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Key points

* In March 2016, Cyprus became the third EMU country under surveillance
to exit its Economic Adjustment Program, two months before the official
expiration date, with no need to withdraw the full €10bn available credit

Cyprus’ success in exiting the Program was driven by the high level of
ownership of the program, a timely delivery of the Program
conditionalities and a prudent policy of fiscal mix, which preserved the
country’s comparative advantages

After three years of recession over 2012-2014 and a cumulative drop of

10.5% of GDP, the economy of Cyprus expanded by +1.6% YoY in 2015 and

is expected to gain momentum above +2.5% YoY in 2016, beyond recent
by 3 L

A new parliament after the May elections does not alter the main
characteristics of the government

For the economy to continue its upward momentum, reforms ought to
continue hand in hand with growth preserving macroeconomic policies

The main risks ahead are concentrated in the financial sector and the
ability to quickly reduce the high NPL ratio. A British exit from the EU
could also generate a period of uncertainty

1. A clean Exit from the Economic Adjustment Program

Three years ago, in March 2013 and under dramatic conditions, Cyprus
resorted to official borrowing from its European partners and the IMF. It was
the fourth EMU country in need of financial assistance, following Greece,
Ireland and Portugal. At the time, Cyprus signed a €10bn borrowing
arrangement with the European Stability Mechanism and the International
Monetary Fund. The agreement was accompanied by a detailed Economic
Adjustment Programme (the “program” in what follows). Since March 2013,
Cyprus completed successfully nine reviews according to the IMF disbursement
schedule and seven reviews according to the ESM schedule.' Cyprus ended up
borrowing only about €7.3bn out of a total €10bn available under the program.
The ESM disbursed a total of €6.3bn, complemented by another €1bn by the
IMF.

Cyprus’ graduation from the program was finalized in the Eurogroup of March
7, 2016. The Eurogroup praised the authorities for the high degree of
ownership and their important achievements and approved their decision to
exit the economic adjustment program. The Eurogroup also noted that the
last prior action of the last program review with respect to the approval from
the parliament of the corporatization of CYTA-the telecom public utility-has
not been satisfied.” Yet this did not preclude Cyprus’ graduation from the
program.
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A credible fccanomys Business& HeuseholdwWiew
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Economyssuspasses kEurodAreaaverage/growth

C In 20132014, positive
surprise of a
cumulative recession
of -8.3%, less than the
-13.5% expected in the
Program

C More positive present
surprises as exit from
the MoU improves not
only sentiment, but
economic activity

C Growth overtakes EA
average
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Redlzconomycaontinues to:surpeise positively
C Confidence indicators move along the real economy

C The industrial sector and confidence on it picked up momentum after the crisis peak
C Retail trade leveled off in 2014 but picked up momentum subsequently

—Industrial Confidence ~ —Industrial Production (3M AVG,%,YoY))

Industrial Sector
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Economyccontinuesdasunprisecpasitively

C The tourism sector improves every year

C Both arrivals and revenues increased by circa 20% in the first 5 months of 2016

Arrivals
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Economic improvementtranslates
to lower unemployment

C The unemployment rate
on a declining path: 12%
in May 2016 vs. 15.3% a
year ago, and 17% at its
peak in October 2013

C Youth &Longterm
unemployment are a
source of concern and
necessitate moreconcrete
solutions
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Cyprius.cOfficial forecasts

BASELINE SCENARI[ 2014 | >Daler oo, g/gylogf E/g,loz,f
Ministry of Finance 201{ (eMillion) GDP Rea Real Real
Private Consumption 12.244.2( 71.3% 1.9% 2.0% 2.2%
Government Consumption 2.741,6( 16.0% 1.1% 0.0% 0.2 %
Total Consumption 14.985,8( 87.3% 1.7 % 1.6% 1.8%
GFCF 2.003,7] 11.79% 14.0% 5.0 % 4.7%
Domestic Demand 16.989,5] 99.19% 3.2% 2.19%9 1.7%
Exports 10.437,5( 60.1 % 1.9% 2.7% 3.2%
Imports 10.316,9( 59.2% 4.0 % 2.4% 2.6%
Real GDP 17.173,1{ 100.0% 1.6% 2.2% 2.5%
GDP deflator -1.4% - 3.0% +6.0%
Unemployment rate 15.0% 13.5% 12.5%

C The ECB expects even higher growth rates, 2.7%, 2.9% and 3.3% in 2016, 2017, 2C
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BN optimistic fiscal trajectory -ahead

C Fiscal consolidation in 2011 2012 2013 2014 2015 2016F 2017F 2018F 2019F
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Sizeable-exiernak & compeétitivenessiadjustment
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C Most of the external imbalance is gone, back to the prasis levels
C No external imbalance in goods & services
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Cyprius: WWhat arelibeiriskshahead?

DOWNSIDEiRisks
Non-Performing loans, the major
financial sector risk
Possible future reform fatigue
Possible future fiscal loosening
Legal risks
Is Investment too low?
External risks

A BREXIT

A European banks

A RussianUkrainian crisis
A Refugee crisis

Gikas A. Hardouvelis
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UPSIREWindfalls

Discovery of extra natural gas,
which ought to be treated as a
bonus

Solution to the Cypriot issue

A new growth model on a more
stable fiscal environment

A virtuous cycle between
economic growth and financial
sector stability & revival

BREXIT can turn into an
opportunity
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Financialssectoritisksidiminisheyetistilpresent
C Risks diminish on the liability side of the balance sheet as:

A ECB dependence declines
A Bank deposits increase

A and Capital controls are lifted 1(;071%) —Non-financial corporations ~ —Households ~ —Total
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Major financial sectorrisks onlthesasseltiside lofhanks
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NPE ratio\

Households 56.4%

Source: Central Bank
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Cyprus has the highest NPL ratio
among countries in crisis

NPE ratio stricter than NPL ratio

Provisions coverage short of the

50% international banking norm
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A longterm vulnerability: Low!nvestment

C Since 2007, a reduction
In iInvestment is mainly
due to the real estate
sector

C The possible discovery
of natural gas would
push investment up

C Europe has a parallel
Investment problem,
hence the Junker plan
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Is BREXIdronly & kisk todhe Cyprieabeconamy?

According to Rating Agencies, Cyprus (like Ireland, Malta, Belgium) is sensitive to BREX
due to the export channel. This sensitivity may be overblown.
Risks
UK is the 2nd most important trade partner of Cyprus by valudraihsactions
C 20.8% ofCypriot totalservicesexports,or 7.6% of GDR2(14), go to the UK
C 9.6% of Cypriot total goods exports , or 0.7% of GDP (20449),the UK

C Yet when it comes to BREXIT exposure, Cyprus has astrgulasvs. UK obnly 2.6%
of GDR2014) in combined Goods & Services

Opportunities

Attract departing businesses (FDI) & people from the UK, due to Cypriot advantages:
C Full Euro Area membership, Access to the Common Market
C Legal & Judicigystem based oknglishCommonLaw,
C Low corporate taxrates, no inheritance tax, etc.
C Geostrategi@ositionin the MediterraneanSea
C Facilitation ofinternationalbusiness & qualithumancapital
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{0 sustainable growth *

Cyprus does need to find its own growth recipe, its own growth model. My proposal would be

1.

Safeguard macroeconomic stability and market credibility. Keep the fiscal budget balance
and ensure the pension system remains stable in the new era of low fertility rates. Macro
stability may not be a sufficient condition for growth, yet it is necessary

Keep the political consensus on the geostrategic choice of belonging to EMU

Improve cost competitiveness, continue to reform and push the competitive advantages of
the country. Besides low tax rates and specialized legal and accounting services, the
country need to invest more in IT services

Improve the share of Investment in GDP and improve Social Welfare. View the discovery
natural gas as a bonus

NPLs are 1.5 times the size of GDP. This is the biggest vulnerability of the country. Their
resolution requires a delicate policy path, which will not disturb society, avoid a further
collapse of asset prices and allow for their smooth recovery
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