

period of 2006, reflecting buoyant economic

activity particularly in the retail trade sector.

Imports of transport equipment recorded a

substantial rise of 58,2% in the fist ten months

of 2007 compared with 12,4% in the

corresponding period of 2006, due to the

reduction in excises mentioned above. Imports

of intermediate goods recorded an increase of

19% during the period under review compared

with 12,4% during the corresponding period of

the previous year. Imports of capital goods

increased by 7,3% in the first ten months of

2007 compared with 16,3% in the

corresponding period of 2006. A marginal

increase of 0,5% was recorded in oil imports as

a result of the relatively lower price of oil in

international markets during the first eight

months of 2007. The notable increase in oil

prices during the last four months of the year

caused the trade account to deteriorate further.

Total exports, which include both domestic

exports and re-exports, displayed a marginal

decrease of 0,2% in the first ten months of 2007

compared with a decrease of 6,2% in the

corresponding period of 2006. It is noted that this

reductionemanatedfromthedecreaseinre-exports

by 12,6% during the first ten months of 2007. On

the other hand, exports of domestically produced

goods increased by 19,1% in the first ten months of

2007 compared with 10,7% in the corresponding

periodof2006. Themainsourcesoftheacceleration

ofdomesticexportsweretheexportsofagricultural

products (especially potatoes) and industrial

products (especially pharmaceuticals).

Services, income and transfers

Services, income and transfers recorded a

surplus of £1.866,7 million in the first nine

months of 2007 compared with £1.779,1

million in the corresponding period of 2006.

The improvement was mainly due to the

recovery in certain categories of the services

account as well as to the surplus reported in

the income account. Specifically, the most

significant inflows were recorded by

transportation, government services,

communications and financial services.

Receipts from tourism, the most important

source of revenue, increased by 5,9% in 2007

compared with 2,2% in 2006. A supple-

mentary Cystat survey of tourists owning

holiday homes in Cyprus revealed an extra

income of £60 million for 2007.

The income account showed a surplus of

£83,1 million in the first nine months of 2007

24
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TABLE 3.05 imports (cif) by economic destination

% change
2005 2006 2007 2006/2005 2007/2006

Jan. - Oct. Jan. - Oct. Jan. - Oct. Jan. - Oct. Jan. - Oct.

Consumer goods 784,2 829,0 882,5 5,7 6,5

Non-durable 405,7 462,2 525,5

Semi-durable 153,9 166,3 190,6

Durable 224,7 200,5 166,4

Intermediate inputs 652,9 734,1 875,9 12,4 19,3

Agriculture 34,7 39,9 45,8

Construction and mining 149,8 173,3 216,6

Manufacturing 368,5 403,7 487,8

Transport, storage and communications 19,1 25,4 32,8

Other sectors of the economy 80,8 91,8 93,0

Capital goods 212,8 243,3 265,9 14,4 9,3

Agriculture 7,7 11,0 11,5

Construction and mining 22,1 26,4 32,4

Manufacturing 49,4 56,7 54,9

Transport, storage and communications 40,0 34,2 41,0

Other sectors of the economy 93,5 115,0 126,1

Transport equipment and parts thereof 314,7 335,3 503,5 6,6 50,2

of which:

passenger cars 241,2 246,6 399,2

spare parts 55,6 60,4 79,2

aircraft and parts 0,1 0,9 0,1

Fuels and lubricants 382,2 504,4 504,1 31,9 -0,1

Unclassified 38,7 41,7 8,4 7,6 -79,9

Total imports 2.385,5 2.687,8 3.040,4 12,7 13,1

Source: Cystat

£ million
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TABLE 3.06 Exports (fob) by economic origin

% change
2005 2006 2007 2006/2005 2007/2006

Jan. - Oct. Jan. - Oct. Jan. - Oct. Jan. - Oct. Jan. - Oct.

Agricultural products (raw) 36,1 46,2 63,5 28,1 37,5

of which:

potatoes 9,8 19,3 30,7

other vegetables
fresh, frozen or dried 4,8 5,0 4,3

citrus fruit 16,7 16,1 14,3

Minerals and industrial products of mineral origin 5,2 8,1 15,1 55,5 86,4

Industrial products of agricultural origin 37,0 30,2 34,7 -18,4 14,8

of which:

halloumi cheese 13,1 14,5 15,9

fruit preserved 0,5 0,3 0,3

fruit and vegetable juices 4,0 4,8 6,1

beer 0,8 1,0 1,0

wines 4,7 1,9 2,4

Industrial products of manufacturing origin 111,5 125,8 137,3 12,8 9,2

of which:

cigarettes 7,7 3,0 3,7

cement 4,1 4,7 1,1

pharmaceutical products 41,4 43,0 49,4

articles of paper or of paperboard 3,7 5,1 3,4

clothing 4,1 3,6 3,4

footwear 0,5 0,6 0,3

furniture 4,1 3,0 2,7

Unclassified 0,2 0,1 0,1

Domestic exports 190,0 210,3 250,7 10,7 19,2

re-exports 290,0 219,5 200,6 -24,3 -8,6

shipstores 93,3 107,6 85,1 15,3 -20,9

Total exports 573,3 537,4 536,4 -6,2 -0,2

Source: Cystat

£ million



compared with a deficit of £15,1 million in the

corresponding period of 2006. The recovery

in the income account was mainly due to the

rebound of income from other investments.

Transfers registered a surplus of £41,1 million

in the first nine months of 2007 compared

with a surplus of £85 million in the

corresponding period of 2006.

Financial account

The financial account recorded a deficit of £22,2

million in the first nine months of 2007

compared with a surplus of £5,9 million in the

corresponding period of 2006. More analytically,

net foreign direct investment registered a net

inflow of £202 million in the first nine months of

2007 compared with an outflow of £24,1 million

in the corresponding period of 2006. As far as

portfolio investment is concerned, a net outflow

of £801,3 million was recorded in the first nine

months of 2007 compared with a £384 million

outflow in the first nine months of 2006. Other

investment generated a net inflow of £367,6

million in the first nine months of 2007

compared with £598,5 million in the first nine

months of 2006. The capital account registered

a deficit of £7 million in the first nine months of

2007 compared with a surplus of £7,5 million in

the corresponding period of 2006.

International reserves

Official reserves fell slightly to £2.589,2 million at

the end of 2007 from £2.610 million at the end of

2006. The ratio of total imports of goods to

official reserves shows an 8,5 month coverage in

2007 compared with 9,8 months in 2006.

Exchange rates

During 2007, the last year in which the Cyprus

pound was the island’s official currency, the

value of the Cypriot currency registered a

small drop relative to the euro, reaching

€1,7093 in December compared with €1,7298

in December 2006. From 6 December 2007

onwards, the exchange rate stood at €1,7086

per Cyprus pound or £0,585274 per euro, the

rate at which the Cyprus pound joined ERM ІІ

in May 2005 and was allowed to enter the

euro area on 1 January 2008. In 2007 the

fluctuations against the euro were within the

narrow band of ± 2,25%, as in previous years.

It is noted that between May 2005 and

December 2007 the Cyprus pound fluctuated

exclusively in the upper range of the band.

As far as other major currencies are

concerned, the Cyprus pound strengthened

relative to the dollar, sterling and yen.

Specifically, it reached $2,49 in December 2007

compared with $2,29 in the corresponding
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period of 2006. The Cyprus pound

strengthened relative to sterling reaching

ST£1,23 in December 2007 compared with

ST£1,16 in the corresponding period of 2006. Its

value against the yen reached ¥278,19 in

December 2007 compared with ¥267,79 in the

corresponding period of 2006.

Public finances

According to provisional figures compiled by

Cystat, the surplus recorded by the general

government sector in 2007 was the first after

many years. Specifically, the surplus

amounted to 3,3% of GDP compared with the

1,2% deficit in 2006. This development differs
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CHART 3.07 real and nominal effective exchange rates of the Cyprus pound
using iMf weights (base year 2000=100)
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considerably from the initial projection of a

1,6% deficit mentioned in the revised

Convergence Programme for 2006-2010 and

the 1% deficit mentioned in the Excessive

Deficit Procedure notification of October 2007.

The larger than anticipated improvement in

the fiscal position can be attributed to the

increased level of economic activity as well as

to temporary factors, which led to larger than

projected increases in public revenue.

Specifically, public revenue reached 47,2% of

GDP in 2007 compared with 42,4% of GDP in

2006. Direct tax revenue rose sharply due to

the boom in construction and real estate

activity as well as increased profitability in the

corporate sector. Indirect tax revenue was also

higher, with significant growth in VAT receipts.

Increases in public expenditure were higher

than anticipated, but not to the extent of

reversing the net positive impact from the rise
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TABLE 3.07 accounts of general government
(expenditure and revenue)

£ million

Jan.-Dec. 2006 Jan.-Dec. 2007

ExPENDITURE

Intermediate consumption 471,0 461,5

Capital formation 252,3 278,9

Compensation of employees 1.245,8 1.320,5

Other taxes on productions 0,3 0,2

Subsidies 44,9 38,3

Interest paid 275,3 294,3

Social benefits 1.040,4 1.108,7

Other current transfers 276,2 408,3

Capital transfers 64,0 68,1

Total expenditure 3.670,3 3.978,8

REvENUE

Market output & output for own final use and
payments for other non-market output 234,7 277,0

Taxes on production and imports 1.490,0 1.822,5

of which VAT 858,0 1.001,2

Property income 97,0 66,1

Current taxes on income, wealth, etc 910,2 1.273,6

Social contributions 660,4 730,3

Other current transfers 170,5 98,5

Capital transfers 6,6 6,7

Total revenue 3.569,4 4.274,7

Surplus (+) / Deficit (-) -101,0 295,9

Surplus (+)/Deficit (-) as % of GDP -1,2 3,3

Source: Cystat (2007 figures are preliminary)



in public revenue. Developments in 2007 are

described in more detail below.

On the public revenue front, receipts from

current taxes on income, wealth, etc, increased

by 39,9%. The continued rapid growth in the

construction and property sector led to

significant increases in receipts from capital

gains tax and Land and Survey Department fees.

It is noted that revenues in 2006 were already

higher than those of previous years. Receipts

from corporation tax continued to rise, due to

the improved profitability of the corporate

sector combined with the increased registration

and operation of foreign owned companies

seeking to take advantage of Cyprus’s favourable

tax regime and double tax treaties. Particularly

robust were the profits of the financial services

sector. Taxes on production and imports

increased by 22,3% during the year under

review. Also noteworthy was the increase in VAT

receipts by 16,7%, mainly because of the

acceleration of GDP growth.

Public expenditure increased less than public

revenue but still higher than the originally

projected outlay. Compensation of employees

(i.e. basic salaries plus cost of living allowances

and other benefits incurred by the employer)

increased by 6%. Other current transfers,

which includes transfers to organisations to

cover operational costs, increased by 47,8%.

Social transfers, which include transfers to

households, old-age pensions, etc, increased

by 6,6%. Part of the increases in transfers was

financed by supplementary budgets.

Public debt was reduced to 59,8% of GDP

in 2007 from 64,8% in 2006. This reduction

was due to the running down of sinking

funds and the primary surpluses of recent

years. Foreign debt as a percentage of net

total public debt reached 23% in 2007

compared with 22% in 2006. Long-term

debt as a percentage of net total public debt

reached 98,1% in 2007 compared with 93,4%

in 2006. Short-term debt as a percentage of

net total public debt stood at 1,9% and 6,6%

in 2007 and 2006, respectively.

It should be stressed that the higher than

anticipated increase in public revenue is of a

temporary nature, because it is related to the

unusually high level of activity in the

construction and property sector. It is

imperative that this unanticipated temporary

revenue is not used to increase public

expenditure over and above the initially

budgeted level. The unanticipated fiscal

surplus must not lead to complacency in the

Government’s fiscal consolidation efforts.

It should also be emphasised that long-term
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fiscal sustainability requires immediate and

significant policy action. Especially worrying

is the viability of the Social Security Fund

which will face increasing pressures due to

the island’s ageing population. Studies by

independent bodies have confirmed these

worries. It is very important that structural

reforms are undertaken so as to ensure the

sustainability of the Fund.

In view of the island’s entry into the euro

area on 1 January 2008, the CBC understands

and appreciates the challenges faced as a

result of the new monetary policy framework.

The loss of monetary policy tools enhances

the importance of prudent fiscal policies and

the importance of structural reforms in key

sectors of the economy. Without ignoring the

need for social welfare policies, the increase

in productivity, the containment of inflation

and the maintenance of competitiveness

should remain the key targets.

3.2 Monetary Policy and Developments

Monetary policy and interest rates

During the year under review, the increase in

economic activity, which was partly caused by

the anticipated adoption of the euro, led to an

increase in lending. The growth rate of credit

to the private sector rose substantially and

was the main factor affecting M2.

With respect to the official interest rates of

the CBC, on 12 March 2007 the Monetary

Policy Committee (MPC) decided to align the

CHART 3.08 Selected interest rates
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interest rate on the marginal lending facility

(Lombard) and the interest rate on the

overnight deposit facility with the respective

ECB rates, which had increased by 25 basis

points a few days earlier. More specifically, the

rates on the marginal lending facility and the

overnight deposit facility increased by 25

basis points, reaching 4,75% and 2,75%,

respectively. The bid rate on the main

refinancing operations (repo rate), at which

loans and deposits are priced, remained

unchanged at 4,5%. This decision was

dictated by purely technical reasons and was

intended to gradually restore the one

percentage margin which, in accordance with

the euro area practices, must exist between

the main refinancing operations (repo) rate

and the other two rates.

Furthermore, on 6 June 2007 the MPC

increased the interest rates on the marginal

lending facility and the overnight deposit

facility by a further 25 basis points margin.

These increases followed the additional

increases in ECB interest rates during the

same month. Consequently, the specific rates

reached 5% and 3%, respectively. The bid rate

on the main refinancing operations (repo rate)

remained, once more, unchanged at 4,5%.

At an unscheduled meeting held on

21 December 2007, the MPC decided to

decrease the minimum bid rate on the main

refinancing operations by 50 basis points to

4%. The interest rates on the marginal lending

facility and the overnight deposit facility

remained unchanged at 5% and 3%,

respectively. This decision was made in order

to achieve full harmonisation with the official

interest rates of the ECB. In parallel, taking

into account questions and concerns

regarding the base rate of banks applicable to

existing floating-rate loans in Cyprus pounds,

the MPC decided, pursuant to section 40(1)(c)

of the Central Bank of Cyprus Law, that the base

rate of banks for such loans should be the

minimum bid rate on the main refinancing

operations as from 21 December 2007. It was

clarified that with the conversion of these

loans into euro, in accordance with the Euro

Adoption Law 2007, the base rate applied shall

be the minimum bid rate on the main

refinancing operations of the ECB.

With respect to the domestic interbank market,

the average overnight interest rate increased to

4,01% at the end of 2007, mainly due to the

reduction in surplus bank liquidity and the rise in

official interest rates. Consequently, domestic

banks increased, on average, their deposit and

lending rates during the year under review.
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The average yield on government securities

for the whole of 2007 increased compared

with the previous year. More specifically, the

average yield on ten year bonds was 4,37% in

January 2007 and increased to 4,6% by

September of the same year when the last

auction took place. In October 2006 the

average yield had been 4,26%. The same

phenomenon was observed for five year

government bonds. The average yield was

4,22% in January and reached 4,24% in the last

auction of the year held in April 2007. At the
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TABLE 3.08 bank interest rates (1) percent per annum

Lending rates Deposit rates
Business Business Personal Housing Credit Current 3month 1 year
overdraft secured secured loans cards accounts notice fixed
with limits loans loans secured by over over

life insurance £5.000 £5.000
policy

2006

January 6,67 6,67 7,28 5,71 12,00 0,46 3,48 3,63

February 6,65 6,65 7,27 5,71 12,00 0,45 3,48 3,59

March 6,64 6,65 7,27 5,69 12,00 0,47 3,48 3,57

April 6,64 6,64 7,28 5,69 12,00 0,48 3,48 3,55

May 6,64 6,63 7,28 5,68 12,00 0,47 3,48 3,52

June 6,65 6,62 7,28 5,68 12,00 0,43 3,48 3,43

July 6,65 6,62 7,28 5,68 12,00 0,46 3,47 3,42

August 6,64 6,62 7,29 5,68 12,00 0,46 3,47 3,42

September 6,88 6,81 7,51 5,84 12,17 0,55 3,64 3,58

October 6,89 6,81 7,50 5,84 12,17 0,51 3,65 3,58

November 6,88 6,81 7,48 5,84 12,17 0,50 3,65 3,58

December 6,88 6,80 7,48 5,84 12,17 0,51 3,65 3,58

2007

January 6,90 6,81 7,63 5,92 12,17 0,54 3,65 3,58

February 6,91 6,81 7,66 5,92 12,17 0,53 3,65 3,57

March 6,89 6,80 7,67 5,92 12,17 0,53 3,65 3,57

April 6,89 6,79 7,67 5,92 12,17 0,48 3,66 3,57

May 6,87 6,78 7,67 5,93 12,17 0,47 3,66 3,58

June 6,86 6,78 7,65 5,93 12,17 0,47 3,66 3,60

July 6,86 6,78 7,65 5,94 12,17 0,44 3,66 3,61

August 6,86 6,77 7,65 5,95 12,17 0,45 3,66 3,63

September 6,85 6,77 7,65 5,95 12,17 0,44 3,66 3,64

October 6,84 6,77 7,63 5,97 12,08 0,51 3,66 3,67

November 6,84 6,77 7,63 5,98 12,08 0,51 3,65 3,69

December 6,34 6,26 7,26 5,65 12,00 0,32 3,24 3,55

(1) The interest rates are reported as at end of month and refer to the average for each respective category, as indicated by the three largest banks.

Source: CBC



last auction of 2006 held in October, the

average yield had reached 4,11%. Regarding

two year bonds, there was a significant rise in

2007 compared with 2006. Specifically, the

average yield was 4,03% in February 2007,

when the only auction of the year was held,

compared with 3,51% in July 2006.

Furthermore, it is noted that during the last

two years no auctions were held for 15 year

government bonds.

With respect to short-term government

securities, the yields on 13-week treasury

bills also increased significantly during

2007. Specifically, the average yield on the

aforementioned securities was 3,61% in

March 2007, the last month during which an
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CHART 3.10 Yields on Treasury bills (Tbs), 2006-2007
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CHART 3.09 Yields on Government registered
Development Stocks (GrDS), 2006-2007
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CHART 3.11 Μ2 and Μ2C
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TABLE 3.09 Monetary aggregates and components £ thousand

End of period balances Change
2006 2007 2006 2007

Narrow money aggregate (M1) 2.263.744 2.591.985 458.853 328.241

Currency in circulation 607.806 504.003 51.900 -103.803

Demand deposits 1.405.969 1.637.426 266.750 231.457

Foreign currency deposits 249.969 450.556 140.203 200.587

Quasi-money 9.089.059 11.088.082 1.009.023 1.999.023

Saving deposits 436.516 510.895 74.817 74.379

Time deposits 7.537.700 8.342.366 722.328 804.666

Foreign currency deposits 1.114.843 2.234.821 211.878 1.119.978

Money Supply (M2) 11.352.803 13.680.067 1.467.876 2.327.264

Net foreign assets 2.999.168 3.319.545 1.184.288 320.377

Official (net) 2.590.838 2.497.672 466.749 -93.166

All banks (net) 399.036 815.904 723.289 416.868

IMF reserve position 9.294 5.969 -5.750 -3.325

Claims on private sector 10.901.204 14.089.013 1.510.379 3.187.809

of which foreign currency 1.896.949 3.109.510 691.176 1.212.561

Claims on public sector 2.407.406 2.167.890 303.786 -239.516

Advances and loans 1.127.912 1.234.617 26.962 106.705

Securities, treasury bills, etc. 1.996.756 1.964.144 71.700 -32.612

Deposits (1) -707.968 -1.024.902 199.374 -316.934

IMF reserve position -9.294) -5.969 5.750 3.325

Unclassified items -4.954.975 -5.896.381 -1.530.577 -941.406

(1) Changes with a negative sign denote an increase. Source: CBC

Source: CBC



auction was held, compared with 2,56%

in July 2006. Finally, the average yield on

52-week treasury bills was 4,12% in March

2007, the only month during which an

auction was held in 2007, compared with

2,89% in July 2006.

Monetary developments

During 2007 there was a significant increase

in monetary aggregates both in Cyprus as

well as in many other EU countries. The

decreases in interest rates in recent years,

especially following EU accession, as well as

the subsequent positive environment created

by the anticipated adoption of the euro, led

to an increase in borrowing and consumption.

According to preliminary data, the annual

growth rate of money supply M2C, which in-

cludes co-operative credit institutions (CCIs),

reached 19,5% in 2007 compared with 13,7% in

the previous year. If CCIs are excluded, then M2

rose by 20,5% in 2007 compared with 14,8% in

2006. As previously mentioned, the main factor

affecting M2 was credit to the private sector.

More specifically, bank credit to the private

sector rose by 29,2% or £3.187,8 million in

2007, compared with 16,1% or £1.510,4

million in the previous year. On the other

hand, as a result of the improvement in public

finances during the year under review, bank

credit to the public sector decreased by 9,9%

or £239,5 million, compared with an increase

of 14,4% or £303,8 million in 2006. With

respect to net foreign assets, these increased

by £320,4 million in 2007 compared with an

increase of £1.184,3 million in 2006.

The narrow money aggregate Μ1, which

consists of currency in circulation and demand

deposits, rose by 14,5% or £328,2 million in

2007 compared with 25,4% or £458,9 million in

2006. The slowdown in M1 growth was mainly

due to the decrease in currency circulation

during 2007. This development was partly the

result of a campaign carried out by the CBC for

the reduction in the amount of hoarded coins,

in preparation for the withdrawal of the Cyprus

pound. Moreover, the local currency demand

deposits of residents grew by 26,1% in 2007

compared with 32,6% in 2006. The slowdown

in local currency demand deposits was offset

by the increased preference of Cypriots for time

deposits at the higher interest rates prevailing

in Cyprus, compared with the equivalent

European interest rates.

More specifically, the local currency time

deposits of residents increased by 10,7% in

2007 compared with 10,6% in 2006. The foreign

currency time deposits of residents rose by
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100,5% in 2007 compared with 23,5% in 2006.

This expansion was related to the narrowing of

the interest rate gap between Cyprus pound and

euro deposits, the forthcoming adoption of the

euro as the official currency and the carrying out

of transactions in euro on the Cyprus Stock

Exchange since 30 October 2006. As a result,

quasi-money grew by 22% in 2007 compared

with 12,5% in 2006.

During the year under review, all sectors

received significantly larger amounts of credit.

Personal / professional loans as well as loans to

the construction sector absorbed the majority

of total loans. These two categories accounted

for 54,6% and 19,4% of total loans in 2007,

compared with 50,6% and 18,8%, respectively,

in 2006. In December 2007 about 33% of

personal / professional loans were channelled to

housing, a significant increase compared with

the previous year. As a consequence of the large

share of housing loans, on 12 July 2007 the CBC

issued a new circular to banks notifying them of

a further reduction in the maximum percentage

of financing allowed for the purchase /

construction of property, i.e. from 70% to 60% of

the value of the property funded. The maximum

funding allowed for the purchase / construction

of a primary permanent residence remained at
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TABLE 3.10 bank credit by sector

End of period balances Outstanding amount Annual percentage
£' 000 as a pecentage of total change

2006 2007 2006 2007 2006 2007

Public institutions and corporations (1) 342.761 533.431 2,9 3,3 8,0 55,6

Agriculture 108.516 128.220 0,9 0,8 1,2 18,2

Mining 28.458 31.102 0,2 0,2 -1,1 9,3

Manufacturing 538.764 573.064 4,6 3,6 2,7 6,4

Transport and communications 117.257 211.219 1,0 1,3 18,8 80,1

Foreign and domestic trade 1.519.247 1.652.927 13,0 10,3 -2,2 8,8

Building and construction 2.199.786 3.098.205 18,8 19,4 25,6 40,8

Tourism 909.809 1.035.410 7,8 6,5 7,1 13,8

Personal and professional loans 5.914.924 8.726.062 50,6 54,6 24,8 47,5

Bills discounted :

local 2.691 1.841 0,0 0,0 7,3 -31,6

foreign 1.620 838 0,0 0,0 2,7 -48,3

Total 11.683.833 15.992.319 100,0 100,0

(1) Includes government loans. Source: CBC



80%. On 22 August 2007 the CBC provided

additional clarifications regarding implementation

of the circular. The tourism and trade sectors,

which historically received important shares of

credit, absorbed 6,5% and 10,3% of the total in

2007, respectively, compared with 7,8% and 13%

of the total in the previous year. Public institutions

and corporations accounted for 3,3% of total credit

in 2007 compared with 2,9% in 2006.

The euro continued to be the first choice

of residents for foreign currency loans.

Specifically, 62,1% of foreign currency loans

were accounted for by euro, 29,7% by Swiss

francs and 2,8% by dollars at the end of 2007.

The respective shares at the end of 2006

were 55,2%, 36,6% and 4,8%. The relatively

large share of loans in Swiss francs is

attributed to the low interest rates in this

currency, as opposed to the steady and

continuous rise of euro interest rates in the

last two years. It appears that borrowers

disregarded the exchange rate risk

associated with such transactions, even

though the exchange rate between the

Swiss franc and the Cyprus pound has

historically exhibited fluctuations.

Co-operative credit institutions (CCIs)

According to preliminary data, the CCIs

attracted 38,6% of the total amount of deposits
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TABLE 3.11 Co-operative credit institutions

Total deposits Total loans
Value % change over Value % change over

End of period £'000 previous year £'000 previous year

1995 1.802.002 12,0 1.651.945 13,7

1996 1.976.253 9,7 1.838.032 11,3

1997 2.188.198 10,7 1.991.267 8,3

1998 2.416.375 10,4 2.132.803 7,1

1999 2.570.687 6,4 2.410.214 13,0

2000 2.821.560 9,8 2.483.933 3,1

2001 3.109.080 10,2 2.519.097 1,4

2002 3.513.363 13,0 2.670.250 6,0

2003 3.985.863 13,4 2.947.042 10,4

2004 4.238.085 6,3 3.276.412 11,2

2005 4.614.252 8,9 3.571.967 9,0

2006 5.295.593 14,8 3.953.942 10,7

2007 (prov.) 6.030.562 13,9 4.578.311 15,8

Source: Authority for the Supervision and Development of Co-operative Societies



in local currency at the end of 2007, holding a

steady share of the market. The rate of growth

in CCI deposits was 13,9% in 2007, compared

with 14,8% in the previous year. According to

the same data, credit given by the CCIs rose by

15,8% during the year under review compared

with an increase of 10,7% in the preceding year.

Nevertheless, the share of CCIs in the total value

of Cyprus pound loans decreased to 28,9% in

2007 compared with 30,1% in 2006.

Bank liquidity

During 2007 there was a reduction in the sur-

plus liquidity of banks, mainly due to the in-

crease of government deposits with the CBC

and the increase of currency in circulation.

The latter reached a monthly average of

£643,5 million in 2007 compared with £607,9

million in 2006.

In the context of its anti-inflationary policy,

the CBC intervened in the money market via

auctions for the acceptance of deposits (depos)

and absorbed a monthly average of £265

million in 2007 compared with £400,8 million

in 2006. Furthermore, on 19 July 2007 the CBC

announced fixed interest rate depos of 167

days duration in order to absorb excess bank

liquidity. As a result, £206 million of depos were

absorbed at an interest rate of 4,6%.

Changes following euro adoption

With the adoption of the euro on 1 January

2008, the responsibility for all monetary

decisions will be transferred to the Governing

Council of the ECB. The Council meets twice a

month in Frankfurt and, as from 1 January

2008, the Governor of the CBC will be

participating as an equal member. The MPC of

the CBC, which was responsible for monetary

policy decisions in Cyprus, will cease to exist

from 1 January 2008. Upon the introduction of

the euro the reserve ratio for domestic currency

will be adjusted from 5% to 2%. As for foreign

currency, this had already been at 2%.

In anticipation of the adoption of the euro and

the entry of the Cypriot banking system into the

euro area, the monetary policy implementation

framework was completely harmonised and

integrated into the Eurosystem.

Finally, with the introduction of the euro,

the CBC is obliged to produce new,

harmonised, monetary and financial

statistical series compatible with the ECB’s

legal framework. Consequently, as from

January 2008, the categories used in the

present CBC report will be replaced with

the new statistical series, which will be

comparable with those produced in the

euro area.
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4. functions of the bank

4.1 The Central Bank of Cyprus and
the Road to the Euro

On 10 July 2007 the Council of the EU decided

that Cyprus, as well as Malta, would adopt the

euro on 1 January 2008. On the same day the

Council set the conversion rate between the

Cyprus pound and the euro at €1 = £0,585274,

identical to the central rate with which the

pound entered ERM ІІ in May 2005 and the

rate unilaterally adopted by Cyprus in 1992.

The Council’s decision was based on the

convergence reports issued by the ECB and

the European Commission on 16 May 2007.

These reports concluded that Cyprus had

achieved a high degree of sustainable

convergence, fulfilling the economic and legal

criteria for the adoption of the euro.

The CBC made an important contribution to

the fulfilment of the economic convergence

criteria, through prudent monetary and

exchange rate policies. The CBC’s role was also

essential in the achievement of legal

convergence. Following the decision of 10 July,

the countdown began for the great challenge

of a successful euro changeover. The CBC

intensified preparations regarding all aspects

(legal, technical, communication) falling within

its sphere of competence, thus ensuring the

smooth introduction of the new currency.

The CBC and the Ministry of Finance were

the key players in the changeover to the euro.

The necessary coordination and cooperation

between the CBC, the Ministry of Finance and

other competent ministries was achieved

through the Coordinating Committee for the

introduction of the euro, chaired by

the Governor of the CBC. The CBC also

cooperated closely with the ECB and the

European Commission.

Legal aspects

On 15 March 2007 the House of Representatives

enacted Law 34(Ι)/2007 amending the Central

Bank of Cyprus Law, 2002 - 2003. With the

enactment of this law the CBC legislation was

fully aligned with the acquis communautaire

applicable to the euro area, and hence Cyprus

achieved legal convergence, a precondition for

euro adoption. The relevant bill was prepared

by the CBC in accordance with the recommen-

dations of the ECB and the European

Commission. With effect 1 January 2008, certain

provisions of the CBC legislation concerning

mainly the following areas were amended:

• Monetary policy;

• Exchange rate policy;

• Issue of banknotes and coins;

• Accounting principles for the CBC’s finan-



cial statements to be submitted to the ECB;

• Audit of the CBC’s financial statements.

On 15 March 2007 the House of

Representatives also enacted the Euro Adoption

Law, 2007, with the aim of regulating various

aspects of the introduction of the euro. The

CBC had contributed to the preparation of this

law, which, inter alia, provides for the following:

• Parallel circulation of the pound and the

euro for one month;

• Exchange by banks, co-operative credit

institutions and the CBC of banknotes and

coins in pounds with euro, free of charge

subject to certain conditions;

• Substitution of euro interest rates for the

corresponding rates of the Cyprus pound;

• Dual display of prices for four months be-

fore and nine months after euro adoption;

• Redenomination in euro of the public debt;

• Conversion to euro of the nominal share

capital of companies;

• Establishment of euro observatories for
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TABLE 4.01 Cyprus's economic indicators in relation to the convergence criteria

Government long-term
Inflation(1) budgetary Exchange interest rate(2)

(%) position rate (%)
General

government
deficit Debt Two-year participation
(% GDP) (% GDP) in ERM II

Reference period 2007 2007 2007 2005 – 2007 2007

Indicator for Cyprus 2,2 1,5(3) 60,0(3) 4,5
surplus

Reference value 2,8 3 60 6,4

Fulfilment of convergence criterion Yes Yes Yes Yes Yes

Definition of convergence
criterion - calculation
of reference value

Average rate of
inflation of the 3
best performing
EU member states
in terms of price
stability + 1,5
(Malta: 0,7
Netherlands: 1,6
Finland: 1,6)

Observance of the
normal fluctuation
margins provided for
by the exchange rate
mechanism for at least
two years without
severe tension (in
particular without
devaluation against
the currency of any
other EU member
state).

(1) Increase in the 12-month average of the HICP over the previous 12-month average.
(2) Average of long-term interest rates over a 12-month period.
(3) Provisional data.

Average long-term
interest rate of the
three best
performing EU
member states in
terms of price
stability + 2
(Malta: 4,7
Netherlands: 4,3
Finland: 4,3)

Sources: Eurostat, ECB



monitoring the introduction of the euro and

assistance to the public.

Furthermore, in view of euro adoption, the

CBC prepared a draft law to amend the

Currency (Counterfeiting and Other Related

Matters) Law, 2004. The ECB issued a positive

opinion on the draft law in November 2007.

In order to implement the Eurosystem’s legal

framework for monetary policy and TARGET2

(Trans-European Automated Real-time Gross

settlement Express Transfer system), the CBC

issued directives in December and November

2007, respectively. Furthermore, the CBC

issued a directive on the reporting of interest

rate statistics by monetary financial

institutions and a directive on flow statistics,

in accordance with the corresponding ECB

regulations, in April and July 2007,

respectively. In parallel, the CBC took part in

the preparation of ECB legal instruments in

relation to the integration of the CBC into the

Eurosystem, providing, inter alia, for the

paying-up of the remaining capital and the

transfer of foreign reserves to the ECB.

Technical preparation

The timely and comprehensive preparation of

the CBC, in close cooperation with the ECB,

was crucial for the smooth introduction of the

euro. In accordance with the cash changeover

plan, which was finalised in June 2007, the

CBC borrowed the required quantities of euro

banknotes (€1.730,0 million) from the

Eurosystem. The required quantities of coins

(€100,3 million) with Cypriot national designs

were produced by the Mint of Finland,

following a public tender. The CBC began

frontloading euro coins and banknotes to

banks on 22 October and 19 November 2007,

respectively. This was completed by early

December 2007. In parallel, euro cash was

distributed to enterprises (primarily retailers)

and the public so that transactions would be

carried out in euro from 1 January 2008.

With regard to payment and settlement

systems, on 19 November 2007 the CBC and 14

commercial banks were successfully connected

to TARGET2, which began operating on the same

date. In the last quarter of 2007 the CBC also

completed the preparation of its operational

framework for the implementation of the single

monetary policy, thus enabling credit institutions

in Cyprus to participate in the Eurosystem’s

monetary policy operations from 1 January 2008.

Concerning foreign reserves, the CBC agreed to

pool its operational activities for the management

of its share of the ECB’s foreign reserve assets with

the Bank of Greece. Furthermore, the CBC
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undertook extensive work to ensure the

fulfilment of all the statistical requirements of the

ECB. More information on the preparation for

euro adoption is given in the corresponding

sections of this report.

Information campaign

Within its ambit of responsibilities, the CBC

handled all information campaign issues re-

lating to the introduction of euro banknotes

and coins and the withdrawal of the Cyprus

pound. The CBC’s information campaign was

designed and implemented in cooperation

with the ECB. The CBC also cooperated with

the Ministry of Finance regarding communica-

tion activities such as the eurobus for inform-

ing people in the countryside and the design

of the national euro website. During 2007 the

CBC undertook a series of communication

activities including the following:

• Distribution of euro converters, public infor-

mation leaflets and euro cards to all house-

holds (in cooperation with the ECB and the

Ministry of Finance).

• Distribution of a leaflet on the changeover

modalities to all households (in cooperation

with the Electricity Authority of Cyprus in

the last quarter of 2007).

• “€ talking card” for visually impaired persons.

These special cards developed by the ECB

were distributed by the CBC in cooperation

with the Association for the Blind.

• Information campaign for the Turkish Cypriots.

The ECB, in cooperation with the CBC, pro-

duced information leaflets in Turkish as well

as posters of euro banknotes and coins. This

material was distributed to the Turkish Cypri-

ots living in the areas not under the effective

control of the Government of the Republic

of Cyprus, mainly through the crossing

points and via a private consulting firm.

• Campaign concerning hoarded Cypriot coins.

The campaign, aimed at the reduction of

cash held by the public so as to facilitate the

changeover to the euro, was intensified

from September 2007. The CBC encouraged

the public to use idle coins for payments,

deposit them in bank accounts or exchange

them for banknotes, free of charge.

• Campaign on the visual appearance and

security features of euro banknotes and coins

in the press, radio and television.
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• Training of cashiers on the security features

of the euro (in cooperation with the ECB).

• Media seminar on the organisation and activ-

ities of the Eurosystem. The ECB, in

cooperation with the CBC, organised a two-day

seminar in September 2007 for Greek-Cypriot

and Turkish-Cypriot journalists in Frankfurt.

• Information bulletins. The CBC issued 16

short information bulletins concerning the

introduction of the euro (eg on the conver-

sion of amounts from pounds into euro,

contracts and cheques).

• Opinion polls on the euro. In July 2007 the

European University Cyprus conducted a

survey on public perceptions regarding

the introduction of the euro and evalu-

ated the information campaign on behalf

of the CBC. In comparison with previous

surveys, which were carried out in De-

cember 2005 and June 2006, the 2007 poll

registered a clear improvement in public

perceptions of the euro, although there

were still concerns about possible price

abuses during the changeover to the

euro, as also indicated by the Eurobarom-

eter surveys.

• Exhibition “From the Cyprus pound to the euro”

held at the premises of the CBC. The exhibition

was inaugurated in October 2006 and contin-

ued throughout 2007. Thousands of primary

and secondary school students visited the exhi-

bition and attended presentations on the euro.

• Illumination and decoration of the CBC

building with special banners and other ma-

terial prepared in cooperation with the ECB.

4.2 Monetary Policy Instruments

The primary objective of the CBC is to ensure

price stability and, without prejudice to this

objective, to support the general economic

policy of the government. In order to achieve

this and in particular to regulate the supply of

money and credit, the CBC has at its disposal

a set of monetary policy instruments.

Open market operations

Open market operations have replaced the liq-

uidity ratio. They are liquidity providing (or ab-

sorbing) operations in the form of reverse

transactions based on repurchase agreements,

whereby the CBC buys (or sells) government

securities from (or to) the counterparties (repos

or reverse repos). Such transactions take place
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whenever the CBC deems it appropriate and

their duration is up to 15 days.

In addition, the CBC invites the counterpar-

ties to submit tenders for the acceptance of

deposits in order to absorb their excess liq-

uidity. The duration of such operations is de-

termined by the CBC. In the case of interest

rate tenders, the CBC announces the maxi-

mum interest rate and the total amount of de-

posits to be accepted. In the case of volume

tenders, the CBC announces the fixed interest

rate for accepting deposits whereas the total

amount of deposits to be accepted is an-

nounced by the CBC after the submission of

tenders. During 2007 conditions of excess liq-

uidity prevailed and, as a result, the CBC ab-

sorbed through auctions for the acceptance

of deposits liquidity amounting to a monthly

average of £265 million, compared with

£400,8 million in 2006.

Standing facilities

The interest rate on the marginal lending facility

is intended to provide the upper end of the

overnight money market interest rates. Credit

granted to banks under the marginal lending fa-

cility is made available on an overnight basis.

Government securities acquired through auc-

tions are used as collateral. There is no limit on

the amount of funds made available under this

facility as long as there are sufficient underlying

eligible assets. The CBC reserves the right to re-

strict access to this facility should its excessive

use jeopardise monetary policy objectives. The

monthly average amount borrowed by the

banks through this facility was £22,7 million in

2007, compared with £1,7 million in 2006.

The counterparties may deposit their short-

term surplus funds with the CBC at the end of

each day. The interest rate on the deposit fa-

cility is intended to provide the floor for the

overnight money market interest rates. The

monthly average amount deposited by the

banks through this facility was £96,4 million in

2007, compared with £203,8 million in 2006.

Minimum reserves

The CBC, by virtue of the powers vested in it

by article 41 of the Central Bank of Cyprus Law,

2002 - 2007, and for the purpose of further

alignment with the minimum reserve system

of the Eurosystem, as it is defined by Regula-

tion ECB/2003/9, issued a new directive on the

maintenance of minimum reserves with the

CBC (Κ.Δ.Π. 510/2005). This entered into force

on 1 January 2006 and specifies detailed rules

of the minimum reserve system according to

which all institutions operating in the Repub-
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lic of Cyprus, including branches of foreign

banks, are subject to reserve requirements.

The reserve account is the only operational ac-

count of the commercial banks with the CBC. For

purposes of harmonisation with the ECB’s mini-

mum reserve system (in order to avoid sudden

changes in the money market at the adoption

stage of the euro), the CBC prepared a provi-

sional schedule for the gradual convergence of

the reserve ratio applied to liabilities in Cyprus

pounds according to which the ratio was de-

creased to 5,75% and 5% in September and No-

vember 2005, respectively. However, due to

conditions of excess liquidity in 2006 and 2007,

the reserve ratio applied to liabilities in Cyprus

pounds was kept at 5%, while the reserve ratio

applied to liabilities in foreign currency stood at

2%. Commercial banks earn interest on their av-

erage reserve account holding at a rate directly

linked to official CBC interest rates. Reserves in

excess of the required are not remunerated over

the maintenance periods. The monthly average

minimum required reserves were £850,7 million

in 2007, compared with £704,1 million in 2006.

4.3 Regulation and Supervision
of the Banking Sector

Under the Central Bank of Cyprus Law, 2002-

2007, and the Banking Law, 1997-2005, the CBC

is the competent authority for the supervision

of banks including, inter alia, the power to

grant licences for the carrying on of banking

business. The CBC’s supervisory role, in light

of Cyprus’s accession to the EU in 2004, is very

important. Banks operate in an intensely

competitive environment and, consequently,

substantial effort is needed to increase or

even retain market share. Thus, the

supervision exercised by the CBC aims at

ensuring that the risks assumed by banks lie

within acceptable limits, the ultimate

objective being the minimisation of systemic

risk and the maintenance of financial stability.

This ensures that public confidence in the

banking system is maintained and the

interests of depositors are protected.

In exercising its supervisory role, the CBC is

guided by the recommendations of the Basel

Committee on Banking Supervision, the

guidelines issued by the Committee of Euro-

pean Banking Supervisors and the rules of the

EU which aim at promoting the adoption of

best practices. In this connection, various di-

rectives regarding prudential supervision

have been issued by the CBC to all banks

operating in Cyprus.

The CBC supervises banks that are incorpo-

rated in Cyprus, including both their local and



foreign subsidiaries as well as branches, on a

consolidated basis. The subsidiaries and

branches of foreign banks which are estab-

lished in Cyprus are also subject to the CBC’s

supervision. There are currently 47 banks op-

erating on the island. Eighteen of these are

locally incorporated (eight are subsidiaries of

foreign banks), while 27 are branches and two

representative offices of foreign banks.

During 2007 new licences were granted to

EFG Eurobank Ergasias S.A. of Greece, Banca

Transilvania S.A of Romania and Central Coop-

erative Bank PLC of Bulgaria to carry on bank-

ing business in the form of a branch. These

banks exercised their right of establishment

and freedom to provide services arising from

the EU “single passport” principle. Further-

more, a licence was granted to Intercontinental

Bank of Lebanon SAL to carry on banking busi-

ness in the form of a branch. Finally, Pireaus

Bank (Cyprus) Ltd was granted a licence to

carry on banking business in Cyprus.

Supervision of banks is exercised by apply-

ing two methods that complement each

other: (a) off-site monitoring of banks’ com-

pliance with the CBC’s directives, through pe-

riodic returns submitted to the CBC covering

an extensive range of their operations; and (b)

on-site examinations, which aim at evaluating

the financial position of banks and assessing

the level of risks that they undertake. More

specifically, on-site examinations focus on

areas such as management and organisational

structure, internal audit, risk management

(credit, interest rate, foreign exchange, etc),

profitability/yield, and adequacy of provisions

for doubtful debts as well as compliance with

the regulations and directives of the CBC.

On-site examinations are planned and carried

out in a manner that ensures the adequate su-

pervision of the material risks assumed by

banks. In this context, the CBC examines the

business activities of each bank, identifies the

risks that emanate from each operation and

assesses their significance by applying its own

risk assessment system. Moreover, the level of

transparency and the extent of compliance

with the principles of internal governance, as

provided by the Framework of Principles of

Operation and Criteria of Assessment of Bank-

ing Institutions’ Organisational Structure, In-

ternal Governance and Internal Control

Systems Directive, are also assessed by the

CBC. The frequency and intensity of the su-

pervision exercised is determined by the prin-

ciple of proportionality, that is, the size,

systemic significance, nature, scale and com-

plexity of the business activities of each bank.
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Developments in the banking supervisory
framework

In exercising its supervisory powers, the CBC

places great emphasis on the timely adoption

of the EU regulatory framework and the core

principles for supervision issued by the Basel

Committee on Banking Supervision.

Following the finalisation and publication

of the Calculation of the Capital Require-

ments and Large Exposures Directive in 2006,

which adopts EU Directives 2006/48/EC (new

EU banking directive) and 2006/49/EC on

capital requirements in 2007, the CBC fo-

cused its efforts in providing guidance to

banks for the correct and uniform imple-

mentation of the directive with particular

emphasis on Pillar II. In this respect, the CBC

issued guidelines to banks on the Internal

Capital Adequacy Assessment Process

(ICAAP) and also prepared and published the

framework of the Supervisory Review and

Evaluation Process (SREP).

Furthermore, during 2007 the CBC issued a

number of circulars and directives aimed at

improving supervisory rules and aligning

them with international practice and stan-

dards (see the directives and guidelines is-

sued for prudential supervision purposes

mentioned below).

Implementation of the Calculation of Capital
Requirements and Large Exposures Directive

For those institutions which opted to adopt the

‘simple’approaches (Standardised for credit risk

and Basic Indicator for operational risk) or ‘in-

termediary’ approaches (Internal Ratings Based

for credit risk and Standardised for operational

risk) for calculating their capital requirements,

the new EU banking directive on capital re-

quirements was put into effect on 1 January

2007. However, all except two banks supervised

by the CBC have exercised the discretion avail-

able in the new EU banking directive allowing

them to postpone implementation of its provi-

sions until 1 January 2008. As from that date,

the directive applies to all banks, including

those applying the advanced approaches.

During 2007 the CBC had several contacts

and meetings with the banks for clarifying

various aspects of Pillar I so as to ensure the

correct and uniform implementation of

the directive.

According to EU Directive 2006/48/EC and

the corresponding CBC directive, banks must

have in place effective strategies and

processes for assessing and maintaining on

an ongoing basis the amount, type and dis-

tribution of internal capital that they consider

adequate to cover the risks to which they are
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or might be exposed. It also requires that

these strategies and processes are subject to

regular internal review to ensure that they are

adequate for the scale and complexity of the

activities of the banks. The guidelines issued

by the CBC on the ICAAP are based on the

corresponding guidelines issued by the Com-

mittee of European Banking Supervisors

(CEBS) and aim to guide banks in designing

and implementing their ICAAP and effec-

tively complying with the provisions of the

new EU banking directive.

During 2007 the CBC also finalised and pub-

lished the framework for conducting the SREP

required under Pillar II. According to the new EU

banking directive and the corresponding CBC di-

rective, the CBC reviews and evaluates: (a) the

risks to which banks are or might be exposed; (b)

the adequacy and soundness of their ICAAP; (c)

the adequacy of their own funds in relation to

their risk profile; and (d) their compliance with

the requirements of the directive. The CBC re-

quires banks not complying with these require-

ments to take the necessary actions to address

the situation. It may also require them to take

specific measures. The SREP framework, issued

by the CBC, defines the general principles and

methodology applied in assessing banks’ risk

management processes, their ICAAP and the ad-

equacy of their own funds. As part of the frame-

work, the CBC’s policy is also defined in relation

to the supervisory measures that it may take in

case the review identifies material weaknesses.

Other directives and guidelines for
prudential supervision purposes

Country risk

In September 2007 the CBC issued to banks

guidelines regarding the management of

country risk, including transfer risk, based on

the relevant core principles for effective bank-

ing supervision issued by the Basel Commit-

tee on Banking Supervision. Country risk

refers to the possibility that sovereign and

other borrowers may be unable or unwilling

to fulfill their obligations for reasons beyond

the usual risks which arise in relation to all

lenders. The above guidelines stress the im-

portance that the CBC places on the effective

management of country risk and transfer risk

and set out the basic principles that should

govern the banks’systems, processes and pro-

cedures for the recognition, measurement,

monitoring and control of the risk inherent in

their country exposures.

Protective liquidity in euro

In December 2007 the CBC issued to banks



the Calculation and Maintenance of Protec-

tive Liquidity in Euro Directive, which came

into effect on 1 January 2008. Under the

above directive banks are required to observe

minimum mismatch ratios which have been

set at 10% and 25% for the time zones “sight

up to 7 days” and “sight up to 30 days”, re-

spectively, for their assets and liabilities in

euro. At the same time, a minimum stock liq-

uidity ratio has been prescribed. In particular,

banks are required to hold in prescribed liq-

uid assets 25% of their total euro deposits, ir-

respective of maturity, and other obligations

repayable within 12 months.

Transposition of the EU Markets in Financial
Instruments Directive (ΜiFΙD)

The EU Directive on Markets in Financial

Instruments (ΜiFID) 2004/39/ΕC was transposed

into our national legislation through the

enactment of the Provision of Investment Services

and Activities and for the Operation of Regulated

Markets Law, 2007 which came into force on 1

November 2007, with the simultaneous

repealing of the Investment Firms Law, 2002.

The law regulates the provision of

investment and ancillary services as well as

the conduct of investment activities (as a

regular operation on a professional basis in

the Republic) the operation of regulated

markets and other relevant issues.

The law provides that the CBC is the competent

authority for banks under its supervision that

offer investment services or perform investment

activities. In accordance with the law, the CBC has

issued the following directives specifying certain

provisions of the law:

(a) The Prerequisites for Offering Investment

or Ancillary Services and the Performance

of Investment Activities by Banking Insti-

tutions Directive;

(b) The Professional Conduct of Banking Insti-

tutions in the Course of Providing Invest-

ment or Ancillary Services and During the

Conduct of Investment Activities Directive.

Developments in the banking sector

The financial results of banks were particularly

satisfactory as they exhibited significant

improvement in 2007 compared with 2006.

Among the factors that contributed to the

increase in profitability were: the satisfactory

growth of the Cyprus economy; the increase

in the rate of credit expansion; the successful

expansion in overseas markets, especially in

Greece; the continued implementation of

internal restructuring plans aimed at the

improvement in the quality of their loan
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portfolio; and containment of operating costs.

Intense competition constituted the main

characteristic of the year under review.

Hence, banks focused their efforts on increas-

ing their domestic market share by launching

innovative products and by improving the

quality of the services offered to their cus-

tomers. Furthermore, credit to the housing and

construction sectors expanded at a high rate

during 2007. This development raised the con-

cern of the CBC which, as a result, issued circu-

lars aimed at restricting the exposure of banks

to risks associated with the property market.

During 2007 banks intensified their efforts

to collect debts in arrears, to increase tangi-

ble security held and to upgrade and

strengthen their procedures for assessing new

loans. This has resulted in the improvement

of the quality of the loan portfolio of domes-

tic banks. In this respect, the ratio of non-per-

forming loans to total loans has improved and

total provisions for doubtful debts decreased.

It must also be stressed that during 2007 the

capital base of domestic banks was further

strengthened due to the significant increase

in their profitability.

Furthermore, it is worth mentioning that

the favourable developments mentioned

above were accomplished in a year during

which large foreign banks recorded signifi-

cant losses as a result of the credit crisis which

erupted in the United States. The banks su-

pervised by the CBC were not involved in any

securitisation programmes while their expo-

sure to high risk positions was negligible. As

a result, the effect of the credit crisis on their

financial condition was insignificant.

The CBC is satisfied with the continued

downward trend in the cost to income ratio of

banks as well as the significant increase in their

profitability during the period under review.

However, despite these favourable develop-

ments, there is no room for complacency. Banks

need to intensify their efforts to further improve

their profitability and, principally, to ensure the

sustainability of their income. In addition, banks

should aim at further improving their ratio of

non-performing loans to total loans.

During the year under review, the growth in

the overseas operations of domestic banks

continued. The growth in their deposits and

loans, particularly in Greece, was

considerable, mainly due to the expansion of

their branch network. The expansion of

Cypriot banks abroad reduces their

dependence on the relatively small domestic

market and provides opportunities for further

growth and improved profits. In addition,
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overseas expansion provides an opportunity

for the diversification of the sources of income

and, as a result, contributes to the wider

distribution of business risk. The internal

control systems which banks have in place

contribute to the proper measurement and

monitoring of the additional risks that

emanate from their expansionary strategy.

Further overseas expansion constitutes a main

strategic objective of domestic banks. During

2007 the CBC granted licences to three domestic

banks to expand their operations in Romania,

Russia, Ukraine and Estonia. Banks aim to take

advantage of the significant opportunities for

growth that exist in these countries. It must be

stressed, however, that despite the profitable

opportunities provided, overseas expansion also

involves the taking of significant risks.

Consequently, the CBC will continue to closely

supervise the overseas expansion of domestic

banks so that their financial standing are not in

any way jeopardised.

The CBC notes with satisfaction the

strengthening of banks’ internal governance

procedures. The implementation of

appropriate governance procedures, which is a

requirement of the Framework of Principles of

Operation and Criteria of Assessment of

Banking Institutions’ Organisational Structure,

Internal Governance and Internal Control

Systems Directive issued by the CBC in 2006,

contributes positively to the sustainability of

the financial robustness of banks and to the

preservation and strengthening of domestic

financial stability.

Finally, it is noted that during 2007 banks

completed their preparation in relation to the

introduction of the euro in Cyprus. The

introduction of the single currency constitutes a

cornerstone for the future of the Cyprus economy

and its successful introduction is another

indication of the high level of responsibility and

professionalism displayed by banks.

Financial stability

In exercising its role in safeguarding the

stability of the financial system, the CBC

monitors the cyclical developments in the

financial sector as well as the developments in

the macro-financial environment in order to

assess both risks to financial stability and the

financial system’s shock-absorption capacity.

Banks are the main focus of monitoring

activities, as they are still the primary

intermediaries of funds and thus also the main

potential conduit for risk in the financial

system. In parallel, the CBC monitors the

structural developments occurring in the
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banking sector which may affect the nature

and stability of the financial system.

Moreover, the CBC has a primary role in

developing new and enhancing existing

mechanismsformanagingpotentialfinancialcrises

at the national level. The CBC also has an important

role in strengthening the cooperation and

exchange of information between the competent

authorities responsible for the safeguarding of the

stability of the financial system in crisis situations.

In November 2007 a Memorandum of

Understanding between the CBC, the Authority

for the Supervision and Development of Co-

operative Societies, the Cyprus Securities and

Exchange Commission, the Insurance

Companies’Control Service and the Ministry of

Finance was signed with the aim of enhancing

coordination and cooperation in order to

safeguard the stability of the financial system.

The National Financial Stability Committee,

which was established under the provisions of

the above Memorandum, is chaired by the CBC

and acts as a forum for the overview and

discussion of issues related to financial stability,

including financial crisis management issues.

Cooperation with other domestic and
foreign supervisory authorities

In the field of cooperation with foreign

supervisory authorities, the CBC continued to

participate actively in the meetings of the CEBS

and its working groups. The main aims of the

CEBS are to advise the European Commission on

supervisory and regulatory issues concerning

the banking sector and to contribute to the

consistent application of Community legislation

as well as the convergence of supervisory

practices by member states. Moreover, during

2007 the CBC participated actively in the

meetings of the Banking Supervisory

Committee (BSC) of the ESCB and its working

groups, which focus on issues related to the

stability of the financial system.

In 2007 the CBC continued placing particular

emphasis on establishing and promoting

bilateral ties with overseas supervisory

authorities, especially with those emanating

from countries whose banks already have, or

may have in the immediate future, a presence

in Cyprus either in the form of subsidiaries or

branches or by offering cross-border services

on the basis of the relevant EU directive. In this

context, the CBC actively promotes the

negotiation and signing of memoranda of

understanding in the field of banking

supervision with respective overseas

supervisory authorities. The above policy is

consistent with the relevant recommendations

54

A N N U A L R E P O R T 2 0 0 7



of the Basel Committee on Banking

Supervision which aims at ensuring effective

supervision of the cross-border activities of

banks. During the year under review, the CBC

signed four new memoranda of understanding

with overseas supervisory/regulatory

authorities, thus raising to 22 the total number

of memoranda already signed. Moreover, the

CBC has commenced negotiations for

concluding memoranda of understanding

with a number of other overseas

supervisory/regulatory authorities.

4.4 Payment and Settlement Systems

Smooth and orderly economic development

requires safe and efficient means of effect-

ing payments. In addition, payment systems

are important for maintaining financial sta-

bility because they are the means through

which economic disturbances are transmit-

ted from one sector to another. In recent

years, substantial increases in financial mar-

ket activity, coupled with rapid advances in

technology, have brought to the fore the

significance of the safety and efficiency as-

pects of payment systems. For the smooth

and orderly operation of payment systems,

the CBC has placed particular emphasis on

the creation of the required legal framework

and the establishment of the necessary

technical infrastructure.

Close cooperation between the CBC and the

banking community in the field of payment

systems is considered vital for ensuring timely

and effective responses to developments,

whether these are connected to EU/Eurosys-

tem membership or not. Various committees,

such as the Consultative Payments Committee,

the Committee of the Cyprus Clearing House

and the National Coordinating Committee for

the Migration to the Single Euro Payments

Area (SEPA), facilitate the effective exchange of

information and coordination among all

parties involved.

Legal framework

The role of the CBC concerning payment sys-

tems, as envisaged by the acquis communau-

taire, is based on the Central Bank of Cyprus Law,

2002 - 2007. In particular, section 6(2)(g) spec-

ifies as one of the main responsibilities of the

CBC the promotion, regulation and oversight

of the smooth operation of payment, clearing

and settlement systems. Furthermore, in ac-

cordance with section 48 of the law, the CBC

may administer, participate in or become a

member of any payment, clearing and settle-
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ment system and may place under its oversight

any payment, clearing and settlement system

that operates in the Republic. In addition the

CBC is empowered to issue directives regulat-

ing the functions and operating

procedures of the systems under its oversight.

Furthermore, the CBC is the competent au-

thority empowered to designate the payment

and settlement systems that fall within the

scope of the provisions of the Settlement Final-

ity in Payment Systems and in Securities Settle-

ment Systems Law, 2003 - 2006. In addition, this

law gives the CBC the right of access to any in-

formation that it may deem necessary in the

exercise of its responsibilities and the power to

impose administrative fines on any participant

for non-compliance.

In the context of the exercise of its

responsibilities emanating from the provisions

of the aforementioned law, the CBC has

designated as systems falling under its provisions

the TARGET2-CY system and the Central

Depository and Central Registry of the Cyprus

Stock Exchange.

Payment and securities settlement systems
operating in Cyprus

There are seven payment, clearing and settlement

systems operating in Cyprus at present: TARGET2-

CY, the Large-value Credit Transfers System, the

Cyprus Clearing House for cheques, the payment

cards clearing and settlement system, the retail

credit transfers system (JCCTransfer), the

government credit transfers system as well as the

Cyprus Stock Exchange clearing and settlement

system. These systems, except the government

credit transfers system which began operating in

2005, and the Eurosystem’s TARGET2 with which

the CBC was connected on 19 November 2007,

are described in the ECB publication "Payment

and securities settlement systems in the European

Union”issued in August 2007 (www.ecb.int). The

CBC operatesTARGET2-CY, the Large-value Credit

Transfers System, the Cyprus Clearing House

for cheques and the government credit

transfers system.

Single Euro Payments Area (SEPA)

The CBC supports the efforts of the European

banking sector, which are also supported and

guided by the European Commission and the

ECB, for the formation of the legal and regula-

tory framework as well as unified infrastructures

that will allow the adoption of an advanced and

reliable network for small value payments lead-

ing to the formation of SEPA. On completion of

this project it is estimated that the EU will make

savings of between €50 billion and €100 billion
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per year. The relevant legal framework has been

included in the new Payment Services Directive

which must be transposed into law by the

member states before 1 November 2009.

At the national level, the Association of Cyprus

Commercial Banks, with the guidance and sup-

port of the CBC, drafted the National Migration

Plan to SEPA which was submitted to the ECB.

In accordance with the provisions of the Plan, a

National Coordination Committee has been es-

tablished under the chairmanship of the CBC.

The Committee’s task is to coordinate the efforts

of the Cyprus banking sector in its preparations

to provide the first SEPA compliant products re-

lating to credit transfers and payment cards by

the target date of 28 January 2008 and for the

full migration to SEPA by the end of 2010.

Other developments

• Direct debit system for Social
Insurance Services

In an effort to further automate payments and

to reduce the issue of cheques, the CBC as-

signed custodian duties to commercial banks

on behalf of the government so as to facilitate

the implementation of a system for payments

to the Social Insurance Services through direct

debits. With this system, which came into op-

eration in late 2006, banks are able to debit the

accounts of the payees with the amounts noti-

fied by the Social Insurance Services, provided

their prior authorisation is obtained. The banks

in turn transfer the total amounts to the Gov-

ernment General Account held with the CBC.

• Large-value Euro Transfers system
TARGET and TARGET2

The adoption of the euro in Cyprus presup-

poses, among other things, the connection of

the CBC and of the banking sector to the Trans-

European Automated Real-time Gross settle-

ment Express Transfer system (TARGET) of the

ESCB. In its initial state, the system, which was

put into operation in 1999, comprised of the

interconnected real-time gross settlement pay-

ment systems of the 12 member states of the

euro area, Denmark, Sweden, the UK and the

ECB and settled payment orders in euro. As

soon as the TARGET system was introduced,

plans were put in place for its improvement.

These plans are now materialising in a new sys-

tem, TARGET2, which has been developed by

the central banks of Germany, France and Italy.

TARGET2 offers to all participating banks the

same high level services and a common pric-

ing policy through a unified technical infra-

structure. Communication with the system is

possible through the SWIFT network and the
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services offered by it.

In accordance with government plans for the

adoption of the euro on 1 January 2008,

Cyprus was included in the first wave of coun-

tries that were connected to TARGET2 on 19

November 2007. The connection of CBC and

another 14 commercial banks operating

in Cyprus has been very successful and

TARGET2-CY is operating smoothly.

• Assessment of the Central Depository
and Central Registry of the Cyprus Stock
Exchange (CD CR)

In the context of the preparations for entering

the euro area, the CD CR was assessed in 2007

against the standards for the use of EU securities

settlement systems in ESCB credit operations.

The assessment was completed in three stages,

starting with the submission by the Cyprus

Stock Exchange of the completed assessment

documentation to the Payment Systems

Oversight Section of the CBC. The CBC’s

assessment was then submitted to the ECB and

the second assessor, the Deutsche Bundesbank.

The final assessment report was approved by

the ECB’s Governing Council in November 2007.

The assessment report considered the CD CR

suitable for ESCB credit operations. At the same

time, a number of recommendations

which will make the CD CR fully compliant with

all standards were included in the report and

accepted by the Board of the Cyprus Stock

Exchange. A timetable for introducing the

necessary changes in the regulations and

legislation were agreed between the ECB, the

CBC and the Cyprus Stock Exchange.

• Companies providing intermediation
services for the transfer of funds.

The CBC, acting within the context of its role in

the promotion, regulation and oversight of

payment systems operating in the Republic of

Cyprus, has introduced the framework

(Directive Κ.Δ.Π. 659/2003) for the regulation of

the business of intermediation in the transfer

of funds. The CBC’s aims are twofold: to protect

the users of such services and to ensure that

these services are not used in illegal activities.

The CBC has to-date provided seven

companies with a license to operate under the

provisions of this framework.

4.5 Currency

Currency in circulation

During recent years the annual average in-

crease of the currency in circulation has been

about 10%, except in 2007 when it decreased
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by 9,9%. The decrease occurred during the last

quarter of the year and was due to the return of

Cyprus pound banknotes and coins and the

exchange of Cyprus pounds for euro due to

the anticipated introduction of the euro on

1 January 2008. Chart 4.01 presents data on

currency in circulation during the last four years.

Checking, processing and destruction
of banknotes

The maintenance of adequate stocks of Cyprus

pounds as well as the maintenance of good qual-

ity banknotes in circulation, remained the main

objectives of the CBC’s Currency Section. At the

same time, utilising the capacity of two modern

machines, which the CBC acquired for the check-

ing, processing and destruction of banknotes,

more effective procedures were introduced, thus

achieving a substantial increase in productivity

as well as strengthening internal control.

Numismatic museum

The exhibition “From the £ to the €”, which was

inaugurated in October 2006, remained open

throughout 2007. It received more than 18.000

visitors, mostly secondary and primary school

students organised in groups and accompanied by

their teachers. Within the context of the

information campaign, students were given guided

tours of the exhibition and presentations by CBC

staff regarding the changeover. The presentations

covered the CBC and its responsibilities, the euro

currency and Cyprus’s road to euro adoption.

Issue of collector coins

• Collector coin issued on the anniversary of the
Treaty of Rome

On the occasion of the 50th anniversary of
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the signing of the Treaty of Rome, silver and

cupronickel collector coins were issued in

March 2007. This was in accordance with the

decision of euro area member states for a com-

mon issue with an identical design. The design,

selected following a competition, depicts the

Treaty of Rome signed by the six founding

countries on the background evoking the

paving of the Piazza del Campitoglio in Rome

(designed by Michelangelo). Five thousand of

the silver proof coins in cases and 10.000 of the

cupronickel uncirculated coins in capsules

were produced. Both issues were sold out.

• Commemorative set of the last cent coins
of the Cyprus pound

In view of the introduction of the euro as

Cyprus’s legal tender, a commemorative set of

the last Cyprus pound cent coins in uncircu-

lated condition was issued. In this commemo-

rative issue the coins are presented in a

three–ply brochure placed in a case. The issue

was limited to 8.500 sets and the entire quan-

tity was sold in Cyprus and abroad.

• Commemorative set of the first Cyprus euro coins

On the occasion of the introduction of the

euro, a commemorative set of the first Cyprus

euro coins in brilliant uncirculated condition

was issued. In this collector set, the coins are

presented in a three–ply brochure placed in a

case. Seventy thousand sets were issued, out

of which 60.000 were allocated for sale outside

Cyprus and 10.000 were kept for the Cyprus

market. All the sets were sold soon after they

became available on the market.
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Preparations for the introduction of the euro

The CBC’s Domestic Banking Operations

Department (DBOD) had the responsibility for

the timely acquisition and circulation of

sufficient quantities of euro banknotes and

coins in Cyprus as from 1 January 2008, as well

as for the withdrawal from circulation of

Cyprus pound banknotes and coins. For this

purpose, the DBOD prepared a strategic plan

and, in cooperation with other involved

parties, produced detailed schedules.

The strategic planning and the decisions

taken were outlined in “The plan for the

introduction of euro banknotes and coins”,

which was finalised and published in June

2007. A short description of the main activities

outlined in the plan is given below.

• Operation of the Coin Centre

The Coin Centre was put into full operation in

October 2007, following the preparation of

suitable procedures and information systems

as well as the installation of the appropriate

equipment.

• Minting of Cyprus euro coins

Following international tenders, the minting

of the Cyprus euro coins was assigned to the

Mint of Finland, which with close coordina-

tion with the CBC delivered the coins within

the agreed timetable.

• Acquisition of euro banknotes

Euro banknotes were acquired through

borrowing from the Eurosystem, with the Bank

of Greece acting as the providing bank. The

receipt of notes from the Bank of Greece was

effected according to the procedures and

security measures followed by the Eurosystem.

• Frontloading of credit institutions

The frontloading of credit institutions was car-

ried out in accordance with Guideline

ECB/2006/9, following strict security measures

and detailed plans which were agreed with the

Cyprus Police and CIT Company, the company

responsible for the transfer of euro notes and

coins from the CBC to banks.

• Sub-frontloading of retail outlets

In order to ensure that retailers were

sub-frontloaded with sufficient quantities of

euro banknotes and coins, the CBC

continuously evaluated the relevant data

submitted by the banks throughout the last six

months of 2007. Corrective and /or

supplementary measures were taken, where it

was deemed necessary.
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• Sub-frontloading and services to the public

As from 3 December 2007, the public was

given the opportunity to buy packs of euro

coins in order to become acquainted with

them and to facilitate transactions in the first

few days of the euro’s introduction.

• Training of tellers

A series of seminars on the security features of

the euro currency was organised for bank

tellers, government departments, semi-

government organisations and the business

sector on the basis “train the trainers”. The

seminars were attended by a total 600 trainers

who, subsequently, trained the cashiers in their

respective organisations.

• Withdrawal of the Cyprus pound

The detailed procedures followed were agreed

with the banks. With a view to ensuring the

smooth withdrawal of Cypriot currency, the

CBC’s computerised system was adjusted and

the timeframe for accepting deposits from the

banks was extended.

• Sale of the Cyprus coins’ alloy

Following international competition for the

sale of the alloy of the coins to be withdrawn

from circulation, a contract was signed with

the successful bidder and all the necessary pro-

cedures for the defacing of the coins and the

export of the alloy were agreed.

Despite its complexity, the cash changeover

was carried out with success. This outcome was

reflected in the press releases of the ECB and

European Commission which congratulated

Cyprus for the smooth changeover. The banks,

the police and other parties played an

important role in the success of this task.

4.6 Activities in the Financial Markets

Management of the foreign currency
and gold reserves

The execution of transactions in foreign

currency as well as the holding, safeguarding

and management of the official foreign

reserves of the Republic, which include foreign

currency and gold bullion held by the CBC and

the public sector, comprise basic functions of

the CBC according to the provisions of the

Central Bank of Cyprus Law, 2002 - 2007.

During 2007, the last year before Cyprus’s

entry into the Economic and Monetary Union,

the main objectives in managing the foreign

currency reserves continued to be their safety

and protection against the possibility of a

reduction in value and the maintenance of
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sufficient liquidity. Subject to the fulfilment of

these objectives, the CBC aimed at maximising

the return on the foreign currency reserves.

Official foreign reserves amounted to

£2.589,2 million (€4.423,9 million) at the end

of 2007, compared with £2.610,1 million

(€4.459,6 million) at the end of 2006. The

change in the level of reserves was the net

result of foreign currency flows, interest

received and the movement of exchange

rates against the Cyprus pound.

During 2007, as in recent years, the targeted

currency composition of the reserves was de-

termined on the basis of the country’s pro-

jected outflows by currency. The projected

outflows earmarked trade or other current

transactions as well as the expected short-

term (under one year) foreign currency pay-

ments in relation to the external debt

servicing obligations of both the public and

private sectors. Consequently, the CBC’s for-

eign currency reserves were mostly held in

euro and dollars and, to a lesser extent, in ster-

ling and Swiss francs. During 2007 the CBC

continued to maintain a part of its reserves in

gold bullion, a fraction of which was gainfully

utilised in gold swap transactions, depending

on market conditions.

The currency reserves are invested in

approved instruments by executing

authorised types of transactions with

approved counterparties such as commercial

and investment banks, in accordance with the

CBC’s investment policy.

As a matter of policy, the CBC has always

systematically monitored and controlled

various types of risk. Currency risk exposure is

mitigated by setting minimum and maximum

approved percentage limits for each currency

based on the CBC’s net currency reserves, i.e.

excluding foreign currency obligations and

gold reserves. The interest rate risk of each

investment portfolio is controlled by setting

and monitoring its weighted modified

duration and by permitting a specific

maximum deviation margin against the

targeted duration. An additional condition is

that the remaining life to maturity of

securities held should not exceed five years.

Credit risk is monitored and controlled at

various levels. In this respect, maximum limits

are set by country, by counterparty, as well as

by supranational or other approved

organisation. At the same time, minimum

acceptable credit ratings are applied to the

CBC’s approved counterparties.

To achieve a smooth and secure reserves

management operation, a policy of minimising
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operational risk is followed and a strict

functional segregation is applied to the

conclusion of trades, the execution and

settlement of reserves related transactions

and the monitoring of open positions against

the predefined limits and restrictions.

The reserves management and investment

policy framework applied in recent years has

worked satisfactorily. In the context of this

framework, the CBC has implemented systems

and practices that continually improve

reserves management by increasing efficiency

as well as readjusting, upgrading and

modernising information systems.

Concurrent with the adoption of the euro on

1 January 2008, a new investment policy

framework will be applied. According to this

framework, and subject to the fulfilment of the

objectives of safety and protection of reserves

against the possibility of reduction in value,

the management of foreign exchange and

gold bullion reserves will primarily aim at

generating income. This will be the main

source of financing for the CBC’s operations,

thus securing its financial autonomy. In this

connection, as from 1 January 2008:

• Foreign currency reserves will be signifi-

cantly reduced as the euro portfolio will be

redenominated as a local currency portfolio.

Part of this portfolio’s investments will be

classified as “investments held to maturity’’

so as to eliminate from the profit and loss

account the effect of market related risks;

• The currency risk on the dollar and sterling

portfolios will be drastically mitigated by rational

use of financial tools such as forward foreign ex-

change transactions and currency swaps;

• Appropriate benchmark portfolios will be

employed for the practical implementation

of the investment policy framework, thus fa-

cilitating the comparative measurement

and assessment of related risks of the funds

under management;

• The whole framework of risk monitoring and

controlling reserves management will be

upgraded and readjusted according to the

new developments.

The foreign exchange market in Cyprus

In accordance with the Central Bank of Cyprus

Law, 2002 - 2007, and within the foreign ex-

change policy framework, the CBC may de-

termine and announce buying and selling

rates against the Cyprus pound at which it is

prepared to transact in major foreign curren-

cies. The CBC may also intervene in the inter-

bank market for the purposes of supporting

the smooth functioning of the domestic mar-



ket and fostering the availability of reasonable

exchange rates.

In pursuit of these objectives, the CBC mon-

itored the domestic foreign exchange market,

participated in it as the need arose and hosted

the daily fixing session of the Cyprus pound

vis-à-vis the euro, dollar and sterling, in which

commercial banks participated actively. Thus,

the CBC promoted the calm functioning of

the foreign exchange market in Cyprus and

the availability of reasonable exchange rates,

while adhering to the terms of participation

of the Cyprus pound in ERM II.

Following the decision by the EU Finance

Ministers on 10 July 2007 to accept Cyprus

into the euro area as from 1 January 2008, as

well as the decision that the pound’s central

rate in ERM II will be the irrevocable conver-

sion rate against the euro, the daily fixing ses-

sions ended on 28 December 2007, after

seven years of operation.

4.7 Management of Public Debt

In its capacity as the government’s agent for

financial matters, the CBC, inter alia, adminis-

ters the public debt, including the issue of

government securities. Within this frame-

work, the CBC takes all necessary actions for

satisfying the financing needs of the govern-

ment and for managing the public debt. The

issue of government securities is carried out

within the “Framework of General Arrange-

ments between the CBC and the Ministry of

Finance for the Management of Public Debt”

entered into by the two parties. Operational

and administrative matters are the sole

responsibility of the CBC.

Public debt in local currency

The financing needs of the government in

local currency are satisfied through issues of

13 and 52-week treasury bills, government

registered development stocks of 2, 3, 5, 10

and 15-year duration and 5-year savings cer-

tificates arranged and executed by the CBC.

Government financing through the issue of

savings bonds has been terminated.

Treasury bills (TBs) of 13-week duration are

issued either at fixed prices (for the investment

of Government Funds administered by the CBC)

or through auctions. TBs of 52-week duration

are issued only through auction and are listed

on the Cyprus Stock Exchange. For 13-week TBs

there is no secondary market. The total nominal

value of TBs outstanding was £3.552,6 million

on 31 December 2007 compared with £3.514,1

million on 31 December 2006. Government
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Funds administered by the CBC held TBs

amounting to £3.502,4 million on 31

December 2007, while banks held £50 million

TBs issued through auction. Other investors

held TBs amounting to £0,2 million. The

weighted average yield on the last issue of

13-week TBs in 2007 (March) was 3,61%

whereas for 52-week TBs the yield was 4,12%

(March). The average yield on TBs issued

through auction during 2006 and 2007 is

shown in Table 4.02.

Government registered development stocks

(GRDS) of 2, 5, 10 and 15-year duration are is-

sued through auction whereas 3-year GRDS

are issued at par and are offered only to natu-

ral persons. The issue of government securi-

ties through the auction method allows

lending rates to reflect market conditions.

GRDS issues carried out by the CBC during

2007, as well as maturities of GRDS during the

same year, are shown in Table 4.03.

The average yield on each type of stock

issued through auction during 2006 and 2007

is shown in Table 4.04. Compared with 2006,

the increase of the average yield on all types

of GRDS, reflected mainly the increased

inflationary pressures which were in line with

similar trends in the euro area bond market.

The weighted average yield on the last issue

of 2007 was 4,03% on 2-year GRDS (February)

and 4,60% on 10-year GRDS (September),

while on the tranche issues of 5-year GRDS

the yield was 4,24% (April). GRDS issued

through auction are listed and traded on the

Cyprus Stock Exchange. According to the

Terms of Issue, the CBC may intervene in the

secondary market to maintain orderly market

conditions, if it is deemed necessary.

Government borrowing in the form of sav-

ings certificates (SCs) continued with the

Τenth Series, with an interest rate of 3,85%

and a repayment period of five years. Sales of

SCs amounted to £5,7 million in 2007 com-

pared with £10 million in 2006. The total

amount of all SCs series outstanding on 31

December 2007 was £71,5 million, a decrease

of £5,8 million over the amount outstanding

on 31 December 2006.

Excluding the intergovernmental debt and

the special loan provided by the CBC, the

weighted average duration and the weighted

average interest rate of the public debt in
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TabLE 4.02 average yield on Tbs(1) %

year 13-week 52-week

2006 2,56 2,89

2007 3,59 4,12

(1) Simple average of the weighted average yield of each issue.

Source: CBC



local currency were 3,46 years and 4,80%,

respectively, on 31 December 2007, com-

pared with 3,27 years and 4,62%, respectively,

at the end of 2006.

The outstanding amounts of all the

above as at 31 December 2006 and 2007 are

presented in Table 4.05.

Public debt in foreign currency

The management of the public external debt

includes sourcing of foreign financing, com-

parative evaluation of financing proposals,

negotiation of relevant agreements, record-

ing and servicing of the debt as well as moni-

toring and management of various risks. In

managing the external public debt, the main

objective of the CBC is the achievement of the

following targets:

• Securing of smooth cover of the govern-

ment’s external financing needs through

regular and continued access to the inter-

national financial markets;

• Minimisation of the cost of the public exter-

nal debt, subject to the prevailing conditions

in the international markets and acceptable

exchange and interest rate risk levels;

• Achievement of a balanced and more

extended maturity structure of the debt so

as to avoid a heavy bunching of maturing

debt which could potentially increase

abruptly the fiscal burden and/or make the

refinancing of the debt more difficult and/or

less favourable had such refinancing been

effected under more normal conditions.

The total public external debt increased to

£1.248 million at the end of 2007 from £1.193

million at the end of 2006, due mainly to the

drawdown of new loans from the Council of

Europe Development Bank and the European

Investment Bank.

Eurobonds issued under the Euro Medium

Term Note (EMTN) Programme continue to be

the main source of government external fi-
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TabLE 4.04 average yield on GrDS(1) %

year 2-year 5-year 10-year 15-year

2006 3,40 3,84 4,12 -

2007 4,03 4,23 4,47 -

(1) Simple average of the weighted average yield of each issue.

TabLE 4.03 GrDS issued/ matured
in 2007

Type of bond Issues Maturities
No. of Issues (1) Amount Amount

2- year (2) 1 35,0 67,7

3- year 8 57,7 118,1

5- year (2) 3 250,0 199,5

10- year (2) 4 160,4 14,7

15- year (2) - - -

Total 503,1 400,0

(1) In the case of 5-year GRDS, the number refers to tranche issues.
(2) Through auction.

£ million

Source: CBC

Source: CBC



nancing. The amount due as a result of notes

issued under the EMTN Programme repre-

sented 66% of the total public external debt

at the end of 2007, as against 68% at the end

of 2006. Other main sources of financing are

the European Investment Bank with 22% and

the Council of Europe Development Bank

with 12%. At the end of 2006, the respective

percentages were 20% and 12%.

At the end of the year under review, almost

98% of the public external debt was denomi-

nated in euro and 1,4% in yen, while smaller

amounts of debt were denominated in sterling,

Swiss francs, Kuwait dinars and US dollars. The

percentages of the external debt with fixed and

floating interest rates were 74% and 26% at the

end of 2007, compared with 77% and 23%, re-

spectively, at the end of 2006. The weighted av-

erage life and the weighted average interest rate

of the public external debt were 6,1 years and

4,95% at the end of 2007, compared with 6,6

years and 4,69%, respectively, at the end of 2006.

For the servicing of the public external debt,

principal repayments amounting to £21,4 mil-

lion and interest payments amounting to

£58,2 million were effected during 2007, as

against £197,8 million and £64 million, re-

spectively, during 2006. The significant

change in the amount of the principal repay-

ments, was due to the maturity and repay-

ment in 2006 of a €280 million eurobond

issued under the EMTN Programme and the

prepayment of loans raised from the Council

of Europe Development Bank.

Reorganisation of government
securities market

The CBC and the Ministry of Finance have, for

a long time, realised the necessity for the re-

organisation of the operation of the govern-

ment bonds and bills market in Cyprus. The

ultimate strategic objectives of this reorgani-

sation are the boosting of the competitive-

ness and attractiveness of government bonds,

the lowering of the borrowing cost to the Re-

public of Cyprus and the creation of an effi-
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TabLE 4.05 Total amounts of investment instruments £ million

As at TBs GRDS SCs SBs Total

2-year 3-year 5-year 10-year 15-year

31 Dec. 2006 3.514,1 183,2 253,2 1.493,4 677,3 119,7 77,3 7,5 6.325,7

31 Dec. 2007 3.552,6 150,5 192,8 1.543,8 823,1 119,7 71,5 3,8 6.457,8

Source: CBC



cient market with sufficient liquidity, espe-

cially following the adoption of the euro. This

reorganisation is expected to include, inter

alia, the appointment of primary dealers, im-

plementation of an electronic trading plat-

form for the execution of the bonds and bills

auctions in the primary market as well as for

their trading in the secondary market, re-

specification of the type and size of the in-

struments to be issued and execution of bond

repurchases/exchanges.

Preparatory work on the above planned

reforms is well under way. The electronic trad-

ing platform MTS has already been selected

for the execution of the bonds and bills auc-

tions in the primary market as well as for their

trading in the secondary market. It is ex-

pected that a substantial part of the reorgan-

isation of the government bonds and bills

market will be completed in 2008.

4.8 Economic Research
and Related Activities

The Economic Research Department (ERD) is re-

sponsible for monitoring and analysing domes-

tic and international economic developments

as well as preparing the Annual Report and the

Monetary Policy Report. The ERD coordinates

the presentations given on current economic is-

sues to delegations from international organi-

sations such as the IMF, the European Commis-

sion, the ECB and the major credit rating

agencies. The ERD carries out specialised re-

search on topics which enhance monetary and

exchange rate policy making. ERD staff give lec-

tures on the functions of the Department and

the CBC to various bodies, such as colleges,

schools and employers’ organisations. Until the

end of 2007, the ERD was responsible for the ex-

ercise of monetary policy within the operational

framework of the CBC using instruments such

as open market operations, standing facilities

and minimum reserves.

During 2007 the ERD prepared four exten-

sive and several concise editions of the Mone-

tary Policy Report for the corresponding nine

meetings of the Monetary Policy Committee

(MPC). The Monetary Policy Report was pre-

pared firstly in Greek in order to aid the brief-

ing of the MPC before its meetings, and was

posted on the CBC website after each meet-

ing. At the same time, all statistical data in ta-

bles were published in English and in

electronic form. On joining the euro area on 1

January 2008, the MPC was disbanded and the

Monetary Policy Report ceased to be pub-

lished. The Report was issued for the last time

in December 2007.
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The ERD is also responsible for coordinat-

ing the visits of the three major credit rat-

ing agencies, namely Standard & Poor’s,

Moody’s and Fitch. These agencies assess

the economy every year as part of their

evaluation of Cyprus’s sovereign debt and

publish independent ratings. The most re-

cent visit of Standard & Poor’s was in Janu-

ary 2007, while Moody’s visited in June

2007. All three agencies assigned positive

ratings to Cyprus and made specific recom-

mendations relating to the sustainability of

fiscal consolidation and the restructuring of

the provident fund and social security

schemes. It is worth noting that following

the 10 July 2007 decision of the EU Council

to accept Cyprus as a member of the euro

area, Fitch upgraded the credit rating of the

Cyprus government and Moody’s upgraded

the long-term foreign currency govern-

ment bonds.

Departmental staff participate in the Mone-

tary Policy Committee of the ESCB and in var-

ious working groups that support the

Committee. The Monetary Policy Committee

of the ESCB follows economic and monetary

developments in the EU and prepares reports

which facilitate the decisions of the ECB’s

Governing and General Councils.

In view of the ERD’s active participation in

the ESCB’s Monetary Policy Committee,

a macro-econometric model is being

developed in collaboration with the ECB,

while a system of economic projections for

Cyprus has been established using

econometric and other methodologies.

Cyprus’s obligations arising from the Sta-

bility and Growth Pact as well as the antici-

pated adoption of the euro, have brought

to the fore of economic policy the issue of

public finance. As a result of the ERD’s par-

ticipation in the ECB’s Working Group on

Public Finance, the monitoring of fiscal de-

velopments has been intensified with the

aim of formulating independent projections

as well as undertaking various related re-

search projects.

In addition, ERD staff participate, by special

invitation, in the Economic and Financial

Committee (EFC) of the EU which supports

the work of the ECOFIN Council. It is noted

that the decision for the adoption of the euro

by Cyprus was examined at a preparatory

stage by the EFC.

As part of the EFC’s work, preparatory discus-

sions with respect to the determination of the

irrevocable conversion rate of the Cyprus pound

against the euro took place. For this purpose, in
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early 2007 a study by the CBC was undertaken,

where its conclusions were used in these dis-

cussions. The study showed that the fluctuation

of the Cyprus pound against most major cur-

rencies was in line with the fundamentals of the

Cyprus economy. Hence, on 10 July 2007 the

ECOFIN Council decided that the pre-existing

central parity of €1=0.585274, was the most ap-

propriate for determining the irrevocable con-

version rate.

In 2007 the ERD began a study to analyse the

real estate market through the collection of valu-

ation data and information from domestic com-

mercial banks. The ultimate objective is to have

better information for the conduct of monetary

policy and for a more complete analysis of the sta-

bility of our financial system. At this early stage

the results of the study are still being examined

internally by the ERD.

Also in 2007 an analysis was conducted with

the aim of reconciling the number of registered

unemployed and the number of unemployed

people, as recorded by the LFS, considered to

be the most appropriate measurement of

unemployment. Efforts are being made to

create a new series for the number of

unemployed, for the periods not covered by the

LFS, with a view to using the data in various

econometric analyses (see Box 3.02, p.20).

During the year under review, a study was un-

dertaken on the relationship between the de-

termination of the level of wages in real terms

and the setting of the price level. This analysis

is considered important since it takes into ac-

count the peculiarities of the Cyprus economy,

such as the existence of a cost of living

allowance (COLA), and the fact that Cyprus is a

small open economy with strong trade unions.

The ERD also cooperates with other central

banks and academic institutions in the field of

research. In this connection, ERD staff

represented the CBC at various conferences

and seminars in Cyprus and abroad

presenting research papers.

Finally, in October 2007 the ERD started

organising internal workshops where pre-

sentations on a broad range of topics are

made by CBC staff, depending on their re-

search interests or responsibilities.

4.9 Statistics

During the year under review, the statistical

obligations of the CBC, which had been

increasing in the last two years following the

accession of the Cyprus pound to ERM ІІ,

peaked in view of Cyprus’s pending adoption

of the euro on 1 January 2008.
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The Statistics Department continued to im-

plement the various ECB requirements related

to the adoption of the euro and to improve

the quality of the data at an accelerating pace.

Ιn addition, the Statistics Department contin-

ued with its basic tasks of collecting, process-

ing, compiling, checking and transmitting

data and information on selected monetary,

exchange rate, economic, social and other in-

dicators necessary for the needs of the ECB

and other users in Cyprus and abroad.

The data produced are used at the national

level for the formulation of domestic

economic policy, and at the community level

for the preparation of various statistics for the

EU and, in particular, for the ECB which

determines the monetary policy of the

eurozone. The successful implementation of

monetary policy and other functions

performed by central banks depends on

timely, comprehensive, reliable and consistent

economic data. Today’s global economic

environment needs statistical information of

the highest quality, based on internationally

accepted methods and practices. The timely

dissemination of reliable economic data plays

an important role in decision making by

monetary and supervisory / regulatory

authorities as well as by investors world wide.

Money and banking statistics

The year under review was marked by impor-

tant developments in the area of money and

banking statistics. Special emphasis was

placed on the issue of new directives and the

amendment of existing ones, with a view to

satisfying the data requirements arising from

our country’s accession to the euro area. The

Directive on the Reporting of Monthly Flow

Statistics by Monetary Financial Institutions

(MFIs) was prepared on the basis of Regula-

tion ECB/2001/13 and Guideline ECB/2003/2,

and sent to MFIs for implementation in July

2007. The first submission of flow statistics

took place in October 2007, with reference

September 2007. The first transmission of flow

data to the ECB, concerning November 2007,

was successfully effected on 21 December

2007. Last year also saw the commencement

of the submission of CBC balance sheet data.

All the required series for the CBC balance

sheet were transmitted retrospectively,

starting from November 2005.

Another significant development was the com-

pletion of the Directive on Interest Rates and its

dispatch to MFIs, in the context of the implemen-

tation of Regulation ECB/2001/18 concerning sta-

tistics on interest rates applied by MFIs to deposits

and loans. The interest rate data are intended to
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provide the ECB and the CBC with a complete, de-

tailed and harmonised picture of the levels and

changes of interest rates, as required for the con-

duct of monetary policy and the evaluation of fi-

nancial stability. MFIs have proceeded with the

implementation of the above Directive and have

been submitting statistics to the CBC on a

monthly basis since September 2007. The first

dataset was transmitted to the ECB in December

2007, with reference month November 2007.

Since October 2007, statistics concerning

securities have been disseminated to the ECB

on a monthly basis, according to Guideline

ECB/2003/2. These data provide information

regarding the issue of securities by Cyprus res-

idents in any currency. Regulation ECB/2007/8,

concerning statistics on the assets and liabili-

ties of investment funds, was issued by the

ECB in July 2007. According to this Regula-

tion, investment funds should submit har-

monised statistics (stocks and transactions) to

the CBC on a monthly and a quarterly basis.

The first reporting will be for the

reference month of December 2008.

In addition to the projects mentioned above,

the CBC’s Money and Banking Statistics and Fi-

nancial Accounts Section (MBS & FAS) contin-

ued with the compilation and dissemination of

data concerning bond issues. In this context,

data regarding the yield on ten-year develop-

ment stocks were compiled and monitored and

used as an index for assessing the convergence

of Cyprus’s long-term interest rates. Such data are

transmitted to the ECB on a daily and monthly

basis. Furthermore, during 2007 the MBS & FAS

contributed to the Addendum to the ECB publi-

cation “Bond Markets and Long-term Interest

Rates in Non-Euro Area Member States of the Eu-

ropean Union and in Accession Countries”. This

publication focuses on the structure of the na-

tional debt securities market as well as on activ-

ities in the primary and secondary markets.

During the year under review, the MBS &

FAS continued to submit quarterly balance

sheet data concerning all subcategories of

Other Financial Intermediaries (OFIs) to the

ECB, according to the short-term approach

defined by the ECB. Finally, the MBS & FAS

continued to be involved in the collection,

compilation and dissemination of data on the

broader financial sector to the ECB, the IMF,

the Bank for International Settlements (BIS),

as well as other internal and external users.

Financial accounts

In the area of Quarterly Financial Accounts, the

most significant development in the year under re-

view was the production of the first integrated sys-
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tem of accounts, in accordance with Guideline

ECB/2005/13. As a result, the MBS & FAS com-

menced the transmission of the accounts to the

ECB on a voluntary basis as from July 2007. The

aforementioned Guideline requires the compilation

of stock and transaction data, in accordance with

the ESA 95, for all financial instruments and sectors

of the economy. In the context of the short-term

approach adopted by the MBS & FAS, data from all

readily available sources were exploited. These in-

clude data concerning the CBC, domestic and for-

mer international banking units, co-operative credit

institutions, authorised investment companies, in-

ternational collective investment schemes, insur-

ance companies, Cyprus investment firms, financial

corporations engaged in lending, securities listed

on the Cyprus Stock Exchange as well as the bal-

ance of payments and the international investment

position. A survey was also developed for the

collection of data from a sample of provident funds.

Balance of payments and international
investment position

Since our country’s accession to the EU and,

in particular, its entry into the euro area, the

CBC has intensified its efforts to harmonise

balance of payments statistics and to

strengthen the relevant infrastructure. The

latter includes the implementation of a new

reporting system during 2008, based on

the direct collection of statistical data from

enterprises and organisations.

During 2007 the CBC’s Balance of Payments

Section (BPS) continued collecting, producing

and transmitting monthly and quarterly

balance of payments statistics to the ECB, as

well as data on international reserves,

according to the International Reserves

Template. Following ECB reporting

requirements for new euro area members, the

BPS prepared analytical monthly and

quarterly balance of payments data as well as

quarterly and annual international

investment position statistics for the period

2004 – 2007 on an extra-euro area basis. The

CBC continued to compile and transmit

quarterly and annual balance of payments

statistics to Eurostat and the IMF.

In addition, during the year under review, the

BPS compiled the international investment

position of Cyprus with regard to the financial

assets and liabilities of residents vis-à-vis non-

residents of Cyprus as at the end of 2006. The

Coordinated Portfolio Investment Survey,

conducted by the CBC under the auspices of the

IMF, was the main source of information regarding

portfolio investments by residents abroad, as in

previous years.
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A very significant development during 2007

was the CBC’s decision to adopt the ECB’s rec-

ommendation to align the definition of resi-

dency for statistical purposes with the practice

followed by other EU countries. The BPS has al-

ready started the preparatory work for the

amendment of the directive defining residency.

The new definition, which will apply to legal per-

sons, will encompass all organisations and en-

terprises incorporated or registered in Cyprus,

irrespective of their legal status and whether or

not they have a physical presence. In view of the

above, the BPS postponed for 2008 the imple-

mentation of the new data collection system,

designed to produce statistics on the financial

and related income transactions as well as posi-

tions of organisations and enterprises according

to the methodology, analysis and frequency re-

quired by the ECB and Eurostat.

Government finance and general
economic statistics

In April and October 2007, the CBC’s General

Economic Statistics Section (GESS) carried

out two government finance statistics (GFS)

transmissions to the ECB, covering annual

data for the period 2006 and revised annual

data for the period 1995-2005. These two

transmissions were based on the revised

April 2007 GFS tables. In this context, the

GESS also transmitted to the ECB data

related to the impact of EU budget trans-

actions on the revenue and expenditure of

the general government.

EU member states are required to explain

to the ECB, through their central bank, the

reasons for major revisions between two

consecutive official GFS transmissions re-

garding any of the four main GFS indicators

(government debt, revenue, expenditure

and GDP). In August 2007 the CBC submit-

ted to the ECB the necessary explanations

regarding the revisions of GDP between Oc-

tober 2006 and April 2007. In accordance

with the data submitted to the ECB in Octo-

ber 2007, only the deficit was revised con-

siderably (at least 0,3% of GDP) in relation to

the government finance statistics which

were submitted in April 2007.

Apart from government finance statistics,

the GESS continued to transmit to the ECB

general economic data and a wide range of

macroeconomic statistics necessary for eco-

nomic and monetary policy analysis, such as

the CPI, the Core CPI, the registered number

of unemployed, the unemployment rate and

the number of job vacancies.

During the year under review, the ECB
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worked closely with other national central

banks towards the compilation of an index of

administered prices in the HICP. In December

2007, the ECB requested national central

banks to update the list of administered

prices prepared in 2006 and to report any

changes made during 2007 or expected to be

introduced early in 2008.

4.10 Management Services

Information technology

During 2007 the main priorities of the Infor-

mation Technology Department (ITD) were:

• The implementation of new information

systems and the modification of systems re-

lated to the introduction of the euro currency;

• Modernisation and enhancement of the

security, availability and efficiency of the in-

formation technology infrastructure so as to

remain in line with the demands of the CBC

and the euro area.

Special attention was given to active part-

icipation in the ESCB’s Information Technol-

ogy Committee and related working groups

as well as to the timely implementation of

decisions taken. The following aspects of the

CBC’s information technology infrastructure

were upgraded:

• The availability and security of the SWIFT in-

frastructure, which forms the basis of com-

munication with the euro area payment sys-

tem TARGET2;

• The efficiency, security and availability of

CBC production databases, including statisti-

cal databases, to minimise the risk of data loss

and reduce the time needed for recovery;

• The Microsoft Systems Management Server,

which offers increased potential for auto-

matic installation of software patches (Patch

Management);

• The central fax system, to satisfy the CBC’s

increased requirements;

• The CBC’s back-up infrastructure, especially

for statistical information, to meet increased

demands;

• The connection and operation of the Coin

Centre.

Moreover, the ITD carried out the required

technical changes and upgrades to existing

systems related to the ESCB. During the year

under review, the architecture of the CBC’s

infrastructure for connection to the Internet, the

internal network and the extranet was redesigned

and is due to begin functioning in 2008. In terms

of security, the ITD continued the systematic

monitoring and enhancement of the security of

the CBC’s information technology environment,
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mainly through the aforementioned projects and

the conduct of internal and external security

assessments. Within the framework of system

development, the CBC’s accounting, dealing, local

securities, tellers, foreign exchange, currency

administration, payroll, staff loans, clearing, bank

supervision and statistical systems, were

successfully modified and became operational for

the introduction of the euro. In addition,

the following systems were developed and

became operational:

• The integration of the CBC’s internal infor-

mation systems with TARGET2 and the up-

grade of their integration with SWIFT;

• The new structure of the accounting system

in order to comply with the demands of the

ECB and the euro area;

• The information systems regarding the im-

plementation of monetary policy, such as

open market operations, the listing and re-

porting of eligible assets and eligible coun-

terparties (MPEC) and the system for

collateral management according to the

correspondent central banking model;

• The dematerialisation of government secu-

rities and the transfer of their register to the

Cyprus Stock Exchange;

• The Coin Management System;

• The information systems related to MFI flow

statistics and interest rates as well as various sta-

tistical applications based on the New Monthly

Balance Sheet data, such as the production of

the monetary policy and other reports.

The questionnaires to companies and organisa-

tions for the compilation of balance of payments

statistics will be put into use in early 2008.

During the year under review, the ITD undertook

all the necessary changes and tests so as to inte-

grate the CBC internal systems with the ESCB and

euro area systems. In some cases, this was

achieved using the ESCB XML Data Interchange

(EXDI) which enables the integration and data ex-

change between the ECB and NCBs. Finally, all the

necessary planning, coordination and testing of

tasks related to the final euro changeover, were

performed between 29 January 2007 and 1 Janu-

ary 2008 in order to ensure the smooth conversion

to the euro. During 2008 priority will be given to:

• Improvement and stabilisation of the infor-

mation system supporting applications

related to the euro area;

• Development of new information systems

aimed at improving utilisation of existing data

and infrastructure, compliance with euro area

demands as well as the CBC’s administration;

• Further utilisation of the ESCB systems and data.

At the same time:

• The infrastructure of the CBC’s databases and
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back-ups will be further enhanced;

• The new architecture regarding the CBC’s

infrastructure for connection to the Internet,

internal network and extranet will be mate-

rialised to improve the potential for remote

access and remote work by the CBC’s em-

ployees and to meet the increasing

demands, securely and effectively;

• The assessment and reinforcement of the

security level of the information technology

environment will be continued.

Human resources, organisation and methods

During the year under review, the main

objective of the Human Resources, Organisa-

tion and Methods Department (HR, O & MD)

was to actively support the CBC’s divisions in

their preparations for the smooth accession

to the euro area. Due to the increased work-

load related to the introduction of the euro,

the CBC recruited new staff at the graduate

and secondary school levels.

In the area of human resources develop-

ment, further specialised training on issues

related to Cyprus’s entry into the euro area,

such as the implementation of new directives

and the broadening of the CBC’s role in the fi-

nancial sector, was encouraged. In-house

specialised seminars were organised in col-

laboration with external training providers,

such as the Deutsche Bundesbank’s Centre for

Technical Central Bank Cooperation.

In terms of administrative support, the HR, O

& MD was actively involved in the organisation

of events concerning the changeover to the

euro. In addition, the HR, O & MD provided

support to other departments that organised

ESCB committee and working group meetings

in Cyprus during 2007. In parallel, the HR, O &

MD coordinated the distribution of CBC and

ECB publications to the general public and

other organisations in Cyprus and abroad.

The Organisation and Methods Section (O &

MS) of the Department continued to work on the

systematic monitoring of the CBC’s website and

document management system. The O & MS as-

sisted all divisions with the maintenance of the

website and aimed to improve services as well as

to provide timely and accurate information to

the public. At the same time, the O & MS pro-

vided support to CBC departments in managing

their filing records.

Regarding the euro adoption project, O &

MS focused on designing and implementing

new procedures concerning the distribution

of euro banknotes and coins to the banks and

the timely withdrawal of the Cyprus pound

notes and coins. O & MS also collaborated
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with all CBC departments in redesigning their

pre-printed documents due to the introduc-

tion of the euro.

Premises and security

The Security and Technical Support Depart-

ment is responsible for maintaining the build-

ing and installations of the CBC in good

working order. The Department contributes to

the smooth operation of the CBC by ensuring

that the office environment is safe, pleasant

and conducive to productive work. A review

of the existing security arrangements is also in

progress. The review is taking into account the

security rules stipulated by the ECB.

Health and safety

In accordance with the Safety and Health at

Work Law, 1996 – 2003 and the Safety Com-

mittees at Work Regulations of 1997, the CBC

appointed a Health and Safety officer and es-

tablished a Health and Safety Committee (H &

SC). The role of this Committee is to offer ad-

vice on health and safety issues which

affect the CBC’s personnel while at work.

Specifically, the H & SC:

• Deals with issues and complaints relating to

the health, safety and well-being of the CBC’s

personnel and suggests measures to be

taken for the improvement of working con-

ditions, the prevention of accidents and dis-

eases as well as the reduction of risks at the

workplace to the maximum possible extent.

• Promotes a culture of safety and secures the

cooperation of all interested parties for the

implementation of safety measures and the

employment of safe working methods.

• Ensures that members of staff receive infor-

mation, training and guidance with respect

to the measures and procedures which are

necessary for their health and safety.

• Cooperates with the Labour Inspector on

matters relevant to the health and safety of

the CBC’s employees.

• Discusses the reports prepared by the

Health and Safety Officer and contributes to

the preparation of safety rules.

The composition, responsibilities and oper-

ation of the H & SC are determined by the

aforementioned law and regulations.
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PRElIMINARy UNAUDITED
FINANCIAl STATEMENTS

for the year ended 31 December 2007



Provisional unaudited results for the year ended 31 December 2007
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appropriation account

2007 2006
£'000 €'000 £'000 €'000

Appropriation of the Net Surplus in accordance with section
59 of the Central Bank of Cyprus Law, 2002 - 2007: 6.315 10.790 12.513 21.380

General Reserve (20% of Net Surplus) 1.263 2.158 2.503 4.276

Consolidated Fund of the Republic 5.052 8.632 10.010 17.104
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Central Bank Of Cyprus

2007 2006
Notes £'000 €'000 £'000 €'000

Interest Income 2 123.859 211.626 107.714 184.040

Interest Expense 3 80.969 138.344 71.942 122.920

Net Interest Income 42.890 73.282 35.772 61.120

Other Operating Income 4 1.388 2.372 1.585 2.708

Total Operating Income 44.278 75.654 37.357 63.828

Administrative Expenses - Staff 5.1 10.525 17.983 9.757 16.671

Other 5.2 3.057 5.223 2.443 4.174

Depreciation 6 1.418 2.423 1.042 1.780

Operating Expenses 7 5.708 9.753 265 453

Provisions 8 17.255 29.482 11.337 19.370

Total Expenses and Provisions 37.963 64.864 24.844 42.448

Net Surplus for the year 6.315 10.790 12.513 21.380

The notes on pages 84-92 form part of these accounts
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Central Bank Of Cyprus

Provisional unaudited balance sheet as at 31 December 2007

2007 2006
Notes £'000 €'000 £'000 €'000

ASSETS

Foreign Reserves 9 2.582.504 4.412.470 2.600.047 4.442.444

local Investments 10 31.531 53.874 44.560 76.135

lOANS AND ADvANCES

Government and Govt. Agencies 961.074 1.642.092 961.074 1.642.092

Fixed Assets 6 9.109 15.564 8.913 15.229

Other Assets 11 82.346 140.696 58.432 99.837

3.666.564 6.264.696 3.673.026 6.275.738

lIABIlITIES

Currency in Circulation 626.968 1.071.238 681.268 1.164.015

Notes 591.797 1.011.145 637.254 1.088.813

Coins 35.171 60.093 44.014 75.202

DEPOSITS 12 2.735.326 4.673.582 2.694.795 4.604.331

Banks 1.720.847 2.940.241 2.046.264 3.496.250

Government 386.921 661.094 45.525 77.784

Govt. Agencies and Public Corporations 83.817 143.210 65.672 112.207

Sinking Funds 508.926 869.552 518.413 885.761

Insurance Companies 806 1.377 805 1.375

International Organisations 34.009 58.108 18.116 30.953

Other Credit Balances 13 120.944 206.645 91.709 156.694

Special Accounts for the Revaluation of Gold and Net

Assets/liabilities in Foreign Currencies 14 147.152 251.424 170.343 291.048

Capital and Reserves 36.174 61.807 34.911 59.649

Capital 15.000 25.629 15.000 25.629

General Reserve Fund 21.174 36.178 19.911 34.020

3.666.564 6.264.696 3.673.026 6.275.738

The notes on pages 84-92 form part of these accounts

Athanasios Orphanides

Governor



1. Accounting policies
Form of presentation of the financial statements
The financial statements have been prepared
in accordance with the Central Bank of Cyprus
Law, 2002 - 2007.

The historical cost accounting convention
has been followed, except for the valuation of
financial items as set out below.

Valuation of foreign currency balances
Foreign currency balances are translated into
Cyprus pounds using the exchange rates pre-
vailing on 28 December 2007. In view of the
conversion of the CBC’s automated systems in
preparation for the introduction of euro, the
financial statements were completed on 28
December 2007 with reference date 31 De-
cember 2007.

Exchange differences arising during the
year from the conversion of foreign currencies
into Cyprus pounds were transferred to the
special revaluation account. The net profits
resulting from foreign currency conversions,
which were included in the special revalua-
tion account as at 31 December 2007, were
transferred by decision of the CBC’s Board of
Directors to the provision against market risks.

Securities
Securities, which are included in foreign re-
serves and local investments, are stated at cost
adjusted for the amortisation of premium or
discount which is effected on a straight line
basis over the period to maturity plus accrued
interest. As from 1 December 2007, following
the approval of the CBC’s Board of Directors,
and in order to facilitate the smooth introduc-
tion of the change in the accounting system

necessary for the adoption of the euro, the ad-
justment referred to above was performed on a
daily basis instead of monthly, and interest was
calculated on a daily basis. This change did not
have any effect on the results of the CBC.

Bullion
Bullion is shown in foreign reserves at the
mid-market price of the London fixing on 28
December 2007. The difference between val-
uation and book value is transferred to a reval-
uation reserve.

Fixed assets
Land is stated at acquisition cost and is not de-
preciated. The CBC’s building is stated at con-
struction cost including preliminary expenses
which are connected with the construction.

Buildings, furniture, equipment and motor
vehicles are depreciated on a straight line
basis over their estimated useful life.

Currency in circulation
Currency in circulation is recognised as a liabil-
ity which is comprised of the face value of
Cyprus banknotes and coins and excludes
coins issued for commemorative or numis-
matic purposes. Coins issued for commemo-
rative or numismatic purposes are deemed not
to be in ordinary circulation and are included
in the balance sheet under other credit bal-
ances at face value less value of precious metal
content up to the corresponding face value.

Income and expense recognition
Foreign currency income and expenses are
converted into Cyprus pounds using mid-
market exchange rates ruling on the respec-

NOTES TO ThE fiNaNCiaL STaTEMENTS
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tive conversion date.
Interest or other income or expense arising

with the effluxion of time is recognised in the
profit and loss account on an accruals basis.

Capital gains or losses on realisation of secu-
rities or other financial investments
are recognised in the period in which they
are realised.
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4. Other operating income
Other operating income includes net profit on
foreign exchange transactions (excluding gains
arising from exchange rate fluctuations), money

received as reimbursement of bank supervision
expenses and miscellaneous income.

2. Interest income

2007 2006
£’ 000 €’000 £’ 000 €’000

Income from foreign reserves 91.467 156.281 75.580 129.136

Income from local investments:

Government stocks 1.850 3.161 2.986 5.102

Income from loans and advances:

Credit facilities to the Government
and Government agencies 28.832 49.262 28.832 49.262

Credit facilities to banks 1.462 2.498 75 128

Loans to staff and other loans 248 424 241 412

30.542 52.184 29.148 49.802

Total 123.859 211.626 107.714 184.040

3. Interest expense

2007 2006
£’ 000 €’000 £’ 000 €’000

Interest on foreign currency liabilities 13.362 22.830 11.804 20.168

Interest on Cyprus pound deposit liabilities and other accounts:

Banks’ deposits 52.724 90.084 42.965 73.410

Sinking funds 14.825 25.330 17.102 29.221

Insurance companies’ deposits
and other accounts 58 99 71 121

67.607 115.513 60.138 102.752

Total 80.969 138.344 71.942 122.920



5. Administrative expenses
5.1 Staff
The average number of staff employed on a full-time basis was 344 (2006: 332). Staff costs com-
prised the following:

5.2 Other
Other administrative expenses include telecommunications, insurance and maintenance of build-
ings and equipment, stationery, utility expenses and other miscellaneous expenses.
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2007 2006
£’ 000 €’000 £’ 000 €’000

Salaries 7.570 12.934 7.228 12.350

Cost of living allowance 1.143 1.953 934 1.596

CBC’s social insurance and other contributions 1.344 2.297 1.202 2.054

Other allowances 383 654 301 514

Staff training 85 145 92 157

Total 10.525 17.983 9.757 16.671

6. Fixed assets

land and Furniture and Motor Total
Buildings Equipment vehicles

£’000 £’000 £’000 £’000
Cost

As at 1 January 2007 12.890 8.026 593 21.509

Additions 48 1.566 - 1.614

Disposals - - (43) (43)

As at 31 December 2007 12.938 9.592 550 23.080

Depreciation

As at 1 January 2007 5.786 6.530 280 12.596

Provision 472 840 106 1.418

Disposals - - (43) (43)

As at 31 December 2007 6.258 7.370 343 13.971

Net Book value

As at 31 December 2007 6.680 2.222 207 9.109

€’000 11.413 3.797 354 15.564

As at 31 December 2006 7.104 1.496 313 8.913

€’000 12.138 2.556 535 15.229

The cost of land is £1.201.500 (€2.052.885).



7. Operating expenses
During 2007 the cost for the minting of coins
and the supply of banknotes was £7,78 million
[€13,3 million] (2006: £157.000 [€268.250]). Part
of that cost, amounting to £2,78 million (€4,75

million), was covered by transfer from the
special provision account as per the Board of
Directors’ decision in 2006 (Note 17). The
remaining cost of £5 million (€8,54 million) is
included as operating expenses for 2007.

(a) Employee Benefit Obligations – Defined Benefit Pension Plan
The current year’s obligations arising from employment of pension benefits are included in the
Provisions and are analysed as follows:
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8. Provisions

2007 2006
£’ 000 €’000 £’ 000 €’000

(a) Pension benefits (Note 15) 6.855 11.712 6.337 10.827

(b) Provision against market risks (Note 16) 10.400 17.770 - -

(c) Provision for the cost of minting coins and the supply
of banknotes in euro - - 5.000 8.543

Total 17.255 29.482 11.337 19.370

2007 2006
£’ 000 €’000 £’ 000 €’000

Current service cost 2.267 3.873 2.136 3.650

Interest on pension fund obligation
(interest rate fixed at 6,5%) 3.045 5.203 2.658 4.541

Past service cost 1.543 2.636 1.543 2.636

Total included in provisions 6.855 11.712 6.337 10.827

The principal actuarial assumptions used for the actuarial valuation performed with reference
date 31 December 2006, are:

2006
Discount rate 5,0%

Average rate of total salary increases 7,0%

Inflation rate 2,5%



(b) Account for provision against market risks
At its meeting on 12 November 2007 the Board
of Directors decided to create a provision
against market risks. Consequently, on 21 Janu-
ary 2008 the Board decided that the net amount
of £13,3 million (€22,7 million) arising from the
revaluation of foreign currencies as at 31 De-
cember 2007, and additionally an amount of
£10,4 million (€17,8 million) from the net surplus
of the year, would be transferred to this provi-
sion. It thus amounted to £23,7 million (€40,5
million) as at 31 December 2007 (Note 16).

(c) Account for provision against the cost of
minting coins and supply of banknotes in euro
During 2006 a provision for £10 million was es-
tablished for the cost of minting coins and sup-

plying banknotes in euro. During 2007 £2,8
million (€4,8 million) was released to partly
cover the cost of minting coins and supplying
banknotes in euro. The balance of the account
as at 31 December 2007 is equal to £7,2 million
(€12,3 million), which is expected to cover re-
lated costs in the near future.

9. Foreign reserves
Foreign reserves are composed of foreign cur-
rency deposits and foreign securities includ-
ing accrued interest, Special Drawing Rights
and gold.

10. local investments
Local investments represent investments in
government securities.
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11. Other assets

2007 2006
£’ 000 €’000 £’ 000 €’000

Cheques in process of collection 49.634 84.805 28.964 49.488

Loans to staff 12.520 21.392 12.129 20.724

Interest receivable on Government long-term loan 14.298 24.430 14.298 24.430

Participation in ECB’s capital 295 504 297 507

Claims on the IMF 4.796 8.194 - -

Other accounts 803 1.371 2.744 4.688

Total 82.346 140.696 58.432 99.837

As part of the CBC’s preparations for the imple-
mentation of the ECB accounting guideline, the
Claims of Cyprus on the International Monetary

Fund (IMF) are, as from 2007, shown on the bal-
ance sheet of the CBC.

The CBC finances the Republic of Cyprus’s
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Participation in the capital of the ECB
On 1 May 2004 Cyprus joined the European
Union and, consequently, the CBC became a
member of the ESCB and thus a subscriber to
the capital of the ECB. Subscriptions depend
on shares which are fixed in accordance with
Article 29.3 of the ESCB Statute and which
must be adjusted every five years. The CBC’s
share of the ECB’s capital was 0,13% and was
calculated on the basis of population and
GDP data provided by the European Com-
mission. As up to the end of 2007 Cyprus did
not participate in the euro area, the transi-
tional provisions of Article 48 of the Statute
applied. Consequently, the CBC was required

to pay a minimal contribution of 7% of its
subscribed capital to the ECB upon entry to
the ESCB on 1 May 2004, amounting to
€506.385 (or £297.000). As a consequence of
Romania and Bulgaria joining the ESCB on 1
January 2007, the CBC’s share capital of the
ECB was reduced to 0,1249% and subse-
quently the contribution to the subscribed
capital was reduced to €503.654 (or
£295.000). As from 1 January 2008, when
Cyprus became a full member of euro area,
the CBC was required to pay the remaining
93% of its capital subscription to the ECB,
raising its capital subscription to €7.195.055
(or £4,2 million) in total.

2007
£’ 000 €’000

Quota in IMF 88.283 150.840

IMF holdings (84.885) (145.035)

Reserve position in the IMF 3.398 5.805

SDR holdings 1.398 2.389

Total claims on the IMF 4.796 8.194

membership of the IMF and manages those claims which are analysed as follows:
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12. Deposits

2007 2006
£’ 000 €’000 £’ 000 €’000

Banks 1.720.847 2.940.241 2.046.264 3.496.250

Minimum reserve 959.903 1.640.091 582.852 995.862

Other Cyprus pound deposits 379.915 649.123 1.068.350 1.825.384

Foreign currency accounts 381.029 651.027 395.062 675.004

Government sight accounts 386.921 661.094 45.525 77.784

Government agencies and public corporations 83.817 143.210 65.672 112.207

Sinking funds 508.926 869.552 518.413 885.761

Government foreign debt 3.397 5.804 2.737 4.676

Government registered stock 502.369 858.349 508.906 869.517

Savings bonds 3.160 5.399 5.842 9.982

Government guaranteed stock - - 928 1.586

Insurance companies 806 1.377 805 1.375

International organisations 34.009 58.108 18.116 30.953

Total 2.735.326 4.673.582 2.694.795 4.604.331

13. Other credit balances

2007 2006
£’ 000 €’000 £’ 000 €’000

Appropriation account 5.052 8.632 10.010 17.103

Provision for staff pension scheme (Note 15) 51.169 87.427 45.695 78.075

Provision for covering the cost of minting/
issuing of euro coins and notes (Note 17) 7.213 12.324 10.000 17.086

Provision against market risk (Note 16) 23.694 40.484 - -

Matured and unredeemed savings bonds 4.434 7.576 2.757 4.711

Unclaimed drawn savings bonds 1.244 2.125 1.306 2.231

Demonetised notes and coins 1.370 2.341 1.371 2.342

Accrued interest payable 3.812 6.513 1.578 2.696

SDR allocation by the IMF 12.366 21.129 12.928 22.089

Other accounts 10.590 18.094 6.064 10.361

Total 120.944 206.645 91.709 156.694
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15. Employee benefit obligations
– defined benefit pension plan

The CBC operates a non-funded pension scheme
which provides benefits that are based on the
employees’ final pensionable salary. Employees’
contributions are made only in respect of wid-
ows and orphans benefits. The pensionable serv-
ice liability is revised at regular intervals by
independent qualified actuaries. An actuarial

valuation was carried out as at 31 December
2006 and revealed a past service deficiency of
£18.939.000 (€32.359.200) at the valuation date,
which is mainly due to the change in the dis-
count rate. On the basis of recommendations
from the actuaries, the unrecognised past service
deficiency will be covered by the CBC with an an-
nual contribution of £1.543.000 (€2.636.372) for
the next 18 years.

14. Special accounts for the revaluation of gold
and net assets/liabilities in foreign currencies

The movement of revaluation accounts for 2007 is summarised as follows:

Foreign
Gold Currencies Total

£’000 €’000 £’000 €’000 £’000 €’000
Balances as at 1 January 2007 121.426 207.468 48.917 83.580 170.343 291.048

Revaluation adjustments
for the year ended 31 December 2007 24.702 42.206 (34.599) (59.116) (9.897) (16.910)

Transfer to the provision for market risks - - (13.294) (22.714) (13.294) (22.714)

Balances as at 31 December 2007 146.128 249.674 1.024 1.750 147.152 251.424

The present value of the obligation is as follows:

As in previous years, pension payments for 2007 were charged directly to the pension
scheme provision account.

2007 2006
£’ 000 €’000 £’ 000 €’000

Present value of obligation 67.022 114.514 62.883 107.442

Unrecognised past service deficiency (15.853) (27.087) (17.188) (29.367)

Net liability in balance sheet 51.169 87.427 45.695 78.075



18. Government funds administered
by the CBC

The deficiency of interest earned by the above
funds for 2007 compared to the guaranteed
interest was £17.587.000 (€30.049.000). In
2006 it was £17.716.000 (€30.270.000). Ac-
cording to an agreement with the Ministry of
Finance, the above amount is charged to the
Consolidated Fund of the Republic and was
therefore not recognised as a charge to the
profit and loss account.

19. Off balance sheet transactions
The issue price of euro banknotes and coins

used in frontloading amounted to €949,6 mil-
lion and €73,2 million, respectively.

20. Post balance sheet events
With the adoption of the single currency on 1
January 2008, in addition to the payment of
its remaining subscribed capital to the ECB
(Note 11), the CBC transferred foreign reserve
assets to the ECB. These foreign reserve assets
comprised amounts in US dollars and gold, in
proportions of 85 to 15 respectively. Conse-
quently, the ECB was debited with a claim in
respect of the foreign reserves transferred
amounting to €73.400.447.
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Movement in Net liability 2007 2006
£’ 000 €’000 £’ 000 €’000

Net liability at start of year 45.695 78.074 40.836 69.773

Expense recognised in the income statement 3.810 6.509 3.688 6.301

Interest capitalised 3.045 5.203 2.658 4.542

Employees’ contributions to the widows and orphans scheme 77 132 71 121

Benefits paid (1.458) (2.491) (1.558) (2.662)

Net liability at end of year 51.169 87.427 45.695 78.075

16. Provision against market risk

£’ 000 €’000
Balance as at 1 January 2007 - -

Transfer of net currency revaluation differences as at
31 December 2007 (Note 14) 13.294 22.714

Transfer from the net surplus of the year 10.400 17.770

Balance as at 31 December 2007 23.694 40.484

17. Provision for the cost of minting of coins and the supply of banknotes in euro

£’ 000 €’000
Balance as at 1 January 2007 10.000 17.086

Transfer to the profit and loss account to partly cover the cost of minting coins (2.787) (4.762)

Balance as at 31 December 2007 7.213 12.324
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