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Summary

Real GDP growth in Cyprus is forecast to decelerate from 5.6% in 2022 to 3.0% in 2023; the forecast has
remained unchanged in relation to the May issue. Growth in 2024 is projected at 2.9%, down by 0.2
percentage points compared to the May issue. The effects of monetary tightening, the high inflation rates
registered in previous quarters, and the recent growth slowdown in the euro area are expected to weigh
on the growth outlook for Cyprus. On the other hand, recent positive developments in Cyprus (e.g. resilient
activity and labour market, strong fiscal performance, declining uncertainty) and in international markets
(e.g. further declines in commodity prices, improvements in stock market indices) are expected to support
growth, particularly in 2023. Nevertheless, the risks to the growth outlook have remained tilted to the
downside, as in the May issue.

Inflation (based on the Consumer Price Index) is forecast to decrease from 8.4% in 2022 to 3.0% in 2023
and to 2.0% in 2024, mainly as a result of the recent declines in international commodity prices, the
deceleration of domestic inflation, and the tightening of financial conditions. The inflation forecast for
2023 has remained unchanged compared to that in the May issue. The inflation forecast for 2024 has been
revised downwards by 0.4 percentage points relative to that in the May issue, mostly because of the
significant moderation in domestic inflation and the declines in international commodity prices during the
second quarter of the year. However, risks to the inflation outlook are skewed to the upside.

IovAlog 2023
Mepidnym

0 pvBudg ueyébuvanc tov mpayuatikov AEIl mpofAémetal va emiPpadvvOel ano 5,6% to 2022 o€ 3,0% t0 2023.
H mpdfAsyn éxet mapaueivel auetafAntn o€ ayéon ue autr oto tevyos Maiov. O pvbuogs ueyéuvang to 2024
npofAETETaL O€ 2,9%, UELwUEVOS KaTd 0,2 TOCOOTIAIES HOVASES OE CUYKPLON UE TO TEUY0S Maiov. Ot emmTWoELS
TNG VOULOUATIKNG oUOQPIENG, 0 VPNAOS TANBwPLoUOS TToU €lxe onuELWBEl o€ TTponyovueva Tpiunva Kat 1
mPooPatn emifpaduvan Tov pvluoy ueyeBuvong otny eupwlwvn AVAUEVETAL VA ETLRAPUVOUV TIG EYXWPLES
TPOOTITIKES. AvTiOeTa, mpoopartes Ostikés eéedilels atnv Kumpo (my. avOekTikn SpaotnplotnTa kat ayopd
epyaoiag, 1oYUPEC SNUOCLOVOULKES ETILOOCELS, VTOXWPNon afefatdtntag) kar otis Olebveic ayopés (my.
TEPAUTEPW UELWOELS OTIC TIUEG EUTIOPEVUATWY, 6lWS OTIC TIUES TOU TETPEAQIOU, [PEATINOE OF
XPNUATLOTNPLAKOUG OEIKTES) AVAUEVETAL VA AELTOVPYNIOOUV UTTOOTHPLKTIKA YIA TNV OLKOVOULKY uUeyéBuvon,
eldkotepa to 2023. EvtouTols, ot Kivouvol yia SUGUEVETTEPES TIPOOTITIKES ATIO TIS TIPOPAETOUEVES auveY({ovV
va KupLapyovv, 0Ttw¢ Kat oTo TeUyos Maiov.

0 mAnBwplouoc (ue Paon tov Asiktn Tiuwv Katavalwtn) mpofAénetal va ueiwbel amo 84% to 2022 oe 3,0%
0 2023 kat o€ 2,0% 10 2024, KUplwS WG AMOTEAECUAX TWV TPOOPATWV UELWOEWV OTIS OLEOVEIS TIUES
EUTTOPEVUATWVY (TLY. TIETPEAQIOV), TNG TPOOPATNG AMOKAUXKWONG TOU EyYWPLov TANOwpLouol kat Tng
voutouatikns ovopiéne. H mpofAeyn yia tov mAnbwpioud tov 2023 éxel mapaueiver aueTtafAntn oe aOykpLon
ue to tevyos Maiov. H mpofAeyn yia tov mAnBwpiouo tov 2024 Exel avabewpnBeil mpog ta katw kata 0,4
TOCOOTIAIES UOVAOEG OE Oxéon pe To TeUY0oS Maiov, kKuplws Adyw THG ONUAVTIKIG QTMOKALUAKWONG TOU
TANBwpLopov othv KUTpo Kat TwV TEPATEPW UELWOEWY OTIC SLEBVEIS TIUEG EUTTOPEVURT WY KATX TO SEVTEPO
Tplunvo tov €toug. QoTO00, 0L KIVEUVOL yia UYNAGTEPO TANOWPLOUO ATTO TOV TIPOPSAETTOUEVO UTIEPLOYXVOVV.
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1. Recent developments

In the first quarter of 2023, economic growth in
Cyprus continued to slow, although economic
activity and the labour market remained resilient. In
the first quarter of the year, real GDP increased by
3.4%, year-on-year (y-o-y), compared with 4.4% in
the last quarter of 2022.

In the first quarter of 2023, real gross value added
expanded (y-o0-y) in all sectors of economic activity.
Growth picked up in construction, financial and
insurance activities, and recreation services, while it
decelerated in the remaining sectors, notably in the
sector of information and communication.

In the first quarter of the year, private consumption
growth (y-o-y) slowed but remained robust, and
government consumption increased following a
contraction in the final quarter of 2022. Gross fixed
capital formation rose strongly (y-o-y) in the first
quarter of 2023, driven by increases in the categories
of transport equipment, dwellings and machinery.
Net exports contributed negatively to growth in the
first quarter, as export growth (y-o-y) continued to
decelerate, while growth in imports strengthened
considerably.

Positive developments in leading indicators (e.g.
volume of retail trade, use of credit cards, tourist
arrivals, number of property sale contracts,
registrations of motor vehicles) suggest that
domestic activity continued to expand in the second
quarter of 2023. Moreover, declines (y-o-y) in the
number of registered unemployed and falling
unemployment rate (Eurostat) indicate improved
labour market conditions in Cyprus in the second
quarter of the year vis-a-vis the first quarter.
However, negative developments in some indicators
during the second quarter (e.g. registrations of new
companies, industrial production, number of
building permits) are expected to weigh on economic
activity in Cyprus.

The Economic Sentiment Indicator (ESI) declined
marginally in the second quarter of 2023, as a result
of weaker business confidence in services
(particularly in the financial sector, and, to a smaller
degree, in hospitality services), and lower consumer
confidence. Also, firms’ employment expectations
deteriorated slightly in the second quarter compared
with the first quarter, mainly owing to downward
revisions in employment plans in June. However, the

ESI for Cyprus remained well above its long-term
average and the EU-wide ESI throughout the second
quarter. Survey-based measures of economic
uncertainty in Cyprus declined further in the second
quarter, but recent developments in price
expectations reflect substantial price uncertainty.
Selling price expectations continued to ease in
industry and retail trade, but fluctuated at high levels
in services and construction, while consumer price
expectations were revised upwards in June.

The fiscal performance remained strong during the
first five months of 2023. Over the period January -
May, government revenue rose (y-o-y) faster than
expenditure, and the budget surplus increased
compared with the same period in 2022. Public debt
increased from EUR 23.1 billion in March to EUR 24.1
billion in May, while, the long-term interest rate for
Cyprus decreased slightly in April and May, hovering
around 4%.

Domestic lending interest rates have remained on an
upward trend, as the key European Central Bank
interest rates have been on the rise since July 2022.
New lending expanded (y-o-y) over the period
January - May, driven by an increase in new business
loans, despite a contraction in new housing loans.
The contraction in the stock of loans accelerated in
April and May, while the annual growth rates of
deposits strengthened from March onwards. The
ratio of non-performing loans (NPLs) to total loans
declined further, to 9.0% in March from 9.5% in
January.

In the second quarter of 2023, inflation, measured by
the Consumer Price Index (CPI), eased to 2.9% from
6.5% in the first quarter. This decline was mainly
driven by the lower inflation rates registered in the
categories of housing, water, energy, transport,
household goods, restaurants and hotels.
Nevertheless, food inflation has remained elevated.

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 first quarter of 2023 were
employed. Monthly indicators that contain
information about some or all the months in the
second quarter of 2023 were also used. The cut-off
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date for the data used in the analysis was 12 July
2023.

Table 1 presents the forecasts for the growth rate of
real GDP for 2023 and 2024. Real GDP growth is
forecast to slow from 5.6% in 2022 to 3.0% in 2023,
unchanged compared to the forecast in the May
issue. Growth in 2024 is projected at 2.9%,
somewhat below the forecast in the May issue
(3.1%). The growth outlook for both years is
adversely affected by the tightening of financing
conditions, the high inflation rates registered in
Cyprus in previous quarters (especially in 2022), the
persistently high inflation in Cyprus’s trading
partner economies, and the slowdown of growth in
the euro area in the final quarter of 2022 and in the
first quarter of 2023. Nevertheless, positive
developments on the domestic front (e.g. resilient
activity and labour market, strong fiscal
performance, growth in new business loans,
declining uncertainty), as well as further declines in

global commodity prices and recent improvements
in international stock markets are expected to
benefit the outlook for Cyprus, particularly in 2023,
and to partially offset the effects of factors that limit
growth.

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
FORECAST 3.0 2.9
wmonm ORI wmar o

COMPONENTS

I. Real economy 0.44 30 045 3.0

II. Aspects other than real economy 0.50 2.8 0.65 3.0

I11. Real economy and other aspects 99.06 3.0 98.90 29
Fiscal 5.80 32 5.85 31
Prices 1213 24 13.02 19
Exchange rates 333 30 353 3.2
Interest rates, spreads 18.15 2.8 19.71 24
Stock markets 14.57 34 13.55 34
Economic sentiment, uncertainty 34.86 3.0 35.10 3.2
Loans, deposits 10.21 3.4 8.12 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 shape the outlook for 2023 and
2024 are discussed below. Some factors point to
challenges ahead, while others suggest a rather
robust outlook.

eReal economy. In the first quarter of 2023, growth
(y-0-y) in real activity and employment in Cyprus
weakened but remained above the euro area
averages, while unemployment declined. A number
of domestic leading indicators for the second
quarter of the year suggest that economic activity
continued to grow and the labour market remained
solid. Moreover, unemployment in trading partner
economies (e.g. EU, euro area, UK) has declined to
historically = low  levels. @ These  positive
developments are expected to support growth in
the coming quarters. However, challenges to short-
term prospects stem from the low growth rates
registered in trading partner economies in the
previous quarters (especially the first quarter of
2023) and from negative developments in some
leading indicators in the second quarter of the year
(e.g. continuing declines in the EU retail trade
turnover, sluggish domestic industrial production,
declines in new company registrations in Cyprus).

e Economic confidence. The improvements registered
in survey indicators in the first quarter of 2023 are
expected to continue to support growth in the
following quarters. Positive developments in
survey indicators in the second quarter of the year
are also expected to back the outlook. More
specifically, in the second quarter, domestic
business confidence improved further in
construction, manufacturing and retail trade,
survey-based economic uncertainty in Cyprus
declined significantly, and consumer confidence in
the EU and the UK continued to pick up. However,
the deterioration of business confidence in the EU
and in the domestic financial sector during the
second quarter is found to weigh on the growth
prospects.

eFinancial conditions. Monetary policy in the euro
area continued to tighten in response to high
inflation, with further increases in the key ECB
interest rates in May and June. Higher sovereign
and private sector borrowing costs in the euro area
are found to weigh on the outlook. The recent
increases in domestic lending interest rates for
businesses and households are found to have
pronounced dampening effects on growth in both

2023 and 2024. However, the dampening impact of
rising borrowing costs on growth is mitigated by
stronger deposit growth, declining NPLs, and the
recent pickup in new business loans. In addition,
the outlook is found to be strongly supported by
improvements in domestic and international stock
market indices (especially improvements observed
in the second quarter of 2023), and lower volatility
in financial markets.

ePrice developments. In the first half of 2023
international commodity prices, especially oil
prices, continued to follow a downward trend, and
domestic inflation eased further. However, the past
strong increases in international commodity prices
and in the general price level continue to put
downward pressure on growth, as they have
impacted real incomes negatively. The growth
prospects are also hampered by the persistently
high inflation rates in trading partner economies
(e.g. EU, UK), previous upward revisions in price
expectations, and increased inflation uncertainty
reflected in movements in survey-based price
expectations. The recent increases in nominal
wages and pensions, as well as past and existing
fiscal measures to mitigate the effects of high
inflation, are expected to support economic activity.

e Fiscal performance. In the first five months of 2023,
government revenue increased faster than
expenditure, the fiscal balance remained in surplus,
and the debt-to-GDP ratio stayed broadly on a
declining path. The recent strong fiscal
performance in Cyprus is expected to back growth,
by creating buffers in conditions of slowing growth
and rising borrowing costs, and by preserving
economic confidence.

The risks to the growth outlook have remained tilted
to the downside, as in the May issue. Downside risks
to the outlook for Cyprus could arise from the
following: a sharper-than-expected slowdown in
trading partner economies, new upward pressures
on international commodity prices which negatively
impact real incomes, uncertainties related to
Russia’s ongoing war in Ukraine and the impact of
sanctions, and geopolitical tensions.

Downside risks to the outlook for Cyprus could also
stem from monetary policy tightening, if inflation in
the euro area remains elevated for longer than
expected. Rising interest rates could lead to
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increasing credit risk in conditions of weakening
growth, especially as uncertainties around the
implementation of the foreclosure law have
persisted. Therefore, the current downward trend in
NPLs could be reversed, denting the capital and
liquidity position of the domestic banking sector, and
weighing on economic confidence and activity.

Furthermore, risks to public finances with adverse
effects on confidence and growth may arise in
conditions of slowdown from policies that reduce
fiscal space (e.g. the new agreement on the cost-of-
living allowance that has increased the public sector
wage bill).

Upside risks to the outlook could result from the
positive effects of public and private investment
projects in Cyprus which have not been reflected in
published data. Also, stronger-than-expected
external demand may lead to higher-than-projected
growth rates.

CPI inflation is forecast to decrease from 8.4% in
2022 to 3.0% in 2023 and to 2.0% in 2024, mainly
driven by the recent declines in international
commodity prices (especially oil prices), the
deceleration of domestic inflation, and the tightening
of financial conditions, reflected in rising interest
rates and slowing growth.3 The inflation forecast for
2023 has remained unchanged compared to that in
the May issue. The inflation forecast for 2024 has
been revised downwards by 0.4 percentage points
relative to that in the May issue, largely as a result of
the substantial deceleration of domestic inflation,
and the declines in international commodity prices
in the second quarter. Other developments in the
second quarter of the year that contribute to the
projected moderation of inflation include the recent
strengthening of the euro against the US dollar, and
downward revisions in price expectations in Cyprus,
particularly in the sectors of manufacturing and
retail trade.

The risks to the inflation outlook are skewed to the
upside. New upward pressures on international
commodity prices, as a result of, for example, the
ongoing war in Ukraine or other geopolitical shocks,
may lead to higher-than-projected inflation. Other
upside risks to the inflation outlook may stem from
stronger-than-expected domestic and/or external

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

demand, and second-round effects on inflation due
to wage rises, including the increased cost-of-living
allowance.

Downside risks to the inflation outlook may arise
from weaker-than-anticipated demand because of
tightening financial conditions, faster declines in
international commodity prices, and the
appreciation of the euro.

3. Concluding remarks

Quarterly and monthly series released up until 12
July 2023 were employed in dynamic econometric
models to construct forecasts for GDP growth and
CPI inflation.

In the first quarter of 2023, GDP growth in Cyprus
remained robust, but lower than the growth rates
registered in 2022. Many leading indicators suggest
that domestic activity and the labour market
remained resilient in the second quarter of 2023.
However, some leading indicators, particularly for
the EU and for branches of domestic services, point
to underlying challenges for growth in Cyprus.

Real GDP growth is forecast to decelerate from 5.6%
in 2022 to 3.0% in 2023; the forecast has remained
unchanged in relation to the May issue. Growth in
2024 is projected at 2.9%, down by 0.2 percentage
points compared to the May issue. The effects of
monetary tightening, the high inflation rates
registered in previous quarters, and the recent
growth slowdown in the euro area are expected to
weigh on growth in the following quarters. On the
other hand, recent positive developments in Cyprus
(e.g. resilient activity and labour market, strong fiscal
performance, declining uncertainty), and in
international markets (e.g. further declines in
commodity prices, improvements in stock market
indices) are expected to support growth, particularly
in 2023. Nevertheless, the risks to the growth
outlook have remained tilted to the downside, as in
the May issue.

Forecasts by other organisations also point to a
growth slowdown in 2023. Real GDP growth in
Cyprus for 2023 is forecast at 2.6%, 2.3% and 2.8%
by the Central Bank, the European Commission and
the Ministry of Finance, respectively. For 2024, the
growth projections by the above organisations range
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from 2.7% (European Commission) to 3.0%
(Ministry of Finance). [11-[3]

CPI inflation is forecast to decrease from 8.4% in
2022 t03.0% in 2023 and to 2.0% in 2024, mainly as
a result of the recent declines in international
commodity prices, the deceleration of domestic
inflation, and the tightening of financial conditions.
The inflation forecast for 2023 has remained
unchanged relative to that in the May issue. The
inflation forecast for 2024 has been revised
downwards compared to that in the May issue
(2.4%), largely because of the significant moderation
in domestic inflation and the declines in
international commodity prices during the second
quarter of the year. However, risks to the inflation
outlook are skewed to the upside.
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