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PREFACE

In accordance with the provisions of the Stability and Growth Pact (SGP), the Republic of Cyprus sub-
mits its Stability Programme (SP) for the period 2023-2026 as approved by the Council of Ministers
on 26th April 2023. The SP has been prepared in line with the updated Code of Conduct, which sets
out the “Guidelines on the format and content of the Stability and Convergence Programmes”. The SP
was submitted to the European Commission on 2nd May 2023 in accordance with the requirements
of the European Semester and takes into account the key policy orientations provided in the Annual
Sustainable Growth Surveu.

This SP shall, at the same time, be considered as the national medium-term fiscal plan in the sense
of Regulation 473/2013 and should be read in conjunction with the National Reform Programme (NRP).

In this context, the budgetary developments and targets in the SP are consistent with the structural
reforms and policy ambitions set out in the NRP. Where appropriate, cross references are included in
both documents.

The analysis and forecasts contained in this document are based on data available at end- March 2023.
The macroeconomic forecasts contained herein have been endorsed by the Fiscal Council.

Ministry of Finance



CHAPTER 1: OVERALL POLICY FRAMEWORK AND OBJECTIVES

The structure and content of this Stability Programme follows the requirements of the Code of Conduct
and presents the macroeconomic and budgetary outlook for the forecasting horizon 2023-2026, taking
into account the deactivation of the general escape clause of the Stability and Growth Pact (SGP) will
be deactivated at the end of 2023.

Despite the unprecedented events that marked 2022 with the onset of the ongoing Russian invasion in Ukraine,
the Cypriot economy exhibited significant resilience and grew by 56% in real terms. This was due to the larger
than expected activity in the tourism industry and the good performance in other services sectors, particularly
ICT. At the same time, growth was supported by increased lending compared to the year before, also reaching
higher than the pre-covid levels of 2018 and 2019, reflecting the underlying strong economic activity.

The primary focus of the government policy in 2022 was to support growth and employment in the econo-
my, exercising targeted support to households and businesses to alleviate the effects of increased energy
prices and high inflation. On the basis of the strong financial fundamentals of the Cypriot economy, fiscal
sustainability was safeguarded with a prevailing budget surplus in 2022 of the order of 2.1% of GDP com-
pared to a deficit of 2.0% on 2021.

The macroeconomic and fiscal forecasts underlying this Stability Programme update have been submitted to the
Fiscal Council for endorsement and the Council concluded that the headline GOP and budget balance figures as
forecast by the Ministry of Finance are considered realistic for the programming period under consideration.

1.1 Policy Strategy

Going forward in 2023 and for the medium term horizon 2024-2026, the overall objective of the
fiscal policy strategy outlined in this Stability Programme is to support economic growth, in line
with the Council recommendations of June 2022, while maintaining fiscal sustainability through
a sound fiscal position in the medium term and reducing public debt as a percentage of GDP in a
sustainable manner. The fiscal strategy of the government takes into account the deactivation of
the general escape clause at the end of 2023 and is in line with the fiscal adjustment criteria set
out in the Commission orientations to ensure medium-term fiscal sustainability.

The focus of the government strategy is driven by the implementation of the National Reform and
Resilience Programme (RRP), which encompasses the main national policies for sustainable growth
and competitiveness enhancement. Meanwhile, work is underway to formulate the first Long Term
Economic Strategy (LTES) of the Cypriot economy, based on the work undertaken by the Cyprus
Economy and Competitiveness Council (Ecompet). The RRP’s objectives are fully aligned with the
Long-Term Strategy and will pave the way for its implementation.

The increase in energy prices at this particular juncture poses a significant challenge for economic
policy makers. It is noted that a series of targeted and horizontal measures were taken from end-
2021, to cushion the impact of the rising prices. The measures include the reduction of excise du-
ties on fuels, the reduction of the VAT rates on electricity consumption, support to the husbandry
units (farmers), support to the low pensioners and the subsidisation of the electricity bills. The
government will continue to take measures to alleviate the impact of the increase in energy prices
for households and companies, that in Cyprus are driven mainly by the developments in oil prices.

The efforts to decarbonize our economies through the green strategy agenda of the EU, including
the Fit-for-55 package, encompass the longer term energy policy agenda and this will be reflected
in the updated Energy and Climate Plan that is underway. While combating the repercussions of
climate change is at the forefront of the government’s agenda, policy formulation should take into
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account the fiscal impact of the green transition and the socio-economic and re-distributive im-
pacts. In view of this, the Ministry of Finance has collaborated with the Economic Research Centre
at the University of Cyprus in order to undertake a comprehensive study of the impact of climate
change on the Cyprus economy.

The impact of climate change on the Cyprus Economy'

Climate change is expected to have significant impacts on economies and financial systems globally.
These impacts can manifest in the form of “physical risks’, i.e. the consequences of the environmental
impact, such as damage from extreme weather events, as well as “transitional risks’, i.e. the conse-
guences of policies aimed at mitigating climate change, such as the financial impacts of transitioning
to a low-carbon economy (Batten, 2018).

According to the UN Environment Program, the Mediterranean region is warming 20% faster than the
global average. In the not-so-distant future, Cyprus would face higher temperatures and less precipi-
tation which will intensify the desertification and negatively affect food and water availability. Heat
waves, drought and sea-level rise combined with the urbanization of the coastlines and pollution from
emissions of carbon dioxide and other greenhouse gases would affect the ecosystem and the economuy.
Important economic sectors in Cyprus such as tourism, construction, agriculture and energy are climate
sensitive and therefore would be particularly affected if mitigation measures are not implemented.

Numerous studies have also highlighted the potential risks of climate change on fiscal accounts. For
example, climate change is expected to affect the Mediterranean region’s vital tourism and agriculture
industries with adverse effects on economic growth and fiscal debt. Moreover, the health effects asso-
ciated with climate change (such as respiratory and cardiovascular diseases and premature deaths)
impose additional public health policies and costs. Another significant risk is the cost of adapting to
the impacts of climate change, such as building seawalls, relocating communities, and providing relief
after natural disasters. All of these costs can quickly add up, placing a significant burden on govern-
ment budgets and potentially increasing public debt. In addition, climate change can impact economic
growth, reducing tax revenues and increasing social welfare costs.

Other studies have examined the long-term economic impacts of climate change with International Orga-
nizations such as the World Bank and the International Monetary Fund (IMF) contributing to this research.
The World Bank has identified that climate change could lead to substantial economic losses especially in
low- and middle-income countries. Similarly, the IMF has highlighted the potential of climate change having
a significant impact on GOP, with the size of income effects varying across different modeling assumptions
and policy scenarios as well as across countries and variability of climate conditions. Such findings un-
derscore the importance of integrating climate change considerations into fiscal planning and budgeting
processes to effectively manage climate risks and promote sustainable economic growth.

In view of the above, the Economic Research Centre at the University of Cuprus has undertaken a
comprehensive study of the impact of climate change on the Cyprus economy. The first stage of this
study analyzes the effects of climate change and the expected economic impact estimated for other
countries with regards to the: (i) Impact of climate change on major economic variables such as GDP,
fiscal revenue and expenditure, debt etc. (i1) The policies of countries that have integrated climate
change into their planning and budgeting frameworks and the effect of these policies. (iii) The tools

! References:

Batten, Sandra, Climate Change and the Macro-Economy: A Critical Review. Bank of England Working Paper No. 706, January 12, 2018. Available at
SSRN: https://ssrn.com/abstract=3104554 or http://dx.doi.org/10.2139/ssrn.3104554

International Monetary Fund, Fiscal Policies for Paris Climate Strategies—from Principle to Practice; IMF Policy Paper, February 15, 2019.

World Bank Group, Climate Change Action Plan 2021-2025: Supporting Green, Resilient, and Inclusive Development, World Bank, Washington, DC, 2021.
https://openknowledge.worldbank.org/entities/publication/ee8a5cd7-ed72-542d-918b-d72e07f96c79

Ministry of Finance



and methods employed by International Organizations, such as European Commission, IMF, and other
countries to quantify climate impact. (iv) The evaluation of the measures and policies proposed and
adopted to mitigate climate change. In the second stage a detailed identification and assessment of
the climate risks facing the countries in the region and particularly Cyprus. In the third stage, the
appropriate tools and models will be developed following the international practice of major research
centers in Europe and the US (developing e.g. DSGE models with the energy sector, Input-output tables
etc). These models will be used to assess the impact of proposed climate adaptation measures and
mitigation policies in Cyprus. As the project progresses, the identification of Green and Brown public
expenditures, climate scenario analysis and proposed climate targets and indicators could be utilized
and incorporated into the existing budget framework and process.

1.2 Macroeconomic, budgetary and debt prospects
Output Growth Developments

The GDP in 2022 increased by 5.6% in real terms, following an expansion of 6.6% in 2021 in real terms.
The positive GDP growth in 2022 from the expenditure side was mainly driven by higher private
consumption and gross fixed capital formation. Private consumption increased by 7.7% in real terms,
government consumption an increase of 3.5% and gross fixed capital formation an increase of £.6%.
Imports in real terms increased at a rate of 19.5% following the increase in private consumption, and
exports, in real terms, increased significantly at a rate of 14.3% reflecting the significant increase in
tourist arrivals (65.3%).

The medium-term baseline scenario presented in this Stability Programme projects that the economy
will present a slowdown in 2023 due to the adverse external environment, following a rate of 5.6% in
2022, turning to recovery trajectory again from 2024 onwards. Real GDP growth is forecast at 2.8% in
2023, 3.0% in 2024, 31% in 2025 and 3.2% in 2026. A high degree of uncertainty is surrounding this
year's forecasting profile again due to the ongoing war between Russia and Ukraine with no signs of
de-escalation. There are economic consequences due to sanctions imposed on economic activity, mostly
indirect via energy prices and they are expected to be have a bigger magnitude in the first half of the
year and this relates more general to the developments of the external environment.

Budgetary and Debt Developments

The overall objective of the fiscal policy strategy outlined in this Stability Programme is to support
economic growth, in line with the Council recommendations of June 2022, while maintaining fiscal
sustainability through a sound fiscal position in the medium term and reducing public debt as a
percentage of GOP in a sustainable manner. The focus of the government strategy is driven by the
implementation of the National Reform and Resilience Programme (RRP), which encompasses the main
national policies for sustainable growth and competitiveness enhancement.

Despite the continuation of part of the COVIB-19 related measures in 2021, the fiscal position recorded
a substantial improvement, due to prudent fiscal policy, of 3.8 percentage points of GDP, with the bud-
get deficit falling to 2% of GDP from a deficit of 5.8% in 2020.

In 2022 the fiscal position improved further, with the budget balance turning into a surplus of 2.1%
of GDP after two continuous years of fiscal deficits, taking into account to the strong economic ac-
tivity during the year, the prudent fiscal policy and the withdrawal of the majority of the COVID-19
related support measures, corresponding to further substantial improvement on the fiscal posi-
tion of 4.1 percentage points of GDP. In nominal terms, the surplus in the accounts of the general
government reached €570 mn in 2022 compared to a deficit of €482 mn the year before. Primary
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balance reached a surplus of €973 mn in 2022 (3.6% of GDP) compared to a primary deficit of €43
mn (-0.2% of GDP) in 2021.

The increase in energy prices at this particular juncture poses a significant challenge for economic
policy makers. It is noted that a series of targeted and horizontal measures were taken from end-
2021, to cushion the impact of the rising prices. The measures include the reduction of excise duties
on fuels, the reduction of the VAT rates on electricity consumption, support to the husbandry units
(farmers), support to the low pensioners and the subsidisation of the electricity bills. The government
will continue to take measures to alleviate the impact of the increase in energy prices for households
and companies, that in Cyprus are driven mainly by the developments in oil prices.

In 2023, the budget balance is expected to remain in surplus driven mainly by the expected economic
performance during the year, albeit decline marginally as a percent of GDP. More specifically, general
government budget balance is forecast of reach 2% of GOP compared to 2.1% of GDP the year before,
where primary balance is forecast to reach 3.2 as a percent of GOP compared to 3.6 in the year before.

Taking into account the baseline macroeconomic scenario, it is expected that the budget position will
improve further from 2023 onwards reaching a surplus of about 2.3% of GDP on average over 2023-
2026, allowing debt-to-GDP ratio to continue its downward path at a satisfactory pace.

At the end of 2022, the General Government public debt stood at approximately 86.5% compared to
111.2% the year before. The reduction of the debt to GDP was attributed to the utilization of a sig-
nificant amount of cash reserves to cover a part of gross financing needs in 2022, as well as to the
increase of the nominal GDP.

By the end of 2023, the general government debt is projected at €23.4 bn or as a percentage of GDP
at 81.1%. The expected reduction of general government debt by 5.4 percentage points is attributed
to the expected increase of nominal GOP, as public debt in nominal terms, and in line with the Annual
Funding Plan 2023, is forecast to remain broadly at the same levels as in the year before. During the
programming period 2024-2026, debt-to-GDP ratio is projected to continue its downward trend declin-
ing to about 72.9%, 67.3% and 60.1% by year end 2024, 2025 and 2026 respectively.

Ministry of Finance



CHAPTER 2: ECONGOMIC QUTLOGK

2.1 Macroeconomic Developments 2022
2.1.1 Global economy

According to the European Commission Winter Forecast 2023, the world economy (excluding the EU) is
expected to expand by an estimated 3.1% in 2022, 3.0% in 2023 and 3.3% in 2024. Those small improve-
ments are mainly attributed to developments in China (expansion 3.9% g-o-q in 2022-Q3 after a con-
traction of 29% g-o0-q in in 2022-Q2) and the US (expansion 0.8% g-o-q in 2022-Q3 after a contraction
of 01% g-o-q in in 2022-Q2). Moreover, India, South Africa, and Argentina also saw some improvement
in the third quarter of 2022.

Recent high frequency indicators for US indicate a contraction in manufacturing, slower growth in
services, and a sharp slowdown in housing starts, sales and prices, while US economy is character-
ized by a tight labour market and persistent inflation. Growth in advanced economies (excluding EU)
is expected to fall from an estimated 2.5% in 2022 to 1.3% in 2023, and then recover to 1.7% in 202%.

The relaxation of containment measures in China as from December is expected to boost private con-
sumption, construction activity is also expected to recover gradually, while consumer price inflation
fell below 2% in 2022-Q4, from around 2.5% in the previous quarter. Hence, the forecast for Chinese
growth in 2023 has been revised upwards to around 5%, compared to the Autumn Forecast, and is
unchanged for 2024 at 4.7%. Growth in emerging markets other than China is projected to slow down
in 2023 and improve slightly in 2023.

Economic expansion both in the EU and the euro area is estimated at 3.5%, a somewhat milder slow-
down than previously estimated in the Autumn Forecast, despite the effects of the energy shock and
high inflation. This is due to a number of positive developments (the fall of the European gas bench-
mark price below its pre-war level, the sharp fall in gas consumption and continued diversification of
supply sources, the strong performance of the labour markets and the continuous falling of the infla-
tion rates). Growth is mainly attributed to private consumption (0.6% g-o-q increase) and investment
(3.2% g-o-q increase in EU, mainly driven by a boost of investment in Ireland). Employment gains, a fur-
ther decrease in the saving rate and fiscal support were the factors that supported private consump-
tion by offsetting the decrease in purchasing power (due to high consumer prices and the contraction
of real compensation of employees). Excluding Ireland, the EU have contracted marginally. Six out of
twelve Member States (for which the preliminary flash estimate is available) recorded a contraction in
economic activity (e.g, Germany (-0.2%), Italy (-0.1%)) and some of them even entered (Estonia, Czechia
and Hungary) a technical recession. The other six reporting Member States saw continued economic
growth (e.g, Spain (0.2%), France (0.1%)).

According to the European Commission Winter Forecast 2023, in annual terms, the Harmonized Index
of Consumer Prices (HICP) inflation in euro area decreased to 9.2% in December from 10.6% in October
(in EU decreased from 11.5% in October to 10.4% in December) and continued to fall at the beginning
of 2023 (flash estimate 8.5%). The fall of the inflation is attributed to the lower-than-expected energy
inflation which started declining in November. However, core inflation continued to increase to 6.9%
in December. The highest inflation rates (2022) were recorded in Estonia (19.4%), Lithuania (18.9%) and
Latvia (17.2%) while the lowest in France (5.9%), Malta (6.1%) and Finland (7.2%).

Regarding inflation outside EU, despite the high reached levels and the inflationary pressures that
remain in the major advanced economies with tight labour markets and high core inflation (e.g. US, UK,
Canada, and South Korea), inflation seems to have reached its peak. Headline and core inflation in both
advanced and emerging economies are expected to ease further in 2023 as a result of declining global
commodity prices, easing logistical constraints and the slowdown in global goods demand.

Stability Programme Update 2023-26 | April 2023
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Recent developments do not permit a substantial upward revision to the growth profile projected in
autumn for 2023 and 2024 (Figure 1). Specifically, GDP in EU is projected to expand by 0.8% in 2023
and 1.6% in 2024 (09% and 1.5% in the euro area, respectively). However, risks to growth are rather
balanced (domestic demand might be higher if the reductions in wholesale gas prices® pass through to
consumer prices more strongly and China's re-opening might strengthen external demand?®).

Figure 1: Real GOP growth, World (excl. EU), EU and the euro area, 2017-2024 (European Commission Winter Forecast 2023
and Autumn Forecast 2022)

) Y
w . ——
) N\ // N—
Y/
\/

-80

World ex. EU - Winter 23 Forecast

EU - Winter 23 Forecast
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Inflation is projected to ease substantially (fall in energy commodity prices, a stronger euro and
tighter financing conditions) ending 2024 a bit higher above the target. Headline inflation in EU is
projected to decelerate from 8.2% in 2022 to 6.4% in 2023 and to 2.8% in 2024 (fall from 8.4% in 2022
to 56% in 2023 and to 2.5% in 2024 in euro area). Risks to inflation are linked to energy prices and
wage pressures due to the tight labour market. On February 2, ECB announced another hike of 50 bps.,
which main refinancing operations, marginal lending facility and the deposit facility were increased to
3.00%, 3.25% and 2.50% respectively, as from 8 February 2023.

2.1.2 Domestic economy

Following the strong recovery of the economy in 2021 due to the COVID-19 crisis, in 2022 the economic
activity remained strong, despite the adverse external environment. The GDP in 2022 increased by
5.6% in real terms, following an expansion of 6.6% in 2021 in real terms.

The positive GDP growth in 2022 from the expenditure side was mainly driven by higher private consumption
and gross fixed capital formation. Private consumption increased by 77% in real terms, government con-
sumption an increase of 35% and gross fixed capital formation an increase of 6.6%. Imports in real terms in-
creased at a rate of 195% following the increase in private consumption, and exports, in real terms, increased
significantly at a rate of 14.3% reflecting the significant increase in tourist arrivals (65.3%).

¢ A reduction that could easily reversed due to Russia's war against Ukraine and other geopolitical tensions.
3 However, this could boost global inflation.
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On a quarterly basis, real output increased by 6.7% 1in the first quarter of 2022, compared to the first
quarter of 2021, reflecting the COVID restriction measures that were still on track. In the second quar-
ter real GOP increased by 6.1% while in the third and fourth quarter by relatively lower rates of 5.3%
and 4.5% respectively compared with the same quarters of the previous year.

Figure 2: Real GDP growth, 2008-2022 annual % change
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Economic activity in 2021 recovered following the COVID-19 pandemic, with the GOP increasing by
6.6%. In 2022, economic activity remained strong, despite the adverse external environment. Over-
all, for 2022 as a whole, the economy grew by 5.6% in real terms. This positive outturn is largely
due to the better-than-expected developments in the tourism sector and the continued expansion
of exports in other services. The extraordinary increase in private consumption was mainly due
to the fast reactivation of the economy following the lockdowns, and was also supported by the
savings that were accumulated during 2020-2021 and as well from savings created in 2022.

Value added increased in almost all sectors but it was most pronounced in the following four sectors:
Information and communication (15.0%), Accommodation and food service activities (44.4%) following an
increase of 61.2% in revenues from tourism, Wholesale and retail trade; repair of motor vehicles and

motorcycles (6.4%) and Transportation and storage (10.8%). The only sector that recorded a negative
growth was Construction (2.2%).

Figure 3: GDP growth, production approach, 2019-2022, annual % change
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As seen in Figure 3, the improvement in value added was more pronounced in Wholesale and retail
trade; transportation and storage; accommodation and food service activities (12.9%), Information
and communication (15.0%), Financial and insurance activities (5.0%), Professional, scientific and
technical activities; administrative and support service activities (3.6%) and Public administration;
education; human health (1.5%) while in the sectors Arts, entertainment and recreation, repair of
household goods and other services (6.1%), Mining and quarrying; manufacturing; electricity, gas;
water supply (2.4%), Real estate activities (0.7%) and Agriculture, forestry and fishing (0.8%), the
improvement was marginal. The sector of Construction (-2.2%) was the only sector where the value
added decreased. This was mainly due to the significant increase in construction cost due to the
ongoing war among Russia and Ukraine which has caused an increase in energy prices and disrup-
tions in the supply chain.

Figure 4: Sectoral contributions to output growth 2019-202¢2, percentage points
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The labour market in 2022 improved, following the significant increase in the economic activity. In 2021
employment in persons increased by 1.2% and more significantly by 4.8% in hours worked.

Employment in 2022 increased by 2.9% in persons (12.720 persons) and by 4.1% in hours in compar-
ison to 2021. Employment increase in terms of persons employed was widespread but was signifi-
cantly more prominent in the sector of Accommodation and Food service activities (5.8% or 2.753
persons) following by Wholesale and retail trade; repair of motor vehicles and motorcycles (3.4% or
2.390 persons), Professional, scientific and technical activities (3.7% or 1195 persons), Manufacturing
(3.0% or 1.073 persons), Construction (2.5% or 999 persons), Information and communication (6% or 922
persons) and Education (2.5% or 823 persons). Smaller increases were recorded in the sectors Human
health and social work activities (2.4% or 538 persons), Administrative and support service activities
(3.4% or 497 persons) and Transportation and storage (2.9% or 479 persons).

Ministry of Finance



Figure 5: Labour market
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The unemployment rate in 2022, as measured by the Labour Force Survey, averaged at 6.8%, re-
cording a decrease of 0.7 percentage points compared to the average of 2021. Youth unemployment
averaged at 18.6%, compared to 17.1% in 2022, while long-term unemployment averaged at 2.3%,
compared to 2.5% in 2021.

The composition of unemployment indicates that youth and long-term unemployment still remain the
major challenges of the labour market, but recording significant de-escalation since. Youth unemploy-
ment peaked in the 2nd quarter of 2013 reaching a rate of 40.3% of the labour force and pursued a
downward path since then. Likewise, long-term unemployment peaked at 7.7% in 2014 and has been on
a declining path since.

Table I: Selected economic indicators, 2019-2022, y-o-y %

2021 2022
GDP (constant prices) 55 -bby 6.6 56
Public consumption 118 16 6.6 35
Private consumption 39 -6.8 4.5 77
Gross Fixed Capital Formation 69 45 -4.2 66
Exports 8.7 2.2 136 14.3
Imports 95 3.2 9.0 185

Tourist arrivals (000's) 39768 631.6 19369 3,2011
Tourist arrivals growth 1.0 -84.1 206.7 653
HICP 05 -1 23 8.1
Labour productivity growth (persons) 17 -33 5.4 27
Employment growth 38 11 1.2 29
Compensation per employee L b -05 38 38

Source: CYSTAT

Compensation per employee increased in 2022 by 3.8%, compared to the preceding year, following an
equivalent increase in 2021.

Productivity in persons in 2022 increased by 2.7% due to the fact that employment in persons in-
creased by 2.9% compared with the 5.6% increase in GDP. As a consequence, nominal unit labour costs
increased in 2022 by 1.0%, following a decrease of 1.5% in 2021, while real unit labour cost in 2022
decreased by 7.3% following a decrease of 3.9% in 2021.
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Inflation, as measured by the Harmonized Index of Consumer Prices (HICP), increased significantly and
averaged at 8.1% in 2022 from a rate of 2.3% in 2021. Inflation is driven by developments in interna-
tional oil prices, with a significant impact on domestic prices of energy products. For the period Jan-
uary-December 2022, compared to the corresponding period of the previous year, the largest changes
were noted in Housing, Water, Electricity, Gas and Other Fuels (21.5%) and Transport (14.2%). The HICP,
excluding energy and unprocessed food, in 2022 was 5.3%.

According to the preliminary Balance of Payments data for 2022, the Current Account deficit in-
creased further to €2,463.3 mn in 2022 or 9.1% of GDP. compared with a deficit of €1,638.2 mn in 2021,
or 6.8% of GDP. The increase in the deficit resulted from the deterioration of the deficit in goods and
the increase in the deficit of primary income. These developments were partly offset by the improved
surplus in services, and the reduced deficit of secondary income.

Regarding goods, imports remained consistently higher than exports. The trade deficit in 2022 in-
creased, as the increase in imports outweighed the positive developments in exports. The increase in
imports was mainly attributed to the developments in general merchandise driven, at least to a certain
extent, by the soaring energy prices in 2022. Imports in movable equipment (i.e, vessels, yachts and
airplanes) expanded as well, albeit to a lesser extent. The increase in the exports side mainly resulted
from the increase in general merchandise and to a lesser extent from increases in movable equipment.
In parallel, net exports of goods under merchanting registered a remarkable increase.

On services, the increase in the services surplus resulted mainly from the positive developments in
telecommunications, computer and information services (associated with the influx of ICT companies
in the context of the incentives for international/regional headquartering) and, to a lesser extent from
travel. The aid increases were partially offset mainly by decreases in other business services, finan-
cial services and transport. The latter is positively correlated with the expansion of imports of goods
as well as the increases in the number of Cypriots travelling abroad.

Table Il: Balance of Payments, 2008-2022

Current
Goods Services Trade Income Current Account
% of GDP Account )
Balance Balance Balance Balance Eelleriae Balance (adj.
for SPEs)
2008 -30.1 174 -12.8 -20 <147
2009 -216 16.3 -53 -13 -6.7
2010 -240 15.7 -83 -2b -10.7
2011 214 176 -38 15 -23
2012 -19.4 175 -19 -19 -39
2013 =177 19.3 16 -3.0 -15
2014 -18.8 197 09 -50 -4 ~b by
2015 -181 20.7 2.6 -31 -04 -10
2016 -219 236 17 -59 -4.2 -05
2017 2h ik 239 -05 -4H -50 14
2018 -208 22.2 13 -53 -4.0 -31
2019 -20.0 210 10 -66 -56 -6.0
2020 -19.2 179 14 -87 -101 -94
2027 -18.0 209 29 -97 -6.8 -8
2022 -218 214 -0.4 -87 -91 -104

Source: Central Bank of Cyprus
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With the introduction of the ESA2010 and BMP6 statistical methods, total imports and exports of Cyprus
include, among others, the economic transfer of mabile transport equipment and activities of Special Purpose
Entities (SPEs). These transactions are not affected by domestic developments and, hence, do not have a real
footprint on the economy. In order to present external statistics in a more objective manner, the main figures
are also adjusted for the impact of SPEs, ie, by classifying the said entities as non-residents.

The resulting deficit adjusted for the impact of Special Purpose Entities (SPEs), stood at €2,8199 mn
(-10.4% of GDP) in 2022, compared with a deficit of €1,946.5 mn (-81% of GDP) in 2021.

The international investment position (IIP) recorded a small deterioration in 2022, presenting a net lia-
bility position of €28,439.5 mn (105.3% of GDP), compared with a net liability position of €28,282.4 mn in
2021 (117.8% of GDP). With the corresponding data being adjusted for the impact of SPEs, IIP recorded
a net liability position of €11,037.3 mn (40.9% of GDP) in 2022, compared with a net liability position of
€10,759.2 mn (44.8% of GDP), in 2021.

The gross external debt decreased to €167643,7 mn in 2022 from €168,002,7 mn in 2021. The external assets
in debt instruments increased to €152,293.4 mn, up from €130,872.1 mn in 2021. Consequently, the net exter-
nal debt decreased by €21,774.3 mn to €15,356.3 mn, in 2022. Adjusted for the impact of SPEs, gross external
debt reached €61,856.7 mn in 2022, compared to €65,108.3 mn, in 2021. The corresponding net external debt
indicator decreased further to -€10,311.2 mn in 2022, compared with -€3,111.3 mn in 2021.

2.1.3 Financial sector developments

The Capital position and capital buffers remain resilient stemming both from profitability and reduction
in RWAs. The CET1 ratio of the banking sector has remained stable in 2022 at 17.7% and the total solven-
cy remained resilient within 2022, with total capital ratio at 21.2% at year end. The two main systemic
banks have successfully placed their inaugural MREL-eligible bond issuances over 2021 and 2022.

Figure &: Capital Ratios
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Structurally, the banking sector has consolidated further over 2022. Following the exit of RCB bank
from the sector and its voluntary conversion into a credit acquiring company the stand-alone institu-
tions have reduced to ten. The total asset size remains partly elevated due to the liquid low-risk as-
sets held by banking institutions. At year end 2022 total assets of the sector reached €66 bn or about
250% of GDP. Excluding subsidiaries and third country branches, the domestic sector size in terms of
GDP is about 210%. The two largest banks exceed cumulatively 70% of the sector’s total assets.

Figure 7: Sector Size
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The NPL ratio reduced by year end 2022 to 95%. The level of NPL exposures at €2.3 bn is the lowest
level recorded in the past decade. Even though to date there has been no visible impact neither on asset
quality nor on Stage 2 loan stock, NPL management and restructurings remain among the banks' prior-
ities given the higher borrowing rates faced by debtors amidst the current interest rate environment.

Figure 8: Non-Performing Loans

48%
44.5%

31%

95%
——NPEs %

Provisions %

@© o o @ o o o — = — — — < N n
‘_T_._—I.—_ﬁl_‘_.——gﬁf’_:’?E_l‘—'EﬁQme%N%%mNNNNNNNNNNH
B T T o B T = e = T B N e B ST = T B o L VT = B A R A = B R o B e NI = BB Y
=% o] a v} =% o] a o} =% v} a o}
oo oo ¢ o I o Y e oo P IO oo PO oo P IO oo PITo oo

The excess liquidity of the sector has weighed negatively on profitability over the past years, due to
the negative basic deposit rates. The rapid upward shift of main interest rates has boosted profitabil-
ity in 2022 and is expected to contribute significantly to profitability over 2023 as well.
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The profitability has been improved within 2022 with the sector — excluding branches- recording prof-
its of €229 mn against a profit of €16 mn a year before. The profit was mainly driven by decreased
provisions assumed by the sector within the quarter, increased net interest income and increased
non-interest income.

The sector has overall proceeded to branch rationalisation and staff reduction through voluntary exit
schemes. Efficiency weaknesses are still present although structural progress in digital transforma-
tion is helping towards cost-cutting efforts.

Domestic deposits continue to grow driven mostly by households and to a lesser extent by non-fi-
nancial corporations. Non-resident deposits have declined further to €8.1 bn, or about 16% of total
deposits. The ample deposit base of the Cyprus banking system contributes to a comfortable liquidity
standing as measured by LCR and NSFR, which are considerably higher than the minimum require-
ments of 100% (310% and 177% respectively).

In 2022 total new lending increased compared to the year before, also reaching higher than the pre-
covid levels of 2018 and 2019, reflecting the underlying strong economic activity. About 45% of new
loans over 2022 has been diverted towards households mostly for housing purposes. Within non-finan-
cial corporates, credits were granted to wholesale and retail trade with a share of 17% in total new
lending over 202¢.

Overall, the banking sector lies on stronger fundaments than in the past and has managed to withstand
repercussions from the pandemic and the 2022 Ukraine war so far. In the coming years the banking
sector will likely continue its cost-cutting efforts while working to expand on new lending activities.

2.2 Macroeconomic outlook 2023-2026
2.2.1 GDP prospects 2023-2026

The medium-term baseline scenario presented in this Stability Programme projects that the economy
will present a slowdown in 2023 due to the highly uncertain external economic environment, following
a rate of 56% in 2022, turning to recovery trajectory again from 2024 onwards. Real GDP growth is
forecast at 2.8% in 2023, 3.0% in 2024, 3.1% in 2025 and 3.2% in 2026.

A high degree of uncertainty is surrounding this year's forecasting profile again due to the ongoing war
between Russia and Ukraine with no signs of de-escalation. There are economic consequences due to
sanctions imposed on economic activity, mostly indirect via energy prices and they are expected to be
have a bigger magnitude in the first half of the year and this relates more general to the developments
of the external environment. For Cyprus, Russia was a relatively significant trading partner in the export
of services sector, especially in tourism and business services. Although, in 2022 the loss of exports to
Russia, including tourism, has been offset by a diversification of services exports to other markets. The
current situation keeps energy and commodities prices at still high levels, although a decrease was re-
corded, which in in turn creates inflationary pressures as Cyprus is an oil dependent economy. Despite
the fact that Cyprus is not an importer of Russian oil, it is affected via the increase in the international
energy prices. COVID-19 does not present a threat at this point in time for the economy.

Cyprus starts 2023 from a strong position and growth will be supported mainly by domestic demand,
and to a lesser extent by external demand. Investment will be reinforced by the implementation of a
significant number of projects included in the Cyprus RRP which will have an impact on growth in the
period 2023-2026, and mainly in 2024-2025.

The growth forecast for 2023 has been revised slightly downwards, compared to the projected 3.0% for
2023 in the DBP October 2022, due to the highly uncertain external economic environment, as a result
of the ongoing war between Russia and Ukraine, the interest rates increases and lastly the still high
inflation expectations which are expected to moderate at a slower pace than anticipated.
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Interest rates and high prices will cause a significant slowdown in private consumption, which pre-
sented an extraordinary performance in 2022, and in gross fixed capital formation as well due to the
construction cost. Private consumption, will slow down mainly due to a base effect as it increased
significant in 2022 due to the faster reopening of the economy following the lockdowns, and given the
observed increase in the savings rate, well above the pre covid period, households are saving and
cutting down consumption in order to be able to cover their loan payments.

Gross fixed capital formation is also projected to have a slowdown, due to the significant deceleration
in private investment and in specific residential investment. This is driven by the lower demand, due
to the high construction cost and the impact of the rises in the interest rates that took place in 2022
and up to March 2023 but will have an effect on new loans cost and loan payments in 2023. Besides
residential investment, a slowdown is also projected for the other non-residential which are affected
by the high in construction cost in 2022 and also the impact on business sentiment created by the war.

Exports will present an increase as there is still room for growth for the sector due to tourism and
ICT related exports. The tourism sector is expected to continue to grow in 2023 with revenues reaching
their pre-pandemic levels. The influx of new companies in Cyprus, mainly in the ICT sector due to the
Government's attraction schemes, will also help exports of services. Imports are expected to increase,
but to a lesser extent, due to the relatively lower oil and gas prices. Net exports thus are expected to
contribute positively to growth and the trade surplus will help reducing the Current Account.

For 2023 it is expected that tourist arrivals will increase and approach the pre-crisis levels but not
reach them yet. The gap that was created by the Russian/Ukrainian markets, of about 800,000 tourists,
is difficult to be covered in number of tourists this soon. But, replacing part of the lost Russian market
from new tourist markets via new air connectivity routes and also from enhancing existing routes, due
to the efforts exerted by the Deputy Ministry of Tourism, will help close the gap. Furthermore, tourist
arrivals are expected to be supported by higher per capita expenditure and thus in 2023 revenues will
return to the pre-crisis levels and thus closing the gap created.

In the medium-term period 2024-2026, growth is forecast to gain pace again and be robust. The ex-
pected improvement in the pace is mainly based on the recovery coming from the domestic demand
and to the external demand, but to a lesser extent. The continued influx of foreign companies, which
are mainly exports oriented in the ICT sector as well as the recovery of tourism receipts and arrivals
to pre-pandemic levels will help exports to continue to expand.

Consumption in reals terms will present a smaller increase in 2024 and gain pace again from 2025.
A strong growth in the nominal disposable income, due to wages, will drive the consumption growth
but inflation and the increase in the saving ratio for loan pauments will offset part of the growth.
Disposable income in real terms, is projected to return to an increasing path during the forecasted
period. Private consumption was supported by the use of accumulated savings during 2020-2021, in
2022 savings were accumulated to smooth consumption while from 2023 onwards the savings ratio
will increase to repay the loans.

Gross fixed capital formation will present a significant increase from 2024 onwards and will be sup-
ported by the significant and ongoing investment projects that are in the pipeline which are wide-
spread among districts and sectors like health, education, tourism, shipping and energy. Also, the RRP
projects will contribute significantly to the investment outlook.

External demand from 2023 onwards will contribute positively but only to a smaller extent to growth
as tourism is forecast to gradually recover in 2023 in revenues and in 2024 in arrivals. Imports are
expected to grow in line with consumption and investment.

All of the above, combined with improved confidence and expectations, especially as regards the investment
opportunities in the energy, education, ICT, innovation and health sectors, including the implementation of in-
vestments and reforms under the RRP, create a promising outlook for the prospects of the Cyprus economy.
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Real GDP growth is forecast to accelerate to about 3.0% in 2024. Thereafter, growth will accelerate to
3.1% in 2025 and 3.2% in 2026. From a sectoral perspective, growth is expected to be broad based, with
the only exception the sector of construction, and will be attributed mainly in the sectors of retail
trade, ICT, tourism, shipping, manufacturing and other business services sectors.

Inflation, as measured by the CPJ, is estimated to decrease significantly in 2023 due to the lower oil and
gas prices and then projected to decelerate at 25% in 2024 and then hover around 2.0% in 2025-2026.

Figure S: Contributions to GDP growth 2019-2026, percentage point change
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Table Ill: Medium Term Framework, 2022-2026
change in percent 2022 2023 2024 2025 2026
Real GDP 56 2.8 30 31 3.2
Government Consumption 35 19 34 30 30
Private Consumption 77 2.2 18 20 2.3
GFCF 6.6 17 6.3 6.0 58
Exports 14.3 37 31 26 b
Imports 195 2.7 29 b 2.2
Deflator 65 38 24 2] 2.
Nominal GDP 12.5 6.7 56 53 54
HICP 8.1 32 2.5 2.0 2.0
CPI 8.4 3.2 2.5 2.0 2.0

Source: CYSTAT, MOF
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The current account (CA) deficit has remained high in recent years, mostly due to the income account.
In 2020, due to the COVID crisis, the deficit increased significantly to 10.1% of GDP falling again in 2021
to 6.8% of GDOP, following the recovery of the economy. In 2022 it increased again at 9.1% due to the
deterioration of the deficit in goods, due to oil prices as an impact of the war, and the increase in the
deficit of primary income. Over the medium-term, deficit is expected to gradually improve as the goods
and services balances are expected to improve, and thus the trade balance which is expected to con-
tribute positively. The return of inflation back to lower levels will help having more tourism and thus
higher revenues from tourism.

Regarding the terms of trade, following the small increase a deceleration is expected over the fore-
casting horizon due to prices return back to more normal levels. The income account was relatively
high in 2019-2022, especially in 2022 where it recorded around €2.1 bn deficit and contributed nega-
tively to the CA deficit. This trend is expected to continue. The income account projection relies on the
assumptions that the primary and secondary income account balances to deteriorate in time, but due
to the improvement in the trade balance, overall, the current account will decrease over time but will
still remain well above the threshold of -4/+6 of the European Commission.

Labour market

In 2022, the labour market has not been significantly affected by the war as can be seen by the strong
job creation which increased by 2.9% and the falling unemployment rate reducing to 6.8% compared with
75% of the labour force in 2021. Employment in persons increased by 2.9% and in hours worked by 4.1%.

The baseline macroeconomic scenario projects that the labour market will continue to be resilient and
record further improvements in the medium-term. Job creation, employment and thus unemployment
are set to continue to improve further over 2023-2026.

From 2023 onwards, employment is projected to grow at a rate of around 1.5% on average. At the same
time, the average annual unemployment rate is envisaged to pursue a downward path. The declining
path of unemployment is projected to maintain pace during 2023-2026, falling to 6.5% in 2023, to 5.8%
in 2024, 5.3% in 2025 and to 5.0% in 2026 where it is estimated to near its natural rate of unemploy-
ment ensuring macroeconomic stability. The reduction of the unemployment rate is triggered by im-
proved economic activity and the significant capital investment.

Table IV: Labour market developments

2020 2021 2022 2023 2024 2025 2026

Employment (persons) growth 11 1.2 29 1.0 14 16 18
Unemployment rate 76 75 6.8 6.5 58 5.3 50
Compensation per employee, growth -05 38 38 8.0 5.2 48 45
Nominal unit labour cost, growth 29 -15 10 6.1 35 3.2 31
Real unit labour cost, growth 35 -39 -73 29 10 12 11
Productivity (persons) -33 5.4 27 18 16 15 14

Source: CYSTAT, MOF
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Wages

Wage growth, as reflected in the compensation per employee, following the increase by 3.8% in 2022 is
expected to increase significantly in 2023 by 8.0% in nominal terms. This increase is due to the COLA
paid in January 2023, in order to supporting nominal wages, based on 2022 inflation, towards the pub-
lic sector and segments of the private sector that also benefit from COLA i.e, the hotel and financial
sector and due to lower inflation in 2023. Note that the projected growth in 2023 is also driven by the
restitution of public sector wages to the pre-crisis-era wage by returning the last wage cut in January
2023. Going forward, as the price pressures reduce further then wages growth will decelerate.

Productivity and ULC

Labour productivity increased significantly in 2021 by 5.4% due to the impact of the pandemic, the
lockdowns and the government measures to secure the labour force, productivity decelerated to 2.7%
in 2022. The GDP growth rate of 5.6% in 2022 was reflected in the improvement in hours worked by
4.1%. In 2023, productivity is projected to continue to decelerate and then normalize by increasing by
1.8%. In 2024 it is expected to increase by 1.6% mainly by the recovery of the economy and employ-
ment in persons which will be aligned by fluctuations in hours worked. In 2025 and 2026 productivity
is expected to slow down to 1.5% and reach 1.4% respectively, signalling a moderate improvement and
returning to more steady levels.

Nominal Unit Labour Cost (NULC) is forecast to follow a similar path to compensation per employee. In
2022 NULC increased by 1.0% following a decrease of 1.5% in 2021. NULC is forecast to exhibit a sig-
nificant increase in 2023 due to wages growth of 6.1% in 2023 and then decelerate to 3.5%, 3.2% and
31% in 2024-2026 respectively.

Real Unit Labour Cost (RULC) growth in 2022 was negative by 7.3%. Over the forecasting horizon 2024-
2026, following the significant increase of 2022 due to the high inflation rate and the increase of 2.9%
in 2023 due to the high wages, it is envisaged that RULC will pursue a steady pace of around 1.1%,
whereby price inflation is expected to offset any significant productivity fluctuation.

2.2.2 Price developments

Inflation, as measured by the Harmonized Index of Consumer Prices (HICP) recorded an increase of 81%
compared to the year before, mainly due to the sharp increase in the prices of categories Housing, Wa-
ter, Electricity, Gas and Other Fuels, as well as of Transport, which recorded an annual rate of growth
of 21.5% and 14.2%, respectively. The increase in these price indices was the outcome of the significant
rise in international oil prices during 2022 of about 42.6% (from a monthly average of $70.68 in 2020
to $100.78 in 2022).

In 2022 the Consumer Price Index (CPI) recorded an increase 8.4% compared to the year before.
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Table V: CPI by Economic Activity

2021 2022 Jan-23 Feb-23

GENERAL INDEX 05 1.4 03 -06 e 8.4 71 6.9
LOCAL GOODS 1.4 20 19 -06 17 127 131 130
Local Agricultural -0.7 24 33 19 -0.8 89 37 32
Local Industrial -0.7 -0.2 -04 09 03 75 11.8 1.3
Electricity and Water 121 93 75 -93 M4 351 310 33.7
IMPORTED GOODS -10 -1 -1 -0.7 1.2 4.6 65 66
Imported Agricultural b -5.2 -37 00 -23 126 133 13.3
Imported Industrial (Excl. petr) -1 -10 -1 -07 13 A 6.3 6.4
PETROLEUM PROBUCTS 71 6.0 -6.6 -91 150 282 6.7 39
SERVICES 05 18 17 11 13 39 39 39
Rents 08 25 34 25 19 31 31 31

Repairs G maintenance of dwellings 1.8 45 3.1 2.3 70 175 15.2 15.2
Transport 05 6.6 4.3 10 57 49 -2.2 -10
Communication -10 14 -16 07 14 -04 -3.2 -3.2
Insurance -25 08 0.4 0.7 17 11 09 09
Government services 06 35 08 0.2 14 -08 00 00
Education 0.7 26 18 1.0 03 1.0 18 1.8
Medical care 11 08 0.7 07 05 04 0.7 0.7
Restaurants & Coffee shops 0.7 17 16 09 1.2 75 8.6 8.4
Personal & Household services 0.8 20 25 1.4 13 36 57 57

Source: CYSTAT

Analysis of CPI under economic activity classification shows that all main categories recorded an in-
crease during 2022, with the prices of Petroleum Products, as well as of Local Goods contributing the
most on inflation. More specifically, Petroleum Products price index increased by 28.2%, thus contrib-
uting to the growth of CPI by 2.5 percentage points, reflecting the sharp increase in international oil
prices during the year under review. For the same reason, Local Goods exhibited an increase of 12.7%
in 2022 due to the significant increase of Electricity and Water price index, which recorded an increase
of 35.1%, contributing to the growth of CPI by 1.4 percentage points.

CPI category Services also recorded an increase of 3.9%, with almost all its sub-indices increasing
during 2022. Finally, Imported Goods increased by 4.6% due to increases in imported industrial prod-
ucts (excluding petroleum).

Core inflation averaged at 4.9% during 2022, deviating by 3.5 percentage points compared to the
headline inflation, mainly reflecting the increases which were recorded in other categories apart from
energy prices and unprocessed food, in the year under review.
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2.2.3 Risks to economic outlook

The risks associated with the forecasts presented in this update of the Stability Programme are tilted
mostly to the downside, given the highly uncertain external economic environment.

More specifically, the most significant downside risk stems from the ongoing war between Russia and
Ukraine that does not show signs of significant de-escalation or ending at the time this Stability Pro-
gramme has been drafted. The strict sanctions imposed to Russia by the EU, US.A. and UK, are still
causing a direct and indirect negative impact on the European economy, including Cuprus.

The major channels that the Cyprus economy is affected are related with the export of services, in-
cluding tourism, in which Russia has a significant share and the heightened inflation levels, especially
on energy products and wheat. Regarding the energy products, a possible exchange rate appreciation
constitutes an additional risk since it can lead further price increases.

Moreover, the still high energy prices continue to affect the cost of electricity production in Cyprus,
given that Cyprus is a highly oil dependent country. This additional cost or part of it, is transmitted
to the final products’ price, thus affecting consumption and disposable incomes.

Banking sector developments are still regarded as a source of downside risk mainly due to the still
high, despite the significant progress, percentage of non-performing loans (NPLs). Given the ongoing
crisis in Ukraine, the sanctions imposed and the ramifications on the real economy, together with the
increase in interest rates, another wave of non-performing loans cannot be excluded. On the other
hand, significant steps towards effectively reducing the level of NPLs are constantly being undertaken,
while the banking system is supported by a strong capital position and ample liquidity.

The recent negative banking developments in US.A. and Switzerland have increased tensions in the
international financial markets, which can have potentially a negative impact on the economic outlook
even though the exposure of Cyprus is limited.

Lastly, the baseline scenario does not incorporate yet any climate-related risks into assessments of
financial stability, debt sustainability and the economu.

On the upside, the output growth forecasts presented in the Stability Programme as well, are based on
a partial inclusion of the impact of investments expected to be implemented under the RRP.

In parallel to the RRP, additional new investments are in the pipeline over the projected horizon, but
are not fully factored in the baseline scenario, constitute an upside risk to forecasts. These invest-
ments are linked to the energy sector, health, education and also tourism and real estate as well, but
their impact on growth cannot be fully measured in order to be captured in the baseline.

Upside risks also include a higher-than-expected performance in services exports, mainly in the ICT
sector due to the continued significant influx of foreign companies in Cyprus.

Stability Programme Update 2023-26 | April 2023

23



2k

CHAPTER 3: GENERAL GOVERNMENT BALANCE AND DEBT

3.1 Policy Strategy

The overall objective of the fiscal policy strategy outlined in this Stability Programme is to support eco-
nomic growth, in line with the Council recommendations of June 2022, while maintaining fiscal sustainability
through a sound fiscal position in the medium term and reducing public debt as a percentage of GDP in a
sustainable manner. The focus of the government strategy is driven by the implementation of the Nation-
al Reform and Resilience Programme (RRP), which encompasses the main national policies for sustainable
growth and competitiveness enhancement.

Despite the continuation of part of the COVID-19 related measures in 2027, the fiscal position recorded a
substantial improvement, due to prudent fiscal policy, of 3.8 percentage points of GDP, with the budget deficit
falling to 2% of GDP from a deficit of 5.8% in 2020. In 2022 the fiscal position improved further, despite the
impact of the Energy-related measures of about -06% of GDP on the accounts of the general government,
with the budget balance turning into a surplus of 2.1% of GDP, corresponding to further substantial improve-
ment on the fiscal position of 4.1 percentage points of GDP. At the same time, the debt-to-GDP ratio declined
further in 2022 by 14.7 percentage points of GOP falling to 86.5% from 101.2% in 2021, almost reaching the
pre-Adjustment Programme levels.

The increase in energy prices at this particular juncture poses a significant challenge for economic policy
makers. It is noted that a series of targeted and horizontal measures were taken from end-2021, to cushion
the impact of the rising prices. The measures include the reduction of excise duties on fuels, the reduction
of the VAT rates on electricity consumption, support to the husbandry units (farmers), support to the low
pensioners and the subsidisation of the electricity bills. The government will continue to take measures to
alleviate the impact of the increase in energy prices for households and companies, that in Cyprus are driven
mainly by the developments in oil prices.

3.2 General Government Balance 2022

The budget balance during 2022 turned into a surplus after two continuous years of fiscal deficits,
taking into account to the strong economic activity during the year, the prudent fiscal policy and the
withdrawal of the majority of the COVID-19 related support measures. In 2022 the fiscal position im-
proved significantly by 4.1 percentage points of GDP, with the budget balance reaching 2.1% of GDP
from a deficit of 2% of GOP in 2021. In nominal terms, the surplus in the accounts of the general gov-
ernment reached €570 mn in 2022 compared to a deficit of €482 mn the year before. Primary balance
reached a surplus of €973 mn in 2022 (3.6% of GDP) compared to a primary deficit of €43 mn (-0.2% of
GDP) in 2021, recording an improvement of 3.8 percentage points of GDP,

Revenue

In 2022, total revenue as a percentage of GOP reached 419% from 415% the year before, recording an
increase of 0.4 percentage points of GOP. In value terms, total revenue increased by 13.7% compared to
2021, with almost all revenue categories recording a positive rate of growth during the year under review.

Tax revenue increased by 16.3% during 2022, reaching 25.3% of GDP from 24.5% of GDP during 2021.
Receipts from taxes on production and imports had the highest contribution to the growth of tax
revenue, of about 5.7 percentage points, recording an increase of 16.9% in value terms, despite the
impact from the Energy-related measures undertaken during 2022, mostly due to increased VAT
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receipts compared to the year before, in line with the increased consumption recorded during the
year under review. It should be noted that from the beginning of 2022 until end-August 2022, the
VAT rate on electricity consumption was reduced to 5% from 19% for the vulnerable households and
to 9% for the rest of the consumers. Also, the reduction of the excise duties on petroleum prod-
ucts was decided, as from March 2022, by 8.3 cents per litter for transport fuel and 6.4 cents per
litter for heating fuel. The total revenue loss from these two measures during 2022 is estimated
at around 0.3% of GDP.

Revenue from taxes on income and wealth increased by 15.5%, in line with the further improvements
in the labour market conditions and the increased activity of businesses. As a percentage of GDP,
current taxes on income and wealth increased by 0.2 percentage points, from 10.4% of GDP in 2021 to
10.6% of GDP in 2022.

Revenue from social security contributions increased by 13.4% during 2022. The positive growth in
this revenue category was partly the outcome of increased contributions in the context of the NHS,
which contributed with 2.9 percentage points to this year-on-year increase, as well as of the improved
labour market conditions. As a percent of GOP, revenue from social security contributions increased
marginally from 11.4% in 2021 to 11.5% in 2022.

Property income in nominal terms remained almost at the same levels as in the year before, falling as
a percent of GOP from 0.5% in 2021 to 0.4% in 2022.

Finally, category ‘other revenue’ recorded an increase of 2.9% in nominal terms, albeit falling at 4.7%
of GDP compared to 5.1% of GOP in 2021.

Expenditure

Total expenditure in 2022 as a percent of GDP, exhibited a substantial decrease of 3.7 percentage
points, from 43.5% of GDP in 2021 to 39.8% of GDP in 2022. In value terms, public expenditure in-
creased by 3%, a much lower growth rate compared to the revenue side, with category subsidies
contributing the most to the containment of public expenditure during the year under review with
-4.6 percentage points on this y-o-y rate of growth.

More specifically, expenditure category subsidies recorded a decrease of 82.2% in 2022, due to the
withdrawal of COVID-19 related expenditure for the subsidisation of wages of employees of compa-
nies that experienced full or partial suspension of their operations, as well as for the one-off pay-
ments to companies to cover part of their operating costs, which took place in the year before. As
a percent of GDP, subsidies decreased by 2 percentage points, from 2.4% of GDP the year before to
0.4% of GDP in 2022.

Compensation of employees exhibited an increase of 5.1%, mainly attributed to the gradual phasing
out of wage cuts (contribution 2.1 percentage points), increments (contribution 1 percentage point),
Cost-of-Living Adjustment [COLA] (contribution 1.3 percentage points), as well as to the increased
wages and salaries of the State Health Service Organization [SHSO] (contribution 0.5 percentage
points). As a percentage to GDP, compensation of employees recorded a significant decrease of 0.8
percentage points, from 12.5% in 2021 to 11.7% of GDP in 2022.

Intermediate consumption recorded a positive rate of growth of 18.1% compared to the year before,
mainly due to increased expenditure for pharmaceuticals (contribution 3.7 p.p.), increased expenses
for the purchase of animal foodstuffs (contribution 1.6 p.p.), as well as due to increased expenses for
water supply (contribution 3.4 p.p.) and for lighting/ heating/ fuel (contribution 1.4 p.p.). In addition,
expenses of about €14.3 mn for the temporary accommodation of Ukrainian nationals under temporary
protection status, in hotels on a full board basis, contributed positively to the growth of expenditure
for intermediate consumption with 1.4 p.p. As a percent of GOP, intermediate consumption increased
by 0.3 percentage points, reaching 4.6% in 2022 from 4.3% the year before.
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Social payments increased by 74% and had the highest contribution to the growth of public expen-
diture during 2022 of about 2.8 percentage points. This increase was mainly the outcome of the sub-
sidisation of part of the electricity bills of households in the context of the energy crisis, increased
expenditure of the Health Insurance Organisation (HIO) to private health providers for their services
in the context of the NHS, as well as increased expenditures for old-age pensions. Also, the lump
sum emergency financial assistance provided to Ukrainian single persons and families that apply for
temporary protection, with an estimated cost of around €2.8 mn in 2022, contributed marginally with
0.1 p.p. to the increase of social payments. As a percent of GDP, social payments decreased from 16.4%
in 2021 to 15.7% during 2022.

Interest expenditure recorded a decrease of 8.3% in 2022 compared to the year before. As a percent
of GDP, interest expenditure declined further from 1.8% in 2021 to 1.5% of GDP in 2022.

Gross capital formation Increased at a rate of growth of 8.2% in 2022, falling marginally as a percent
of GDP at 2.6% from 2.7% in 2021. Finally, category other expenditure recorded an increase of about
18.1% during 2022, increasing as a percent of GDP to 3.5 percent compared to 3.3 in the year before.

3.3 Budget 2023

The budget balance is expected to remain in surplus during 2023, driven mainly by the expected
economic performance during the year, albeit decline marginally as a percent of GDP compared to
2022. More specifically, general government budget balance is forecast of reach 2% of GDP compared
to 2.1% of GDP the year before, where primary balance is forecast to reach 3.2 as a percent of GDP
compared to 3.6 in the year before.

Revenue

In accordance with the baseline macroeconomic scenario, total revenue in 2023 is anticipated to
record a positive rate of growth of the order of 74% compared to 2022, estimated to increase as a
percentage to GDOP by 0.3 percentage points, from 41.9% the year before to about 42.2% of GDP.

Tax revenue in 2023 is expected to exhibit a rate of growth of about 7.1% compared to the year before,
and to marginally increase as a percentage of GOP by 0.1 percentage points, from 25.3% in 2022 to
25.4%. The increase of tax revenue in value terms, is mainly attributed to the expected growth in reve-
nue from taxes on production and imports, which is forecast to exhibit an increase of 71% compared to
2022, in line with the anticipated increase in private consumption. It should also be noted that part of
the increase in this revenue category is also attributed to the much lower cost form the energy related
measures, namely the decreased VAT rate on electricity consumption and the decreased excise duty
on petroleum, which in total is estimated to contribute by 15 percentage points to the growth of rev-
enue from taxes on production and imports. As a percent of GOP, taxes on production and imports are
expected to remain at 14.7% as in the year before. Revenue from taxes on income and wealth are also
expected to record an increase of about 71% compared to the year before, and to marginally increase
as a percentage of GDP, from 10.6% in 2022 to 10.7% in 2023.

Social security contributions are forecast to exhibit an increase of about 85% in 2023, as nominal
earnings are forecast to increase further during the year under review. As a percent of GDP, revenue
from social security contributions is expected to increase by 0.2 percentage points in 2023, reaching
11.7% from 11.5% of GDP in 2022.

Revenue from property income in value terms is expected to remain at the same level as in the year before.
As a percent of GDP, this revenue category is also expected remain at 0.4% in 2023 as in 2022.
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Finally, category “other revenue” is expected to record an increase of about 7.2% stemming mainly
from the expected increase of grants to be received in the context of the RRF. As a percent of GDP,
category “other revenue” is expected remain at 4.7% as in the year before.

Expenditure

Total expenditure is estimated to exhibit an increase of 79%, taking into account the continuation of the
energy related measures. More specifically, the subsidisation of consumers’ electricity bills was decided
to be extended until June 2023, with the total cost of the measure during 2023 estimated to contribute
to the growth of public expenditure with 0.7 percentage points. As a percent of GDP public expenditure is
expected to reach 40.2% from 39.8% in 2022.

In more detail, compensation of employees is forecast to exhibit a substantial increase of 8.8% in 2023
compared to the year before, contributing to the growth of public revenue by 2.6 percentage points. This
y-o-y increase is expected to be brought mainly by the provision of Cost-of-Living Adjustment, as the in-
flation rate for COLA calculation purposes reached 8.71% in 2022, the termination of wage cuts , as well as
annual increments. As a percent of GOP, compensation of employees is forecast to increase at 11.9 percent
of GDP from 11.7 percent of GDP the year before.

Intermediate consumption is forecast to record an increase of 8.8% during 2023, brought mainly from the
expected increases in goods and services prices during the year under review, as well as from the expect-
ed increased expenditure under the RRP. As a percent of GDP intermediate consumption is estimated to
remain at 4.6% of GOP as in the year before.

Social transfers, are expected to increase by 79% in 2023, contributing the highest to the growth of public
expenditure, by 3.1 percentage point. This increase is mainly attributed to the expected increased pay-
ments for old-age pensions, higher expenditure of the HIO to public health providers, as well as increased
expenditure for the subsidisation of the electricity bills, in the context of the energy related measures. As
a percent of GOP this expenditure category is expected to increase marginally by 0.1 percentage points,
from 15.7% the year before to 15.8% in 2023.

Interest expenditure is forecast to record a decrease of 9.4% in 2023, and fall as a percentage of GDP at
1.3% from 1.5% in 2022.

Gross capital formation as a percent of GDP is forecast to exhibit an increase of 0.4 percentage points, and
to reach 3% from 2.6% of GDP in 2022. The y-o-y increase of 254% 1in this expenditure category, in value
terms, is mainly attributed to the impact of the RRF.

Finally, category ‘other expenditure’ is estimated to drop to 3.2% of GPD during 2023 from 3.5% of GDP the
year before and to marginally decrease in value terms by 05%
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3.4 Medium-Term Budget Balance 2024-2026

Taking into account the baseline macroeconomic scenario, the expected impact from the withdrawal
of the energy-related measures, as well as the increase of the contribution rates in the context of
the Social Security Fund as from January 2024, it is expected that the budget position will improve
further from 2024 onwards reaching a surplus of about 2.3% of GDP on average over 2024-2026.

Figure 10: Nominal, Primary and Structural Balance (% GDP)
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Total revenue in nominal terms is projected to record a y-o-y growth of 6.8% in 2024, mainly as a result
of the increase in social security contributions, as the rates in the context of the SSF will increase
according to the relevant Law, and then grow further by 4.3% in 2025 and in 2026, respectively. As a
percent of GDP, total revenue is forecast to reach 42.7% in 2024, and drop at 42.3% in 2025 and 41.9%
of GDP in 2026.

On the expenditure side, it is forecast that public spending will increase by 5.9% in 2024 compared to
the year before, and then exhibit y-o-y increases of 4.2% in 2025 and 2026, respectively. As a percent
of GDP, total expenditure is forecast to reach 40.4% in 2024 from 40.2% in 2023, and then fall at 39.9%
of GDP in 2025 and 39.5% of GDP in 2026.

Allocation of expenditure

In line with the objective of the government to direct public expenditure to growth-enhancing catego-
ries, the structure of expenditures over time, exhibits a continued reallocation towards high priority
functions such as Environmental Protection and Health. At the same time, there is a reduction in gov-
ernment expenditure on functions such as General Public Services, Defence, Public Order and Safety,
Education and Economic Affairs.
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Table VI: Functional classification of expenditure

% of expenditure 2020 2021  2026(f)
General public services 224 210 201 163 18.8 19.4 173 16.3
Defence 36 41 56 bib 4.5 4.6 Lb 41
Public order and safety 42 Lt 45 39 43 bk Le 41
Economic affairs 8.7 70 6.7 228 1.3 8.4 98 8.0
Environmental protection 09 07 08 06 07 07 08 2.3
Housing and community amenities 4.4 39 L2 35 39 4.0 34 34
Health 63 67 6.8 6.2 9.2 96 137 159
Recreation, culture and religion 2.2 23 e 19 24 24 2.1 2b
Education 139 14.6 144 11.8 135 14.0 13.3 12.3
Social protection 334 354 346 286 313 324 310 310
Total expenditure 1000 1000 1000 1000 1000 1000 1000 1000

Source: CYSTAT, MOF

Finally, public debt is estimated to decrease further by 8.2 percentage points of GOP, declining to
72.9% of GDP at end-2024 compared to 81.1 of GDP at the end of the year before, and continue its
downward trend during 2025 and 2026, falling to 67.3% and 60.1% of GOP, respectively.

3.5 Medium Term Objective

The medium-term fiscal strategy of the government is consistent with the fiscal rules embedded in our
Public Financial Management Framework through inter alia the enactment of the Fiscal Responsibility
and Budget Systems Law. According to the law, the overall budgetary position rule establishes that
the general government structural fiscal balance is balanced or in surplus in the medium term. By the
termination of the activation of the escape clause, the MTO remains at a balanced fiscal position (0.0%
of GDP) in structural terms.

Potential output estimates used for the calculation of the cyclical position of the fiscal policy are
obtained from the commonly agreed methodology of the European Commission. Potential GOP is esti-
mated to continue to grow by 3.8% in 2023, from a growth of 3.9% in 2022, and further by 3.4% in 2024
and by 3.3% in 2025 and 2026, respectively.

As a result of the real and potential GDP estimated evolution, the output gap was positive in 2022
reaching 2.3% of GOP from 0.6% in 2021. From 2022 onwards, the output gap is expected to remain
positive, though at a lesser extent, reaching 0.7% of GDP in 2026.

Cyclically adjusted balance (CAB) in 2022 is estimated at about 1% of GDP, where in 2023 is it expected
to record further improvement by 0.3 p.p. and to reach 1.3% of GDP. By the end of the programming pe-
riod 2025-2026 the CAB is forecast to remain positive reaching 2% of GDP, respectively. In the absence
of any one-off and other temporary measures during the programming period, the structural balance
path coincides with the cyclically-adjusted balance path.
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Table VII: Cyclical developments

in percentage of GOP 2022 2023 2024 2025 2026
Real GDP growth (%) 56 28 30 3] 32
Net lending of general government 2] 20 23 23 2k
Interest expenditure 15 13 13 1.4 13
One-off and other temporary measures 0.0 0.0 0.0 0.0 0.0
Potential GDP growth (%) 39 38 3.4 33 33
Output gap 23 13 08 07 07
Cyclical budgetary component 1.2 07 05 04 03
Cyclically-adjusted balance 1.0 13 19 20 20
Cyclically-adjusted primary balance b 26 3.2 33 34
Structural balance 1.0 13 19 20 20

Source: Statistical Service and Ministry of Finance

Taking into account the output gap estimations adopted in this Stability Programme, which are de-
rived from the commonly agreed methodology, and the fiscal forecasts for a medium-term horizon, the
structural balance for the period 2024-26 achieves the medium-term budgetary objective, averaging
at 2% of GDP.

Figure 11: Cyclically-adjusted balance and fiscal stance (% of GDP)
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3.6 General Government Debt

The Medium-Term Public Debt Management Strategy (MTDS) 2023-2025 which was approved by the
Council of Ministers in October 2022 is focused on the following guidelines:

- Smoothening of debt maturity profile and maintaining the maturity of marketable debt at a satis-
factory level compared to the EU average;

- Risk mitigation through increased cash reserves to cover the financing needs of the next 6-9
months and management of interest rate risks;
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« Development of the government securities markets;

« Minimisation of marketable debt borrowing costs through, among others, the improvement of inves-
tor relations and expansion of the investor base.

Each guideline is disaggregated into qualitative and quantitative targets and actions.

Financing actions in 2022

The total borrowed amount of the Republic of Cyprus in 2022 reached €1,290 mn of which the main source
of funding came mainly through the issuance of European Medium-Term Note (EMTN) totaling €1.0 bn. The
remaining funding was mainly done through bilateral loans granted by European Commission (EC) under
SURE instrument and European Investment Bank (EIB) for new and ongoing infrastructure projects. A
detailed statement of the annual financing in 2022 per source is presented in the table below.

Table VIII: Net annual financing per source, 2022

Treasury Bills 137
Funding from EC (RRF, SURE) 29
Retail bonds ok
Euro Medium Term Notes 1,000
EIB loans 100
Total net annual financing 1,290

Notes: (a) The outstanding amount of €137 mn, as at the 31st of December 2022, is a roll-over amount on a quarterly basis. (b) An amount
of €85 mn has been disbursed as a grant under National Recovery and Resilience Plan (NRRP).

Financing in 2023

The Annual Funding Plan 2023, which was approved by the Minister of Finance in November 2022, is
presented in table IX below. The funding needs of 2023 are estimated at €1.5 bn and mostly concerns
long-term debt redemptions.

The main funding of the Annual Funding Plan 2023 has already been completed through a single-tranche
euro denominated issuance of the order of €1 bn in April 2023. The transaction closed successfully
with a bid cover ratio larger than 12 times of the requested amount, with diversified offers from world-
wide investors and a coupon rate of 4.125% at a re-offer yield 4.219%.

During the year, an amount up to €180 mn are expected to be received from EIB and Council of Europe
Development Bank (CEDB) as disbursements for new and ongoing projects. In February 2023 an amount
of €32.75 mn of €180 mn was disbursed from CEDB. Additionally, an amount up to €200 mn, as a grant,
is expected to be disbursed from EC under the NRRP. Based on the current available data on cash
reserves, Government is able to cover the financing needs for this year and a significant amount of
financing needs of the next year.
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Table IX: Net annual funding per source, 2023

AFP 2022
Financing source
up to € million

Treasury Bills 300°
Retail bonds 40

Euro Medium Term Notes (EMTN) 1,000
EIB-CEB loans 180

Use of cash reserves 200
Total net annual financing' 1,/20

1=The total net annual financing of the annual funding plan refers to the maximum amount of funding. It is noted that pursuant to Public
Debt Management Law the Annual Funding Plan is updated at least twice a year.

2=The maximum borrowing amount was originally set at €100 mn per monthly auction. It is noted that during the recent TB's issuances the
total nominal value of accepted offers was lower than the said amount in order to retain the borrowing cost at an acceptable level since
the monetary policies taken by ECB put pressure to TB's yields.

As presented in Figure 12 below, the general government debt to GDP ratio in 2022 decreased to 86.5%
compared to 101.2% the year before. The reduction of the debt to GDP was attributed to the utilization
of a significant amount of cash reserves to cover a part of gross financing needs in 2022, as well as
to the increase of the nominal GOP. Based on the Ministry of Finance projections, the downgrade path
of debt ratio is expected to continue in the following years reaching around 60.1% by the end of 2026.

Figure 12: Debt ratio
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Debt developments

The general government debt is estimated at €23.4 bn or as a percentage of GOP at 81.1% as at the end of
2023, as presented in Table X below. The expected reduction of general government debt by 5.4 percentage
points is attributed to the expected increase of nominal GDP, as public debt in nominal terms, and in line
with the Annual Funding Plan 2023, is forecast to remain broadly at the same levels as in the year before.
Buring the programming period 2024-2026, debt-to-GDP ratio is projected to continue its downward trend
declining to about 72.9%, 67.3% and 60.1% by year end 2024, 2025 and 2026 respectively. The debt-to-GDOP
ratio is projected to exhibit a reduction of 8.2 percentage points in 2024 compared to 2023, 5.6 percentage
points in 2025 compared to 2024 and 7.2 percentage points in 2026 compared to 2025.
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Table X: General government debt 2022-2026

in percentage of GDP 2022 2023 2024 2025 2026
Gross debt ratio 865 811 729 673 601
Change in debt ratio 147 54 -8.2 -56 -72
Primary balance 36 3.2 37 37 37
Interest expenditure 15 13 13 14 13
Stock-flow adjustment -126 -34 -59 -3.3 -4.8

Source: Ministry of Finance

The Stock-Flow Adjustment (SFA) analyses the factors contributing to changes in government debt, other
than government deficits/surpluses. The main items include the accumulation or running down of financial
assets and the so called “snow ball” effect. The substantial negative stock flow adjustment in 2022, equiv-
alent to -12.6% of GDP, reflects the significant reduction of the cash buffer accumulated the year before.
In 2023 onwards, the stock flow adjustment remains negative, yet at a lesser extent, owing to further
decreases in financial assets used for the repayment of debt.

Spreads - secondary market yields (from 1/1/2022 to 31/3/2023)

As presented in Figure 13 below, the 10-year Cyprus sovereign market bond yield curve recorded a
good performance for the whole year and moved aligned and fairly smooth with all the other bond
yield curves of selected European countries, presenting small step ups after each time ECB's mone-
tary policy announcements.

In February 2022, when the war started in Ukraine, an obvious upset occurred, with a sharp increase in all
yield curves, and Cypriot curve climbing to the levels of the Italian curve, deviating significantly from the
Portuguese and the Irish curve. The Cyprus 10-year bond performed very well and had tightened further
during the summer months, starting from June, recording a small down drop and shift of the yield curve
underpinned by the good economic performance. Although after ECB's announcements to increase basic
interest rate, small step ups occurred in September, in October and in December of 2022.

Figure 13: Secondary market yields levels of Cyprus and selected Eurozone States (10-year government bonds)
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In 2022, these figures also resulted by the number of upgrades and confirmations about the Cyprus’ sover-
eign ratings from Credit Rating Agencies (CRAs). More specific, two CRAs upgraded Cyprus sovereign rating
by one notch, to BBB, in the investment category, one CRA changed the outlook, from stable to positive,
sending message for a possible upgrade within the next 12 months, and the fourth CRA confirmed the
rating in the investment category with a stable outlook.

In 2023 Fitch Credit Rating Agency upgraded the sovereign rating by one notch, to BBB, whilst the three
other CRAs affirmed the sovereign rating of the Cyprus Republic.
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CHAPTER 4: SENSITIVITY ANALYSIS OF THE GENERAL
GOVERNMENT BALANCE AND DEBT

This chapter presents the sensitivity analysis for the projected general government balance and debt,
in respect to risks that could impact macroeconomic and fiscal performance over the medium-term.

Sensitivity analysis

In order to address the sensitivity of the projected general government balance and debt ratios, alter-
native assumptions for real GDP growth rates, interest rates and primary balances have been incor-
porated in three distinct scenarios. In line with the approach taken in the rest of this Programme, all
simulations assume unchanged policies.

Scenario 1: Higher interest rate by 50 basis points annually

The first scenario assumes higher interest rates than the baseline scenario for each year over the
programming period. In particular, the real interest rate increases by half of the 10-year historical
standard deviation. Under this scenario, only the trajectory of general government public debt is
affected which, however, continues to present a downward trend, declining to around 63.4% by 2026,
compared to 60.1% under the baseline scenario.

Figure 14: Debt to GDP trajectory under the higher interest rate sensitivity scenario

Debt -to-GDP trajectory
1150

1050 \
950 \
850 \
750 \
650 \

550

% of GDP

2020 | 2021 | 2022 | 2023 | 2024 | 2025 | 2026
Baseline scenario 1138 [1012 | 865 | 81.1 | 729 | 67.3 | 60.1

——Higher interest rate
scenario

1138 | 1012 | 865 | 818 | 747 | 698 | 633

Source: Ministry of Finance

Scenario 2: Lower real GDP growth by half of the 10-year historical standard deviation

Under this scenario, real growth in GDP is assumed to be lower by half of the 10-year standard devia-
tion, for each year over the programming period, compared with the baseline scenario. Along with the
real growth trajectory, Figure 16 below presents the trajectories for debt-to-GDP ratio and primary
balance as percentage of GDP for the period 2020-2026. The debt ratio projects a sustainable path
over the medium term, reaching 76.9% by 2026, exhibiting a deviation of about 16.8 percentage points
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of GDP compared to the projected outcome under the baseline scenario, due to the negative growth
rates during 2013-2014 and in 2020. It is noted that, excluding these negative growth rates, debt-to-
GDP ratio reaches 63.5% by 2026 under this scenario.

Figure 15: Debt to GDP, real GOP growth and primary balance as % of GDP trajectories under the lower real
growth rate sensitivity scenario
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Scenario 3: Lower primary balance by half of the 10-year historical standard deviation

In the third scenario, primary balance as a percentage of GDP is reduced by half of the 10-year histor-
jcal standard deviation for each year over the programming period. Under this scenario, even though
the debt to GDP in 2026 is expected to be higher than the baseline, there is still a downward trend,

where debt ratio declines to 67.3% by 2026.

Figure 16: General government debt and primary balance trajectories under the lower primary balance sensitiv-
ity scenario (% of GDP)
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Scenario 4: Combination scenario

Under the combination scenario, it is assumed that shocks occur simultaneously on real interest rates,
real growth and in primary balance, of the order of % of their 10-year historical standard deviation.
Under this scenario, even though the debt to GOP in 2026 is expected to be higher than the baseline,

there is still a downward trend, declining to 69.3% by 2026.

Figure 17: Debt to GDP, real GOP growth and primary balance as % of GDP trajectories under the combination

sensitivity scenario
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CHAPTER 5: SUSTAINABILITY OF PUBLIC FINANCES

Chapter 5 illustrates the overall situation regarding the sustainability of public finances. In this
chapter we perform a more detailed analysis on the projected development of the General Social
Insurance Scheme (GSIS) and other public age-related expenditures, as well as the future evolution
of the general government expenditures and revenues. For this analysis, it is assumed that the
budgetary situation evolves in line with the Stability Programme (SP) targets of 2023-2026. There-
after, the projected changes in age-related expenditure and revenue are cumulated to the 2026
general government expenditure and revenue ratios to obtain the projected long-term paths for
the general government balance.

It is noted that public pension projections as included in this SP cover the pension expenditure of
the General Social Insurance Scheme (GSIS), Government Employees Pension Scheme (GEPS) and Social
Pension Scheme (SPS), which essentially represent the total public pension expenditure as defined
by Eurostat (ESSPROS).

Table 7 in the Appendix includes an analysis of the long-term fiscal sustainability which takes into
account the impact of age-related changes in expenditure over the period 2020-2060. The main ele-
ments of the analysis are the long-term projections on public pensions, health care, long-term care
and education expenditures. The projections undertaken for the purposes of the present SP are
based on the latest available commonly agreed assumptions of the EPCG-Ageing Working Group (AWG)
formulated in 2020 with 2019 as a base year.

Table XI below, presents the key demographic and labour market assumptions for 2030-2060 used
in the 2021 Ageing Report, Underlying Assumptions and Projection Methodologies (published in
November 2020).

Table XI: Basic Demographic and Labour Market assumptions 2020-2060

2020° 2030 2040 2050 2060

Total Fertility Rate 1.36 138 142 146 1.49
Life Expectancy at birth

Males 804 821 833 845 856
Females 844 861 872 883 893
Participation Rates (15-64) 758 779 784 787 7S94
Males (15-64) 823 816 818 821 828
Females (15-64) 697 745 753 756 762
Net migration (thousand) 45 34 30 27 e

"Data for 2020 are historical

The population in Cyprus is projected to increase by 0.2 mn during the projection period, from 09 mn in
2020 to 1.1 mn in 2060. Fertility rates, which have decreased during the period 2000-2014, are projected to
increase over the projection period from 1.36 in 2020 to 149 in 2060. Life expectancy increases significant-
ly. Gains 1in life expectancy during the period 2020-2060 are 5.2 years for males and 4.9 years for females.

On the labour market, the total participation rate (15-64) is expected to increase by 3.6 p.p. between
2020-2060, mainly due to the increase in the female participation rates (0.5 p.p. for males and 6.5 p.p. for
females). Unemployment rate (ages 15+) is expected to decline and stabilize at a rate of 6.7%.
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Table XII presents the aggregate results of the projections for the public pension expenditure and the
contributions over the period 2020-2060.

Table XII: Projected public pension expenditure and contributions, 2020-2060

in percent of GDP 2020° 2030 2040 2050 2060
Total Expenditure’ 9.0 95 99 10.0 10.7
Total Amount of Contributions? 79 9.2 10.1 10.1 100

! Expenditure represents pension spending under GSIS, GEPS and SPS.
¢ Contributions arising from GSIS legislated schedule of contribution rates and GEPS employee contribution rate.
? Data for 2020 are historical

The results in Table 7 presented in the Appendix, indicate that over the period 2020-2060, public pen-
sion spending, as percentage of GDP, is expected to increase from 9.0% in 2020 to 10.7% in 2060. This is
mainly due to the significant deterioration of the old-age dependency ratio. This negative contribution
from demographics, is partially offset by a positive contribution primarily resulting from a decrease
in the benefit ratio, primarily due to the termination of GEPS to new members effective as from 2011,
as well as the price indexation on GEPS pension benefits in the longer-term.

Over the same period, pension contributions are expected to increase from 79% of GDP in 2020 to
around 10.0% of GOP in 2040-2060, primarily due to the legislated future increases in the GSIS contri-
bution rate over the period until 2039.

The accumulated reserves of the GSIS are expected to increase from 36.8% of GDP in 2020 to 44.4% of
GDP in 2050 and then to decline to 39.5% in 2060.

As a total, all age-related expenditure including spending on healthcare, long-term care and educa-
tion (which are based on the 2021 Ageing Report) are projected to decrease from 21.9% in 2020 to
19.6% of GDP in 2060.

In specific, health care expenditure is projected to decrease during 2020-2060, from 5.9% of GDP in
2020 to about 3.2% in 2060. Long-term care expenditure is projected to increase during 2020-2060,
from 0.3% of GDP in 2020 to about 0.6% in 2060.

Additionally, education expenditure is projected to decrease by 1.3 p.p. from 5.8% in 2020 to about
4.5% of GDP by 2060. This decrease is also attributed to demographic factors and the change in the
age structure of the population.

Other age-related expenditures are expected to decline and then remain stable at 0.7% of GDP across
the projection period.

On the revenue side, property income is expected to hover around 0.3% of GDP across the projec
tion period.

As a result of the above developments, total general government expenditure will decrease from 44.6%
of GDP in 2020 to 40.7% in 2060. Following the termination of all COVID-19 support measures and the
continued improvement of the economy, the ratio will be projected to be on a downward path until
2026. Afterwards, it is expected to increase to 40.7% of GDP by 2060 mainly due to the increase in the
pension expenditure. General government revenue is projected to increase from 38.8% of GDP in 2020
to 43.1% of GDP in 2060 due to the increase in pension contributions.
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APPENDIX: STABILITY TABLES

Table 1a. Macroeconomic prospects

2022 2022 2023 2024 2025 2026

rate of rateof rateof rateof rate of

€ miltion change change change change change
1. Real GDP B1*g 24,2299 56 28 30 31 3.2
2. Nominal GDP Bl*g 270117 125 6.7 56 53 54
3. Private consumption expenditure P3 149317 77 2.2 1.8 2.0 23
4. Government consumption expenditure P3 46394 35 19 34 30 30
5. Gross fixed capital formation P51 46616 6.6 17 63 6.0 58
. - +
e e e e S n m o w o
7. Exports of goods and services P6 224577 143 37 31 26 2.4
8. Imports of goods and services P7 229947 195 2.7 29 2.4 22
Contributions to real GDP growth
9. Final domestic demand 242327 66 21 29 29 EN
. - +
l?UE:aor;gve;ujgblr;\;entONes and net acqui PS523 4031 0 00 00 00 00
11. External balance of goods and services ~ B11 -5370 -4 03 01 0.2 01
Notes

(1) The chain-linking method, is not applicable to the variable “‘changes in inventories (incl. valuables)’, since negative values are observed for
certain years. This method is followed by all Member States and Eurostat. For completeness purposes of this table, the difference between
Total Investment and Gross Fixed Capital Formation is used.

(2) The volume measures (reference year 2010) is the result of the chain-linking method, as well as the application of the non-additivity ap-
proach, as required by Eurostat so the total GDP is not the same as the sum of its components. This applies for 2021 while for the forecasted
years, total GDP is the sum of its components. So for 2022, the sum of the component's contribution to growth is not the same as total GDP
growth due to the non-additivity in 2021.

Table 1b. Price developments

2022 2022 2023 2024 2025 2026

ESA level rate of rate of rateof rateof rateof

Code change change change change change
1. GDP deflator 115 65 38 2.4 21 2.1
2. Private consumption deflator 1109 80 30 22 20 20
3. HICP' [2015=100] 1102 8.1 32 25 20 20
4. Public consumption deflator 1105 5.3 50 2.4 18 18
5. Investment deflator (GFCF) 116.0 86 33 2.3 2.0 2.0
6. Export price deflator (goods and services) 1107 45 32 2.4 21 21
7. Import price deflator (goods and services) 1086 39 30 23 20 20
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Table Tc. Labour market developments

2022 2022 2023 2024 2025 2026

ESA level rate of rate of rateof rateof rateof

Code change change change change change
1. Employment. persons (thousands)' 4581 29 10 14 16 18
2. Employment. hours worked? (thousands) 829,361 41 14 17 18 20
3. Unemployment rate (%) 328 68 65 58 53 50
4. Labour productivity. persons* 528949 27 18 16 15 14
5. Labour productivity. hours worked® 292 15 14 13 13 12
6. Compensation of employees (€ million) D1 113833 70 91 6.6 65 6.4
7. Compensation per employee (in €) 279064 38 80 52 48 45

! Persons with occupation. domestic concept. national accounts definition.
¢ National accounts definition.

3 Harmonised definition. Eurostat; levels.

“ Real GDP per person employed.

> Real GDP per hour worked.

Table 1d. Sectoral balances

% of GDP o 2022 2023 2024 2025 2026

1. Net lending/borrowing vis-a-vis the rest

of the world B9 -89 -75 -70 -6.6 -6.3
of which:

- Balance on goods and services -0.4 07 09 1.2 14
- Balance of primary incomes and transfers -87 -84 -8.1 -80 79
2. Net lending/borrowing of the private sector B9 2.2 95 94 90 -87
3. Net lending/borrowing of general government EDP B9 2.1 20 23 23 2.4
4. Statistical discrepancy 00 00 00 00 00
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Table 2a: General government budgetary prospects

2022 2023 2024 2025 2026

Net lending (EDP B.9) by sub-sector €mn % of GOP  %of GDP % of GDP % of GDP % of GDP
1. General government S13 570.2 21 20 23 23 2.4
2. Central government S131 459 0.2 0.1 0.6 0.7 08
3. State government S1312 M M M M M M
4. Local government S1313 59 0.0 0.0 00 00 00
5. Social security funds S1314 518.4 19 18 17 16 15
General government (S13)
6. Total revenue TR 11,3215 419 bee 42.7 423 419
7. Total expenditure TE1 10,751.3 398 40.2 40.4 399 395
8. Net lending/borrowing EDP BS 570.2 21 2.0 2.3 23 =¥
9. Interest expenditure EDP D.41 4024 15 13 13 1.4 13
10. Primary balance? 972.6 36 32 37 37 37
11. One-off and other temporary measures’ 00 0.0 0.0 0.0 0.0 0.0
Selected components of revenue
12. Total taxes (12=12a+12b+12c) 6,836.8 253 254 253 25.1 250
12a. Taxes on production and imports D2 3,959.8 14.7 14.7 146 144 14.3
12b. Current taxes on income. wealth. etc D5 2,8765 106 10.7 107 107 107
12c. Capital taxes D91 05 00 00 00 0.0 0.0
13. Social contributions D61 31127 115 1.7 2.4 126 127
14. Property income D4 110.3 04 0.4 0.4 03 03
15. Other* 12617 4.7 4.7 47 4.2 39
16=6. Total revenue TR 11,3215 419 422 42.7 423 419
p.m.: Tax burden (D.2+D.5+D.61+D.91-D.995)° 99495 36.8 371 377 377 377
Selected components of expenditure
17. Compensation of employees + intermediate consumption ~ D.1+P.2 4,350.0 163 165 165 16.4 163
17a. Compensation of employees Da 3,158.6 "7 13 18 1.8 1.7
17b. Intermediate consumption P2 12314 46 46 46 4.6 4.6
18. Social payments (18=18a+18b) 4,2295 15.7 15.8 161 16.4 16.6
of which Unemployment benefits® 720 03 0.2 0.2 0.2 02
D.6311.
18a. Social transfers in kind supplied via market producers ~ D.63121. 925.9 34 35 3.2 3.2 3.2
D.63131
18b. Social transfers other than in kind D62 3,303.6 12.2 123 129 13.2 133
19=8. Interest expenditure EDP D.41 4024 15 13 13 1.4 13
20. Subsidies D3 104.2 0.4 0.4 03 0.2 0.2
21. Gross fixed capital formation P51 6913 2.6 3.0 2.8 24 2.3
22. Other® 9339 35 3.2 3.2 31 28
23=7. Total expenditure TE' 10,751.3 398 40.2 40.4 399 395
p.m.: Government consumption (nominal) P3 50785 18.8 18.7 18.7 18.7 18.7
1. TR-TE=BS.

2. The primary balance is calculated as B.9 (item &) plus D.41 (item 5).

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

4. P1+P12+P131+D.39rec+D.7rec+D.9rec (other than D.91).

5. Including those collected by the EU and including an adjustment for uncollected taxes and social contributions (D.995). if appropriate.

6. Includes social benefits other than social transfers in kind (D.62) and social transfers in kind via market producers (D.632) related to unemployment benefits.
7.D.29pay+Dhpay (other than D.41pay) + D.5pay+D.7pay+P.52+P53+NP+D.8.
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Table 2b. No policy-change projections

2022 2022 2023 2024 2025 2026

Level % of % of % of % of % of
(Emn) GDP GDP GDP GDP GDP

1. Total revenue at unchanged policies 12518 417 415 413 407 402
2. Total expenditure at unchanged policies 111220  41.2 L4 418 4.2 406

Table 2c. Amounts to be excluded from benchmark

2022 2022 2023 2024 2025 2026

Level % of % of % of % of % of
(Emn) GDP GDP GDP GDP GDP

1. Expenditure on EU programmes fully

matched by EU funds revenue 1400 05 04 08 06 04
2. Cyclical unemployment benefit expenditure  -14.4 -01 0.0 0.0 00 00
3. Effect of discretionary revenue measures 637 03 07 1.4 15 17

4. Revenue increases mandated by law - - - - - _

Table 3. General Government expenditure by function

% of GDP COFOG Code 2021 2026
1. General public services 1 69 6.4
2. Defence 2 18 16
3. Public order and safety 3 17 16
4. Economic affairs 4 5.2 3.2
5. Environmental protection 5 04 08
6. Housing and community amenities 6 19 14
7. Health 7 6.8 6.3
8. Recreation, culture and religion 8 07 10
9. Education 9 55 49
10. Social protection 10 125 12.2
11. Total expenditure (=item 3=22 in Table 2a) TE 435 395
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Table 4. General government debt developments

% of GDP CEoSdAe 2022 2023 2024 2025 2026
1. Gross debt 86.5 81.1 729 67.3 60.1

2. Change in gross debt ratio 147 54 -8.2 -5.7 -72

Contributions to changes in gross debt

3. Primary balance B.9+D.41 36 3.2 37 37 37

4. Interest expenditure 0.41 15 13 13 14 13

5. Stock-flow adjustment -12.6 34 -59 -33 -4.8
of which:

- Differences between cash and accruals -09 -03 01 0.2 0.2

- Net accumulation of financial assets -05 2.2 -1.7 0.2 -16

p.m.: Implicit interest rate on debt

6. Liquid financial assets 28.7 291 259 248 219

7. Net financial debt (7=1-6) 578 520 470 425 38.2

Table 5. Cyclical Developments

ESA

% of GDP 2022 2023 2024 2025 2026
Code

1. Real GDP growth (%) 56 28 30 31 3.2
2. Net lending of general government BS 21 20 23 2.3 ok
3. Interest expenditure D.41 15 13 13 14 13
4. One-off and other temporary measures' 0.0 00 00 00 0.0
5. Potential GDP growth (%) 39 38 34 33 33
contributions:

- labour 1.2 13 09 09 09
- capital 11 1.0 1.1 1.2 13
- total factor productivity 15 15 13 1.2 1.1
6. Output gap 23 13 09 0.7 0.7
7. Cyclical budgetary component 1.2 0.7 05 0.4 03
8. Cyclically-adjusted balance (2-7) 1.0 13 19 2.0 20
9. Cyclically-adjusted primary balance (8+3) 24 2.6 3.2 33 34
10. Structural balance (8-4) 1.0 13 19 20 20

" A plus sign means deficit-reducing one-off measures
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Table 6. Divergence from previous update

2023 2024 2025 2026

Real GDP growth (%)

Previous update 2.7 38 34 30 n.a.
Current update 56 28 30 3 32
Difference 29 -1.0 -04 01 n.a.
General government net lending (% of GDP) BS

Previous update 05 08 19 21 n.a.
Current update 2. 20 2.3 2.3 2k
Difference 16 1.2 04 0.2 n.a.
General government gross debt (% of GDP)

Previous update 939 88.2 81.0 76.7 n.a.
Current update 86.5 811 7289 673 601
Difference 7L 71 -81 -94 n.a.
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Table 7. Long-term sustainability of public finances

% of GDP 2007 2010 2020 2030 2040 2050 2060
Total expenditure 376 417 L4B 395 400 400 407
Of which: age-related expenditures 151 178 219 18.4 189 188 196
Pension expenditure 6.0 6.8 90 95 99 10.0 10.7
Social security pension 40 47 6.6 8.2 89 95 105
Old-age and early pensions 29 36 5.4 6.7 72 78 8.8
Other pensions (disability, survivors) 11 1.2 1.2 15 17 17 17
Occupational pensions (if in general government)’ 2.0 21 23 13 10 05 0.2
Health care 2.6 30 59 30 31 31 3.2
Long-term care 0.2 0.2 03 0.4 05 05 06
Education expenditure? 56 65 58 4.7 4.7 45 45
Other age-related expenditures 08 13 09 07 0.7 07 0.7
Interest expenditure?
Total revenue 408 370 388 423 43.2 43.2 431
Of which: property income 06 1.4 05 03 03 03 03

Of which: from pensions contributions (or so-
cial contributions if appropriate)

Pension reserve fund assets 327 359 36.8 374 419 L L 395

Of which: consolidated public pension fund as-
sets (assets other than government liabilities)

58 6.8 78 9.2 101 101 10.0

Systemic pension reforms

Social contributions diverted to mandatory
private scheme

Pension expenditure paid by mandatory pri-
vate scheme

Assumptions

Labour productivity growth -08 18 21 08 19 18 17
Real GDP growth 51 2.3 -bb 17 b 21 16
Participation rate males (aged 20-64) 829 80.4 82.3 816 81.8 821 82.8
Participation rates females (aged 20-64) 65.4 674 69.7 745 75.3 756 76.2
Total participation rates (aged 20-64) 739 736 758 779 78.4 787 79.4
Unemployment rate (15+) 39 6.3 75 8.4 76 6.8 6.7
Population aged 65+ over total population 124 127 16.4 186 208 224 251

" Occupational Pension expenditure projection results are extracted from an expert actuarial study and also take into account the lump-sum.
¢ National estimates based on EPG-AWG projection methodology and assumptions.
? Possible interest rate effects were not taken into account.
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Table 7a. Contingent liabilities

% of GDP 2022 2023
Public guarantees 5.2 49
Of which: linked to the financial sector 17 16

Table 8. Basic assumptions

2022 2023 2024 2025 2026
EA: Short-term interest rate (3-months money markets) 03 31 28

EA: Long-term interest rate (10-year government bonds, 1 > 51

Germany)
USD/€ exchange rate (annual average) 1.04 1.08 1.09 1.09 110
Nominal effective exchange rate of the EU (% change) -4.0 33 0.0

(for countries not in euro area or ERM II) exchange rate

vis-a-vis the € (annual average) 3 30 33

World growth excluding EU (in PPP terms) 35 08 16 2.2 20
EU 28 GDP growth 4.0 -03 10 2.2 20
Growth of relevant foreign markets [UK] b b 36

World import volumes. excluding EU 1007 848 799 76.0 730
Oil prices (Brent. USD/barrel) 434 64.7 61.3 604 583

Table 9a. RRF impact on programme’s projections - GRANTS

% of GDP

Revenue from RRF grants

1. RRF GRANTS as included in the revenue projections 0.1 04 09 08 06
2. Cash disbursements of RRF GRANTS from EU 03 07 08 06 04
Expenditure financed by RRF grants

3. TOTAL CURRENT EXPENDITURE 01 01 03 0.2 0.2
4. TOTAL CAPITAL EXPENDITURE 01 03 07 06 05
of which:

- Gross fixed capital formation 00 0.2 0.4 03 03
- Capital transfers 0.0 01 0.2 03 0.2
Other costs financed by RRF grants

5. Reduction in tax revenue 00 0.0 00 00 00
6. Other costs with impact on revenue 0.0 0.0 0.0 00 0.0
7. Financial transactions 00 00 00 00 00
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Table 9b. RRF impact on programme’s projections - LOANS

% of GDP 2022 2023 2024 2025 2026
Cash flow from RRF loans projected in the programme

1. Disbursements of RRF LOANS from EU 0.0 00 0.2 03 0.0
2. Repayments of RRF LOANS to EU 00 00 00 0.0 00
Expenditure financed by RRF grants

3. TOTAL CURRENT EXPENDITURE 0.0 01 01 01 0.0
4. TOTAL CAPITAL EXPENDITURE 0.0 01 01 01 01
of which:

- Gross fixed capital formation 00 01 0.1 0.1 0.1
- Capital transfers 00 0.0 0.0 0.0 0.0
Other costs financed by RRF grants

5. Reduction in tax revenue 00 0.0 0.0 0.0 0.0
6. Other costs with impact on revenue 00 0.0 0.0 0.0 0.0
7. Financial transactions 0.0 0.0 0.0 0.0 0.0
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