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Synopsis: Risks and challenges

- Lack of competitiveness and diversification- Dependency on a small number of sectors.

- High level of public and private debt. Slow progress in reducing high level of Non-
performing loans.

- The economy is vulnerable to external and unexpected shocks. Limited ability to react
in the case of shocks because of the high debt level.

- Reversal of the favorable external/ internal environment. Tourism boost due to
challenges faced by neighboring destinations, the accommodative monetary policy by
the ECB and the schemes “investment for citizenship” boosted economic activity, but
can and should be expected be limited to the minimum or even stopped/ reversed.

- Continued reliance on the above, especially on the scheme “investment for citizenship”
will undoubtedly cause some of the effects of the Dutch Disease, i.e. the transfer of
resources away from productive sectors of the economy, thus increasing their
operating/ investment costs and negatively affecting their competitiveness.
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Synopsis: Addressing risks and challenges

Immediate / substantial reforms

- The better than expected macroeconomic environment and in particular the strong economic
growth over the past years, and the overachievement of fiscal targets, either set during the
Economic Adjustment Program or later, as set in the Strategic Framework for Fiscal Policy,
should not be seen as arguments in favor of reversing measures taken during the crisis period or
for termination of reforms. On the contrary the favorable macroeconomic environment is
conducive to reforms.

- Reforms during periods with strong economic growth can be implemented in an orderly manner
without the pressure and negative effects of reforms implemented during crisis periods.
Furthermore governments are in a better position to intervene in case needed to mitigate the
negative effects.
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Summary of findings(1)

« No deviation from the 2017 Medium term
Objective. ie. 0% cyclically adjusted
structural balance.

- No deviation from the MTO of 2018-2019
is expected, subject to no significand policy
changes / no unexpected external shocks.
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Primary balance

Year Source Millions € % of GDP
2015 Actual 299 1.7
2016  Actual 529 3.0

SFFP 2018-20 493 2.6
2017

Actual 845 4.4

SFFP 2018-20 568 2.9
2018

SFFP 2019-21 907 4.5

SFFP 2018-20 607 3.0
2019

SFFP 2019-21 991 4.7

SFFP 2018-20 641 3.0
2020

SFFP 2019-21 1016 4.6
2021 SFFP 2019-21 1026 4.6



Summary of findings(2)

The fiscal targets and the
macroeconomic projections set for 2017
included in the Strategic Framework for
Fiscal Policy (SFFP) 2017-2019 and then
revised in the SFFP 2018-2020 have
been met.

The  corresponding  targets  and
projections for 2018 and 2019 included
in the SFFP 2019-2021 are considered to
be attainable subject to no material
deviation from the current fiscal policy
and no major external shocks.
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Tax revenue 2018/2017

Total Taxation,

® 68.8%

Indirect Taxes,

505.4
Direct Taxes, SIF
368.9 Contributions,

223.1
& 28.09 ® 28.2%

Defence

o 15. 0%
13. GA 10.2%

|ncomeTax, VAT 318.8 Defence

(Dividends), 81-5v 13.29 4.4%

Defence on Rent,

293 6 (|ntere\s\-),\mgi ot 3
|| N

W 2018 Jan-Feb # Change 2018/17

874.3

—— 2017 2018 Change
Jan-Feb  Annual Jan-Feb 2018/17

Direct Taxes 324.7 2164.2 368.9 13.6%
Income Tax 229.4 17114 293.6  28.0%
Indirect Taxes 439.5 2907.7 505.4 15.0%
VAT 248.7 1812.9 3188 28.2%
SIF Contributions 202.4 11433 223.1 10.2%
Defence (Interest) 32.1 123.8 29.9 -6.7%
Defence (Dividends) 48.3 133.0 815 68.8%
Defence on Rent 21 14.2 2.3 13.2%
Total Taxation 764.2 5071.9 874.3 14.4%

Source |Ministry of Finance




Summary of findings(3)

- Public debt increased by 2.35 billion euros or 12.2% Evolution of government debt
of GDP after the issue of government bonds in order
to inject liquidity to the Cyprus Cooperative Bank. 1059 j030
97.

- The improved macroeconomic environment which 827 Lo ¢
boosted government revenue and lead to higher than 713 ¢, 5
planned primary balance. This will allow for the 609 576
reduction of public debt. No deviation is expected
from the debt rule subject to no material deviation
from current fiscal policy and the assumption than
the primary balance will be mainly used to repay the
public debt.
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
- If all projected primary balance is used to repay debt s Dbt 16 GOP ratio e Debt criterion
then the latter can fall below the 60% of GDP target
before 2030.
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Challenges / risks (1)

Low competiveness

World Bank - Doing Business report (DBR) (54th - 4th from the bottom of the table). Special reference in the legal system and in
particular in resolving civil cases. Not only the score is low but a deterioration has been observed. In the 2010 DBR (first time Cyprus was
included in the DBR) Cyprus was at the 40™ position, while in the 2010 DBR it dropped to 534,

Competitiveness Index of the World Economic Forum (64th - second from last in the EU).
Index by IMD World Competitiveness Centre (Dropped from 37%in 2017 to 415tin 2018 out of 62 countries)

Macroeconomic Imbalances Procedure

European Commission report. Several imbalances noted, mainly pointing to lack of competitiveness. High debt level.

Weak enforcement of Property and contractual rights

Chairwoman of the Supervisory Board at the European Central Bank Daniele Nouy: «the very high level of non performing loans still is
the major vulnerability of the Cyprus economy and of the banking system. It affects the ability of the banks to fulfill their intermediary
function”.

Report by the Auditor General: “According to the Memorandum of Understanding during the period January -June 2017 3000 title deeds
should have been issued every month, instead, during the whole period only 4215 title deeds were issued (of which only 3082 related to the
memorandum)... it is also noted that despite the several amendments to the legislation that were passed between 2011-2016, the process of
issuing title deeds still appears not to move fast enough, nor the transfer of title deeds to trapped buyers” .
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Challenges / risks (2)

- In the European Commission report on the effectiveness of EU justice systems (“The 2017 EU Justice
scoreboard” ) Cyprus is at the bottom of the table «Time needed to resolve civil. Commercial and other

- Member states that faced similar challenges, through reforms managed to improve the effectiveness of their
justice systems over the period 2010-2018. During the same period in the case of Cyprus a deterioration
was observed.

Recommendations by the European | Tmeneededtoresolve civil, commercial, administrative and other cases(") (1* instance/in days)
Commission (COM(2018) 412 final); | = [ = o Mo
«Inefficiencies in the justice system continue | ,,,
to affect contract enforcement and the swift | 100 -

resolution of civil and commercial cases. | so -
Cumbersome civil procedures and weak | °
enforcement of court decisions weigh on | *°
banks’ incentives to use the insolvency and zo:  heuumahashEl []Jj.”] “ “ _| N[ oo |
foreclosureframeworks to reduce their stock DK EE LT AT PL HU BG SI NL FI SE HR RO LV CZ ES SK FR IT MT EL PT CY BE DE IE LU UK
of non-performing loans.» e g coes: ehmimsatv o Lot it bt e ooy Gwrite s L 1 1 WA V. S P e e o e G 5%
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Negative effects
Weak property and contractual rights

Continuous change in the legal

Increased cost of finance and limite
. . framework creates unnecessary leve
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Negative effects - Studies

- “In the credit market, when agency or enforcement costs are important, lenders may not be willing
to lend an efficient amount or, in some cases, lend at all. Property rights improve the ability of
borrowers to pledge their assets as collateral, and thereby relax credit constraints’. He also points
out that “Effective states in the current context are those that support institutions that allow
households and firms to enjoy secure property rights”(Richard E. Messick, (ITaykoopia Tpdmeloa).

- “Property titles issued in Peru starting in the mid-nineties led to a significant increase in labor
supply by urban slum dwellers”. (Economics Professor Erica Field).

- “Insecure property rights impede efficiency by undermining investment incentives, and creating
barriers to trade” and they point out that “effective states in the current context are those that
support institutions that allow households and firms to enjoy secure property rights”. Professors
Timothy Besley ka1 Maitreesh Ghatak in their book «Development Economics»).
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Reforms
Pension adequacy/ Savings

- The need to encourage savings
through a comprehensive reform of
the pension system in Cyprus is N
considered imperative, given the very
low saving rate, the ineffective
institutional framework and the high
private debt.

Graph 4.2.5: Cypriot households savings gap
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- The reform of the pension system

should be based on the principle of
adequacy of pensions for all citizens 5
and should promote savings.

0
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Reforms : Education

FAILURE RATE TO REACH BASIC LEVEL EXPENDITURE ON PUBLIC AND PRIVATE EDUCATIONAL
SKILLS OF 15 YEAR OLD STUDENTS INSTITUTIONS AS % OF PER CAPITA GDP
M Best M Average M Worst Cyprus m 2001 m2011 - -
2012 2015 2012 2015 2012 2015
Mathematics Reading Science
M Best 12.3 13.6 9.1 10.6 5.0 88
m Average 221 22.2 17.8 19.7 16.6 20.6
m Worst 43.8 42.6 39.4 41.5 38.0 42.0
Cyprus 42.0 426 328 356 380 42.0 LOWER SLOVAKIA/ AVERAGE HIGHER LATVIA/ CYPRUS CYPRUS
ROMANIA

Source: Eurostat based on OECD survey

http://ec.europa.eu/eurostat/tgm/refreshTableAction.do?tab=table&plugin=1&pcode=sdg_04_40&language=en Source: Eurostat

http://ec.europa.eu/eurostat/tgm/table.do?tab=table&init=1&language=en&pcode=tps00069&plugin=1

Paper on “Education and economic growth” by Robert

Can you afford to pay for education? j. Barro on education : “Scores on science tests have a
particularly strong positive relation with economic

...with difficulty ..with ease

growth. Given the quality of education, as represented by
the test scores, the quantity of schooling — measured by
average years of attainment of adult males at the
secondary and higher levels — is still positively related
to subsequent growth. However, the effect of school
quality is quantitatively much more important”».

ec.europa.eu/eurostati
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Reforms
Remuneration mechanism in the public sector

The agreed llmlt to the government payroll Of up to Annual change of nominal and per worker nominal GDP
the nominal GDP growth rate should only be used .
as a safety net in the context of a medium-term
plan to contain government spending. It should not
be used as a benchmark or part of a mechanism for
setting increases, as it may lead to wrong
concessions that will affect public finances and the
competitiveness of the economy.

& & & ] o ™~ IS ) o

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

——Annual change per worker nominal GDP ——Annual change of nominal GDP

The Council stresses that the creation of a transparent and scientifically designed mechanism for
determining the remuneration and future development in the public and broader public sector,
besides restraining public spending, will improve the procedures for promoting meritocracy, will
enhance transparency by reducing corruption, will help develop good management practices, will
limit political pressure for unreasonable concessions and will allow the governments to justify the
granting of any increases when circumstances permit so.
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Reforms: CYTA

It is reiterated that the inability to reverse the trend of loss of market share and revenue by CYTA,
while meeting demands for remuneration increases will affect negatively its profitability. The
abandonment of the privatization effort / finding of a strategic investor may worsen its position
and reduce its value.

CYTA's market share: Mobile telephony subscribers CYTA's market share: Fixed line telephony MARKET SHARE IN NEW
BROADBAND SUBSCRIBERS

m2016 m2017

9-2015

un
=
=1
a
o
5

03-2016
09-2016
03-2017
09-2017

0

CYTA COMPETITORS

e Market Share =] 055 0f market share == ONG tErm average loss

Presentation to media Spring Report 2018 15



Conclusions

The Council assessed the macroeconomic and fiscal forecasts of the Ministry of Finance as well as
the budgetary outcomes included in the Strategic Framework of Fiscal Policy of 2018-2020 and
2019-2021. At the same time, the Council examined compliance with Regulations regarding its
fiscal position (MTO), the spending ceilings and the debt level.

The Council concluded that:
- (a) there was full compliance with the Regulations as described in the institutional framework,

« (b) the macroeconomic projections upon which the government's fiscal planning is based are
within acceptable limits and

« (c) that no deviation from these regulations is expected within the two years 2018-2019
provided that there will be no significant differentiation in fiscal policy and the economic
environment.

The Council reiterates the urgent need of promoting reforms aiming at improving the
competitiveness of the Cyprus economy and strengthening its position in the face of unforeseen
adverse developments while ensuring a stable and sustainable rate of economic growth.
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