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INTRODUCTION

In accordance with the recently-adopted CouncilutRegn (EC), setting out the new
European Semester, Cyprus submits its Stabilitgarame (SP) for the period 2010-
14. The SP has been prepared in line with the eddguidelines, set out in the
“Guidelines on the format and content of the Sigbiland Convergence

Programmes”. The new “European Semester’ has caioeeifect as of January 1,
2011 and under this new procedure countries angireztjto prepare the SP, taking
into account the key policy orientations providedthe Annual Growth Survey and
agreed by the European Council on 12/1/2011. THisirfg®orporates these new
elements and directions of policy.

The SP is the product of consultations with pdditisarties and social partners. From
these consultations, a consensus to take measunesiuce the fiscal deficit in a
sustainable manner has emerged and a number oftiresdsave been proposed and
adopted. The Government of the Republic of Cypttie (Government”) will remain
engaged in a continuous dialogue with politicaltiparand social partners, with a
view to safeguarding a systematic monitoring of itm@lementation of the SP and
agreeing on additional measures, if deemed negessaafeguard the achievement of
the targets set in the SP.

Recent events in sovereign debt markets have exveéastitutional weaknesses and
have brought about fundamental reforms of the gamre structure of the euro area.
Cyprus supports the effort to strengthen the ustibal structure in the euro area and
is currently working with all partners in finaligirthe legislative changes needed.

In 2010 Cyprus reported that the general governmiefitit increased to 6% of GDP

in 2009. Accordingly the ECOFIN Council adopted ecammendation of the

Commission that an excessive deficit existed indhse of Cyprus, in accordance
with Article 126 of the Treaty. The Council called Cyprus to take effective action,
with measures based mainly on the expenditure gdewer the deficit below 3% of

GDP by 2012 at the latest.

Cyprus has managed to cope with the financial srisi a satisfactory manner.
Following a difficult year in 2009, the economy @yprus exhibited positive growth
rate in 2010 with its GDP estimated to have regesten increase of some 1%. The
SP envisages a further, albeit modest by histosi@aldards, acceleration of growth in
2011 to 1.5% and rising to 3% by 2014. This isneated to be the potential growth of
the economy, taking into account the effects of financial crisis on economic
growth in Cyprus in the medium term.

This growth trajectory is considered plausible énd in line with growth projections
of trading partners.



The modest recovery witnessed in 2010, in comhlonattith concrete policy actions,
including a tight control over current expenditurasd, to some extent, one-off
revenues, led to a noteworthy improvement in puliil@nces compared to the
previous year. The general government deficit, Wwhwdened to 6% of GDP in 2009,
was reduced to an estimated 5.3% in 2010. ThetdeBBP ratio is estimated to have
increased to about 60.9% in 2010.

Furthermore, imbalances were to some extent, arat#id, as evidenced by the
reduction of the current account deficit and thatamment of private credit growth,
compared to 2007-2008.

Notwithstanding the challenging economic environtnarich Cyprus is facing, the

overriding aim of fiscal policy, set out in the S®&{o lower the deficit to below 4%2%
and ideally to about 4% in 2011 and below 3% by20lhereafter, the Government
aims at lowering the deficit further, by some O@&rgentage points of GDP, on
average annually in line with the recommendatiohshe Annual Growth Survey,

thus reversing the upward trend of public debt-doRG

The Government has already announced measuresrofupent nature that aim at
enhancing revenues and curtailing expendituresline with the targeted fiscal

consolidation. These measures include control quablic sector hiring and a

reduction in civil servant employees, as well apasing ceilings on certain spending
categories, thus ensuring that overall public edgare will remain below projected

nominal GDP growth and consequently public revenliesaddition, the reduced

VAT rate was introduced on foodstuffs and pharmtcals, excise taxes on
petroleum and tobacco products were increased alesdy#ax was introduced on

bank deposits. Further measures planned includararesty on the issuance of title
deeds for buildings with minor irregularities (aasare that will substantially reduce
the backlog of title deed issuances) and specdgislative actions to tackle tax
evasion and tax avoidance. Further measures plabnedot yet adopted include
public sector reforms, which will aim at containitige wage bill of the civil service.

Moreover, a dialogue to reform the public sectongien system, while preserving
their social character is in progress.

The key challenge now, especially against the backgl of the uncertainties
surrounding the economic developments in the eusa,ais to consolidate the
recovery, promote growth in the medium term anéngjthen fiscal consolidation,
while maintaining social cohesion.

In the first instance, policies aim at addresshegyunemployment problem, which has
particularly affected new entrants into the labmarket, as well as, the tourism and
construction sectors. Policies in this area inclatkntaining the wage burden of
taxation at relatively low levels and supporting tretraining of unemployed and
vulnerable groups. In parallel, the Government lsyipg a role in guiding wage
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determination in the economy as a whole, througbptidg a restrictive stance in
public sector wage setting.

Additionally, the Government aims at re-directingudable public resources in favour
of growth-enhancing expenditure categories andas@chesion while, at the same
time, safeguarding macroeconomic stability.

Finally, structural reforms will be undertaken whiwill help boost the economy’s

growth potential and help consolidate public firem@n the medium and long term.
Such reforms include the introduction of a Mediuerh Budgetary Framework, a

reform of the public pensions and the healthcastesy, the strengthening of one-stop
shop arrangements for investors and the reductiotheo administrative burden of

laws and regulations for enterprises.

The planned fiscal consolidation and an ongoingremion of household and

corporate balance sheets will help to further &liev the internal and external
imbalances of the Cypriot economy. Indeed, theeturaccount and particularly the
trade balance, have narrowed down in 2009-2010,itarsdexpected that they will

continue to remain contained in the medium term.atidition, expected wage
moderation will help contain competitiveness pressun the labour intensive sectors
of the economy, such as hotels and restaurants.

Overall, policies aim mainly at supporting investrhand private sector development
contributing towards enhancing productivity and petitiveness of the economy, and
promoting “green economy”. These priorities areomporated in the National Reform
Programme, which is launched for the first time ethgr with the Stability
Programme. The related expenditures are incorpbiiatéhe central scenario of this
SP.

Within this policy framework, the Government suppothe efforts of the Central
Bank to further strengthen the supervision of taeking sector, based on the EU and
Basel Il framework.

While the SP sets out a realistic plan for the mmedterm, it acknowledges that the
Euro area is going through a challenging junctu@onsequently, there are
uncertainties in relation to the external environingf Cyprus, and therefore risks to
the projections and the short- and medium-termpaos. The Government considers
the fiscal targets set out in the SP as feasildlecaedible. However, especially due to
the risks that lie ahead, the Ministry of Finansamonitoring closely, on a monthly
basis, the timely implementation of the SP and ammitted to adopt additional
measures, if deemed necessary, to ensure the aoteav of the fiscal and public
debt targets.



1. OVERALL POLICY FRAMEWORK AND OBJECTIVES

The overriding objective of Cyprus economic polisyto enhance growth and the
standards of living of all citizens, in particulaf low-income groups, to maintain
macro-financial stability, implement structural eghs that improve the functioning
of the market mechanism and ensure that the goverhaector provides, adequately
and efficiently, services to the public. Structuraforms will be implemented in
various areas, covering pensions, healthcare andusiness environment. Within the
overall government finance constraints and tardestsal policy will focus on growth
and social cohesion, through redirection of resesito growth-enhancing activities
and prioritization of expenditure programmes. A eoefficient and leaner
government, that can tackle effectively these engiés, will be important in this
process.

Fiscal Policy

Undoubtedly, the biggest challenge facing policykara at the current juncture is to
ensure that the economy recovers fully and resurmepotential in the medium term
and that the public finances are strenghthenedh thié debt-to-GDP ratio reversing
its upward trend and declining close to the refegeralue.

Particular emphasis will be placed on the needudad current expenditure and
restructure public spending, in favour of capitapenditure, which can boost the
economy’s growth potential. Redirecting resourcesvards infrastructure is

particularly important at this juncture, due to tepected negative growth of the
construction sector. Emphasis is also attachedrgeted social spending, which aims
at directing more resources to those in real need.

The modest recovery witnessed in 2010, in comhanativith concrete policy
measures and a tight control over current experadifjuled to a considerable
improvement in public finances compared to the jmev year. The general
government deficit, which widened to 6% of GDP 0092, was reduced to an
estimated 5.3% in 2010. The debt-to-GDP ratio isnedged to have increased
moderately to 60.9% in 2010. The overriding aint, @&t in the SP, is to further
reduce the deficit to below 4%2% and ideally to tdygl% in 2011 and 2%2% in 2012.

To achieve this, the Government has already adapessures, which amount in total
to 1.5 percentage points of GDP. These include duat®n in the number of

employees of the civil service, further operatingenditure cuts, the application of
VAT on foodstuffs and pharmaceuticals as of 10/122@t a rate of 5%, increased
excise duties on petroleum products and tobaccof ds//6/2010 and 10/12/2010
respectively, a bank levy/tax at 0.095% imposedbank deposits and town planning
amnesty for buildings constructed with minor irrkegities, opening the way for the
issuance of a backlog of outstanding title deeds.
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Box 1.The Annual Growth Survey: Implementing a rigorous fscal consolidation

The most urgent task for the EU is to restore camfte by preventing a vicious cycle pf
unsustainable debt, disruption of financial marketsd low economic growth. Public
expenditure must be put on a sustainable tracla pee-requisite for future growth. Annugal
adjustments of the structural budget balance inatter of 0.5% of GDP will be clearly
insufficient to bring debt ratios close to the 688quirement. Therefore, stronger consolidat{on
is needed and should be implemented on the ba#ii eéinforced fiscal rules proposed by the
Commission.

All Member States, especially those in excessiveiti@rocedure, should keep publ
expenditure growth firmly below the rate of potahtGDP growth, while prioritising
sustainable growth friendly expenditure in areashsas research and innovatian,
education and energy. All Member States should detnate that their Stability of
Convergence Programmes are based on prudent gaotrevenue forecasts.

(¢}

Member States in excessive deficit procedure sheeldut the expenditure path apd
the broad measures they intend to take in ordelirrinate their excessive deficits.

Member States facing very large structural budgdicits, very high levels of publig
debt or high levels of financial distress needrtmfload their efforts in 2011. Where
economic growth or revenues turn out to be highan texpected, fiscal consolidatign
should be accelerated.

Some Member States may need to increase taxesedhdaxes are more growth
friendly than direct taxes and broadening tax béseseferable to increasing tax rates.
Unjustified subsidies, e.g. environmentally harngfubsidies, should be eliminated.

Source: Annual Growth Survey, 12.1.2011, COM(2011)




In addition a number of other measures are beisgudsed, which will likely be
implemented in 2011, and will have additional fisogpact for 2011 and 2012. These
include:

Reduction of the size of the public sector wage, lidllowing intensive
discussions;

Pension reforms for the broader public sector, vétlview to improving
affordability and sustainability, while safeguargliadequacy;

A reform of the system of social transfers in orttetarget benefits better and
help more those in greater need.

Additionally, a number of structural fiscal reforrase underway, which should lead
to better planning of spending, easier control xppenditures and to considerable
savings on interest expenditure:

The implementation of a binding Medium-Term BudggtaFramework
(MTBF), which will institutionalize expenditure res, give more independence
to spending ministries and, at the same time, asaeheir accountability;

The introduction of binding fiscal rules throughrpary legislation;
Enhancement of public debt and cash managemereinsyst

In spite of the economic crisis and slowdown ofrexmuic activity—and conscious of
the need to reverse the upward trend of public-d¢fis SP reaffirms its ambitious
Medium-Term Objective of a balanced budget.

Monetary and Financial Sector Policies

While monetary policy falls under the responsipilif the Eurosystem, and the ECB,
the broader responsibility for financial stability shared by the Central Bank of
Cyprus and the Ministry of Finance.

Financial stability is a key component of the ollepmlicy framework, given the
importance of the sector for the economy of Cyprds. Memorandum of
Understanding has been signed by all supervisotlgoaties and the Ministry of
Finance, and a domestic standing committee has éstablished and is operational
with the mandate to oversee financial stabilityelepments in Cyprus.

At the same time, the enhancement of financialsesirveillance at the EU level, via
the setting up of the European Systemic Risk Baand,the establishment of the new
EU Supervisory Authorities will further strengthére overall policy framework for
Cyprus. The Government, in close cooperation with@entral Bank, will continue to
monitor developments in the financial markets.



Structural Reforms

These challenging times call for an active impletagon of structural reforms, which
will help maintain medium and long-term growth atisfactory levels and boost the
economy’s agility and competitiveness. This is @ljcgiven that the economy’s
potential growth has been affected by the crisis.

Cyprus is submitting simultanesously its Nationafddm Programme (NRP), which

highlights all the important structural reforms, igfh are planned to be pursued in
Cyprus. In addition, this SP includes a descriptadna number of other fiscal

structural budgetary reforms which are underway.

These measures include, inter alia, the following:

Adopting a restrictive stance in public sector wagting process;

Reforming the COLA system, without affecting theviand middle income
groups. To this end extensive consultation with satlkeholders will take
place;

Strenghthening one-stop shop arrangments for ioksgst

Maintaining a business friendly taxation regime andending double tax
treaties;

Reducing red tape and administrative burden, ia Wwith the policy initative
of the EU.

The implementation of these measures is an impopdiar of this SP and the

funding of the measures included constitutes anomapt element of the proposed
budget.
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2. ECONOMIC OUTLOOK

World Economy in 2010 and prospects for 2011

Following the severe downturn of 2008-09, the wogltbnomy begun to recover
gradually in 2010. Nevertheless, considerable diffees across countries and regions
have been observed, particularly between Asia vis-éhe US and Europe, reflecting
to a great extent the imbalances, which had bwpiliruprevious years. In advanced
economies, the need for deleveraging, weak labarkeh prospects, low levels of
consumer confidence and the pressures emanatingtfre sovereign market crisis,
especially in the euro area, had a negative impacecovery. By contrast, growth in
emerging economies remained dynamic and broadledyaseflecting also the
comparative advantages of many of these countries.

Undoubtedly, the shock emanating from the globalisistill casts its shadow over
the global economy and the prospects for the nadr raedium term. Important

determinants for the eventual recovery will be tlevinding of stimulus measures
from the fiscal and monetary side, exchange rate @h price developments, the

situation in labour markets, and the behaviourhef financial system, once support
measures are gradually withdrawn. Confidence effact also key for a sustainable
recovery.

Tensions in euro area sovereign debt markets hamendted policy discussions
during 2010. Determined action to provide finanessistance to Greece and Ireland
in the context of an EU-IMF programme, averted ahier deterioration of the
financial situation in the EU, and underlined theed to proceed, in a more
determined manner, to address structural problentisel euro area. The agreement to
strengthen further economic governance and thending capacity of the European
Financial Stability Facility (EFSF), in conjunctiamth the agreement to establish a
permanent European Stability Mechanism (ESM) andhiplement the Euro Plus
Pact for the Euro, are important steps, likely tmdi confidence in the EU and the
euro area. Furthermore, the ambitious anticipadééatms of the financial system are
essential for addressing the vulnerabilities inliheking system.

In the EU, growth resumed in 2010, reaching 1.8%hmared to the previous year,
after a contraction of 4.2% in 2009. With the remgvgathering pace for a number of
straight quarters, notwithstanding the risks inriear and medium term, the European
economy has seemingly gained sufficient tractiorptid most countries on a self-
sustained growth path.

The upturn has been notably strong in Germany, evbeonomic activity is estimated
to have expanded by around 3.5% in 2010, more doale than that of the euro
area. While it was mostly exports that led the vecy initially, growth is now evenly

distributed among the main components and domelginand provided an even
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bigger growth contribution than net trade. Latastibess sentiment data suggest that
the favourable momentum of the German economyawittinue. Meanwhile, growth

in France was just below the E.U average (aroubéb),.in Italy slightly below, at
1.3%, while Spain remained in recession. Outsigedinro area, strong growth was
registered in Poland and, to a lesser extent, tiewith the exception of a poof"4
quarter. Among the smaller economies, the rebosgngarticularly pronounced in
Slovakia (4.0%) and Sweden (5.5%), the latter tastipg the highest growth rates in
the EU in 2010. In contrast, GDP has contracte®iieece, Latvia, Romania and,
mildly, in Bulgaria and Ireland.

Looking ahead, the pace of GDP growth in the EBeisto moderate into mid-2011,
given the fading of temporary factors that kickdsid the recovery, such as the
exceptional stimulus measures. Another factor tisatset to weigh on growth
prospects in the short to medium term is the figsmalsolidation phase that many
Member States are embarking on to put the fistahon on a sustainable path, as
well as the likely tightening of monetary policyo$3ible oil price increases constitute
an additional risk factor. Nevertheless, by 201LEB countries, with the exception
of Greece and Portugal, are expected to be owtoession.

The United Kingdom, which is by far the most imamtteconomic partner of Cyprus,
grew by 1.3% in 2010, compared with a contractibraround 5% in 2009. House
prices declined, against the background of subdhoeding market activity. Looking
ahead, external demand and the past depreciatithe gfound sterling should support
economic activity. However, domestic demand grovish expected to remain
constrained by tight credit conditions, householllabce sheet adjustment and
substantial fiscal tightening. Prospects are afsmertain both due to the considerable
size of the financial services sector in the coyrds well as the difficult conditions in
the labour market, which continue to weigh heawitythe confidence of individuals.

In the United States, the GDP growth for 2010 isveged at 2.9%, mainly due to

business investment and government spending, bileatame time dampened by a
large negative contribution from net exports. Teeovery in employment has been
shallow and this weakness in the labour markehesaf the most important obstacles
to the recovery. Overall the recovery is expectedetmain moderate in the medium
term. Low levels of consumer confidence and thalriee further household balance
sheet adjustment may constrain the recovery andath@ur market is expected to

improve only gradually. Meanwhile, the recovertlod housing market is being held
back by excess supply and weak demand. For 20Mtlyro the United States is

forecast to reach 3%, moderating somewhat to 2t72012.

The economy in Russia, which is an important ecaagrartner for Cyprus, staged a
recovery beginning in the third quarter of 20090th for the whole of 2010 is

estimated at around 4%, following a contractionacdund 8% in 2009. Economic
growth has been increasingly led by recovering dssimelemand rather than external
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demand. Looking ahead, the pace of the recovdikely to be shaped by commodity
price developments and domestic credit growth.ZBdrl growth in Russia is forecast
to reach 4.5% and 4.4% in 2012.

Economic activity in Japan picked up in 2010 reaghan estimated growth around
4% compared with a decline of 6.3% in 2009. For12@fowth is forecast to reach
1.6%. Private consumption in 2011 is likely to wesakgiven the adverse effects of
the earthquake.

Cyclical Developments and Current Prospects in Qypr

The economy of Cyprus has coped with the finanmigls in a satisfactory manner.
Despite the continued uncertainty surrounding titeraal environment, the economy
of Cyprus grew by around 1% in 2010, accordingridiminary estimates, compared
to a contraction of 1.7% in 2009.

Overall, growth was supported by a satisfactoryoeixperformance, in particular for
services (business and financial services). In temmsprices, total exports are
estimated to have grown by 2.2% in 2010.

However, confidence effects, coupled with increasestructural unemployment, are
holding consumption growth back, while constructamtinues to exhibit a gradual
correction, following the years of overheating B0Z-2008.

Total investment, is estimated to have increase@.89% in real terms, solely due to
stock adjustment. A continued fall was recordeadonstruction investment (-6.2%)
and investment in machinery and equipment (-4.2%hjje investment in transport
equipment remained unchanged. The continued dedlimezestment in construction
reflects the continued correction of the sectoparticular with regard to the demand
for investment in secondary residences in coastalsa

Consumption remained subdued in 2010, owing toeemed unemployment and
confidence effects that remains fragile as reflbcbe monthly surveys. Public
consumption is estimated to have increased by @&% result of lower government
spending and containment in public sector employmen

At the same time imports of goods and servicesestenated to have increased
marginally, or by some 0.7%, owing to lower privatesumption and investment.

From a sectoral point, services continued to benfan engine to growth. The
agricultural sector is estimated to have contrabye@.7% in 2010, construction also
continued to contract, with output estimated toehdeclined by 6.2%. The tertiary
sector has continued to experience moderate grasvtnresult of growth in financial
intermediation and other business services, as agelin the health and education
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sectors. Meanwhile, the hotels and restaurantsiseghich has been operating below
potential for a number of years due to intense aimpn from other near-by

destinations, experienced an increase in tourigvads in 2010 of some 1%%

compared the previous year. Revenue was also onseincreasing by 3.8% for

2010.

Table |I: Selected Economic Indicators 2008-2010

annual % change 2008 2009 2010
(est.)
GDP growth (constant prices) 3.6 -1.7 0.9
Private consumption 7.1 -2.9 -1.5
Gross Fixed Capital Formation 6.0 9.1 -5.5
Exports -0.3 -11.3 2.2
Imports 8.1 -19.3 0.7
GDP deflator 5.1 -0.3 2.0
Tourist arrivals (000’s) 2.403,7 2.141,2 2.173,0
Tourist arrivals (%) -0.5 -10.9 15
HICP 4.4 0.2 2.6
Productivity growth 0.9 -1.0 0.4
Employment growth 2.7 -0.7 0.5
Nominal Earnings (%) 7.4 4.3 2.4
Unemployment rate (Labour Force Survey) 3.7 5.3 6.2
Trade balance of goods (% of GDP) -31.9 -25.0 -26.9
Trade balance of services (% of GDP) 20.9 19.8 21.8
Current account balance (% of GDP) -16.8 -7.8 -7.8

Following many years of tight labour market corawhs, even with a significant
inflow of foreign workers, the slowdown of econonactivity has visibly affected

employment growth and unemployment. During 2010 legmpent is estimated to

have increased by ¥2% compared with the previous wfi@r growing by an average
of around 2% annually during the period 2005-2008e unemployment rate has
averaged 6.2%.

Wage growth has moderated, reflecting the effettthe slow down of economic

activity, which affected the outcome of collectibbargaining agreements. Overall,
earnings are estimated to have increased by 2.486rmnal terms and stabilised in
real terms. In particular, moderation was observethe sectors mostly affected by
the economic crisis (construction, manufacturing aourism). As a consequence,
nominal earnings were contained and real earninggstimated to have decreased,
reversing the trend observed in previous years. iN@munit labour costs are
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estimated to have increased by 2% while real ahiblir costs to have decreased by
some %2%.

Inflation, as measured by the Harmonized Index aihgtimer Prices (HICP),
accelerated in 2010. After having decelerated 28800in 2009 as oil prices fell and
economic activity weakened, inflation picked up2t6% in 2010, mainly due to the
increases applied in excise duties on petroleum tabhdcco products, as well as,
rising energy and commodity prices. In contrast] ngely due to improved weather
conditions, other food categories included in tlasKket — such as meat, fruit and
vegetables —contributed in containing inflation wtlo. Harmonized core inflation,
that is HICP excluding seasonal food and energglirdedl significantly to around
0.5% in 2010, compared to around 2% in 2009.

The current account balance in 2010 remained aindrgrevious years’ level.

Exports grew by 9.6% in 2010, compared to a decthd2.9% in 2009. Goods
registered strong demand, particularly industrisddpicts of manufacturing origin,
which expanded by 22.7%. Export of services alstopmed well, notwithstanding

the subdued demand in the area of shipping andstourn particular business
services and financial intermediation expanded ByY2% and 9.2% respectively.
Imports expanded by 8.7% compared to a declineloi% the year before. The
biggest increase was witnessed in imports of tramgmuipment (43.4%) due to the
expansion of the public transportation network &rels and lubricants (31.4%). The
income account, which in 2009 registered a deditit.6% of GDP, recorded a deficit
of 2.7% in 2010. For the whole year of 2010, therentt account deficit is estimated
at 7.8% of GDP. (The evolution of this item is do®nted later in the SP)

In financial markets, and while the financial systen Cyprus remained liquid over
the past couple of years, credit growth deceleratednore sustainable levels, as a
result of lower demand and tighter credit standéydsanks. From a very high level
of growth of 32.1% in 2008, it decelerated to 9.if#2009 and 9.3% in 2010. The
deceleration was particularly pronounced in theegaties of consumption and
business credit. Credit for housing also deceldrdiet remained relatively high
reflecting the continuation of projects approvedipto the crisis, albeit at a lower
pace. From the deposit side, the growth of depasitelerated to 20.2% in 2010
compared with a modest rate of 3.8% in 2009, rafigcfurther increases in non
resident deposits, mainly from Russia and Greece.
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Medium-term Scenario 2011-2014

Taking into account the high degree of uncertaintyhe external environment, the
medium-term scenario incorporated in the SP enesaggradual recovery towards a
lower, compared to pre-financial crisis period,gmital GDP growth.

Table II: External Growth Assumptions 2011-2012

2011 2012
EU 1.7 2.0
UK 2.2 2.5
Germany 2.2 2.0
Greece -3.0 1.1
Euro area 15 1.8
Russia 3.8 4.0

For the preparation of the underlying macroecondmnamework presented here, the
following key assumptions have been made for 2041ikhich are based on
information available with cut-off date February, 2911 (Table 8):

The recovery in the EU, USA and Russia will gatpace in 2011-12 (see
Table Il with External Growth Assumptions).

The price of crude oil (Brent crude), which avea§¥9.6 per barrel in 2010
assumed to reach $110 per barrel in subsequert. year

The dollar/euro exchange rate will average aroud8/€ in 2011 and 2012.
Based on the external assumptions for growth,libvics that tourist arrivals
will increase by 2.8% in 2011, 3% in 2012 and dliglabove 3% thereafter.
Revenues will increase by 3.8% in 2011, 4% in 2844&8 slightly above 4%
thereafter.

Nominal earnings will rise by about 3.5% on avergge annum and real
earnings by about 1% on average during 2011-20®&fcél real unit labour
costs are projected to decelerate by 0.7% per amvemthe same period.
Employment will expand by 0.8% on average per anouar 2011-14, in line

with the assumption that the inflow of foreign werk will moderate in the
medium term.

A more detailed exposition of the methodology bdhime projections is included in
Box 2.

This rather conservative profile is reflected iny kéeterminants of demand with
regard to exports, where a recovery is foresediménwith the envisaged rebound in
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foreign demand (Table Il). For other componentslefand, notably investment in
construction, the SP assumes further downward coore Furthermore, the SP
assumes that private consumption will grow in hi¢gh disposable income growth,
thus allowing for some rebalancing of householdbhe¢ sheets, especially compared
with the past few years, when consumption expanbedkly. Against this
background, the current account deficit is expedtedegister a gradual downward
trend throughout the programming period, reflectihg envisaged improvement of
public sector savings investment balance.

In more detail, private consumption growth is potgel to exhibit a moderate gradual
increase over the medium term, as households cmntio improve their balance
sheets, following consumption growth exceeding tdrewth of real disposable
income in recent years. The SP assumes that proastsumption will grow in line
with disposable income, or by some 1.8% over theo@de2011-14, compared with
3.4% in the period 2005-10. The key drivers are leympent growth, which is
projected to average the same period by 0.8%, ealdvage growth of some 1%.

Public consumption growth is expected to moderateesvhat in the medium term, as
a result of the consolidation assumed in the Sihg2oed with an average growth of
3.9% over the period 2005-2010, public consumpgioowth is set to stabilize at
around 0% per annum over 2011-14.

Investment is expected to exhibit low growth over medium term, owing mainly to
the projected continuing correction of the congtarc sector. The envisaged
correction in construction investment is assumedaffect mainly the market for

residences and, to a much smaller degree, norergstl construction and

infrastructure which are assumed to exhibit cortthgrowth over the medium term.
Overall, gross fixed capital formation will increaby 1.8% over the period 2011-14,
compared with around 3% increase during 2005-1@ediment in machinery and
equipment is also assumed to decline in 2010 arwlez thereafter, while investment
in transport equipment will exhibit positive growblver the short and medium term,
as the significant correction experienced in 209%aversed. Specifically, during
2011-14 investment in machinery and equipment amekstment in transport

equipment will expand on average by around 2% peu, following a very large

adjustment for investment in transport equipmergdfA9-10.
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Box 2.Forecasting GDP

In light of the agreement to provide more transpeyen the forecasting methods, this b
provides a short overview of the forecasting metthagly used by the Ministry of Financg
The projections used in the Stability Programmelm®ed on analysis of the demand,

well as, the supply side of the economy. The ptmjas from the supply side are used for

cross checking the results derived from the amalythe demand side.

DX

D

as

Employment and productivity trends, as well aspdein monetary aggregates are ajlso

taken into account.
The main elements of the model of demand are &sisl

Government Consumption is projected by using infdiam regarding
compensation of employees and intermediate consomet the public sector.
The most important driver of private consumptiondisposable income. In it

basic form disposable income includes income frompleyment and othef

transfers, net of taxes and social security coutitis. It also takes into accou
credit availability, since this is found to fit tliata relatively well. The elasticit
used in the projections is assumed to be consiljetalver than the historica
average, reflecting the expectation that househeiisgo through a process d
“mending their balance sheets” and will, therefagend in line with disposabl
income in the medium term.

For investment, the main determinant is past GOiwtr, although other factor
are also taken into account (e.g., credit and ésterates). For investment
construction, a separate model is used, which giojavestment as a function (
the estimated current stock of dwellings, relativea “normal” level, which is
consistent with the growth in the number of hous#holn recent years th
number of residences built increased substantéally to foreign demand; heng
this method allows us to project the anticipatettesttion in the sector over th
medium term.

Exports are projected using simple export equatitired essentially include
foreign income as the main explanatory variableends are also taken iml?.
ing

account, therefore it is generally projected thase sectors that experience ris
market shares will continue to do so in the mediamm; the opposite for thos
sectors which lose shares over time. The destimatiaken into account are th
EU and UK, as well as Russia.

For imports, simple import relationships are uétizthat include as explanato
variables domestic income and consumption, as agltiemand for investmer
goods domestically.

Deflators are estimated in a variety of ways, ugéneral taking into accout
historic relationships between domestic and for@igees and sectoral deflators.

The forecasting methods are constantly updateeéftect recent structural developmer
in the economy, as well as, new technigues, whichbe incorporated in the analysis.

The potential GDP growth estimates of the MinigifyFinance, as well as projections
international organizations, are used for crosskihg purposes.
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Table Ill: Medium Term Framework, 2011-2014

annual % change 2005-10 2011 2012-14
GDP growth (constant prices) 2.6 15 2.7
Private consumption 3.4 0.5 2.3
Gross Fixed Capital Formation 2.9 -0.5 2.5
Exports 0.6 2.6 4.2
Imports 1.6 1.8 24
GDP deflator 2.8 3.7 2.4
Tourist arrivals (000’s) 2,334.2 2,233.2 2,376.3
Tourist arrivals (%) -1.2 2.8 3.2
HICP 2.3 3.4 2.3
Productivity growth 1.0 1.0 1.8
Employment growth 1.7 0.5 0.9
Nominal Earnings (%) 4.4 3.7 3.4
Unemployment rate (Labour Force Survey) 4.8 6.0 5.6
Trade balance of goods (% of GDP) -27.6 -26.3 -26.3
Trade balance of services (% of GDP) 21.9 21.3 22.6
Current account balance (% of GDP) -9.5 -7.3 -6.0

Imports are assumed to continue to moderately mbau 2011 following the small
increase in 2010 and the precipitous fall withessed009, when imports of goods
and services are estimated to have declined byndr@®%. It is estimated that
imports will increase by 1.8% in 2011 and by aro@r2l2% thereafter. In the same
view, exports are also forecast to increase in 2042.6% and to further recover in
the medium term to almost 4-4%2%. This moderateop@dnce masks differences
among sectors. For example, it is assumed thaiptedeom tourism will increase by
4% in nominal terms and 2% in real terms in 20Klthee world economy wrestles
with the ongoing recovery. A similarly modest growis projected in transport
services, following a contraction in previous ye&sowth is expected to come from
the Russian market and to a lesser extent from @gynScandinavian countries, as
well as other tourist destinations. On the othemdhdinancial services and other
business services are assumed to continue exkibitiore robust growth rates over
the medium term. Specifically financial services forecast to expand by around 8%,
while other business services by 6%.

This central scenario implies an improvement ofdheent account deficit to around
7% of GDP in 2011 and 2012 and a further improventigereafter to around 5% of
GDP by 2014. Overall, forecasts in the Balance ajnents are based on the
assumed fiscal consolidation. The improvement | shvings investment balance
comes from the implied improvement of the publictseand takes into account that
in the private sector, after the significant impgment in 2010, the financial deficit is
likely to modestly increase.
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Based on this scenario, real GDP is projected pamra by some 1%2% in 2011 and
gradually recover to some 3% by 2014. The publatas&s contribution to growth
will diminish, in line with the envisaged fiscalmsolidation.

From a sectoral perspective, the picture is mixeds@me sectors are forecast to
perform poorly, relative to trend, while others &eected to continue performing
satisfactorily. Table IV provides growth rates ctwr. The growth rates take into
account the adjusted potential growth rates cagrgistith the downward revision of
the growth potential of the economy. The baselioenario included in this SP
envisages growth significantly below trend in comstion, while hotels and
restaurants are assumed to improve marginally Viatlg the negative recent
performance. At the same time, financial intermeaia is assumed to continue
growing significantly, although at more conservatlevels compared to trend. Retail
trade and a number of rapidly growing sectors, aglother business activities, are
assumed to gradually converge to their trend grdextbls over the medium term.

Table IV: Sectoral growth rates

(annual % change) 2010 2011 2012-2014
Agriculture -0.7 -0.7 -0.7
Construction -6.2 -0.6 2.4
Retail Sector 0.6 14 2.9
Hotels and Restaurants 0.7 1.1 2.4
Financial Intermediation 4.2 4.4 4.7
Real Estate and Other Business Activities 2.0 2.0 3.7
of which Real Estate 1.5 15 3.0

The inflation rate constitutes a major uncertamityen the large swings in the price of
oil and other commodities. Based on the harmonae&fthition, inflation averaged
0.2% in 2009 owing, largely, to lower oil prices well as, the price of food and
other imported consumer goods and accelerated G% 2n 2010. Based on the
external assumptions, oil prices are forecast trame $79.6 per barrel in 2010 and
around $112.8 per barrel in 2011. The dollar/eutchange rate is assumed to be
around 1.4%$/€. Inflation is forecast to increase3td% in 2011 owing to the
application of the reduced VAT rate on foodstuffsl gpharmaceuticals and higher
excise duty rates on tobacco and petroleum produncigo then hover around 2%% in
the medium term.

In the labour market, the medium-term scenario sagas further, albeit relatively
small, employment gains compared to recent yeaasnlynresulting from increased
participation of foreign workers and a gradual @age in the participation rate of
female and old-aged workers. While employment gnowitl remain positive in some
sectors, in other sectors more directly exposetaaexternal sluggish growth, such as
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hotels and restaurants and construction, someaseran unemployment is forecast.
Thus, overall, the gainfully employed populatiorfasecast to continue increasing at
around 0.8% on average per annum. The unemployra@niwill remain at around

6% in 2011 and decline thereafter to 5.3% as graesumes in 2014. Productivity
growth is expected to average 1.6% per annum ¢treemiedium term, which is above
the performance recorded over the period 2004-2R0&inal earnings are expected
to be contained and real earnings are forecastedn@ain low in 2011-2014, thus
implying gradual improvement of wage competitivenedominal unit labour costs

will increase by some 2% in 2011-2014, compare8%oin 2005-10, while real init

labour costs will remain negative over the saméger

Box 3. Risks to medium-term forecasts
The risks to growth over the medium term are baddnc

External Environment
The ongoing economic recovery of the world econamljes on the extraordinary
support measures which several countries introdasethe financial crisis deepened.
These measures are gradually being withdrawn. Hewyéve impact on growth of major
trading partners of Cyprus, including UK, may bssl@ronounced, than assumed in the
SP.
Upward trend of commodity prices, especially oitps.
Volatility of exchange rates.

Domestic Economy
Likely improvement of confidence effects could haaepositive effect on private
consumption and investment, stronger than envisagtu SP.
The wvulnerabilities associated with competitivendssses in tourism could prove
critical, especially as competition for market ssabecomes more intense.
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3. KEY ISSUES RELEVANT FOR POLICY

The analysis of the current outlook and the mediem prospects raises a number of
important issues, which are relevant for policy. &ag these key issues, this section
focuses on three areas: (i) the evolution of bissirservices (ii) the banking system in
Cyprus (iii) the evolution of the current account.

The evolution of business services in Cyprus, 2@D08.

One of the most important structural features far €yprus economy of the past 30
years is the movement away from primary and seagnsiectors of the economy in
favour of services. Initially, tourism was the paéant area of growth, especially
following the Turkish invasion in 1974. Howeverjstbecoming all the more evident
that during the recent decade Cyprus is moving vy its dependence on tourism,
with financial, business and other services inénggg becoming the main source of
growth (Figure 1). For example, during the peri@®3-2009, the share of tourism
(hotels and restaurants) fell from 8% of GDP to 6f&hereas financial services
increased from 4% to 8% and business servicesasecefrom a share of 15% to 18%
of GDP.

A number of factors are behind this expansion ofises. Firstly, Cyprus offers an
attractive business environment, characterized kslaively low corporate tax rate,
now standing at 10 percent. Taking into accounttéixation on dividends, the total
effective taxation on corporations approaches 28%condly, attractive double-tax
treaties concluded with a number of countries, uditlg Russia, have boosted
business activities in Cyprus, by inducing a chaohbusiness deals. Thirdly, macro-
financial stability and the adoption of the eura2®08 have played an important role
in consolidating and strengthening the positiofCgprus in terms of market share in
services-related activities. All of the above aoenplemented by the high quality of
banking, legal and accounting services offered Yayr@s to international investors.

Figure 1: Distribution of Value GDP, 2009

Source: Statistical Service of Cyprus
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Figure 2: Growth in services, 2006-2014
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Source: Statistical Service of Cyprus and Ministfyinance

Looking at the growth path of services during tleeigd 2006-2010(f), the financial
sector and business sector were the fastest gros@otprs at the beginning of the
period (Figure 2). Transport, tourism and real testavere the sectors most
significantly affected by the crisis.

Financial services are projected to continue grgwior the whole programming
period 2011-2014, remaining a significant factar goowth in the medium term. In
fact, projections on the growth in services for gregramming period 2011-2014
underline the importance of financial and busingssvices, taking into account of
lower potential growth for a number of sectors &action and real estate in
particular), and lower public sector spending i@ thedium term.

This section provides a detailed overview of businservices, where Cyprus has
acquired a comparative advantage over the pasydevs.

Historical developments in business services

Business services are a highly diversified grougest/ices comprising (i) real estate
activities, (i) information and publishing, (iiprofessional, scientific and technical
activities and (iv) administrative and support sa\activities.

As seen in Figure 3, real estate activities are langest component of business
services. The share of the value added of thimgemter the total value added of real
estate and business services, remained stabl@adab0% over the period 2004-
2008. Professional, scientific and technical atésiservices increased their share in
the total value added of services from 19% in 2(@023% in 2008. Information and
publishing, on the other hand, decreased theiresbamewhat, from 23% in 2004 to
20% in 2008.
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Figure 3: Distribution of Value Added in Real Estak and Business Services,
2004-2008 (%) (Share in total value added of busiss services)
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Source: Statistical Service of Cyprus

Finally, Administrative and supporting activitiesrin the smallest part of business
services where the share in value added rangesbet#8% over the period under
consideration.

Composition of business services
() Real Estate Activities

Real estate activities consist of three main categonamely: (a) Buying and selling
of own real estate, (b) Renting and operating of awleased real estate and (c) Real
estate activities on a fee or contact basis. Tlkergkcategory is the major building
block of real estate activities, with an averagarslof 96% through the period 2004-
2008.

(i) Information and Publishing

Information and publishing consists of six mainegatries, the most important of
which being telecommunication. In 2008, telecommation accounted for 60.7% of
the value added of all information and publishirgivaties, down from 66.8% in
2004. In Telecommunication, all services provideg public and private
telecommunication companies that relate to fixed amobile telephone services,
internet and television packages are included. @wengorogramming, consultancy
and related activities services amounted to 14.3%alue added in 2008, up from
11.4% in 2004, while Programming and broadcastittyifies services amounted to
12% in 2008, up from 11.7% in 2004. Motion pictutelevision programme and
musical publishing activities comprised 2.7% ofueahdded in 2008 and information
services were the smallest category at 2.3% in 2008
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Figure 4: Real estate activities (share in total 48%, 2008)

Source: Statistical Service of Cyprus

Figure 5: Information and publishing (share in totd 20%, 2008)

Source: Statistical Service of Cyprus
(i) Professional, scientific and technical actieis

The largest component in the professional, scierdifid technical activities category
consists of “legal and accounting activities” wahshare in value added of almost
60%. Companies included in this category includeynlarge accounting and legal

firms based in Cyprus and a significant part ofirttaetivities related to services

provided to multinational corporations. The sectargest component, “architectural

and engineering activities”, has a share of 15.4%4008 in the total value added of
this group of activities. “Head offices, managemantl consulting activities” and

“advertising and market research” are the third fmuith largest components with a
share in 2008 of around 9% and 8% respectively.

25



Figure 6: Professional, scientific and technical divities (share in total 23%, 2008)

Source: Statistical Service of Cyprus

(iv) Administrative and support service activities

In this group of business activities, “Travel aggntour operator and reservation
activities” are the largest component with a sharesalue added of around 43%.
Despite being the largest component, its sharalmevadded has been declining since
2004 when the share was around 51%. On the othsd, HRenting and leasing
activities” seem to be gaining some momentum, emeetheir share in value added
from around 29% in 2004 to 33% in 2008.

Figure 7: Administrative and support service activties (share in total 7%, 2008)
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Source: Statistical Service of Cyprus
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The Banking System in Cyprus

During the past 25 years Cyprus has developed deradly in the area of services,
beyond the traditional tourism-related activitiézdicatively, the share of services
other than tourism in total GDP rose from 62%2%983.to 75%2% in 2010 (estimate).
More specifically, the share of financial intermegtthn as a whole has risen from 4%
in 1995 to 9% in 2010 (in constant prices).

The structure of the Banking System

A few large players dominate the Cypriot bankingtge The domestic banking
market is dominated by Bank of Cyprus, Marfin Papuank, Hellenic Bank and the
greek subsidiary Alpha Bank. Together they holduati6% market share of total
lending, whereas the Cooperative Sector holds an@®o.

In total, there are forty (40) banks subject tohausation and supervision by the
CBC operating through branches and offices all @xgrus.

Seven (7) of them are locally based banks, of whioh largest 3 are listed on
the Cyprus Stock Exchange and are also interndlyoaetive with presence
mainly in Greece but also the UK, Australia, Rusaid other Eastern
European Countries. The remaining locally basedk®are small locally
activated banks among which is a small state ovums&dution specialising in
house mortgage lending and the Central Cooper&ar&k (CCB) which acts
as the central banker of credit co-op institutigmanaging their liquidity).
CCB also acts as the central body for the affilateooperatives (all
cooperatives except one) guaranteeing all thedilifigs.

Eight (8) are subsidiaries of foreign banking gmu@f which 6 are
subsidiaries of banks from EU countries mainly frédneece and 2 are
subsidiaries from other non-EU countries).

Twenty five (25) are branches of foreign bankswich 9 are branches of
banks from EU countries and 16 are branches of &okn countries other
than EU).

All, but one, foreign branches described above amé foreign subsidiary,
transact almost exclusively with non residentssTdroup holds about 10% of
the market share in terms of total domestic dep@sitl lending. The presence
of these banks in Cyprus relates to the stratdgienmng of their parent banks
and their domestic operations are minimal.

Total banking system assets, as at 31 Dec 201 wethe region of €156bn, of
which about €31bn relates to the overseas opesabbithe three domestic banking
groups mentioned above. Foreign owned branchesuatéor about €8bn or 5% of
total banking system assets. Foreign owned subsdiaold assets of about €37bn
representing 23% of the total banking system askleiwever, substantial amounts of
their assets relate to booking transactions furmetheir parents which in most cases
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retain the credit risk. This practice is part oe thespective banking groups’ tax
planning activities and aim at taking advantagehef low tax rate in Cyprus. It is
evident from the above, that a significant parthef Cyprus Banking Sector’s assets
does not relate to and is not directly affectedtliy local economy. The following
table provides further details of the breakdowithefbanking system assets.

Table V: Bank Asset Structure (including overseas erations of locally based
banking groups)

Lending (Net of

provisions) iti Exposures
Se;urlttrl]es for which
Total i * ana other the credit Bank
As at 31 Dec Residents'  Non investments ., .
2010 Assets Residents risk is born placements
€nW3n including held? by the parent
E— Brass bank
Plates!
EU branches 1.501 211 178 -- 88 1.086
Non EU 6.314 197 1.946 577 17 3.443
branches
EU
L 30.279 5.041 4.268 12.992 11.035 7.458
subsidiaries
Non EU- 6.268 865 3.955 183 3.576 1.083
subsidiaries
tgﬁi!y based o937 24678 36.210 11.458 - 18.552
Coop Sector 16.173 12.121 31 2.245 -- 888
TowlBanking .o /00 43113 46.507 27.455 14.716 32.490

System

“n relation to the resident/non resident distinetibis important to note that as per the EU stiatis definition, all companies

registered in Cyprus are classified as residemtghé case of Cyprus, where several foreign ownsdl fareign activated

companies are registered in Cyprus due to the rtegntives present, this definition does not conaefair picture of the

domestically activated companies. In the aboveettiis distortion is partly overcome by reclassifya specific subcategory of
residents, that of “Brass Plate” companies (comgzarggistered in Cyprus but with no physical preseén Cyprus) into the non
— residents category. Still, some element of fer@gned foreign activated companies, those witrsiglay presence in Cyprus,
remains under residents and cannot be distinguished

“Mostly sovereign and bank bonds.

" Exposures relate both to loans granted and sisutield. The credit risk is effectively transfefr® the parent bank by a
legally binding agreement with a right of set-offtbe exposures against the amounts due to thepbamk (i.e. the funding
provided by the parent bank).

“Mostly placements with their head office/ parent.

“Mostly placements with overseas banks.
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It is important to note that the above table inelsidhe activities of the three locally

based banking groups with operations abroad. Acagly] lending to non residents

by locally based banks includes loans granted stoooers in Greece amounting to
€24bn, in other South East European countries, iR@ssl Ukraine €3.4bn and in

other countries, mainly UK and Australia €3.8bnrtRermore, other exposures to the
Greek economy (Placements with Greek Banks andkGraek and sovereign bonds
held) are in the region of €7bn for the locally éddpanking groups of which €5.7bn

relate to Greek Government bonds. We further rfwdé most of the latter are held to
maturity by the banks, almost half of them matunél 2013 and a substantial part

was acquired at a significant discount. For theifpr owned subsidiaries with Greek
exposures (in this case being the subsidiariesreeksbanks) Greek exposures are
backed by funding from the parent bank and, fortrobthe amounts involved, with a

legal right of set-off. Thus the credit risk assted with these exposures is
considered very low.

Nonetheless, business conducted with non residerds important element of all
banks business (excluding the Cooperative sectbttasmall state controlled bank).
Non-resident and brass plate deposits have beemirgycsteadily and consistently
over the years currently comprising about 45% tdltoustomer deposits in Cyprus of
which about 60% are in foreign currency. Given 8fert term nature and the
volatility of these deposits, the Central Bank ofp@is has imposed high liquidity
requirements in order to ensure that banks canstaitlll severe withdrawals. For
example, there is a 70% stock liquidity requiremiemposed on banks in relation to
their foreign currency customer deposits whereashi® local currency deposits there
are, in addition to a minimum stock liquidity rand 20%, maximum mismatch ratios
for the short term maturity time bands up to a rhohiquid assets are defined as
short term bank placements with highly rated baeksl high quality tradable
securities. Forthcoming guidelines to be issuedhigyCBC requiring banks to carry
out liquidity stress testing and to demonstrat@sitive liquidity position for the first
30 days of the stress scenario, will impose a gl withdrawal percentage by non-
residents. The following table provides the reagmuwth history of the deposits of
banks, in Cyprus (i.e. excluding deposits of Cypianks through their overseas
operations).
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Table VI: Total Deposits held by banks in Cyprus

€million 31,12,2010 31,12,2009 31,12,2008 31,127200

Total Deposits 69,940 58,155 56,005 52,514
Euro / +CYP in 2007 47,260 41,942 38,110 34,029
Other Currencies 22,680 16,213 17,895 18,485

Analysed by residence*:
Residents 37,256 34,933 33,752 32,033

Non Residents 32,684 23,222 22,253 20,481

*Brass Plate Companies (i.e. companies registeretyprus but with no physical presence in Cyprus)cassified under non
residents in this table

The Cooperative Credit Institutions (CCIs) continaeplay an important role in the
Cypriot banking system. Cooperatives’ overall maddgare has been broadly stable,
at around 10% in terms of total assets of depakitiy institutions. CCls are involved
only in traditional banking and have no activitiedoreign markets.

The cooperative credit sector has been going thir@augajor consolidation in the last
5 years, mostly in response to the new regulatody @mpetitive environment. The
number of cooperative credit institutions, whichswaround 360 in 2005, has come
down to 101 in February 2011. The 101 CCls opegatinCyprus hold an operating
license either on a stand alone basis (1 CCI) ooutyh their affiliation to the
Cooperative Central Bank (CCB) Ltd which acts as @entral Body (CB) based on
article 3 of the EU directive 2006/48/EC.

Both banks and cooperatives operate on the “taaditi banking model of raising
deposits and granting loans with limited reliange wholesale funding. Loans to
deposits ratio is calculated at 95%. Banks do rentehexposure to toxic assets,
proprietary trading is very limited whereas theg aot allowed to own investment
property other than that obtained in satisfactibdebts and which must be disposed
within three years. Also foreign currency exposoiranks is limited. In conclusion,
the banks’ risks relate to the risk of default oedit granted to customers for which
the banks apply prudent lending criteria at theetwh granting and, to a great extent,
they also require tangible security as a second ayin case of default of the
customer.

The way in which banks fund their operations is destrated in the following
analysis of their liabilities structure:
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Table VII: Banks’ Liabilities structure (including overseas operations of locally
based banking groups)

Deposits
Total
Total Residents Reliic:jr:ents funding %l:ﬁet:) Capital & Loan
As at 31 Dec  Liabilites excluding . udi by Banks Reserves  Capital
2010 €million Brass including parent
Brass
Plates
Plates
EU branches 1.501 608 471 109 274 34 -
Non EU branches 6.314 359 3.805 1.120 704 244 --
EU subsidiaries 30.279 3.914 5.034 18.370 1.309 1.116 100
Non EU- 6.268 194 1.250 3.812 596 315 -
subsidiaries
Locally based 95.937 18.944 48.088* -- 14.561 7.172 3.140**
banks
Coop Sector 16.173 13.353 170 - 731 1.448 --
Total Banking 156.472 37.372 58.818 23411 18.175 10.329 3.246

System

*includes €26billion deposits raised and held at tiverseas branches and subsidiaries of thredyldzzded banking groups,
from residents in the countries of operation

**of which hybrid capital €1,6bn

Notwithstanding the recent financial crisis thatlonbtedly had an indirect effect on
Cypriot banks, the financial position of bankingtitutions remains healthy. Capital
buffers above the minimum required of 8% as wellsabstantial pre-impairment
income are judged satisfactory to absorb a shafease in bad debts in case the
situation deteriorates further. Table VIII belowosls a number of consolidated
profitability indicators for the locally active bkst which underline the strong
financial position of banks in Cyprus. Table IX si® some further financial
soundness indicators for the whole consolidatedibgrsyster

! Those branches and subsidiaries of foreign bamksare situated in Cyprus for the strategic [tax]
planning reasons of their parent banks and hatke &it no business interest in the local marketeha
been excluded.

2 Consolidated banking system means locally basekiig groups at consolidated level, i.e. including
their overseas activities through branches andidiabies abroad, and all locally established brasch
and subsidiaries of foreign owned parent banks.
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Table VIII: Profitability indicators (locally activ e banks including the overseas
activities of locally based banking groups)

2010 2009 2008 2007
Net interest income 2,475m 2,057m 2,004m 1,878m
Operating profit 1,513m 1,438m 1,416m 1,675m
Provisions charge 617m 634m 292m 208m
Net profit after tax 606m 705m 959m 1.233m
After Tax Return on total
assets 0.44% 0.55% 1.03% 1.72%
After Tax Return on own
funds 7.49% 9.34% 14.0% 21.1%
Cost to Income ratio 53.7% 53.6% 51.1% 44.5%
Net interest margin 1.7% 1.7% 2.3% 2.7%

Table : Other financial soundness indicators (all banksat consolidated level)

Dec 2010 Sept 2010 Year 2009 Year 2008 Year 2007

Solvency Ratio 12.2% 11.7% 11.8% 10.6% 12.5%
t'}'}';"ggé*de‘c'”ed by 7.4% 7.2% 5.9% 4.6% 5.3%
NPLs including fully ) 5o, 11.7% 9% N/A N/A
collateralised loans

Provisioning Coverage 56.7% 56.7% 61% 70.7% 72.8%

*Non Performing Loans are defined by the CentrahiBaf Cyprus as credit facilities in arrear ovem®nths (classified at
customer level) excluding those fully covered bijateral.

To properly interpret the NPL ratios shown abovee anust bear in mind an
important peculiarity of the Cyprus legal systehs teing the delay in reaching legal
settlement and liquidating collateral. This affedise speed of recovery of
nonperforming loans and results in the banks actating in their books long-due
delinquent loans which are either covered by bdat geovisions, or by collateral
which will eventually be liquidated in satisfactioof the debts. An important
additional ratio to consider is that of net NPL&afprovisions, currently standing at
3.3%.

The resilience of Cypriot banks has been confirimgthe 2010 EU-wide stress tests.
In particular, Bank of Cyprus and Marfin PopularnBaparticipated in the exercise
which was conducted using the scenarios, methogolagd key assumptions
provided by CEBS. As a result of the assumed shiocler the adverse scenario, the
estimated consolidated Tier 1 capital ratio for Bah Cyprus would change to 9.4%

® This ratio is estimated to have risen to12.8%ofwihg a rights issue of €488m in February 2011 at
Marfin Popular Bank.
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in 2011 compared to 10.5% as of end of 2009 and/fanfin Popular Bank it would
change to 8.5% in 2011 compared to 9.4% as of €20@D. An additional sovereign
risk shock would have a further impact of 1.4 patage points on the estimated Tier
1 capital ratio of Bank of Cyprus, bringing it t@o8at the end of 2011 and 1.4
percentage points to 7.1% for Marfin Popular Backmpared with the CRD
regulatory minimum of 4%.

The results of the stress test suggested a buf#&r@min EUR of the Tier 1 capital
of Bank of Cyprus and a buffer of 302 min EUR foamin Popular Bank against the
threshold of 6% of Tier 1 capital adequacy ratioead exclusively for the purposes
of this exercise. Hellenic Bank voluntarily andda-operation with the CBC carried
out the same exercise with equally positive results

Since this exercise, the two major banks have @@ with substantial new share
capital issuances, further enhancing their cafitdfers. In October 2010, Bank of
Cyprus issued additional share capital of €345m redse Marfin Popular Bank

followed in February 2011 with new capital of €488hiellenic Bank issued in

October 2010 hybrid capital of a net amount of €5Q0mew issue of €150m,

repayment of existing debt €100m). Furthermore, fMaPopular Bank has

announced its plans for issuing €660m of convextiddpital securities within 2011.
The bank is currently proceeding with the issue€®94mn (part of the €660mn
announced) fully loss absorbing contingent conlkathybrid instruments which will

enhance the bank's Tier 1 and Total Regulatoryt&lapioreover, Bank of Cyprus is

proceeding with the issue, in May 2011, of €1,3blyfloss absorbing contingent
convertible hybrid instruments (of which €0,6bn anepected to replace existing
hybrid instruments).

The supervisory regime

Banking System Supervision is split between thet@éBank of Cyprus - being the
competent authority for the supervision of bankand the Co-operative Societies
Supervision and Development Authority being the petant authority for the
supervision of Co-operative Societies. The legal mgulatory framework of the two
authorities is aligned with EU requirements butoalsith the requirements and
guidelines of the EBA (formerly CEBS) and the Bass®mmittee on Banking
Supervision. Both Supervisory Authorities condunait work through a combination
of off-site monitoring and on-site examinatio@ff-site monitoring entails the
submission by banks of an extensive range of peri@iurns which cover numerous
aspects of banking operations. Any areas of con@maled through the returns are
taken up promptly with the bank involved for renadiction.

On-site examinations are carried out with a viewassessing the current financial
position and soundness of a bank and its futurepaas at a given time. In this
respect, the following main areas are covered:
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the quality of the management of the bank, inclgdimternal control and risk
management aspects;

the bank’s loan portfolio, with emphasis on cred#gk management, the
quality of the loan portfolio and the adequacy lud provisions for bad and
doubtful debts;

the bank’s treasury operations with emphasis dnmianagement;

the profitability of the bank including the analysif its income generation and
costs and the assessment of the returns achieved;

the compliance with the conditions of the banktetice and with Central
Bank directives, regulations and instructions orrimal governance, capital
adequacy, liquidity, large exposures, etc.;

adherence to the requirements of the anti-monegdiaung legislation and
guidance notes.

Supervision is exercised on a consolidated bast @wvers the bank and its
subsidiary companies which carry out banking relaetivities.

All CCls are regulated and supervised by the Authdior the Supervision and
Development of Cooperative Societies (ASDCS). Adddlly and due to the fact that
CCB is also a bank, under the provisions of thekiBanLaw is supervised by the
Central Bank of Cyprus, the CCB and affiliated C&ie also subject to consolidated
supervision by the Central Bank of Cyprus. The COB engages in accepting
deposits mainly from its member societies, finagdimeir requirements and generally
managing their liquid assets.

The regulatory regime is very conservative and Hié¢ Capital Requirements
Directive was transposed adopting the more conseevaption for areas where
national discretion was allowed. In addition, sthiguidity requirements are imposed
to address non-resident deposits while a maximuan ko value ratio of 70% is
imposed for property financing (80% for the primaggidence). There are restrictions
for banks’ investments in companies outside tharfamal sector whereas overseas
expansion requires supervisory approval which atgd only if the business plan is
feasible and the bank has sufficient capital agdidiity to support expansion. Banks
are not allowed to invest in property other thangdmperty used for their operations
and there are limits on foreign currency open jmsst

In line with EU requirements, each bank conductslrgernal Capital Adequacy
Assessment Process (ICAAP) to determine the amaiucapital necessary to cover
the nature and level of the risks to which the bsnér might be exposed. The CBC
carries out, on an annual basis for each bank,p&r8isory Review and Evaluation
Process (SREP) to assess the adequacy of the beagkitsl, imposing additional
capital requirements in case where capital is rmhroensurate with the bank’s
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assessed risk profile, and takes into accountdhalts of stress testing. The SREP
includes on-site review of all significant oversegeerations. Furthermore, the CBC
organises supervisory colleges for the locally dasanking groups and participates
in those organised by the foreign home supervisériocally established, foreign
owned subsidiaries. Moreover, Cyprus participatestie IMF Financial Sector
Assessment Program (FSAP) and undergoes annualeAliNi surveillance.

Recent and planned policy initiatives

The Cypriot financial sector is sound; the ovepabition of the banking sector is
considered healthy, with a strong liquidity positiand a comfortable capital
adequacy as well as sufficient profitability. Thei® a continuous and close
monitoring of the liquidity and capital adequacyspion of financial institutions by
the supervisory authorities.

An ad hoc committee has been set up under thenchaghip of the Central Bank in
its capacity as supervisor of banks and responsanléhe overall financial stability,
with the participation of the MoF and the other ewsors, which monitors closely
the developments of the financial sector.

In response to the exceptional turbulence in wdfthncial markets, Cyprus

implemented in November 2009 a scheme providing tfee issue of special

government bonds allocated to credit institutiornighva view to enhance liquidity in

the economy and exercise a dampening impact onesiteates, the final objective
being the real economy. These bonds, of an ovanadlunt of almost €3 billion and

with a duration of three years were given to elmgitredit institutions to use them as
collateral to obtain liquidity from the ECB and enbank markets against a
remuneration and appropriate collateral.

Furthermore, it is noted that Cyprus proceededuly 2009 with the amendment of
the two deposit insurance schemes (one for comaldranks and one for cooperative
credit institutions). The main amendments inclulde tollowing: (i) increasing the
level of cover from 20,000 euros to 100,000 eurmsqustomer) per bank, (ii) cover
the deposits in all currencies (up to then only ad#s in European currencies
covered), (iii) increasing payout to 100 percehgwaranteed deposits i.e. abolition
of the coinsurance component, (iv) shortening thgopt time below the statutory
minimum of three months by increasing preparednasd, (v) improving financial
strength and coverage by increasing member cotiviis) supplementary
contributions, and borrowing arrangements.

Cyprus has created the regulatory framework foreoed bonds. Covered bonds will
provide banks with another financing instrumentedinm and long term financing at
favourable terms. The Bill has been enacted in Bxdes 2010.

A framework draft law for financial crisis has beprepared, to enable the Cypriot
Council of Ministers, following a proposal of theilister of Finance and taking into

35



account the opinion of the Governor of the Ceratk of Cyprus (CBC), to take, ‘in

a period of a financial crisis’, measures intentiechddress liquidity or insolvency
problems affecting financial institutions, in fudbmpliance with the relevant acquis
framework, after approval of these measures byithese of Representatives.

As regards further measures to safeguard the isyabilthe banking system, a new
permanent Financial Stability and Resolution Furabk lbeen launched by the
Government in close collaboration with the CBC.sThind, which will be gradually
built up, will safeguard the confidence in the bagksystem and ensure the smooth
resolution of banks if the need arises. Anothersueathat the CBC favours is the
maintenance of higher capital ratios for systenycahportant financial institutions.
The codification of these measures is currentlgrogress.

The evolution of the Current Account

The evolution of the current account in Cyprus hsaracterized by fluctuations, as
shown in Figure 8 below. The sources of fluctuati@em mainly from the trade
balance and income account. Considering the tradleanbe, given Cyprus’s
dependence on oil as energy source, the fluctuaiiothe price of oil are a constant
factor that largely determines fluctuations in tinede balance of goods. Income
account on the other hand, is dominated by flumoat in the income from
investment and thus depends mainly on foreign fipnsfitability.

As seen in Figure 8, during the period 2007-20@8ciirrent account was persistently
negative. What was exceptional in that period wasthe one hand, the price of oil
and, on the other, an extraordinary increase inrtports of vehicles, both of which

drove the trade balance excessively negative.

Figure 8: Current Account, 2004:Q1-2010:Q4, % GDP

Source: Central Bank of Cyprus
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Trade in services is dominated by trade in busiaesistravel services. Fluctuations in
the trade balance of services stem mainly frontdlaions in travel services.

Trade Balance

Trade in goods

Concerning the trade balance in goods, over theg@e004:Q1-2010:Q4, significant
deterioration was recorded during the years 20@828s seen in Figure 8, due to the
two factors mentioned above. First, imports of matehicles grew exceptionally
high, due to the general boom of the economy. Ablel& shows, imports of
passenger vehicles account for around 50%-60% taf tmports in transportation
equipment. In 2007, imports of passenger vehicleseased by 72.1%. During 2008,
imports of passenger vehicles remained high, bl0@9 they declined sharply, by
48.4%. In 2010, imports of passenger vehicles agad by 15.2% compared to the
year before, indicating that imports will returntkeir pre-2007 levels.

Table X: Imports in Transportation, 2004-2010 (€00’s)

Motor . Public
. Special )
Passenger vehicles for service type Parts for
purpose Motorcycles Other
Total motor the ) passenger - . transport
; lorries & & bicycles  transport .
vehicles  transport of motor equipment
vans .
goods vehicles
2004 565849 351205 61692 11868 962 6810 16901 01641
2005 516168 317245 48343 9551 3144 4805 18660 21442
2006 615674 351541 64445 10559 4755 6612 54101 60236
2007 638205 604854 80941 11767 4717 7609 24864 68567
2008 707052 582265 96716 20544 10057 12124 54793 12776
2009 554197 300357 45903 7756 3160 7576 35252 B5419
2010 795542 345891 50626 3979 34910 6648 203672 81549

“Other transport consists of: (a) Aircrafts, heliwp, balloons and airships and (b) Other transgpripment.

Source: Statistical Service of Cyprus

Second, imports of fuel grew very fast in 2008 tlua corresponding increase in the
price of oil in that year. As Figure 9 shows, imgoof Fuels and Lubricants in 2008
increased by 39% in total, mainly due to a shagpease in the third quarter of the
year. Indicatively, the price of oil in 2008, onesage, increased to €65 per barrel
($97) from €53 in 2007 ($72).
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Figure 9: Imports of goods, 2004:Q1-2010:Q4, 000§)(

Source: Statistical Service of Cyprus

In order to show the magnitude of the impact ogéhevo factors on the trade balance
in goods, figure 10 below depicts the trade balancgoods as percentage of GDP,
both with actual imports and with imports in traogption equipment and fuel kept
fixed at their 2006:Q4 levels for the years 200d @&008. Increases in imports in
these categories accounted for an increase in rdde tbalance of goods as a
percentage of GDP by 11% in 2007 and 17% in 2008.

Figure 10: Trade balance in goods actual and withiXed imports in transportation and
fuel, 2004:Q1-2010:Q4, % GDP

Source: Statistical Service and authors calculation

Turning next to the impact of the high imports iotor vehicles and the price of oll
on the current account, Figure 11 below, showstineent account as a percentage of
GDP both with actual imports and with fixed trangption and fuel imports at the
2006:Q4 levels. In total, in 2007, current acconatlld have been around 29% lower
and in 2008 around 33% lower than what it actuathg.
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Figure 11: Current account with actual and fixed inports of transportation and fuel,
2004:Q1-2010:Q4, % GDP

Source: Statistical Service of Cyprus, Central Bah&yprus and authors calculations

Trade in services

Trade in services, as shown in Figure 12, is dotathaby exports in business
services. Although fluctuating in nature, the vaoia stems mainly from fluctuations
in travel export services (tourism). Following tlegisis, the variation in the
fluctuations diminished since travel exports reraditow throughout.

Figure 12: Trade in services 2004:Q1-2010:Q4, % GDP

Source: Central Bank of Cyprus
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Income account

The income account forms an important part of theemt account, as shown in
Figure 13, but is also characterized by considerablatility. In Figure 13, where the
income account is shown along with its componenmtsHe period 2004:Q1-2010:Q4,
it is clear that the volatile part of the incomea@uant is essentially investment income.
As such, changes in the income account are driyemdwvements in multinational
corporations’ profitability, which, purely for acanting purposé's are recorded in the
income account as outflows but at the same timistezgd as FDI inflows (reinvested
earnings) in the financial account. Reinvestediagsmaccounted for 2.8% of GDP in
2009, thus excluding this item, the current accodeficit would have been
significantly lower.

Figure 13: Income account and components, % GDP

Source: Central Bank of Cyprus

Savings and investment balance

The deterioration of the current account balanceichv culminated in 2007-2008,

reflected the high deficits recorded in the priveé®ings investment balance, due to
excessive private consumption. During this peridgk tpublic sector savings

investment balance improved, reflecting the obskrserpluses in public finances

(see Table 1d).

It should be mentioned, that the treatment of rested earnings as outflows of the income account
and income of the capital account is an accountiagtment which does not reflect an economic
transaction, as profits of international compawmiesot flow out of the country.
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During 2009-2010 the observed improvement of threecit account balance was due
to an adjustment of the private savings investrbatance, which more than offset the
deterioration of the public sector savings investhimlance.

International investment position

The international investment position for the emdigd 2008-2010, as a percentage
of GDP, was, on average, positive despite the §tersdi negative current account. The
available data include entities without physicaégemce in Cyprus and are only
available for the period 2008:Q1-2010:Q4. Thereftne available period does not
permit adequate historical analysis.

Figure 14: International Investment Position, 2008Q1-2010:Q4, % GDP

A N B

Source: Central Bank of Cyprus

Future prospects

The current account deficit during the programnpegiod 2011-2014 is projected to
gradually decrease by some 0.5 percentage poin&Déf every year, from 7.8% of
GDP in 2010 to 5% in 2014. The projections are ifgrg0 assumptions concerning
the evolution of exports in goods and services,ortgpin goods and services and the
Income account.
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Figure 15: Current Account 2006-2014, % GDP

Source: Central Bank of Cyprus and Ministry of Fioa estimates

Concerning exports, international projections iatkcan increase in the evolution of
exports on a global scale stemming from the gerierptovement in the economic
environment. Cyprus is projected to conform to tilebal increased trend, but
expecting losses in the export share of tourism gaids in the export share of
services, assuming the current trend continues.

The evolution of imports depends to a major extenthe developments in the price
of oil on the one hand and the developments ofapeiand public consumption on the
other. Current evidence suggests that the priceiloWill probably show higher
increases than what initially anticipated.

Overall, the envisaged gradual improvement of theremt account balance, is
conditional to this assumed improvement of pubiharces by 3.5 percentage points.
The private sector savings investment balance s&imasd to show a moderate
increase, as private consumption is assumed tondxphghtly above disposable
income, following the disaving observed in 2009201

Risks to this scenario constitute the oil priceréase, which implies a loss of real
disposable income for households, which althoughayt be partially offset through

higher private savings, would nevertheless leaal deterioration of the private sector
savings investment balance.
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Figure 16: Total Exports EE27 and Cyprus 2002-2012%6

Source: Eurostat

Table XI. Share of Cyprus over EE27 exports in senees, 2001-2012

Total Goods Services )
Total Travel  Other Services
2006 0.15 0.03 0.55 0.7 04
2007 0.15 0.03 0.55 0.7 0.4
2008 0.15 0.03 0.53 0.7 0.6
2009 0.16 0.03 0.51 0.6 0.6
2010 0.15 0.03 0.51 - -
2011 0.15 0.03 0.51 - -
2012 0.14 0.03 0.50 - -

Source: Eurostat

Finally, income account volatility is expected tontnue given its nature and future
prospects depend on the extent of the revival ef ghofitability of multinational
corporations. The recent evidence of economic regogives grounds to expect
increased future profitability, but the impact bé&tcrisis on potential growth and the
relative uncertainty surrounding the sustainabilitiy the recovery, indicate that
profitability will not return at the pre-crisis lels. Therefore, the projections for the
programming period assume a deteriorating incorselatt albeit at lower levels than
the pre crisis period.

The evolution of the current account also depemdthe real effective exchange rate
(REER). The real effective exchange rate affeatsctirrent account by its impact on
imports and exports. An appreciation (depreciationthe REER should result in
higher (lower) level of imports of goods and seegicand lower (higher) level of
exports. The extent of the effect depends on a eurabfactors and, as Figure 17
shows, the relationship between REER and the duramtount is not as
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straightforward as theoretically expected. Howeteere is evidence to suggest that
an appreciation in the REER increases the defititthe current account and,
therefore, the current account deficit will be reglor lower than projected, depending
to the extent where the REER is expected to remaatively high. The REER
presented a deterioration in 2008 and 2009.

Figure 17: Current Account (% GDP) and REER 2000-2Q0

-
——

Source: Central Bank of Cyprus and Eurostat
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4. GENERAL GOVERNMENT BALANCE AND DEBT 2010-2014

Policy Strategy

Taking into account the uncertainties surroundimg prospects in the euro area, the
main challenge facing policy makers at the currpmtcture is to address the
macroeconomic imbalances prevailing in the Cypreeemy and particularly in the
area of public finaces, through strenthening fisaahsolidation, while maintaining
social cohesion and safeguarding growth and jobticre. Against this background,
the Government has designed a strategy that aféigsiard the correction in public
finances, thus allowing for an improvement in lomgm fiscal sustainability, as
required by the Stability and Growth Pact. Thisuiegs a balanced policy mix, which
aims at supporting the ongoing recovery but, atsémme time, allows for a gradual
withdrawal of the support measures and consolidatfgoublic finances in a medium
term horizon.

The general government budget balance exhibitedhprovement in 2010, with the
deficit currently estimated to have fallen to 5.8%4DP from around 6% in 2009.

The improvement in public finances is attributedintyato revenue enhancing
measures, including, to some extent, measuresesbfimature. Public revenues also
benefited from the moderate peak up of economiwigtalbeit not as tax rich as
was the case prior to the crisis, with tourism &usiness and financial services
sectors being the main drivers of growth. In castiraonsumption and the precipitous
adjustment of the construction sector continueddagh heavily on public revenues.

Expenditure developments also contributed to theavement of the budget balance,
mainly owing to lower expenditure in public consurmp, interest payments and
lower gross fixed capital formation, as well ashte containment in the rate of growth
of compensation of employees.

The containment of the deficit to 5.3% of GDP idobe the ceiling set by the
Economic and Financial Affairs Council of the Eueap Union, in its
recommendation in the context of the excessivectlgfrocedure. The Governments’
budgetary policy aims at the correction of the sgoee deficit by the end of 2012,
thus leading to the reversal of the upward trendedift-to-GDP ratio by the said year.
To this end, the Government’s overriding priorityy 2011 is the reduction of the
budget deficit to below 4%2% of GDP, and ideallyward 4%. To achieve this, the
Government introduced a number of measures of pemanature, both on the
revenue and the expenditure side. These measutaden

Adoption of a restrictive Budget for Central Goverent for 2011;

Reduction of the number of employees in the Cera@ernment by 1.000
per annum over the period of 2011-12;
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Increase of the excise duties on petroleum ancctabproducts;

Application of the reduced VAT rate on foodstuffedgpharmaceuticals;

Town planning amnesty for buildings constructedhwitinor irregularities
opening the way for the issuance of a backlog ¢$tanding title deeds; a set
of legislative proposals have been approved byiese of Representatives;
Application of a levy/tax on banks” deposits subjgo a minimum
profitability.

In addition to the above, the Government has madgress with regard to the
application of the appropriate tariffs on the cangtion of water.

It is acknowledged that, the achievement of theafisargets set by the Government
over the medium term, necessitate the adoptiordditianal measures, especially on
the expenditure side. To this end the Governmehtaoentinue the dialogue with
political parties and social partners. The dialoguk evolve around the following
topics:

Systematic attempt to further curtail current expeme;

Dialogue with social partners for wage moderaticoprdinated by the

President of the Republic;

Public sector reforms that will address the growsme of civil service. A

modernization of the public sector is key and casult in leaner and more

productive public services;

Reform of the government pension system,;

Reform of the system of social transfers, withewto targeting the needy i.e.

the lowest income households.

Taking into consideration the social dimension oms of the envisaged fiscal
measures, consensus building among stakeholderghangnely implementation of
the fiscal consolidation measures constitutes Hesige.

In parallel, a number of institutional fiscal gomance reforms are underway, aiming
at controlling spending, improving planning of erpitures and bringing about a
reallocation of resources, in favour of policy piies of the government. These
reforms are:

The gradual implementation of a binding Medium-TéBodgetary Framework
(MTBF), which will institutionalize expenditure e, give more independence
to spending ministries and, at the same time, asaeheir accountability;

The introduction of binding fiscal rules throughrpary legislation;
Enhancement of public debt and cash managemetensys

Further improvement of tax collection by addresdargevasion and avoidance
and strengthening tax administration.
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Medium-Term Objective

In spite of the slowdown of economic activity ame tunfavourable composition of
growth and conscious of the need to improve fisiatainability, this Stability
Programme reaffirms its ambitious Medium-Term Otiecof a balanced budget.

The achievement of the MTO will imply the facili@ of a sufficient safety margin

against the reference value and allow scope foratitematic stabilizers to operate
freely, thus helping to dampen cyclical fluctuasorPrudent fiscal policies will be

framed within a Medium Term Budgetary Framework arsfitute a policy response
during “good times”, when cyclical conditions aevdurable and unemployment low,
thus providing the fiscal room necessary for mamoein difficult times.

The country-specific MTO, that is, the cyclicallgjasted balance net of one-off and
other temporary measures, of a balanced budgetalculated using the potential
output of the Cyprus economy as estimated by thagtty of Finance, which differs
from the commonly agreed methodology. In our vidve, agreed methodology leads
to questionable results of the potential outpuif 8sctuates considerably, especially
during upturns, as well as downturns.

The structural balance in 2010 is estimated to tedebited a decrease falling to a
deficit of 5.6% of GDP, net of one-off measuresnpared with a deficit of 6.3% of

GDP the year before, thus exhibiting an improvenwdrihe order of 0.7 percentage
points of GDP. This is mainly due to the improvemeinthe nominal balance, while

output gap turn negative reaching 0.5% of GDP.

According to the central reform scenario of thisgtamme, the structural budgetary
position is projected to improve further from anireated deficit of 3.7% of GDP in
2011 to a projected deficit of 2.4% in 2012 exhitgta structural improvement of the
order of 1.3 percentage points of GDP. This trendustained over the remainder of
the programming period falling at 1.6% of GDP bg #nd of programming period, as
the output gap closes. The total adjustment oweiptriod 2011-2014 is estimated at
4.0 percentage points of GDP, with an average drajastment of the order of
about 1 percentage point of GDP. This estimatedua@nadjustment exceeds the
minimum requirement prescribed by the Stability &@rdwth Pact.

Over the programming period 2011-2014 expenditsiferiecast to decrease by some
4 percentage points of GDP. This is due to a coathirate of growth of
compensation of employees below nominal GDP groadha result of the decision of
the government to reduce the number of governmenqicyees by 1.000 annually
over the period of 2011-12, as well as to a coethirate of growth of other current
transfers, mainly associated with better targetoigsocial welfare benefits and
imposed restrictions on grants for local authasitiand semi-governmental
organisations.
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Table XlII: Components of Fiscal Adjustment and theMedium-term Objective

Total
in per cent of GDP 2008 2009 2010 2011 2012 2013 201Adjustment
2011-2014
Expenditure
05 4.1 0.9 -0.6 -1.7 -1.0 -0.5 -3.8
developments
Revenue developmehts -2.0 -2.8 1.6 0.7 -03 -04 -01 -0.1
General Government o 50 53 40 26 20 -16 3.7
Balance
Cyclical Component 1.6 0.0 -0.2 -0.4 -0.3 -0.2 0.0
Cyclically Adjusted 07 60 -51 -36 -23 -19 -16 35
Balance
One-off revenue ) 03 05 01 01 ) i
measures
Cyclically Adjusted 07 -63 -56 -37 -24 -19 -16 4.0

Structural Balance

Note: The figures may not add up to the total duetmding effects.

Following an estimated cumulative decline of rewvenily around 4% percentage
points of GDP in 2008-09, mainly owing to a declinecurrent taxes on income and
wealth (mainly related to the downturn of the resiate and construction sector), as
well as, in taxes on production and imports, asdedi with subdued consumption
growth, revenue is estimated to have reboundedriged by about 1.6 percentage
points of GDP in 2010. It is then forecast to liert rise by approximately 0.7
percentage points of GDP in 2011, due to discratipmeasures introduced and then
projected to decline on average by approximate8 fercentage points of GDP
annually over the period 2012-2014, due to thequted less favourable, in terms of
tax revenue, composition of growth.

® The figures represent the difference from one y@#ne next as a percentage to GDP.
® The figures represent the difference from one y@#ne next as a percentage to GDP.
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Figure 18: Cyclically Adjusted and Structural Balance
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Note: The structural balance and cyclically adjddbalance lines coincide over the period 2007-2010

Nominal Fiscal Balance in 2010

Public finances improved considerably in 2010 ie thidst of a benign economic
activity, not favourable to tax revenue, mainly dogevenue-enhancing measures to
some extent one-off; the general government balenestimated to have improved,
as the deficit declined to some 5.3% of GDP contpanea deficit of 6% the year
before.

On account of a primary budget deficit of some 3.4P4GDP — compared to a
deficit of 3.4% of GDP in 2009 the general goverant gross debt is estimated to
have reached 60.9% of GDP at the end of 2010, cadpaith 58% at the end of
20009.

The fiscal performance in 2010 reflects significadgvelopments in both the
expenditure and revenue sides. Total expenditugstimated to have increased by 0.9
percentage points, to 46.7% of GDP in 2010, whelenue has increased by about
1Y% percentage points, to 41.4% of GDP.

On the expenditure side, the gradual withdrawalhef measures introduced in line
with the European Economic Recovery Plan led tedimke, as a percentage to GDP,
in compensation of employees, as well as, grosdfoapital formation by about 0.4
and 0.5 per cent of GDP in 2010 respectively. bgeexpenditure contributed further
to the containment of the rate of growth of totgbenditure by an estimated decrease
of 0.3 per cent of GDP.

Concurrently, social transfers have risen by arolirksl percentage points of GDP,
owing to the implementation of social measures dahancing social cohesion,
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namely the introduction of a targeted scheme awoceased social welfare benefits
associated with higher number of migrant recipiemd increased unemployment.

Intermediate consumption contributed to the risexgenditures, as a percentage to
GDP, attributed mainly to increased defence imports

Table Xlll: General Government Consolidated Accouns

2011 2012 2013 2014

in per cent of GDP 2009 2010 ost. oroi. oroi. oroi.
Current Revenue 39.8 41.4 42.1 41.8 41.4 41.3
Current Expenditure 41.7 43.1 42.5 40.8 39.9 394
Interest Payments 2.5 2.2 24 2.5 2.6 2.6
Current Balance -1.9 -1.7 -0.4 1.0 15 1.9
Capital Expenditure 4.1 3.6 3.6 3.6 3.5 35

General Government Balance -6.0 -5.3 -4.0 -2.6 -20 -1.6

Primary Balance -3.4 -3.1 -1.6 0.0 0.6 1.0
Government Gross Debt 58.0 60.9 61.6 62.0 61.3 60.1

The performance on the revenue side continued ttebatively affected by a decline
in the activity of the construction sector and significant deceleration in the growth
of corporate profits of the financial sector, feliog the exceptionally buoyant
activity of the pre-crisis period. In particularemtessed activity in the construction
sector led to significantly lower receipts from VAWhich amounted to just 1.5% of
GDP in 2010 compared with 1.8% the year beforepa@te tax receipts exhibited a
similar pattern and continued to contract falling &pproximately 0.4 percentage
points of GDP in 2010 compared with the year before

Overall, taxes on production and imports exhib#echarginal increase, owing to the
increase of the excise duty rates levied on patmlgroducts, that somewhat
compensated the impact of the unfavourable comiposif growth.

Revenue

Overall, in 2010 total revenue is estimated to hextabited an increase by about 7%
rising to 41.4% of GDP compared with 39.8% the ye=fore.

More analytically, total taxes are estimated toeheamained roughly stable at 26.4%
of GDP in 2010.
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Taxes on production and imports are estimated W lracreased marginally by 0.2
percentage points of GDP rising to 15.3% of GDPisTi& mainly attributed to an

accelerated rate of growth of excise duty receiptsught by the higher rates on
petroleum products, introduced in mid-June 2010rdvipecifically, the excise duty
rate for petrol was increased from 30 cent peg lidr 36 cent per litre, while the excise
duty for gas oil was increased from 25 cent pee lib 33 cent per litre.

This was partly offset by the negative growth oftieg duty receipts on motor
vehicles, as demand for motor vehicles continuecbturact for the second year in a
row. More specifically, registration of motor vekes fell by 12.5% during 2010

following a decrease of 25.7% in 2009 thus leadiing fall in excise duty receipts by
some 28% in 2010, equivalent to 0.2% of GDP.

This was amplified by a sharp decline in the demfandntermediate inputs for the
construction sector.

The activity in the real estate sector continuebdeésubdued. Values adjusted more in
the coastal areas, as foreign demand for holidayesoremained at low levels. Total
transactions in immovable property increased ata of 19.7% in 2010 compared
with the year before, while sale agreements subthitit the Land and Survey
Department increased at a rate of 5.2% in 2010w@remanated from domestic
demand activity. Land and survey fees are estimatdthve risen only marginally in
2010, by around 0.2% of GDP in 2010.

Taxes on income and wealth are estimated to hakibieed a marginal increase of
some 2% for the year, down to 11.1% of GDP comparigd 11.2% in 2009. The

decline by 0.1 percentage points of GDP is soldlybaited to lower receipts derived
from corporate taxation, which declined by some 8%ing largely to lower profits

of financial corporations, as well as, tourist ar@hstruction sector corporations,
falling to 3.9% of GDP in 2010 compared with 4.38 year before.

In contrast, capital gain taxes on the sale of iweibte property increased at a rate of
16%, as the number of properties sold rose by ab@db in 2010. More specifically,
capital gains tax receipts in 2010 are estimatedawe reached, as a percentage to
GDP, 0.5% compared to 0.4% in 2009.

Furthermore, income tax receipts from physical gesan 2010 are estimated to have
accelerated and increased marginally, as a pegenia GDP, to 3% in 2010
compared with 2.9% the year before.

Deemed dividend distribution, exhibited a robusivgh rate reaching 45% in 2010

compared with the year before, rising as a pergenta GDP by 0.4 percentage
points to 1.2%, as pre crisis undistributed profits2008 were on the rise. While,
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withholding tax on interest exhibited a declinelifey at a rate of 13% in 2010
declining, as a percentage of GDP, by 0.2 percerpagts to 0.9%.

Social security contributions exhibited an increa&4% in 2010 compared with the
year before rising, as a percentage of GDP, byréepéage point reaching 9.6% in
2010 as the increased contribution rates introducespril 2009 impacted on a full
year basis.

Property income is estimated to have shown an e@ated rate of growth reaching
some 60% in 2010 compared with the year beforagit 1.5% of GDP from around
1% in 2009. This is attributed to an exceptiondligh dividend income of one-off

nature from the Central Bank of Cyprus, due to tnination of the period of

changeover of pound coins to euro coins, leadintdpeorealisation of profits, as well
as the allocation of higher profits associated witith extensive operations of the
European Central Bank in money markets.

Expenditure

Total public expenditure is estimated to have exéiban increase of approximately
6.2% in 2010 reaching 46.7% of GDP compared witt8%bthe year before. The
increase in total expenditure in 2010 can be aitteith mainly, to higher than targeted
social payments.

Social payments are estimated to have risen, asreemage to GDP, to 14.9%
compared with 13.4% the year before, due to aneaswd emphasis on social
cohesion, in line with the objectives of the NadbReform Programme. Specifically,

social security payments are estimated to havebdgtian increase by some 10%, or
about 0.5 percentage points of GDP, due to an aserén the level of pensions, as
well as an increase in unemployment benefits.

An important component of the policies aimed agrggthening social cohesion was
the introduction of an increased supplementarynaitce to low income households
with at least one pensioner. The fiscal impachaf tneasure is estimated to be of the
order of 0.2 percentage points of GDP.

Furthermore, in mid-2009 the Government approvednarease of some 6%% on
monetary allowances provided to social assistarempients. This category of
expenditure in conjunction with increases in thenbar of beneficiaries exhibited an
overall increase of 12%, rising, as a percentag&bP, to 1.4 per cent in 2010
compared with 1.3 per cent the year before.

The rate of growth of compensation of employeeseldeated in 2010 and is
estimated to have increased at a rate of 0.6%egdsitig as a percentage to GDP to
15.4% in 2010 from 15.8% the year before. This beated rate of growth is
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attributed, on the one hand, to a lower inflati@ierthat feeds in through the
automatic indexation mechanism, also known as th&t Gf Living Allowance, and
on the other hand, to a decrease in employmeimteoféntral government.

Owing to a lower cost of borrowing, interest expémn@ is anticipated to have been
reduced to 2.2% of GDP in 2010, falling by 0.3 eetage points, compared with the
previous yeatr.

In line with the Council's Recommendation on thethdrawal of the support

measures introduced in accordance with the Europeanomic Recovery Plan, the
Government has decided to gradually withdraw pathese measures that boosted
investment expenditure in 2009, thus leading toreBsed investment expenditure.
This is estimated to have led to a decrease in rgowent gross fixed capital

formation, at a rate of 8%, and a fall, as a pesgm to GDP to 3.6% in 2010,

compared with 4.1% the year before

Excessive Deficit Procedure

On the 18 of July 2010, the Council decided to initiate tE&cessive Deficit
Procedure for the Republic of Cyprus, given that fiscal deficit in 2009 exceeded
the threshold of 3%. The Council established thedtliee of 13 January 2011 for the
Government of the Republic of Cyprus to take effectaction to specify the
measures that will be required to progress towd#ndscorrection of the excessive
deficit.

At the same time, the Council issued a Recommemdatstulating that the Cyprus
Authorities should correct the excessive deficireduce deficit below the 3%
threshold - by 2012 at the latest. The Recommemnalaspecifies the need for
credibility and sustainability in the deficit-redng effort, in the context of a medium
term budgetary framework, which should concentaaitean expenditure-driven fiscal
strategy. In the event of more favourable econaroitditions, the deficit reduction
effort should be accelerated. The government catii should be brought back to a
declining path approaching the reference valuethi®end, an average annual fiscal
effort of at least 1%2% over the period 2011-201@uédh be ensured, but, at the same
time, opportunities beyond the fiscal effort, asllves, more favourable economic
conditions should be seized.

Finally, the Recommendation refers to the needstangthening the binding nature
of the medium-term budgetary framework and improeeinn the monitoring of the
budget execution throughout the year, as well asnéed to improve the long-term
sustainability of public finances by implementiregjarm measures to control pension
and health care expenditure, in order to curb tligepted increase in age-related
expenditure.
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Features of the 2011 Budget

The Budget for 2011 was prepared based on a tlmaefgrecasting period taking
into consideration the Medium Term Budgetary Fraomveof 2011-2013.

The Budget envisages the total withdrawal of thepmrary support measures
introduced in 2009 for the tourism sector. The Batdglso places emphasis on the
reallocation of government expenditures towardswiiteenhancing activities and

other policy priorities, established in the NatibRaform Programme for Cyprus.

More analytically, the main changes incorporatethenBudget for 2011 are:

- Revenue enhancing:

o Application of a bank levy/tax on deposits (subjgot a minimum
profitability). Estimated fiscal impact of some B.Ber cent of GDP.

o Application of the reduced VAT rate of 5% on thensomption of
foodstuffs and pharmaceuticals introduced on 101112 Estimated fiscal
impact of some 0.4 per cent of GDP.

o Application of increased excise duties on tobacampcts introduced on
10" December 2010. Estimated fiscal impact of someérent of GDP.

o Application of increased excise duties on petrolepnoducts introduced
on 17" June 2010. Estimated fiscal impact of some 0.Zpet of GDP.

o Application of the reduced VAT rate on hotel accoodation and
restaurants of 8% instead of 5% introduced on Jgriis2011. Estimated
fiscal impact of 0.2 per cent of GDP.

o Reinstatement of overnight stay fees levied by llogathorities on
hoteliers introduced on January 2011. Estimated fiscal impact of 0.05
per cent of GDP.

0 Reintroduction of airport taxes levied on airlinerganies introduced on
January T 2011 onwards. Estimated fiscal impact of 0.1 gert of GDP.

o Termination of the practice of applying the minimuexcise duty,
prescribed by the acquis, on heating oil of 2 qart litre during winter
periods introduced in November 2010. Estimatedafismpact of some
0.05 per cent of GDP.

o Intensification of the procedure for the issuantéti®e deeds, through the
approval of legislative measures that tackle isseaproblems for
buildings with minor irregularities (a measure thaill substantially
reduce the backlog of title deed issuances). Estignéiscal impact of
some 0.1 per cent of GDP.

o Application of appropriate tariffs on the consuroptiof water (EU
acquis). Envisaged introduction second half of yhar. Estimated fiscal
impact of some 0.05 per cent of GDP on an annustba
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- Revenue decreasing:
o Reduction of dividend income from Central Bank oyp@us back to
historical levels. Estimated fiscal impact of so®& per cent of GDP.
0 Reduction of dividend income from semi-governmentaganisations.
Estimated fiscal impact of some 0.2 per cent of GDP
o No revenue related to interest rate swap. Estimided| impact of some
0.2 per cent of GDP.

- Expenditure increasing:

o Introduction of compensatory measures targeted rasvdow income
households, in view of the application of the restU®&AT rate of 5% on
foodstuffs. Estimated fiscal impact of 0.1 pertagiGDP.

0 Income support to Cyprus Airways. Estimated fisogdact of 0.1 per cent
of GDP.

o Compensating scheme for Eurocypria employees magtundant.
Estimated fiscal impact of 0.05 per cent of GDP.

- Expenditure reducing:

o Reduction of the number of civil servants of cengfaernment by 1.000
per annum over the period 2011-2012. Estimatealfisgpact of 0.1 per
cent of GDP.

o Prohibition of the employment of additional persehim the majority of
departments of the central government

The Budget for 2011, which was prepared duringstimamer of 2010 and approved
by the Council of Ministers on the #2f September 2010, was based on a realistic
macroeconomic scenario which is consistent with riiecroeconomic projections
included in this SP and which implies a GDP growfti¥2% in 2011 and inflation of
some 3.4% for the year.

Revenue

In accordance with the central reform scenarioymgnoof total revenue is forecast to
accelerate to 7.1%, that is, above nominal GDP trpwnd thus rising, as a
percentage to GDP, to 42.1% in 2011 compared witd% the year before. The
accelerated rate of growth is mainly attributedhi® assumed application of the fiscal
consolidation measures described in the ExcessefeciDProcedure section (Table
XIV), as well as to the assumed reversal of theatieg trend of revenues associated
with consumption, as private consumption is foretagyrow in line with disposable
incomes.

More specifically, taxes on production and impa@ne forecast to exhibit an increase
of 11.5%, thus rising to 16.2% of GDP in 2011 coredawith 15.3% the year before.
The acceleration in the rate of growth of taxesparduction and imports is mainly
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attributed to the revenue enhancing measures thet been introduced, namely the
increases in the excise duties of petroleum anactb products, as well as the
application of the reduced VAT rate of 5% on foodfst and pharmaceuticals, in
conjunction with the reintroduction of the reducedT rate of 8% on hotel and

restaurant services.

Similarly, current taxes on income and wealth anedast to exhibit an increase of
9.2%, thus rising to 11.5% of GDP in 2011 compavéd 11.1% the year before. The
accelerated rate of growth of taxes on income aedltv is attributed mainly to the
anticipated introduction of a levy levy/tax on bankeposits.

Social security contributions are forecast to gratva rate of 5.6%, in line with
nominal earnings and employment growth, thus stahg at 9.6% of GDP in 2011.

Property income is forecast to contract at rate4@¥ as dividend income from

Central Bank of Cyprus, as well as from semi-gorental organisations is expected
to decline considerably. Thus, as a percentageD#?,(property income is forecast to
fall to 0.8% in 2011 compared with 1.5% the yedole

Expenditure

Total government expenditure is projected to ineeeat a rate of 4%, considerably
below nominal GDP growth, and fall, as percentageGDP, to 46.1% in 2011
compared with 46.7% the year before.

In particular, compensation of employees and inégliate consumption is projected
to rise at a rate of 1.9%, below nominal GDP grqveihd fall, as a percentage to
GDP, to 20% in 2011 compared with 20.6% the yedorke This is mainly
attributable to the decision of the governmenteduce the number of employees in
the central government by 1.000, partly offsettihg increases brought by the
automatic indexation of wages and salaries andannarements provided to public
sector employees.

Concurrently, social payments are projected to ldeate at a rate of 4.5%, falling
marginally to 14.8% of GDP in 2011 compared with924 the year before. This is
attributable to the anticipated deceleration in tla¢e of growth of pensions,
redundancy entitlements and unemployment benefgswell as to the anticipated
reduction of vacation allowances.

Subsidies are projected to exhibit acceleration 2011, as a result of the
implementation of the new scheme of public transptirat is subsidised by the
budget. As a percentage of GDP, subsidies aredstdo increase to 0.4% in 2011
compared with 0.2% the year before.
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Similarly, the declining trend in interest paymeistprojected to be reversed in 2011,
as interest rates and debt stock begun to climba Assult, interest payments, as a
percentage to GDP, are forecast to rise to 2.4%0RP compared with 2.2% the year
before.

Gross fixed capital formation is forecast to inseat a rate of 4%, in line with
nominal GDP growth, thus stabilising at last yedes'el of some 3.6% of GDP in
2011.

The budget balance is forecast to be containedraind 4% of GDP in 2011
compared with 5.3% the year before. During the fi® months a divergence in the
budget implementation has been obsev/&He Ministry of Finance is monitoring the
situation closely and stands ready to adopt furtheasures, if deemed necessary to
achieve the fiscal targets set.

Plans for 2012 Budget and Medium Term

The Government is committed to meet its obligatistsmming from the revised
Stability and Growth Pact and which essentiallyurezy Member States to maintain
sound public finances and address the issue oftlenmg fiscal sustainability.

Taking into account the aforementioned measuresgémeral government balance in
nominal terms is projected to be contained in 28tLihe level of 4% of GDP. The
projected budgetary position implies a consolidagffort, against a no policy change
scenario, of the order of 1% percentage pointsioP @ structural terms.

The fiscal consolidation measures envisaged in 2@l on the containment of
expenditure growth to levels below historical trends well as, on the application of
discretionary revenue enhancing measures.

" According to data on cash basis for the first manths of 2011, there is a divergence in the mgnthl
general government balance from what was origirfaltgcast amounting to 0.6 per cent of GDP. The
divergence is mainly attributed to a negative penfince of revenue, which is more pronounced in the
categories of corporate taxation, deemed dividaéstlilution and withholding tax on interest, as wel
as, VAT.
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Figure 19: Overall Nominal and Primary Balance

in percent of GDP

2006 2007 2008

—Nominal Balance

Primary Balance

There are considerable downside risks to this abméform scenario. These stem
from the timely implementation of the fiscal condation measures as consensus
building may prove challenging, especially for eertsocially oriented measures.
Risks also stem from the envisaged impact of thesaladation measures associated
with the town planning amnesty on the issuanceittd tleeds for buildings or
development projects constructed with minor irregties, the containment in the
rate of growth of the wage bill, particularly wittegard to the reduction in
employment, as well as the application of the appate tariffs on the consumption
of water.

Additional risk factor to the achievement of defiahd debt targets is the practice of
adopting supplementary budgets, especially in laflihe fact that Cyprus has entered
an electoral cycle. Last but not least, downsidsksri associated with the
macroeconomic scenario, which are analysed in @hapt of this Stability
Programme, may also materialise.

The fiscal consolidation measures, envisaged toripbemented when consensus is
reached among social partners include a systenstempt to curtail current
expenditures, public sector reforms, which will e$ the growing size of civil
service, and a careful reform of the system ofadcansfers in order to target better
benefits and help more those in greater need tbosilbuting to an improved social
cohesion.

More analytically, the fiscal consolidation measuoeder review with the envisaged
year of adoption and an estimated fiscal impactpaesented in the table below. The
said table includes, also the additional amourds &éine required to be agreed in the
on-going dialogue process with political partiesl aocial partners in order to reach
the fiscal targets set by the Government.
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Table XIV: Fiscal Consolidation Measures

Direct budgetary impact’
2011 | 2012 | 2013

Planned year of
adoption

Measure 5014

I.  Public Sector Personnel Expenditure

1. Reduction in the overall number of
employees in the broad public sector

(target 1000 per annum) through inter

alia minimal creation of new posts in
the civil service and termination of thg
practice of employing temporary
personnel. The measure covers both
permanent, as well as, hourly paid
positions

7

2011-12

-0.05

2. Containment of the rate of growth of

total wage bill in the public and
broader public sectors

2010-13

0.2

3. Extension of the retirement age in
Secondary Education and Police
Service to 63 years of age

2010

Impact of Public Sector Personnel Measures

.50

-0.25

0.2

Il. Targeting of Social Schemes

1. Targeting social transfers to low
income households

2011

0.1

2. Income support provided to Cypru
Airways

2011

0.1

3. Compensating scheme for
Eurocypria employees

2011

0.05

-0.05

Impact of targeting social schemes

0.25

-0.15

[ll. Other Expenditures

1. Containment in the rate of growth
current expenditure

2011-14

Impact of reduction of other expenditures

IV. Town Planning Amnesty

Town planning amnesty for buildings
constructed with minor irregularities
and accelerating deed issuances fron

na

2011-12

0.1

0.05

0.05

8 The direct budgetary impact presented is basethermdditional impact,

compared to the preceding year.
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Measure

Planned year of
adoption

Direct budgetary impact’

2011 2012 2013

2014

substantial backlog created over the
years. Town planning amnesty is
promoted through the amendment of
five laws. The amendments intend to
simplify and expedite the complex
procedures, that begin from the
licensing of the development and end
up with the issuance of title deeds for
specific units or development project:
and registering them to specific buye
or owners. Additionally, through the
proposed amendments buyers unabl
to obtain a title deed for property
purchased, mainly due to the fact tha
the development was completed with
minor irregularities, will under certain
provisions be able to do so.

(7]

19}

V. Revenue Measures

1. Application of the minimum excise
duties prescribed by the acquis on
petroleum products

2010

0.2 - -

2. Application of increased excised
duty rates on tobacco products

2011

3. Application of the reduced VAT rat
on foodstuffs and pharmaceuticals as
prescribed by the acquis

2011

0.4 - -

4, Reintroduction of the reduced VAT
rate on hotel and restaurant services

2011

0.2 - -

5. Application of a tax on bank
deposits

2011

0.35 - -

6. Reform of the pricing policy of
water usage as prescribed by the aca

2011

uis

0.05 - -

7. Dividend Income from various
semi-governmental organisations

2011

8. Interest rate swap

2011

9. Fee on the issuance of a 3-year
special government bond

2010

10. Termination of the policy of
reducing the excise duty on heating g

during the winter season

2010

0.05 - -

Total Impact of Other Measures

0.65 - -0.1

Subtotal as a percentage to GDP

0.6 1.15 A

0.1

Of which:
Revenue Measures
Expenditure Measures

0.65 0.1 -0.05

0.05 -1.05 -0.45

0.05

VI. Additional Measures

Additional measures to be agreed with stakeholders

Total Impact as a percentage to GDP

0.6 1.95 0.4

60



Medium Term Budgetary Framework

A Medium-Term Budgetary Framework (MTBF), which amenced in 2006, is
intended to lead to a containment of expenditugeBne ministries and, at the same
time, promote the reallocation of expenditure iwvoifa of growth - enhancing
activities, consistent with the priorities set hg tNational Reform Programme.

More specifically, budgetary reforms require thahistries and other government
spending agencies enter a process of redesigneig dahnual budgets, using new
Medium-Term Budgetary Framework (MTBF) and Prograanand Performance
Budgeting (PPB) methods.

These new methods are being introduced progregdnegeh 2007, with all spending
agencies being required to prepare rolling ovezdakyear budget of indicative nature.
The first steps for introducing the new PPB framdwwere taken in 2007, with the
implementation of pilot projects, covering threenrsiries. In 2008, the number of
ministries and spending agencies, adopting thiscagh, increased and it is expected
that all agencies will prepare their financial y@ay) 2013 budgets according to both
the traditional (input-based) budget method anchiéwe PPB/MTBF format. This will
enable all spending agencies to have at least twal’“years, in which the new
methods can be developed, tested and refined.

During this trial period, the Treasury Departmeas lbeen upgrading the accounting
software Financial Management Accounting SysterM&3) to a newer version that
is capable of supporting the new budgetary methands$ classifications. The new
MTBF/PPB approach will become the official (and yynbudget method from FY
2014 onwards.

Overall, the MTBF budgeting should enable managersplan activities more
effectively, by incorporating the amount of finamgirequired to sustain a particular
government policy, budget activity or expenditurej@ct over several years.

The Budgetary framework described above as we#daktional fiscal rules will be
embedded in national legislation covering the prafian and implementation of
forthcoming Budget Laws thus increasing its effestiess and binding nature.

A detailed presentation on legislation, discussisgbinding nature and the fiscal
rules is provided in Chapter 6 — Quality of Pulblinances.

Structural Balance and Fiscal Stance
Following a period of robust economic activity, thgr which the output gap was
positive peaking in 2008 to about 3%% of GDP, tbenemy contracted in 2009 for

the first time since 1974. The downturn led to asiderable fall in the capacity
utilisation rate of the economy and to a fall input gap, which is forecast to turn
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negative in 2010. The medium-term scenario incagar in the SP envisages a
relative decrease of potential GDP growth at thggrimeng of the programming period

following the economic crisis and subsequentlyadgal acceleration towards closing
of the output gap by the end of the programmingoplerSpecifically, output gap is

estimated to have turned negative reaching ¥2% oP @D2010 from a close to

balance position in 2009 and is expected to widethér in 2011 reaching 1% of

GDP. In 2012-14 the output gap, as a percentageD#, is forecast to be negative
but gradually improve as economic activity inteiesif closing at 0.1% of GDP by the
end of the programming period.

Based on this analysis of the cyclical positioritef economy, and to provide a clear
picture of the underlying fiscal position, the tlling analysis disentangles trend,

cyclical, and one-off fiscal effects.

Figure 20: Output Gap
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One-off measures

The substantial improvement in the fiscal posit@inCyprus economy in nominal
terms during 2006-2008 was achieved without theodhiction of any one-off
measures. However, during 2009 following a peribdx@eptional revenues, brought
by the boom in the real estate sector during theo@e004-2008, construction and
real estate activities contracted and capitalgytn receipts and land and survey fees
exhibited sharp declines. The direct loss of reeeatiributed to a slowdown in the
real estate sector is estimated to amount to éiguper cent of GDP in 2009 on top
of an estimated 2 per cent in 2008. In additiorthis, one-off revenue measures in
2009 associated with the imposition of a fine tdrgdeum companies by the
Competition Protection Authority amounted to 0.3% @GDP. In 2010 one-off
measures associated with exceptional higher dididgnthe Central Bank of Cyprus
and a semi-governmental organisation, a profitigedlfrom an interest rate swap, a
fee on the sale of a 3-year special government basdell as to a capital injection to
a state owned airline company, amounted to ab&@t @f GDP.
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The Stability Programme relies on the implementatocd measures of permanent
nature over the programming period. Owing to theplé@mentation of the fiscal
consolidation measures, the tax buoyancy ratiot (fhahe change in the ratio of
revenue to GDP) is forecast to fall to 1.8 in 20fdm 2.1 the year before and
subsequently stabilising at about 1 over the redwirof the programming period,
below historical levels.

Table XV: Cyclical Developments and one-off measuse

as a percentage of GDP 2009 2010 2011 2012 2013 2014

est. proj. proj. proj.
GDP growth at constant prices -1.7 0.9 15 2.5 2.7 3.0
General Government Balance -60 -53 -40 -26 -20 -1.6
Net Interest payments 2.5 2.2 2.4 2.5 2.6 2.6
Potential GDP growth (% change) 2.0 15 2.0 2.3 2528
GDP output gap 0.1 -05 -10 -07 -04 -0.1
Cyclical budgetary component 0.0 -0.2 -04 -0.3 2-0. 0.0
Cyclically-adjusted balance 60 51 -36 -23 4. -16
Cyclically-adjusted primary balance -35 29 -1.20.2 0.7 1.0
One-off measures 0.3 0.5 0.1 0.1 - -
Cyclically-adjusted balance net of
one-off and other temporary -6.3 -56 -3.7 -24 -19 -1.6
measures
Structural Change -5.6 0.7 1.9 13 0.5 0.3
Cyclically-adjusted primary balance net
of one-off and other temporary -3.7 -34 -13 0.2 0.8 1.0
measures

The cyclically-adjusted balance and structural rada

Similarly to last year's Stability Programme, inaliors of cyclically-adjusted budget
balances have been incorporated in the compilatidhe Stability Programme 2010-
2014, in order to take into account cyclical vaoas. The cyclicallyadjusted budget
balance is estimated to have declined from a defi% of GDP in 2009 to a deficit
of 5.1% in 2010, and is projected to exhibit a oheey trend at the beginning of the
programming period falling to a deficit of 2.3 pmnt of GDP in 2012. This trend is
projected to continue over the remainder of thegm@mming period falling to 1.6 per
cent of GDP by 2014.

°In percent of potential GDP.
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Reflecting the conservative fiscal stance exhibdeer the period 2004-2007 peaking
at 3% per cent of GDP in 2007, fiscal stance tummasghtive in 2008 reaching 2.7% of

GDP and rose further in 2009 reaching 5.9%. In 20is0al stance is estimated to

turn positive again reaching approximately 0.3 pemt of GDP. Subsequently, it is

forecast to increase further in 2011 peaking atp&Ocent of GDP and fall to 1.4 per

cent in 2012. Over the 2013-14 period, the fistahee is forecast to be close to Yzper
cent of GDP.

Figure 21: Cyclical Balance and Fiscal Stance
(in per cent of GDP)

5 -
4
3
2 -
S
0 , }
e o8\ 8 8 g o BB
-2
3+
4 +
-5 +
6l L/
C1Cyclical Balance Fiscal Stance

A similar picture is also presented for the cydlicadjusted balance, net of one-off
measures (Table XV)lhe cyclically-adjusted balance net of one-off nuees, as a
percentage to GDP, declined sharply in 2009 faltmg deficit of 6.3% compared
with a deficit of 0.7% the year before, due to #xeeptional, and hence temporary,
revenue, attributed to the real estate boom thgdbbéo dissipate in 2009, leading to a
deterioration of the structural position by 5.6qagtage points. The structural balance
in 2010 exhibited an improvement of about 0.7 patiage points of GDP, thus falling
to a deficit of 5.6% of GDP. The structural adjustih effort is positive over the
programming period, as the cyclically adjusted be¢a net of one-off measures, is
forecast to continue improving reaching a defi@sifion of 1.6 per cent of GDP in
2014. Theimplied annual fiscal effort is negative averagihger cent of GDP over
the programming period 2011-2014.
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Debt Management
Debt Levels and Developments

The revised Stability and Growth Pact (SGP) spesithat, in light of the increased
economic and budgetary diversity in the Ethe medium-term budgetary objectives
(MTOs) should be differentiated for individual MenlStates to take into account the
diversity of economic and budgetary positions amyetbpments as well as the
diversity of risks to the sustainability of puldiicances”.

The European Council on the ®®f March, 2005 indicated thathe long-term
sustainability of public finances would be suppdry the convergence of debt ratios
towards prudent valuésThe 'Code of Conduct' also stres$® need to ensure the
convergence of debt ratios towards prudent lewaldng into account the economic
and budgetary impact of ageing populations".

In light of the above, the evolution of public déiats been brought to the forefront of
fiscal surveillance. Countries with higher-than{age debt levels are subject to
stricter consolidation requirements, while low paldebt countries are allowed to
sustain small scale fiscal deficits and adopt atiogty their MTOs.

Following a period of debt consolidation the onfgpieconomic downturn and the
worsening fiscal position will inevitably reverskid positive development, at least
until the fiscal situation stabilises by the endhsd programming period. The debt-to-
GDRP ratio is estimated to have risen to 60.9% oG 2010 compared to 58% the
year before, or by some 3 percentage points of GDPE.increase of the debt-to-GDP
ratio is largely attributed to the large primaryfidé The debt-to-GDP ratio is
projected to continue its upward path and peakrtured 62% of GDP in 2012
exhibiting a further increase of approximately Xceatage point of GDP. It is then
forecast that the debt-to-GDP ratio upward trentl e reversed and exhibit a
decline falling to about 60% of GDP by the endhe programming period.

Figure 22: Government Gross Debt and Primary Balane
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Stock-Flow Adjustment

The Stock-Flow Adjustment (SFA) analyses the factoontributing to changes in
government debt, other than government deficitplsges. The main items include
the accumulation or running down of financial assatd the so called “snow ball”
effect. The positive stock flow adjustment in 2009, equavélto 6.2% of GDP, reflect
primarily the large positive “snow ball” effect rght by a stagnating growth of
nominal GDP and secondarily the accumulation ofiitigassets to meet maturing
obligations of the government at the beginning@t@ This was followed in 2010 by
a marginally negative stock flow adjustment duetdeccumulation of government
assets, equivalent to -0.2% of GDP.

The contribution of SFA is projected to remain lliganegative during the
programming period peaking in 2011 at about -1%DBfP, turning positive in 2012
and then due to a negative “snow ball” effect &dise to balance and then rising to
-0.3% in 2014.

Table XVI below presents the gross debt level, eding to the central reform

scenario, and the contribution to change in grads for the period of 2009-2010,
and projections covering the period 2011-2014.

Table XVI. General Government — Debt Developments

as a percentage to GDP 2009 2010 2011 2012 2013 2014

est. proj. proj. Proj.
Gross Debt Level 58.0 60.9 61.6 62.0 61.3 60.1
Change in Gross Debt 9.7 2.9 0.7 0.3 -0.6 -1.3
Contributions to Change in Gross Debt
Primary Balance -3.4 -3.1 -1.6 0.0 0.6 1.0
Interest Payments 2.5 2.2 2.4 2.5 2.6 2.6
Nominal GDP Growth -2 o 2.9 5.2 4.6 5.3 5.7
i;j’j:t:]‘;‘%f, 6.2 02 0.9 0.3 0.0 03
Net Financial debt 58.2 59.0 60.8 61.8 61.1 59.9
Implicit interest rate 5.2 3.9 4.1 4.3 4.5 4.5

1% ncluding “snow-ball” effect.
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Financing actions in 2010

The Public Debt Management Office of the MinistfyFinance has been following a
low-risk public debt management strategy.

Short-term public debt comprises only 5% of thaltpublic debt;
Weighted-average remaining maturity of public del#stimated at 6 years;
Amount denominated in euro constitutes almost 100%ublic debt;

Public debt with fixed interest rates is about 9d®total public debt.

Within this policy context, the financing in 2018mprised of a good mixture of all

financing instruments used by the Republic. Follayva 2-year local bond issue of
€116m in January, the Republic issued a new €l1bohmeark 10-year EMTN bond

in February. Despite the challenging market coonl#t the bond was priced at a yield
of 4.683% or a spread of 125 basis points over snidps. The coupon was set at
4.650%. Due to the market volatility and adequatading from the February issue,
the government chose to proceed with short-teranfting over the summer. Summer
financing actions comprised of a €400m ECP and €2%B.

As the decision was to return to the financial negskafter the summer break, in
November the second EMTN of the Republic within ylear was launched, namely a
5-year benchmark bond. The bond was priced at aisswe spread of 172bps over
mid-swaps (overall yield of 3.842%; coupon 3.75%).

The November issue showed an increased placemeaigaimternational investors
(80%) vs. the February bond (62%). The geograplacal industry distribution of
investors is depicted below:

Figure 23: Republic of Cyprus €1bn, 5-yr EMTN - investor distribution

$ %

Overall, yield development for Cypriot benchmarlkts throughout 2010 was in line
with peer eurozone countries (rating wise). Cypbenchmark bonds have been
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affected particularly in April-May but normalisedter the announcement of the
EMU/IMF financial support for Greece. Despite theclihe in spreads after the
summer, the EMTN bond in November was priced aglatively higher premium
compared to previous issues of the Republic. Amea®e in the secondary market
yields in the last 2 months of the year had efiety little impact on the government
financing as the bulk of borrowing needs had beewered for the year. The
following chart constitutes a static picture of edary market yields as at3Dec.
2010:

Figure 24: Bond Yields — Cyprus and other Sovereignas at 31-12-2010

Net debt issuance in 2010 followed the issuancéepatbof the previous year by
concentrating on EMTN issues. The issue of €2bn ENbOnds covered 73% of net
issuancdor the year.

As mentioned above, the rest of net issuance wableirform of €116m long term
domestic bond, and €495m short term bills and [gaper

Figure 25: Public Debt Securities Issuance by thedpublic of Cyprus
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The EMTN issues increased visibility of the Repalaf Cyprus as a euro issuer, and
helped in the creation of a sovereign yield cuwetiie country. Short term debt was
reduced to 4% of outstanding debt by the year dadn from 9.4% at the beginning

of the year. Furthermore, the policy of low risktie debt portfolio has been followed

by hedging any debt positions in foreign currency.

As indicated in the relevant chart below, the ies¢rate burden has fallen during the
year due to low base rates that affected short benmowing and floating rate indexed
debt, and due to the debt consolidation of previ@sss.

Figure 26: Servicing the Public debt

LELE

As already described, the Cyprus debt portfoligieadow market risk. Only around
9% of debt is indexed to floating interest ratesewdlas securities and loans
denominated in currencies other than the euro mipkkess than 1% of outstanding
debt.

PDM policy

The MoF focus is to modernize the current debt rgameent framework and
practices. Under this context, work will be undketain the following areas:

- Modernize legislation to account for institutionafrangements and better
reflect today’s financial markets;

- Set up primary dealers system for the governmentl boarket. In 2010 the
electronic trading platform for Government TreasuBjlls has been
successfully launched. Regular auctions are platméake place during 2011,

- Enhance public debt management infrastructure;
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Financing 2011

Gross financing needs for 2011 are projected toclose to EUR 2.0 bn. The
following options are available for the financinigtioe year:

Medium/ long-term EMTN (available amount exceediidR 4.0 bn) through
syndication, auction or private placement;

Short-term ECP (available amount of up to EUR 2§ through private
placement in the over-the-counter market;

Short-term TBs (unlimited) through auction in thekestic market;

Domestic Government Bonds (unlimited) through arctin the domestic
market;

Schuldschein in the German market;
Institutional loans for project financing.

Subject to market conditions, the dominating opt®the issuance of a new 5-year or
10-year EMTN bond in the euro market. In Februadg2the Republic issued a 5-
year EMTN bond by private placement, of a nomimabant of €170m and a yield of

4.75%. The target is to maintain short term deldvwe 0% of outstanding debt, and

retain presence in the euro debt market.

Financing 2012 — 2014

The following are projections of the annual reficiaug needs for the period 2012 —
2014, as at 31 Dec. 2010:

Table XVII: Refinancing needs for the period 2012 — 2014

Year 2012 2013 2014

EUR bn 1.2 1.7 1.0

The Government will pursuit the same borrowing @pland low-risk public debt
management strategy in the near future, placing extsphasis on reducing borrowing
costs, through the further development and moréciefit functioning of the
secondary market.
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Balance by Sub-Sector of General Government

The General Government sector in Cyprus compriséseocentral government, the
local authorities and the social security fundse Tentral government accounts for
the bulk of the general government deficit, witk thcal authorities responsible for a
small share of some 0.1% of GDP, as a substan&idl gf their operations and
investment programmes are financed by transfera fhe central government (Table
XVIII).

The Central Government deficit is estimated to hdgelined from a deficit of the
order of 8.7% of GDP in 2009 into a deficit amoungtto 7.7% in 2010. While, Social
Security Funds balance, which is based on a papasggo system, exhibited a
smaller surplus, from 2.8% of GDP in 2009 to 2.4%2010, thus impacting on the
overall budget balanc&"

During 2011, it is projected that the Central Gowmeent budget balance will continue
to exhibit a downward trend as a percentage to @odPfall to 6.3%. The surplus of
the Social Security Fund is projected in 2011 abiise at last year’s level of 2.4% of
GDP, bringing the overall balance of the Generalgboment to a deficit of around
4% of GDP.

The sizeable surplus of the Social Security Fusdinked to the newly introduced
parametric reforms and the still-favourable demphlies, but also is due to the fact
that the Social Security System will continue itataring phase for another few years,
after which the people who are entitled to full &&ts will start to retire.

The projected fall in the surplus of the Social &g Fund is mainly due to increases
in pension entitlements, as well as, the numbebesfeficiaries, and an unchanged
social security contribution rate over the peri@d P-13. Specifically, the surplus of
the social security funds is projected to declirenf a forecast of 2.4% of GDP in
2010 gradually to 2.1% by 2014.

» The Government as an employer and as a contripyiarty to the whole scheme contributes
annually approximately 3 percent of GDP.
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Table XVIII: General Government Budgetary Developments by Sub-Sector

in per cent of GDP 2009 2010 2011 2012 2013 2014
est. proj. proj.

Net lending by sub-sectors

General Government -6.0 -5.3 -4.0 -2.6 -2.0 -1.6
Central Government -8.7 7.7 -6.3 4.7 -4.0 -3.7
Local Government -0.1 0.0 0.0 0.0 0.0 0.0
Social Security Funds 2.8 2.4 2.4 2.1 2.1 2.1

Euro Plus Pact

In the framework of the Euro Plus Pact, the Goveminof the Republic of Cyprus
commits to engaging in dialogue with all relevantkeholders, addressing
competitiveness issues and implement specific nmeastoncerning competitiveness,
sustainability of public finances and financialsligy, as presented below.

Fostering competitiveness

The containment of public sector wages is one @&f mmeasures that are being
discussed with stakeholders with a view to addressipetitiveness challenges.
Possible policy options include zero contractudryaincreases in the public sector
during the next year, the initiation of a publicaldigue with trade unions for a
containment of public sector payroll in the mediterm and the re-designing of the
system of Cost of Living Allowance (COLA) in ordév limit increases in higher
income groups, thus making it more equitable.

Meanwhile, concerning corporate taxation, Cypruends to maintain its current
system which is characterized by low tax rates arnatoad tax base, in line with
broadly accepted principles of effective and faxation systems.

Contributing further to the sustainability of pubfinances

A dialogue on the restructuring of the public pensksystem is currently under
discussion, which will be concluded by the end 012 The dialogue is based on
concrete proposals including the gradual introadunctf contributions of civil servants
towards pensions, changes in the calculation metfh@ension level and a change in
the indexation of pensions.

Furthermore, a Budgetary Framework (BF) is beingdgally established. Towards
this end a Bill is being prepared. The BF, amorers, includes the introduction of
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national fiscal rules and the application of a mgdMTBF as described above. The
national fiscal rules include an expenditure rilee BF is envisaged to be approved
by the Council of Ministers during autumn of 20lidasubsequently adopted by
Parliament by the end of the year. A more detailescription of the BF, as this is
defined in the prepared Bill, is given in Chapter 6

Reinforcing Financial Stability

The Cypriot financial sector is sound; the ovepbition of the banking sector is
considered healthy, with a strong liquidity positiand a comfortable capital
adequacy as well as sufficient profitability. Thei® a continuous and close
monitoring of the liquidity and capital adequacyspion of financial institutions by
the supervisory authorities. Moreover, an ad haorodtee has been set up, with the
participation of the Central Bank, in its capacig supervisor of banks and
responsible for the overall financial stability, @ell as with the other supervisors,
which monitors closely the developments of therftial sector.

A framework draft law for dealing with financialisis has been prepared, to enable
the Cypriot Council of Ministers, following a progal of the Minister of Finance and
taking into account the opinion of the Governothad Central Bank of Cyprus (CBC)
after approval of these measures by the Houseegpird?entatives, to take, ‘in a
period of a financial crisis’, measures intendedatiress liquidity or insolvency
problems affecting financial institutions, in fdbmpliance with the relevant acquis
framework.

In relation to banks and cooperative credit ingtius, the imposition of a special tax
has been decided, of the order of around €60m maura for the next 2 years, with
the establishment of a fully independent Finan&ilbility Fund, within the next 6

months. Part of the generated revenues (25/60) fne above tax will constitute part
of the said Fund. The Independent Financial Stgiilund will be set up, with a view

to supporting and facilitating the resolution oftdéssed credit institutions.
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5. SENSITIVITY ANALYSIS OF THE GENERAL GOVERNMENT
BALANCE AND DEBT

Alternative Scenarios and Risks

During 2010, the world economy has shown firm sighgecovery, although there are
significant divergences in performance across uhffe regions and countries.
Differences exist not only across continents bsb alithin, especially the euro area.
The sovereign debt crisis in the euro area, rism@gmodity prices, and geopolitical
tensions in some parts of the world are castingaal®w over the ongoing recovery
and uncertainties remain elevated. The return tterpi@al growth is therefore

characterized by uncertainty, which can also af@&gbrus, given its small and open
nature.

The economy of Cyprus rebounded in 2010 exhibiimgodest positive growth. As
in the previous SP 2009-2012, the current SP egesa gradual recovery towards a
lower, compared to pre-financial crisis period, ggial GDP growth. In the short
term, the scenario takes a conservative stanceregfrds to the growth prospects of
2011, envisaging moderate growth, stemming pagrbulfrom exports of services.
Construction and tourist activities are forecastamain subdued, whereas financial
intermediation activities are expected to follommederate growth path over the
programming period.

Risks to the projections are associated with theerainties in relation to the external
environment of Cyprus. The shock emanating from glabal crisis still casts its

shadow over the global economy and the prospectthéonear and medium term.
Important determinants for the eventual recoverly ba the unwinding of stimulus

measures from the fiscal and monetary side, exeharaje and oil price

developments, the situation in labour markets,farahcial sector developments.

Tensions in euro area sovereign debt markets soekaly. Future developments in the
euro area will be critical for the economy as a letas they influence the economy of
Cyprus both directly and indirectly, especially ahgh confidence effects and
volatility of spreads.

Sensitivity of Budgetary Projections to Different&narios and Assumptions

To address the sensitivity of the projected gengmlernment balance and debt
ratios, alternative assumptions for real GDP grosatles and interest rates have been
incorporated in two distinct scenarios. All simidas assume unchanged policies but
free operation of automatic stabilizers.

Assumption 1:Higher oil prices and more pronounced losses irrigmm that could
lead to lower annual growth by 1.5 percentage mooftGDP over the programming
period of the central reform scenario.
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Other things being equal, the budget balance iggied to deteriorate by some 0.3
per cent of GDP at the beginning of the programngagod to a deficit of 4.3 per
cent of GDP in 2011. The resulting deficit pathdals an upward trend up to 2013
reaching 2.8 per cent of GDP, falling to 2.6 pentcef GDP at the end of the
programming period. The public debt-to-GDP ratio peojected to follow an
ascending path peaking to 64.1 per cent to GDR13 2falling thereafter to 63.7 per
cent to GDP, 3.6 percentage points of GDP highean the central reform scenatrio.

Table XIX: Scenarios for Public Finances

2011-2014
in per cent of GDP 2011 2012 2013 2014 4-year
average
Central Scenario
GDP 1.5 2.5 2.7 3.0 2.4
General Government Balance  -4.0 -2.6 -2.0 -1.6
General Government Debt 61.6 62.0 61.3 60.1
Sluggish external recovery
GDP 0.0 1.0 1.2 1.5 0.9
General Government Balance -4.3 -3.1 -2.8 -2.6
General Government Debt 62.5 63.8 64.1 63.7

Assumption 2:Interest rates remain 100 basis points above basebach year
during 2011-2014.

Under this scenario, the government deficit woudllper cent of GDP higher at the
end of the programming period, and the governmett-tb-GDP ratio would be
higher by about 22 percentage points of GDP agtiteof the programming period.

Table XX: Scenarios for Higher Interest Rates Cumuative Differential

in per cent of GDP 2011 2012 2013 2014
Central Scenario

GDP 1.5 25 2.7 3.0
General Government Balance -4.0 -2.6 -2.0 -1.6
General Government Debt 61.6 62.0 61.3 60.1

Higher interest rates

GDP 1.5 2.5 2.7 3.0
General Government Balance -4.3 -3.1 2.7 -2.6
General Government Debt 61.9 62.8 62.9 62.9
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The analysis presented here underlines the satsiivdeficit and debt dynamics on
alternative growth paths, and underscores the arucie of reforms in maintaining
strong potential growth in the medium term. Addiadly, borrowing costs are also
key, especially during periods of moderate growtthe economy.

Comparison with Previous Update

Compared with the forecast presented in the Staliliogramme 2009-2013, GDP
growth forecast for 2011 has remained unchangetevidriecast for the outer years of
the programming period have been revised downwataking upon a more
conservative stance, amid conditions in the constm and tourism sectors, along
with uncertainties surrounding world economic cdinds, such as the developments
in the oil market. The general government balaasea percentage of GDP, and the
debt-to-GDP ratio are projected to exhibit an inwaroent, in accordance to the
Councils’ recommendations issued under the Exced$3eficit Procedure initiated for
Cyprus, whereby the correction of the excessivelshould be reached by 2012 the
latest.

The general government balance, as a percentageDéf, is estimated to have
reached a deficit of 5.3% in 2010, some 0.7 peaggnpoints lower than what was
anticipated in the last update. The difference @minhy attributed to the modest
recovery witnessed in 2010, in combination with ifiieoduction of concrete policy
measures and a tight control over current experadituThe general government
balance is projected to fall to a deficit of 4%2@11 and a deficit of 2.6% in 2012 in
accordance to the Councils’ recommendations. Becafsthe initiation of the
Excessive Deficit Procedure for Cyprus, the foredas the general government
budget balance is better than the one projecteatlarnast update. At the end of the
programming period, the general government bal@peojected to be at a deficit of
1.6% of GDP.

The general government debt-to-GDP ratio is pregc¢o rise to 60.9% in 2010 and
subsequently increase further, peaking at 62% i1220At the end of the
programming period, debt-to-GDP ratio falls to 84.3These projections are lower in
comparison to the previous update. This is attedubn the one hand, to the lower
primary deficits at the beginning of the programgnperiod, which turn to surpluses
by the end of the programming period, and, on therchand, to the revised forecast
of nominal GDP levels.
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Table XXI: Divergence from previous update

in per cent of GDP 2009 2010 2011 2012 2013 2014
GDP Growth
Previous Update -1.7 0.5 15 3.0 3.2 n/a
Latest Update -1.7 0.9 15 2.5 2.7 3.0
Difference 0.0 0.4 0.0 -0.5 -0.5
General Government Balance
Previous Update -6.1 -6.0 -4.5 -3.4 -2.6 n/a
Latest Update -6.0 -5.3 -4.0 -2.6 -2.0 -1.6
Difference 0.1 0.7 0.5 0.8 0.6
Debt-to-GDP Ratio

Previous Update 56.2 61.0 63.2 63.1 62.3 n/a
Latest Update 58.0 60.9 61.6 62.0 61.3 60.1
Difference 1.8 -0.1 -1.6 -1.1 -1.0
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Box 4.Main features of the Social Security System

The Social Security System (SSS) in Cyprus coverssipns and other payments, such|as
unemployment, redundancy, holiday and disabilitydfgs. It is designed as a “partially-
funded” system, with the annual surplus deposited tpecial reserve of the Social Secufity
Fund (SSF).

The Law stipulates that, a reserve of a certaia Ezmaintained to cover current and future
obligations. In other words, the size of the Fumdétermined as a multiple of the total annpal
obligations, taking into consideration the gradowturity of the system and demographic
factors, i.e. ageing, which are projected to cauBage increase in pension obligations.

Essentially, given the projected increase in pensiaigations, the establishment of a resefve
fund is destined to ameliorate the effects of agein future generations and, thus, imprqve
intergenerational equity. To this end, contribusicare set at higher levels than required to
cover current pension and other obligations, leadonthe creation of a relative significant
financial reserve. The “reserve” is almost exclaBhinvested in government paper. As such it
does not create a liability, in economic terms,, ather, a conditional future commitmept
obligation of the Government to meet future shdigfaf the SSS, when they arise. The sizg of
the future Government commitments vis-a-vis the S&8% depend on economic and

demographic developments, as well as, further pogforms. In 2010, the total reserve of S5
amounted to about €7 billion, of which, 93% waseisted in non-tradable government paper,

Sustainability

Currently, the SSS is characterized by comparatikigh effective age and replacement rates
(60% by 2020) and benefit ratio. As it stands todiasaintains a surplus up to 2045. This will
gradually decline and will turn into a deficit. Widity is secured until 2048.
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6. QUALITY OF PUBLIC FINANCES

Policy Strategy

Improvement in the quality of public finances isiamportant element of fiscal policy
for realizing the growth potential and, at the satinge, countering the spending
pressures that arise from an ageing populationwels as ensuring of long-term
sustainability of public finances. Considerablesation is paid to the quality aspects
of public expenditure to ensure that growth enhapdoudgetary items are not
squeezed out by uncontrolled expenditure costs wrglowth in inefficient
expenditure categories.

The spending priorities include infrastructuralestment, IT-development, research,
education and health. On the revenue side, Goverhpwdicies aim at preserving the
current system, characterized by low marginal tdag&s and a wide tax base. These are
important elements of the Lisbon Strategy for prongp growth and jobs, while
simultaneously meeting the objectives of the Sitgfaind Growth Pact.

Policy Framework and Structural Reforms

A number of structural reforms will assist in thevdlopment of strong and flexible
public finances, in order to resist any externabcls. Following the adoption of
Council Directive on the requirements for budgetéigmeworks of the Member
States, as well as the agreement on the Pactddeuho Plus for Stronger Economic
Policy Coordination for Competitiveness and Coneeag, whereby euro area
Member States are committed into translating Etkfisules as set out in the Stability
and Growth Pact into national legislation, the Miny of Finance of the Republic has
initiated the procedure involving all stakeholdeirs,order to amend the relevant
framework law to incorporate these new principles.

More specifically, the Ministry of Finance intends amend the Law for the
Management of Revenues and Expenditure and of twmukting System of the
Republic and Other Related Matters and incorpgradeisions:

0 Accounting and Statistics
Should cover all sectors of general government

Timely and regular availability of public data (mbly for
central government, quarterly for local government)
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o

o

o

Forecasts

Based on most likely macro scenario or more prudeemario

Significant differences between our forecasts aowhmissions
forecasts shall be described

All budgetary forecasts including methodologiessuasptions
shall be made public

Numerical fiscal rules

Should promote compliance with reference valuesdeficit
(3%) and on public debt (60%) in accordance withTheaty

Multi-annual fiscal horizon

Fiscal policy to ensure the achievement over thdiume term of
a balanced budget

Medium — term budgetary frameworks

Multiannual fiscal planning horizon (3 years)

Multiannual transparent budgetary objectives imteiof general
government deficit and debt

Description of medium term policies showing how Mel'.O is
achieved

The amendments incorporated in the framework Lavl W& discussed with
stakeholders. It is envisaged that, the new Bill & submitted to the Council of
Ministers for approval in autumn 2011 and by thd eh2011 it will then be tabled
before the House of Representatives for discusaiofinal adoption.

Reallocation of Expenditures

It is noted that, the budgetary process for 20&tjuired line ministries to provide
forecasts of their expenditure needs for 2012 aitB2These forecasts were split
between current obligations and future needs. Tagianal available resources were
allocated to the high priority areas, such as mebeand technology, education and
health all in line with the objective of rediredimpublic expenditure to growth-
enhancing categories. The areas with marginal agrowth are those of agriculture,
security and defence and road transportation.

The policy for reallocation of government expendituevidently leads to the
containment in absolute terms of expenditures fanst such as Defence, Public
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Order and Safety, Economic Affairs and Recreatiotiu@e and Religion, while high
priority functions such as Education, Housing amn@unity Amenities, Health and
Social Protection exhibit a rising trend.

Table XXII: Functional Classification of Expenditur e

in per cent of GDP 2004 2005 2006 2007 2008 2009
1. General public services 9.9 105 103 106 10.32.0
2. Defence 1.8 1.9 2.0 1.8 1.7 1.9
3. Public order and safety 2.1 2.1 2.1 2.1 2.1 2.3
4. Economic affairs 4.7 4.3 4.2 3.6 3.5 3.5
5. Environmental protection 0.3 0.3 0.3 0.3 0.3 0.3
6. Housing and community 2.5 2.5 25 2.8 2.9 3.2
amenities
7. Health 3.1 3.1 3.1 2.9 3.0 3.3
8. Recreation, culture and religion 1.2 1.3 1.3 1413 1.3
9. Education 6.5 6.4 6.4 6.3 6.7 7.1
10. Social protection 9.9 10.6  10.3 9.5 9.7 10.9
11. Total expenditure 420 429 426 412 417 458

High priority areas

Total expenditure fomfrastructure,in the Budget for 2011 and in projects financed
through Private Public Partnership agreements, eekdé& of GDP. Considerable
progress has been achieved in the expanding ancdipg of basic infrastructure
including the completion of important projects hetarea of health, education and
transport. Newer priorities in the area of educatamd health are reflected in the
Council of Ministers approving a programme of actior the enhancement of tertiary
education through the operation of the newly fouhdechnological University of
Cyprus, as well as the establishment of a facultivledicine in the University of
Cyprus and the adoption of concession agreemerits private entities to provide
high value added health care services.

Total expenditure oeducationis budgeted to increase by approximately 5% in 2011
compared to 2010, reaching approximately 7.5% oPGExpenditure on education is
focused mainly on the continuation of computer@atf all primary and secondary
schools and upgrading of new research and acadmsiitutions (University of
Cyprus, Cyprus University of Technology, Open Unsity). Progress in improving
the quality and extension of education in theseasarsn 2010 was considered
satisfactory.
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Total expenditure omealth is budgeted tancrease by approximately 5% in 2011
compared to 2010, reaching 3.5% of GDP. The Budget 2011, allocates

considerable funds for the operation of two new egaeh hospitals and for the
promotion of private health care services. The owpment of the quality of the

health care system and the effective tackling ef @nticipated increases in public
health expenditure constitutes a significant cimajée

As in the annual Budget for 2010, the Budget fot 2Ghows negligible increases or
even decreases in certain cases in the areasiotilage, security and defence and
public administration.

Revenue Side

Improving the quality of public finances from thevenue side has represented an
important challenge to the Cyprus authorities ciompdifferent aspects. As levels of
government revenue and tax structures have maaroeto and microeconomic
consequences, their impact will shape many aspétte Cyprus economy.

Firstly, the macroeconomic consequences of taxato® materialized by its

stabilization, redistribution and (dis)incentivdesfts. Tax systems must contribute to
ensuring budgetary discipline. With the adoptionaofiscal consolidation plan the

authorities have identified the less distortionaagegories of taxes with respect to
growth and employment and have introduced themdtbess the fiscal imbalances
that have emerged. A better functioning prodiatipur and capital markets, as well
as, the enhanced automatic stabilization poteatifiscal policy have been required.
Moreover, with tax policy impacting on both, thettarities are closely monitoring

the macroeconomic effects of the tax system.

Secondly, taxes — by altering relative prices -todiseconomic choices. In this
connection, the Cyprus authorities are constantipitoring the tax/benefit system to
ensure that “work pays”, without jeopardizing nedtdepport to vulnerable groups in
society, in the process enhancing the flexicunistam in this direction. Also, in view
of the challenge of globalization consideratiomaiso being given to the equitable
taxation of immobile tax bases, while limiting téwa of mobile tax bases within the
confines of the EU acquis and tax directives.
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7. LONG-TERM SUSTAINABILITY OF PUBLIC FINANCES

This chapter illustrates the overall situation @mning the sustainability of public

finances, looking in more depth at the projectionsthe evolution of the SSF and
other age-related expenditures, and the evolutibnthe general government

expenditures and revenues. For the purposes ofttalysis, it is assumed that the
budgetary situation evolves in line with the Sté&piProgramme targets for 2011-14.
Thereafter, the projected changes in age-relatgoereliture and revenue are
cumulated to the 2013 general government expemrdand revenue ratios to obtain
the projected long-term paths for the general guwent deficit.

The projections incorporate the recent reform @& #locial security system, which
took place in 2009. Specifically, on March 6, 20@ House of Representatives
adopted a package of reform measures aimed at ssililyje the long-term
sustainability of the Social Insurance Fund (SSHe new law, which came to effect
on April 1% 2009, includes a set of parametric reforms thiatta be phased in
gradually, but also a set of principles to be faka by the Government concerning
the investment policy of the SSF. These reformsude a progressive increase of
social security contributions — seven increasesl Bypercentage points every five
years, first increase in April 2009 and last insgean January 2039 — and other
reforms on the expenditure side that aim at tightgreligibility criteria; these
reforms, and their impact were described in mortaiden last year's Stability
Programme.

Table 7 in the Appendix includes an analysis of lthheg-term fiscal sustainability
taking into account the impact of age-related cleang expenditure over the period
2011-2060. The main elements of the analysis ardotig-term projections for social
security pensions, health and education expendituiihe base year for the
projections is 2009 and therefore, the figure far subsequent years are projections,
including that for 2010.

Total social security expenditures are projecteitic¢oease from 5.4% of GDP in 2010
to 9% of GDP in 2030 and 15% of GDP in 2060, wita benefit ratio rising over the
period from 45.7 to 48.1 due to the maturing of¢histem (Table XXIIl) At the same
time contributions increase from 7% of GDP to 9%&P in 2030 and 10% GDP in
2060. The reserve of the SIF which is in surplusivaent to some 42% of GDP is
projected to remain in positive territory until ZD&and turn to a deficit of 24% of
GDP by 2060. The aforementioned significant incee@s pension expenditure in
Cyprus over the period 2007-60 is explained alnevgirely by the change of the
dependency ratio, and to a much lesser extent déoynttreased coverage ratio. The
latter, is due to the expected increase in thegp¢age of female insured persons who
meet the qualifying conditions for receiving an-alge pension at the age of 63. The
dependency ratio is projected to decline from 6.2010 to 2.1 in 2060, implying that
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for every pensioner there will be only 2.2 workipgrsons subscribing the SIF,
instead of almost 6 currently (Table 7).

Table XXIII: Current baseline scenario, % GDP

in percent of GDP 2010 2020 2030 2040 2050 2060
Total Expenditure 54 70 89 106 131 149
Total Amount of Contributions 6.9 79 90 100 99 100
Reserves 41.7 40.5 39.1 341 155 -240
Benefit Ratio (%) 45.7 48.7 50.0 49.1 485 48.1
Interest rate 1.5% 3.5% 3.5% 3.5% 3.5% 3.5%

The results presented concerning the financiaustaf the Social Insurance Fund
(SIF) (base year 2009) differ from those previouglsojected (last Stability
Programme, base year 2006) because of the follofairtgrs:

The recent experience since 2006 has led to imprewes in the modeling
methodology, which now reflects more accuratelydheent state of affairs.
The number of contributors over the last three ydas been much higher
than anticipated (resulting to higher contributiprsnd that had a positive
impact of the financial position of the SIF.

There is a notable downward revision of net migrathroughout the period,
which is the result of the recent crisis, and whglexpected to affect all EU
countries in a symmetric way.

A second important revision in the opposite dirattis the upward revision of
the 2010 fertility rate to 1.5, from 1.46 expechedore.

Participation rates have also been somewhat rewgitll male participation
rate higher, in contract to female participatiotesa which appear to have
remained lower than had been anticipated before.

Finally, another important change that is affectiregatively the results is the
assumed interest rate, which is used as a proxyhtreturn on the social
security’s reserves. Specifically, the interesterabhas been lowered
significantly, especially in the first years, thieading to a bigger financing
gap by 2060.
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Table XXIV: Basic Demographics 2010-2060

SP 2010-14

2010 2020 2030 2040 2050 2060
Total Fertility Rate 1.50 1.54 1.58 1.60 1.60 1.60
Life Expectancy at birth
- Males 78.3 79.9 81.3 82.7 83.9 85.1
- Females 82.8 84.2 85.4 86.7 87\9 89.0
Participation Rates 73.9 78.1 79.4 79.2 80.9 81.4
- Males 79.8 82.1 82.4 81.8 82.0 81.8
- Females 65.6 70.2 71.9 72.1 74.1 75.6
Migration 2.220 | 5.955 5.497 5.039 4705 4.127

SP 2009-13

2010 2020 2030 2040 2050 2060
Total Fertility Rate 1.46 1.49 1.52 1.54 1.5 1.60
Life Expectancy at birth
- Males 78.5 80.0 81.5 82.8 84.0 85.2
- Females 82.0 83.5 84.9 86.2 87\5 88.7
Participation Rates 746/ 793 79.3 79.1 79.2 79.1
- Males 818 ' g42 | 834 830 830 829
- Females 675 744 | 752 | 751 752 752
Migration 9.151 | 8.498 7.844) 7.190 6.554 5.883

In total, all age-related expenditure includingragiag on healthcare and education —
which are based on the projections of the Aging vy Group Report 2009 — are
projected to rise from around 19.3% of GDP in 26128.7% in 2060.

As a result total general government expenditurseisto increase from 46.7% of
GDP in 2007 to 53.2% in 2060. General governmeveirree, which is estimated to
have declined significantly between 2007-10 is dast to increase from 41.4% of
GDP in 2010 to 43.3% in 2060.

The results of this analysis clearly reveal thatlevthe problem is contained broadly
through 2030-35, when the adverse demographics ikicthe deterioration in the
financial position of the SIF and, in turn, that tboe general government worsens
markedly.
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APPENDIX

Table 1a: Macroeconomic prospects

ESA Year Year Year Year Year Year
Code 2010 2010 | 2011 2012 2013 2014
€ million rate of | rate of | rate of rate of rate of
change | change| change | change | change
1. Real GDP Bl*g 15,149 0.9 15 25 2.7 3.0
2. Nominal GDP Bl*g 17,434 2.9 5.2 4.6 5.2 5.7
Components of real GDP
3. Private consumption
oxpenditure P P3 | 10201 | -15| 05 23 23 23
4. Government
consumption expenditure P.3 2,950 0.5 -0.5 0.0 0.0 0.0
5. Gross fixed capital
formation P P.51 2,961 -55 -0.5 2.0 2.5 3.0
6. Changes in inventories
and net acquisition of | P52 137 09 | 02 02 0.2 0.2
valuables (% of GDP) :
7. Exports of goods and
sorvioee s O P.6 6,448 22 | 26 35 45 46
8. Imports of goods and
services P.7 7,274 0.7 1.8 2.0 25 25
Contributions to real GDP growth*
9. Final domestic demand 16,112 -2.0 0.1 1.9 2.0 2.1
10. Changes in inventories P52+
and net acquisition of P 53 -137 2.4 11 0.0 0.0 0.0
valuables '
11. External balance of
goods and services B.11 -826 0.6 0.2 0.5 0.7 0.8

*Any differences from real GDP rate of change due to rounding.
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Table 1b: Price developments

ESA | Year Year Year Year Year Year
Code | 2010 | 2010 | 2011 @ 2012 | 2013 | 2014
Level | rate of| rate of | rate of | rate of | rate of
change change change change change
1. GDP deflator 115.1 2.0 3.7 2.1 2.4 2.6
2. Private consumption 1145 2.7 32 1.9 21 23
deflator
3. HICP?! 112.0 2.6 3.4 2.1 2.3 25
4. Public consumption 1175 | 25 3.8 3.1 3.1 3.1
deflator
5. Investment deflator 115.0 3.4 4.4 2.6 2.9 3.2
5. Gross Fixed Capital 115.0 | 33 45 26 2.9 32
Formation Deflator
6. Export price deflator 1102 | 1.9 25 15 1.6 1.8
(goods and services)
7. Import price deflator 1109 = 38 22 18 16 16

(goods and services)

! Optional for stability programmes.
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Table 1c: Labour market developments

ESA | Year Year Year Year Year Year
Code| 2010 2010 | 2011 | 2012 | 2013 | 2014
Level rate of| rate of | rate of | rate of | rate of
change| change| change| change| change
1. Employment, persohs
(000's) 377,3 0.5 0.5 0.8 1.0 1.0
2. Employment, hours
worked (thousands) 724,1 0.3 0.5 0.8 1.0 1.0
3. Unemployment rate (% 25.4 6.2 6.0 5.8 55 5.3
4. Labour productivity,
persons (€, 2005 prices) 04 1.0 L7 L7 2.0
5. Labour productivity,
hours worked(€, 2005 0.5 1.0 1.7 1.7 2.0
prices)
6. Compensation of D1 | 79927 28| 37| 31 33 37
employees (€ million)
7. Compensation per 20.270 23 39 23 23 27
employee (€) ’ ' ' ' ' '
Persons with occupation, domestic concept, natiacabunts definition.
’National accounts definition.
®Harmonised definition, Eurostat; levels.
“Real GDP per person employed.
°Real GDP per hour worked.
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Table 1d: Sectoral balances

% of GDP ESA Year Year Year Year Year
Code 2010 2011 2012 2013 2014

1. Net lending/borrowing
vis-a-vis the rest of the B.9 -7.8 7.3 6.8 6.0 5.2
world
of which
- Balance on goods and
services -5.1 -5.1 -4.5 -3.7 -2.9
- Balance of primary
incomes and transfers 2.7 2.3 2.3 2.3 2.3
2. Net lending/borrowing
of the private sector B.9 -2.5 -3.3 -4.2 -4.0 -3.6
3. Net lending/borrowing | Epp
of general government B.O 5.3 -4.0 -2.6 -2.0 -1.6

4. Statistical discrepancy
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Table 2: General government budgetary prospects

ESA Code Year Year Year Year Year Year
2010 2010 2011 2012 2013 2014
Level % of % of % of % of % of
GDP GDP GDP GDP GDP
Net lending (EDP B.9) by sub-sector
1. General S.13 -926.1 -5.3 -4.0 -2.6 -2.0 -1.6
government
2. Central S.1311 | -1,341.1 -7.7 -6.3 -4.7 -4.0 -3.7
government
3. State S.1312 M M M M M M
government
4. Local S.1313 -6.5 0.0 0.0 0.0 0.0 0.0
government
5. Social security S.1314 421.5 24 24 2.1 2.1 2.1
funds
General government (S13)
6. Total revenue TR 7,213.0 41.4 42.1 41.8 41.4 41.3
7. Total TE 8,139.1 46.7 46.1 44.4 43.4 42.9
expenditure
8. Net EDPB.9 | -926.1 -5.3 -4.0 -2.6 -2.0 -1.6
lending/borrowing
9. Interest EDP D.41| 387.9 2.2 24 2.5 2.6 2.6
expenditure
10. Primary -538.2 -3.1 -1.6 0.0 0.6 1.0
balancée
11. One-off and 79.0 0.5 0.1 0.1 0.0 0.0
other temporary
measures
Selected components of revenue
12. Total taxes 4,601.9 26.4 27.7 27.7 27.3 27.2
(12=12a+12b+12c)
12a. Taxes on D2 56711 153 162 | 161  16.0 15.8
production and
imports
12b. Currenttaxes | D.5 | 4 9353 191 115 115 113 11.4
on income, wealth,
etc
12c. Capital taxes D.91 0.5 0.0 0.0 0.0 0.0 0.0
13. Social D.61 1,670.0 9.6 9.6 9.6 9.6 9.6
contributions
14. Property D.4 260.9 15 0.8 0.6 0.6 0.5
income
15. Other” 680.2 3.9 3.9 3.8 3.9 3.9
16=6. Total TR 7,213.0 41.4 42.1 41.8 41.4 41.3
revenue
p.m.: Tax burden 6,271.4 36.0 37.3 37.3 36.9 36.8
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(D.2+D.5+D.61+D.
91-D.995%

Selected components of expenditure

17. Compensation
of employees +
intermediate
consumption

D.1+P.2

3,596.3

20.6

20.0

18.6

18.

17a. Compensation
of employees

D.1

2,686.7

154

15.0

14.0

13.6

17b. Intermediate
consumption

P.2

909.6

5.2

4.9

4.6

4.5

18. Social
payments
(18=18a+18b)

2,591.7

14.9

14.8

14.9

14.8

14.7

18a. Social transfers
in kind supplied via
market producers

D.6311,
D.63121,
D.63131

21.4

0.1

0.2

0.2

0.1

0.1

18b. Social transfers
other than in kind

D.62

2,570.3

14.7

14.6

14.8

14.7

14.5

19=9. Interest
expenditure

EDP D.41

387.9

2.2

2.4

2.5

2.6

2.6

20. Subsidies

D.3

36.8

0.2

0.4

0.3

0.2

0.1

21. Gross fixed
capital formation

P.51

635.4

3.6

3.6

3.6

3.5

3.5

22. Other

891.0

5.1

5.0

3.7

3.5

3.6

23=7. Total
expenditure

TE1l

8,139.1

46.7

46.1

44.4

43.4

42.6

p.m.: Government
consumption
(nominal)

P.3

3,367.2

19.3

18.7

18.1

17.4

17.:

N

!Adjusted for the net flow of swap-related flows teat TR-TE=EDP B.9.

The primary balance is calculated as (EDP B.9, Bdmplus (EDP D.41, item 9).

3A plus sign means deficit-reducing one-off measures

*P.11+P.12+P.131+D.39+D.7+D.9 (other than D.91).

*Including those collected by the EU and includingagjustment for uncollected taxes and social
contributions (D.995),

if appropriate.

® D.29+D4 (other than D.41) + D.5+D.7+D.9+P.52+P&2#D.8.
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Table 3: General government expenditure by function

% of GDP COFOG Year Year

Code 2008 2013

1. General public services 1 10.3 9.1
2. Defence 2 1.7 1.7
3. Public order and safety 3 2.1 2.1
4. Economic affairs 4 35 4.3
5. Environmental protection 5 0.3 0.5
6. Housing and community amenities 6 2.9 3.0
7. Health 7 3.0 3.3
8. Recreation, culture and religion 8 1.3 14
9. Education 9 6.7 8.0
10. Social protection 10 9.7 10.0
11. Total expenditure (=item 7=23 in Table 2) 41.7 43.4
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Table 4: General government debt developments

% of GDP ESA Year Year Year Year Year
Code 2010 2011 2012 2013 2014
1. Gross debt 60.9 61.6 62.0 61.3 60.1
2. Change in gross 2.9 0.7 0.3 0.6 1.3
debt ratio
Contributions to changes in gross debt
3. Primary balancée -3.1 -1.6 0.0 0.6 1.0
4. Interest EDP
expenditure’ D41 2.2 2.4 25 2.6 2.6
S Stock-flow 0.2 0.9 0.3 0.0 0.3
adjustment
of which:
- Differences between 0.0 0.0 0.0 0.0 0.0
cash and accrudls
- Net accumulation of 0.7 0.5 0.5 05 05
financial assefs
of which:
- privatisation proceed: 0.0 0.0 0.0 0.0 0.0
- Valuation effects and 0.0 0.0 0.0 0.0 0.0
othef
p.m.: Implicit interest 3.9 41 43 45 45
rate on debt
Other relevant variables
6. Liquid financial 19 0.8 0.2 0.2 0.2
assets
7. Net financial debt 59.0 608 | 618 61.1 59.9

(7=1-6)

IAs defined in Regulation 3605/93 (not an ESA concept

2Cf. item 10 in Table 2.

SCf. item 9 in Table 2.

“The differences concerning interest expendituteeroéxpenditure and revenue could be distinguisitesh

relevant.

SLiquid assets, assets on third countries, goverhemttrolled enterprises and the difference betweested and
non-quoted assets could be distinguished whenaetev

®Changes due to exchange rate movements, and operasecondary market could be distinguished when

relevant.

"Proxied by interest expenditure divided by the detstl of the previous year.

8AF1, AF2, AF3 (consolidated at market value), ARj(loted in stock exchange; including mutual fighéres).
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Table 5: Cyclical developments

% of GDP ESA Year Year Year Year Year

Code| 2010 | 2011 | 2012 | 2013 | 2014

1. Real GDP growth 09 15 | 25| 27 30

(%)

2. Net EDP

lending/borrowing of B.9 -5.3 -4.0 -2.6 -2.0 -1.6

general government

3. Interest expenditure | EDP 20 24 55 26 26
D.41

4. One-off and other 05 01 01 00 00

temporary measures

5. Potential GDP

growth (%) 1.5 2.0 2.3 2.5 2.8

contributions:

- labour 0.2 0.3 0.5 0.7 0.8

- capital 0.6 0.8 0.8 0.8 0.9

- total factor 07 | 09 | 10| 10 11

productivity

6. Output gap -0.5 -1.0 -0.7 -0.4 -0.1

7. Cyclical budgetary 0.2 0.4 0.3 0.2 00

component

8. Cyclically-adjusted

palance (2 - 7) 5.1 3.6 2.3 1.9 1.6

9._CycI|caIIy-adJusted 29 1.2 03 08 10

primary balance (8 + 3)

10. Structural balance (8 56 3.7 24 1.9 16

- 4)

LA plus sign means deficit-reducing one-off measures
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Table 6: Divergence from previous update

ESA Year Year Year Year Year
Code 2010 2011 2012 2013 2014
Real GDP growth (%)
Previous update 0.5 15 3.0 3.2 n/a
Current update 0.9 15 25 2.7 3.0
Difference 0.4 0.0 -0.5 -0.5
General government net lending (% of GDP)
EDP B.9

Previous update -6.0 -4.5 -3.4 -2.5 n/a
Current update 5.3 4.0 2.6 -2.0 1.6
Difference 0.7 0.5 0.8 0.5

General government gross debt (% of GDP)

Previous update 61.0 63.2 63.1 62.3 n/a

Current update 60.9 61.6 62.0 61.3 60.1

Difference -0.1 -1.6 -1.1 -1.0
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Table 7: Long-term sustainability of public finances

% of GDP 2007 2010 | 2020 2030 2040 2050 2060
Total expenditure 41.2 46.7 451 47.1 48.7 51.1 53.2
Of which: age-related expenditures 18.2 20.7 21.3 23.3 249 273 294
(1-5) : : . : : . :
1.Pension expenditure 7.5 8.3 9.7 113 12.9 15.2 16.8
1.1 Social security pension 4.6 5.4 7.0 8.9 10.6 13.1 14.9
Old-age and early pensions (A) 3.3 4.1 5.2 6.6 7.9 10.1 115
Other pensions
(disability survivors) (B) * 1.3 1.3 1.9 2.3 2.7 3.0 3.3
1.2 Occupational pensions 29 29 26 25 23 21 1.9
(if in general government) ' ' ' ' ' ' '
2. Health carée 2.9 3.3 3.4 3.6 3.7 3.9 4.1
_ 3. Long-term cardthis was earlier o oog | 0.006] 0.006 0.007 0.008 0010 0.011
included in the health caré)
4. Education expenditute 7.0 8.1 6.8 7.0 6.8 6.7 7.0
5. Other age-related expenditures| 0.8 1.0 1.4 1.4 15 15 15
Interest expenditure
Total revenue 44.6 41.4 41.7 42.6 43.4 43.3 433
Of which: property income 0.7 15 0.7 0.7 0.7 0.7 0.7
Of which: from pensions
contributions (or social contributions if 5.9 6.9 7.9 9.0 10.0 9.9 10.0
appropriate)
Pension reserve fund assets 36.2 41.7 40.5 39.1 34.1 15.% -24/0
Of which: consolidated public
pension fund assets (assets other than - - - - - - -
government liabilities)
Labour productivity growth (hours) 1.7 2.3 2.1 2.1 2.1 1.9 1.8
Real GDP growth 3.6 2.3 3.4 2.6 2.4 1.8 1.8
Participation rate males (aged 15-64)| 81.2 79.8 82.1 82.4 81.8 82.0 81.8
Participation rates females (aged 15-64)64.7 65.6 70.2 71.9 72.1 74.1 75.6
Total participation rates (aged 15-64), 72.9 73.9 78.1 79.4 79.2 80.9 814
Unemployment rate 4.5 6.2 5.2 4.8 4.7 4.6 4.6
Dependency Ratro 5.6 5.2 3.9 3.2 2.9 24 2.1

TOccupational Pension forecast are extrapolated &aeform based scenario of an Expert Study. Tlemescenario incorporates the following
assumptions for the period up to 2060: (i) annaélaiion 2.5%, (i) reduction during the beginnidg the programming period and then
stabilization of employment, (i) general contraait annual salary increase of 0.5% for employeesb (@) pension increases is limited to

inflation only and excludes wage growth.
2Ageing Working Group calculations.
SPopulation 15-64 / Population 65+.

*Other benefits: For the purposes of projectiorssitivalidity pension is assumed to be paid for, lifistead of converting to old-age pension at

63.
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Table 8: Basic assumptions

Year Year Year Year Year
2010 2011 2012 2013 | 2014
Short-term interest rate (annual average)
Long-term interest rate (annual average)
USD/€ exchange rate (annual average) 1.33 1.40 141 1.41 1.41
Nominal effective exchange rate
World growth excluding EU
EU GDP growth 1.8 1.7 2.0 2.2 2.2
Growth of relevant foreign markets [UK] 13 2.2 2.5 24 2.5
World import volumes. excluding EU
Oil prices (Brent. USD/barrel) 79.6 112.8 112 110 110
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