
12. CYPRUS 
Economic recovery constrained by domestic and external 
imbalances 
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The recession has bottomed out… 

The global economic and financial crisis hit 
Cyprus through a slump in external demand. After 
five quarters of contracting activity, moderate 
growth resumed in the first half of 2010. Assuming 
that current trends continue, the economy will 
grow by ½% this year.  

Domestic demand, hitherto the key driver of 
growth, continued to shrink in the first half of the 
year. High household indebtedness, together with 
tighter lending conditions, a worsening labour 
market outlook and negative confidence effects, 
resulted in a further decline in private 
consumption,  albeit at a slower pace than in 2009. 
Public consumption, which was expansionary in 
2009 driven by fiscal stimulus measures in line 
with the European Economic Recovery Plan 
(EERP), is estimated to have levelled off. With 
lacklustre foreign demand for housing and the 
restructuring of corporate balance sheets, 
investment is set to remain on a correction path.  

Given high import elasticities, contracting 
domestic demand was reflected in shrinking 
imports. In contrast, the improvement of the 
external environment led to a pick-up in export 
growth, especially in financial and business 
services. In particular, banks benefited from 
inflows of deposits, largely owing to unfavourable 
conditions in Greece. The growth contribution of 
the tourism sector was marginal, as receipts were 
similar to last year's levels. Overall, the recovery 
from the crisis brought a welcome adjustment of 
the external imbalance. The current-account deficit 
is estimated to have narrowed from a historical 
high of 17¾% of GDP in 2008 to about 6% in 
2010. 

The recession has taken a heavy toll on public 
finances. The government deficit was 6% of GDP 
in 2009 from a surplus the previous years, on the 
back of the fading away of the asset boom, a less 
tax-rich composition of growth and the 
expansionary stance of fiscal policy. The deficit is 
estimated to stabilise close to this level in 2010, 
while the debt ratio is on a rising trend and 
expected to exceed the 60% of GDP reference 
value. 

Graph II.12.1: Cyprus - GDP growth and 
contributions
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Cyprus' labour market labour market also suffered 
from the recession, with losses concentrated in 
construction and tourism. In the first two quarters 
of 2010, the unemployment rate rose to an average 
of 6.8% from 5.2% in 2009. A turnaround since 
the spring of the current year may signal that the 
worst has passed. 

…but growth prospects remain subdued 

The economic recovery that started in 2010 is set 
to continue into 2011 and to gain momentum in 
2012, moving towards a more balanced 
composition of growth. Domestic demand is 
projected to expand moderately, driven by 
recovering private consumption, on the back of 
rising consumer confidence and an improving 
labour market outlook. However, the construction 
sector is set to experience some further downsizing 
in the years ahead. Both foreign and domestic 
demand for dwellings should remain subdued, due 
to strong growth of prices in recent years and the 
high indebtedness of domestic households. While 
other construction, including infrastructure 
projects, should support investment, it is unlikely 
that this would be sufficient to fully offset the 
impact of the fall in housing demand on total 
construction investment. Likewise, equipment is 
set to remain on a downward trend.  

As regards the external sector, imports are 
projected to recover and to resume growth in line 
with domestic demand, after two years of 
correction. Exports of goods and services, mainly 
financial and business services, are set to pick up 
with the rebound in global trade and an improved 
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outlook in Cyprus' main trading partners. All in all, 
the contribution of net exports to GDP growth is 
expected to be positive over the forecast period.  

The Cypriot labour market is expected to improve 
gradually over the forecast period, in line with 
strengthening economic activity. Thus, 
employment is projected to rise while 
unemployment should ease from its peak at the end 
of the current year. Nevertheless, moderate growth 
prospects are set to weigh on further inflows of 
low-skilled foreign workers, hitherto employed 
primarily in labour-intensive activities.  

Overall, the balance of risks appears to be neutral. 
Total demand may strengthen beyond expectations 
should growth of Cyprus' major trading partners 
surprise on the upside. Furthermore, improved 
confidence and wage growth could lead to higher 
private consumption. Investment, for its part, may 
be sustained by the implementation of various 
announced construction and infrastructure projects. 
On the other hand, risks associated with adverse 
spillovers from Greece, particularly in view of the 
large exposure of the financial sector to the Greek 
market, are not negligible. At the same time, 
a tightening of credit conditions, coupled with high 
indebtedness of private agents, could delay the 
rebound in consumption. Furthermore, in a context 
of low growth in both real and nominal terms, the 
rising external debt could become more severe.  

Imbalances weigh on recovery 

Within this economic outlook, the challenge for 
the Cypriot economy is to return to a balanced 
growth path, leading to further correction of the 
external imbalance in a context of higher potential 
growth. 

The downturn in economic activity was 
accompanied by a significant reduction in the 
current-account deficit of almost 11½ pps. of GDP 
in 2008-10. This improvement occurred despite the 
parallel deterioration in the fiscal position by 
6¾ pps. Overall, this implies an improvement in 
private sector's savings of about 18¼ pps., after 
five years of rising indebtedness and rapid credit 
expansion. The substantial savings of the private 
sector are reflected in subdued consumption and 
shrinking investment and consequently, lower 
growth. 

However, even at around 6% of GDP, the 
current-account deficit is still relatively large and 

likely to constrain economic growth over the 
medium-term. High public sector dissavings need 
to be financed by either foreign debt or higher 
domestic private savings. Thus, the adjustment of 
the current-account deficit would require either 
higher cost of debt-financing or higher private 
sector savings. The latter would imply lower 
output growth by crowding out private 
consumption or investment. In the medium term, 
the deficit is set to continue to improve but at 
a moderate rate. 

Developments in Cyprus' competitiveness, 
especially regarding wage developments, will be 
crucial in determining how sustainable the 
adjustment of the external imbalance will be. In 
particular, nominal compensation per employee is 
projected to increase by about 3% annually on 
average over the forecast period, which exceeds 
projected productivity growth. Even in case of no 
or negligible wage increases in the forthcoming 
sectoral collective agreements, particularly in the 
public sector, the wage drift and indexation 
mechanism (Cost of living allowance; COLA), 
which adjusts wages to inflation over the previous 
6 months, would exert upward pressure on wage 
levels. Productivity growth is expected to remain 
subdued in line with moderate activity and rising 
employment. As a result, unit labour costs should 
rise modestly, although by more than the average 
in the euro area. All in all, the gap between wage 
growth and productivity gains is undermining the 
competitiveness of the Cypriot economy.  

Inflation is projected to rise over the forecast 
horizon in line with prices of imported oil, on 
which Cyprus is highly dependent, and the gradual 
recovery of domestic demand. Core inflation is 
likely to remain above the euro-area average, 
mainly reflecting domestic cost pressures. 

Fiscal deficit in need of correction 

Public finances in Cyprus have deteriorated 
substantially as a result of the crisis and 
discretionary fiscal stimulus measures, as well as 
rather large composition effects due to a much less 
tax-rich GDP growth pattern. As the economy 
shifts to a more export-oriented pattern, growth 
composition would likely be less tax-intensive, 
thus complicating consolidation efforts.  

The budget deficit appears to have stabilised in 
2010 at a level similar to last year, since 
a marginal increase in revenues is set to be fully 
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Table II.12.1:
Main features of country forecast - CYPRUS

2009 Annual percentage change
mio EUR Curr. prices % GDP 92-05 2007 2008 2009 2010 2011 2012

 GDP 16960.1 100.0 4.3 5.1 3.6 -1.7 0.5 1.5 2.2
 Private consumption 11649.8 68.7 - 9.4 8.4 -3.0 -1.5 2.1 2.2
 Public consumption 3378.0 19.9 - 0.3 6.2 5.8 0.3 1.3 2.0
 Gross fixed capital formation 3464.7 20.4 - 13.4 8.6 -12.0 -12.9 -3.8 -1.5
  of which :     equipment 926.4 5.5 - 11.9 19.7 -19.5 -12.0 -4.0 1.0
 Exports (goods and services) 6669.9 39.3 - 6.1 -2.1 -11.8 3.6 3.5 3.8
 Imports (goods and services) 7654.4 45.1 - 13.3 8.0 -19.8 -1.5 2.1 2.4
 GNI (GDP deflator) 16655.9 98.2 4.1 3.9 2.8 3.2 0.8 0.8 1.8
 Contribution to GDP growth : Domestic demand - 8.8 8.6 -3.7 -3.7 1.0 1.7

Inventories - 0.3 0.4 -4.1 1.8 0.0 0.0
Net exports - -4.0 -5.3 5.8 2.4 0.5 0.6

 Employment - 3.2 2.8 -0.7 -0.9 0.2 0.8
 Unemployment rate (a) - 4.0 3.6 5.3 6.8 6.6 5.9
 Compensation of employees/head - 3.0 3.5 5.2 2.7 3.1 3.2
 Unit labour costs whole economy - 1.1 2.7 6.3 1.3 1.8 1.8
 Real unit labour costs - -3.4 -2.1 6.3 -1.2 -1.3 -0.7
 Savings rate of households (b) - - - - - - -
 GDP deflator 3.2 4.6 4.8 0.0 2.5 3.2 2.5
 Harmonised index of consumer prices - 2.2 4.4 0.2 2.8 3.3 2.5
 Terms of trade of goods - 0.6 -2.5 2.7 -1.2 1.3 0.2
 Trade balance (c) - -29.7 -32.2 -24.8 -24.5 -24.3 -24.4
 Current account balance (c) - -11.7 -17.7 -8.5 -6.1 -5.7 -5.4
 Net lending(+) or borrowing(-) vis-à-vis ROW (c) - -11.7 -17.6 -8.2 -5.8 -5.4 -5.1
 General government balance (c) - 3.4 0.9 -6.0 -5.9 -5.7 -5.7
 Cyclically-adjusted budget balance (c) - 2.5 -0.3 -5.5 -5.1 -5.0 -5.4
 Structural budget balance (c) - 2.5 -0.3 -5.7 -5.7 -5.0 -5.4
 General government gross debt (c) - 58.3 48.3 58.0 62.2 65.2 68.4
 (a) Eurostat definition.  (b) gross saving divided by gross disposable income.  (c) as a percentage of GDP.
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offset by a rise in expenditures. On the one hand, 
the slowdown of activity and reduced corporate 
profitability appears to weigh on tax receipts. In 
particular, direct tax revenues declined further, 
dragged down by lower income-tax receipts. Only 
social contributions posted positive growth, 
possibly benefiting from the rise of contribution 
rates adopted in the first half of the 2009. On the 
other hand, current expenditure continued to rise, 
despite the fall in interest payments, on the back of 
increases in the public wage bill, social outlays and 
subsidies. Given that revenues benefited from 
a one-off factor of almost ¾ pp. of GDP, 
associated with the profit on an interest swap 
agreement and a transfer of higher-than-usual 
Central Bank profits, the budgetary outcome could 
have been worse on the basis of underlying fiscal 
trends. 

For 2011, the Draft Budget Law targets a deficit of 
almost 5½% of GDP, on the basis of an estimated 
deficit for 2010 of just below 6% of GDP. On the 
revenue side, the draft budget does not incorporate 
any additional measures, apart from the 
phasing-out of the tax-relief, which was part of the 
stimulus measures and the harmonisation of excise 
duties  on  petroleum  products,  in effect since last  

July. Nevertheless, these effects are partly offset 
by a reduction in other current revenues. On the 
expenditure side, the draft budget aims at savings 
through a reduction of operational expenditure, as 
well as restraint in public investment and 
employment. However, these elements are fully 
offset by a rise in the public wage bill, interest 
payments and in social outlays.  

The present projection is for a deficit of 5¾% of 
GDP for 2011. This incorporates a more prudent 
assessment of revenue prospects, given a less 
tax-rich growth composition, and on the 
expenditure side, given past trends on key items 
such as the wage bill and social transfers. 
Measures which are still under discussion with an 
uncertain outcome, or with no information on the 
modalities or the timing of implementation are not 
incorporated in this forecast.  

Based on the customary no-policy-change 
assumption, the deficit is set to remain at 5¾% of 
GDP in 2012, as gradually rising revenues are 
offset by higher expenditures. With still moderate 
growth and an increasing deficit, the debt-to-GDP 
ratio will rise and reach about 68½% by 2012. 




