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Summary

Real GDP growth in Cyprus is estimated to have slowed from 5.1% in 2022 to 2.4% in 2023. Growth is projected to
stay at 2.4% in 2024 and to improve to 3.2% in 2025. Compared to the October issue, the growth forecast for 2023
has remained unchanged, while the forecast for 2024 has been revised down by 0.4 percentage points. The tightening
of monetary policy that led to slowing growth during 2023, as well as geopolitical turmoil (conflict in the Middle
East, ship attacks in the Red Sea, war in Ukraine), are expected to weigh on growth in 2024. Despite the slowdown
in 2023, economic activity and the labour market in Cyprus have remained resilient, while inflation has gradually
decelerated, supporting growth prospects. In addition, the growth outlook benefits from robust economic sentiment
and strong public finances during 2023.

Inflation (based on the Consumer Price Index) is projected to decelerate further in 2024 and 2025, mainly driven by
the recent easing of price pressures and the tight financing conditions. Inflation is forecast to decrease from 3.5% in
2023 to 2.1% in 2024 and 2.0% in 2025. Compared to the October issue, the inflation forecast for 2024 has been
revised down by 0.5 percentage points, as international commodity prices eased in the final quarter of 2023 and
domestic inflation decelerated substantially in November and December.

Risks to the growth outlook are tilted to the downside, while risks to the inflation outlook are skewed to the upside,
mainly owing to increased geopolitical turmoil.

Iavovaplog 2024
Hepidnym

0 pvBudg ueyéBuvong tov mpayuatikov AET extiudtai 6t éxel emiPBpaduvOei amo 5,1% to 2022 o€ 2,4% 10 2023. 0 pubudg
ueyeduvaong mpoPAETeTaL va mapaueivel ato 2,4% to 2024 kau va evéuvauwBel ato 3,2% to 2025. Xe aUyKplon e To TEUYOS
Oktwpplov, n TpofAsyn yia 1o 2023 éxel mapaueivel aueTafANTy, v N TPoPAeyn yia to 2024 Exel avabswpnBei mpog Ta
Katw kata 0,4 mooooTtiaiss uovades. H avotnpomoinon tne VoULoUATIKIIC TTOMTIKNS TTOV 081ynoE O€ emPpaduvon tng
avantuéne kata 1o 2023, kabw¢ Kal ol YewTOMTIKEG avaTtapdésls (cUykpovon atn Méon Avatolr, emibéoeis kata
gumoptkwv mAolwv otnv Epubpa Oddacoa, moAspos atnv Ovkpavia), avauévetal va emiBapuvouy tov pvbuc ueyébuvong
10 2024. Ilapa v emifpdadvven tne avantvéng to 2023, 1) 0LKOVOULKT) SpAOTHPLOTHTA KaL 1) ayopd epyacias otny Kompo
Eyovv Tmapaueivel avOekTIKES, eved 0 TANOBwpPLouos Exel emiBpaduvvlel otadiakd, vTooTNPI(OVTAS TIC TPOOTITIKES
ueyéBuvang. EmmA£0v, oL EyXwWPLES TIPOOTITIKES EMWPEAOVVTAL ATIO TA CYXETIKE UYNA ETTITESA OLKOVOULKIG EUTTILOTOOUVNG
otnv Kompo ka1 v toyvpn dnuoaiovoutky) emidoon katda to 2023.

0 mAnBwpiouog (ue Paon tov Asiktn Twwdv Katavalwtn) mpofAémetal va emiBpaduvvOei mepautépw to 2024 ko 2025,
Kuplws eéautiag THS TPOTPATNGS ATOKAUXKWOTNS TWV AVOSIKWYV TILEGEWY OTIS TIUES KL TWV QUOTNPOTEPWV TILOTWTIKWOV
ouvOnkwv. 0 TAnBwplouds mpofAsmetar va uetwOel amd 3,5% to 2023 o€ 2,1% to 2024 kat o€ 2,0% to 2025. Ze avykpion
Ue To TeUY0¢ OxTwfpiov, n TpofAeyn yia tov mAnBwpioud tov 2024 Exel avabewpnBel Tpos Ta kdtw katd 0,5 mocooTiaies
UOVASES, KaOwS ot SIEOVEIS TIUEG EUTOPEVUATWY onuelwoay Kauyn to TeAsvutaio Tpiunvo tov 2023 kat 0 EyYwpLog
TANOBwPLoUOS eTtLBpadivOnke onuavtika Tov NoéuBpto kat tov Askéuppuo.

Ot mpofAgels ouvoSevovtal amé KIvOUVoUS yla YaUNAGTEPOUS At TouS TPoBAETOuEVoUs pubuols ueyéBuvong kat
VYPNAGTEPO a6 TOV TPOPAETOUEVO TANOWPLOUS, KUPIWwS AOYw TWV QUENUEVWY YEWTIOATIKWY EVIATEWV.
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1. Recent developments

Economic growth in Cyprus remained solid in the
third quarter of 2023, supported by a strong labour
market performance. The year-on-year (y-o-y)
growth rate of real GDP stayed unchanged at 2.2%
between the second and third quarters of 2023,
avoiding further slowdown.

In the third quarter of 2023, real gross value added
in financial and professional services declined (y-o-
y), for the second consecutive quarter, reflecting the
effects of monetary tightening, and sanctions against
Russia because of its war in Ukraine. The contraction
in real activity during the third quarter intensified in
financial services, but it moderated markedly in
professional services. Real gross value added in the
remaining sectors, except industry, continued to
expand (y-o-y) in the third quarter, but at somewhat
slower rates vis-a-vis the second quarter; in the
industrial sector growth strengthened further.

On the expenditure side, private consumption and
gross capital formation, notably machinery and
equipment, were the main contributors to GDP
growth in the third quarter. The contribution of
construction investment to GDP growth has
remained positive in the third quarter, but the y-o-y
increase in the key component of fixed capital
formation, namely dwellings, has weakened
considerably, registering its lowest value since the
final quarter of 2020. The y-o-y growth rate in
government consumption fell again in the third
quarter, whereas private consumption growth
picked up. Net exports weighed on growth in the
third quarter, as imports rebounded much more
strongly than exports, after they had both contracted
in the second quarter.

Monthly data signalled improvements in domestic
activity in the last three months of 2023 (e.g.
registrations of motor vehicles, use of local credit
cards in Cyprus). Yet, recent developments in leading
indicators suggest that activity growth continued to
moderate over the past months (e.g. number of
property sale contracts, tourist arrivals, use of
foreign credit cards in Cyprus). Labour market
conditions improved further in the final quarter of
2023, as the declines (y-o-y) in the number of
registered unemployed accelerated, and the
unemployment rate (Eurostat) followed a declining
path over the period January - November.

In the fourth quarter of 2023, the Economic
Sentiment Indicator (ESI) decreased marginally
compared to the third quarter; however, the ESI for
Cyprus remained above its long-term average.
Consumer confidence continued to slide in the fourth
quarter, despite a pickup registered in December.
Business confidence in services, retail trade and
manufacturing weakened in the fourth quarter,
while confidence in construction improved, reaching
its highest level since 2019. Firms’ employment
expectations stayed above their long-term average in
the fourth quarter, despite a deterioration in
December owing to downward revisions in services.
In the fourth quarter, selling price expectations
continued to gradually ease, while consumer price
expectations rose slightly because of a large upward
revision in October. Economic uncertainty in Cyprus
remained at relatively low levels in 2023, although it
increased abruptly in December, driven by higher
uncertainty among firms in services, particularly in
the financial sector.

Public finances continued to perform strongly over
the period January - November 2023; compared
with the same period in 2022, revenue rose faster
than expenditure, and the budget surplus increased.
In November, public debt stood at EUR 23.2 billion,
down from EUR 23.5 billion in August, and the long-
term interest rate for Cyprus fell just under 4%.

Domestic lending interest rates continued to trend
upwards in October - November, reaching their
highest point since 2014, reflecting the tightening of
monetary policy in the euro area. Growth (y-o0-y) in
new lending remained positive over the period
January - November, driven by the increase in new
business loans, despite the decrease in new housing
loans. Since the first months of 2023, the stock of
loans has been contracting, while deposits have been
expanding, but at a slowing pace especially in
October and November. The ratio of non-performing
loans (NPLs) to total loans remained on a downward
trend during the period January - October 2023.

Inflation, measured by the Consumer Price Index
(CPI) has been gradually easing since the final
quarter of 2022, falling from 8.4% in 2022 to 3.5% in
2023. Inflation edged down from 2.7% in the third
quarter of 2023 to 2.3% in the fourth quarter, mainly
because of lower food inflation. Nevertheless, food
inflation as well as inflation in the categories of
restaurants and hotels, and miscellaneous
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goods/services remained well above the overall
inflation rate at the end of 2023.

2. Forecasts

Projections for GDP growth and CPI inflation are
constructed using a dataset with numerous domestic
and foreign indicators, and a large number of
dynamic econometric models. Quarterly series
available up to the third quarter of 2023 were
employed. Monthly indicators that contain
information about some or all the months in the final
quarter of 2023 were also used. The cut-off date for
the data used in the analysis was 17 January 2024.

Table 1 presents the forecasts for the growth rate of
real GDP for 2023, 2024 and 2025. Real GDP growth
is forecast to have slowed from 5.1% in 2022 to 2.4%
in 2023. Growth is projected to stay at 2.4% in 2024
and to improve to 3.2% in 2025. The tightening of
monetary policy that led to slowing growth during
2023, as well as geopolitical turmoil, because of the
Israel - Hamas war, commercial ship attacks in the
Red Sea region, and the ongoing war in Ukraine, are
expected to weigh on the outlook in 2024. Despite

the slowdown in 2023, economic activity and the
labour market in Cyprus have remained resilient,
while inflation has gradually decelerated from its
peak in July 2022, supporting the growth outlook.
Compared to the October issue, the growth forecast
for 2023 has remained unchanged, but the forecast
for 2024 has been revised down by 0.4 percentage
points. The downward revision was driven by tighter
financing conditions, weaker economic growth in the
EU, and softening domestic activity in the second half
of 2023 reflected in hard and soft data.

Table 1 also shows the forecasts obtained from the
different components (groups of models) and the
weights assigned to these forecasts in shaping the
final forecasts. The real economy component (which
is based on factors estimated from real activity and
labour market indicators) and the component
relating to economic aspects other than the real
economy take very small weights.! The component
that combines information on both the real economy
and other economic aspects plays a key role in
forming the final forecasts.2

Table 1: GDP growth forecasts and components

YEAR 2023 2024 2025
FORECAST 2.4 2.4 3.2
FORECAST BY FORECAST BY FORECAST BY
WEIGHT COMPONENT WEIGHT COMPONENT WEIGHT COMPONENT
COMPONENTS
I. Real economy 0.56 2.4 043 2.4 0.44 33
II. Aspects other than real economy 0.61 2.5 0.49 2.3 0.60 34
I1I. Real economy & other aspects 98.83 2.5 99.08 24 98.96 3.2
Fiscal 5.34 2.5 5.29 24 543 33
Prices 11.88 24 1235 21 12.78 2.6
Exchange rates 3.10 24 3.19 2.6 335 34
Interest rates, spreads 17.37 24 17.87 21 18.81 31
Stock markets 13.62 24 1348 25 14.28 33
Economic sentiment, uncertainty 38.37 24 3751 25 36.00 3.3
Loans, deposits 9.15 24 9.38 25 8.31 34

1 Factors refer to a small number of principal components
extracted from a large dataset of series relating to real domestic
and foreign activity, and the labour market. The component
concerning aspects other than the real economy is based on
indicators such as interest rates, stock market returns, economic
sentiment indicators, exchange rates, domestic and foreign price
indices, international commodity prices, fiscal indicators, loans
and deposits. Monthly information within the forecast horizon
(monthly leads) is included in the models if available.

2 Economic sentiment indicators refer to data obtained through
the Joint Harmonised EU Programme of Business and Consumer
Surveys conducted by the Directorate General for Economic and
Financial Affairs. The Economics Research Centre acknowledges
funding from the European Union, the Ministry of Finance, and
the University of Cyprus for carrying out the project “Business
and Consumer Surveys” in Cyprus.
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The main factors that affect the outlook are
discussed below.

e Activity and the labour market. The economic
slowdown in Cyprus’s trading partner economies
(e.g. EU, UK) intensified during the first three
quarters of 2023, weighing on domestic activity. In
the third quarter, GDP growth (y-o-y) almost stalled
in the EU, while it remained feeble in the UK.
Monthly indicators on manufacturing production
and retail trade turnover suggest that activity in
trading partner economies (especially in the euro
area) was weak in the final quarter of 2023.
Moreover, some domestic leading indicators
relating to tourism and real estate signal further
loss of growth momentum in Cyprus during the last
quarter of 2023. The above developments impede
domestic  growth  prospects considerably.
Nevertheless, unemployment in trading partner
economies has stayed at very low levels, while the
domestic labour market has remained robust, with
declines in unemployment and strong growth in job
vacancies. The favourable labour market conditions
(foreign and domestic), and solid economic growth
in Cyprus during the third quarter influence the
outlook positively.

e Confidence and uncertainty. The high levels of
economic sentiment in Cyprus recorded
throughout 2023, mainly driven by improvements
in business confidence, as well as the relatively low
levels of economic uncertainty are expected to
benefit the outlook significantly. Moreover,
improvements in consumer confidence in the EU
and the UK registered in 2023, and the uptick of
economic sentiment in the EU and the euro area
during the final quarter of 2023 influence the
domestic growth prospects positively. However,
economic sentiment in the EU and the euro area has
remained below its historical average since the
second half of 2022, and domestic consumer
confidence has almost stalled since the second
quarter of 2023. In recent quarters, business
confidence in financial services has exhibited large
swings, while confidence among firms in the
hospitality sector has weakened. The above
developments in survey indicators weigh on the
growth outlook.

e Financial conditions. After having reached a 15-
year high in September, the key ECB rates have

been kept unchanged. The tight monetary policy
stance in the euro area, to bring inflation back to its
medium-term target, led to further tightening of
financing conditions in the bloc during the second
half of 2023. The recent increases in funding costs
for households and businesses as well as in long-
term interest rates for euro area member states are
expected to continue limiting demand, dampening
growth in the following quarters. Most notably,
rising interest rates (for loans, and deposits with
longer maturities) in Cyprus are found to
significantly weigh on growth, through lower
investment and consumption, especially in 2024.
Although the increase (y-o0-y) in new business loans
and the decline in NPLs have slowed, they continue
to support the outlook. Also, the strong
performance of domestic and international stock
markets in the second half of 2023, and relatively
low market volatility boost growth prospects
throughout the forecast horizon.

e Public finances. The fiscal performance in Cyprus
over the period January - November 2023, was
characterised by a substantial budget surplus and a
downward trend in debt-to-GDP ratio. The positive
fiscal outcome, for a second year in a row, has
created fiscal space and strengthened investor
confidence; it is thus expected to support activity
amid economic slowdown and heightened
geopolitical tensions.

e Prices. International oil and food prices continued
to decline (y-o0-y) in the second half of 2023, though
at a slowing pace, contributing to inflation
reduction. Inflation in Cyprus decelerated markedly
in the second half of 2023, despite a setback in
August - September (mainly driven by increases in
energy prices and elevated food inflation). Inflation
in Cyprus’s trading partner economies (e.g. euro
area, UK) has decreased gradually from its peak in
October 2022. Therefore, the recent declines in
international commodity prices, and the
deceleration of domestic and foreign inflation are
projected to back growth through positive effects
on real incomes. Furthermore, activity in the
following quarters is expected to benefit from
strong wage growth in Cyprus, the recently
introduced fiscal measures (extending in 2024) to
mitigate the effects of inflationary pressures, and
the Cost-of-Living Allowance for some employee
categories. Nevertheless, foreign inflation in
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combination with the recent economic slowdown in
the EU and the UK is found to significantly weigh on
the growth forecasts throughout the forecast
horizon, as inflation in trading partner economies
(particularly in the UK) has remained elevated,
despite steady declines in 2023.

Downside risks to the growth outlook for Cyprus
have increased compared to the October issue owing
to geopolitical turmoil. Downside risks to the outlook
could stem from lower external demand, especially
for tourism services and investment, because of the
conflict in the Middle East. New inflationary
pressures with adverse effects on real incomes and
activity could result from disruptions in global trade
(longer delivery times, higher shipping costs) or new
hikes in commodity prices because of increased
geopolitical tensions. Lower-than-expected growth
in trading partner economies (e.g. EU, UK) may lead
to weaker growth outcomes in Cyprus than the
forecasts presented in this issue.

The tightening of financing conditions continues to
pose risks to the outlook, although the key ECB
interest rates have remained unchanged after
September. Higher lending interest rates could put a
strain on the finances of firms and households,
raising loan defaults, with adverse effects on
economic confidence and activity. Pressures on
public finances amid tight financial conditions may
also create challenges to the outlook.

Better-than-forecast growth rates could result from
the materialisation of public and private investment
projects whose effects have not been reflected in
published data. Moreover, the recently announced
government measures that aim at promoting the
green transition and increasing the housing supply
are expected to positively affect growth prospects.
Also, stronger-than-expected external demand may
lead to higher-than-forecast growth rates.

CPI inflation is projected to continue declining in
2024 and 2025. CPI inflation is forecast to decelerate
from 3.5% in 2023 to 2.1% in 2024 and 2.0% in
2025.3 The inflation forecast for 2024 has been
revised down by 0.5 percentage points, compared to
thatin the October issue, as international commodity
prices eased in the final quarter of 2023 and
domestic inflation decelerated substantially in

3 CPI inflation forecasts are constructed using a methodology
similar to that described for GDP growth forecasts.

November and December, following a setback in
August - September. The main drivers of the
projected inflation deceleration include the easing of
pressures on international commodity prices in
2023, the recent declines in inflation, and tight
financing conditions that cool demand. Also, the
inflation outlook benefits from the easing of selling
price expectations in 2023, fiscal measures aimed at
containing price rises, and the appreciation of the
euro against the US dollar, particularly in the second
half of 2023.

Risks to the inflation outlook are tilted to the upside,
although some downside risks remain. Upside risks
to inflation, through wupward pressures in
international commodity prices, stem from
increased geopolitical turmoil as a result of the Israel
- Hamas war and further escalation of the conflict in
the Middle East, as well as from the ongoing war in
Ukraine. Moreover, the recent commercial ship
attacks in the Red Sea which have been affecting
global trade by disrupting supply-chains and driving
up shipping costs, could renew inflationary
pressures. Higher-than-projected inflation could
result from strong wage growth in Cyprus supported
by a robust labour market, as well as from wage
increases based on the Cost-of-Living Allowance.
Climate risks continue to pose a threat to food
inflation.

Downside risks to the inflation outlook are
associated with weaker-than-anticipated domestic
and/or external demand because of tight financing
conditions and geopolitical tensions, especially in the
Middle East.

3. Concluding remarks

Quarterly and monthly series released up until 17
January 2024 were employed in dynamic
econometric models to construct forecasts for GDP
growth and CPI inflation.

Real GDP growth is forecast to have decelerated from
5.1% in 2022 to 2.4% in 2023, unchanged from the
October issue. Growth in 2024 is projected at 2.4%,
down by 0.4 percentage points compared to the
October issue. GDP growth in Cyprus remained solid
in the third quarter of 2023, avoiding further
deceleration, while labour market conditions have
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remained favourable. In addition, economic
sentiment stayed above its long-run average,
inflation slowed down, and public finances
performed strongly during 2023. However, credit
conditions in Cyprus continued to tighten in the
second half of the year, growth in the EU declined
again in the third quarter, and some leading
indicators point to softening activity in the final
quarter of 2023 in both Cyprus and the EU; these
developments weigh on the outlook for 2024.

Forecasts by other organisations point to a growth
slowdown in 2023, followed by improvements in
2024 and 2025. Real GDP growth in Cyprus for 2023
is forecast at 2.2% by the Central Bank and the
European Commission. For 2024, the Central Bank
and the European Commission project growth in
Cyprus at 2.6%. Growth in 2025 is projected to pick
up to 3.1% and 2.9% according to the Central Bank
and the European Commission, respectively. [11-[2]

CPI inflation is projected to decelerate further in
2024 and 2025, mainly driven by the recent easing of
price pressures and the tight financing conditions.

CPI inflation is forecast to decrease from 3.5% in
2023 to 2.1% in 2024 and 2.0% in 2025. Compared
to the October issue, the inflation forecast for 2024
has been revised down by 0.5 percentage points, as
international commodity prices eased in the final
quarter of 2023 and domestic inflation decelerated
substantially in November and December.

Risks to the growth outlook are tilted to the
downside, while risks to the inflation outlook are
skewed to the upside, mainly owing to geopolitical
turmoil.
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