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1. Trip notes - fact findings from our recent trip to NicosiéSep 27"-29")

In late September , we traveled to Nicosia where we met with high -level officials from the
Central Bank, the Finance Ministry, the IMF, as well as market part icipants from the domestic
financial sector. Our visit took place in the aftermath of the S&P upgrade to investment grade

status and the successful tapping of international bond markets by the Republ ic of Cyprus for
the third time  since its exit from its e ~ conomic adjustment program in late March 2016. Below
we provide a summary of our findings about the rece nt developments in the Cypriot e conomy
and the outlook for 2018, the thorny issue of NPEs and their remedial , the short & medium
term unaddressed chall  enges and finally the recent upgrades by rating agencies .

A Cyprus avoided a new MoU with international institutions the last minute during last
spring It cameon the brink ofa new MoU withthe Troikaafter anonsite inspection of
SSM in the Cyprus @perative Bank (CCB) revealedastioft £t £ 2 F € donnYy AY
coverage in Decembgewhichwould havepushed the capital ratio below the limit allowed
for a bank to continue as a going concern.

A Thefinal solution was costy for the Cypriot taxpayer, yet it seems to bethe option
with the minimum fiscal and reputatiomal costs amongpossible options. Failure to
addressthe issue of the Goperative Bank would have resulted in the activation of the
baikin clause Yet there was little of stakeholder mewy other than of stoclowners to
baikin, sincethere were nobank bondson the liabilitiessideand the vast majority of the
e pdToy OdzaG2YSNI RSLI2aAda oSNBE Ay | 002dzyia 2
l RRAY3I (2 GKA&aX GKS /[ @8LINJHzAa RSLIZ2 aAcwayNd® Q Ay a dz
small to compensate insured depositors (those depositors whose bank accooot$ st
0St206 GUKS emnn| GKNBakKz2f RO

A According to our contacts, the cost for the Cypriot thdk @ SNJ NB HBOKBW&® € o0 dp
aforementioned amount includes the value of the bonds that the Cypriot government
issued plus the asset protection perimeter given tolétet Bank which bought the
performing asset of CCBo calculate the net impact, the recoveate of the NPEs should

be taken into account.

A The effort to address thissuewas morecontentious and costly than initially thouglotr
presented by the mea in the newsHeavy outflows from the Goperative Bank both in
the period before and after the Presidential elections ran down the available liquidity of
the bank to below acceptable levels

A The resolution of the case of the Guperative Bank is a gae changer in the battle to
address the thorny issue of NPEShe sizeable amount of NPEs removed from the
banking sector will allow for an importanrbut one-off- decline in the NPEs ratio from
40% currently to the much lower 30%. Téf®rementionedofficial Central Bank statistics
for the NPEs as of June have already mirroredBhek of Cyprus (BOCY) securitization
GNF yal O A2y ¢ Ataibk appravediby SSM by lated®918 gf early 2019
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A The carvingout of NPEs from the Goperative Bank has generated a new set of
challenges.The establishment of a new management companyhandle the sizeable
volume of NPEs necessitates the implementation of a transparent, professional, efficient
and publicly accountable governance framework. The success of this management
company is crucial not only for the recoverability of the NPEsrdier to minimize the
cost to the taxpayer but also because failure to deliver could induce moral hazard in the
rest of the system.

A Further progress on the NPEs issue hinges upon two more gahaaging factors1) the
successful implementation of the @imed insolvency and foreclosures frameworks 2)
the evolution of the government subsidized ESTIA plan.

A The adoption of newnsolvency and foreclosuretaws by the parliament without any
amendments has created optimism that the new framework will empowanks to
pursue strategic defaulters more efficiently than previoushe look forward to see this
happening.

A ESTIA Plarthe government has drafted and made public thecatled ESTIA plan, which
AYyOSYyUA@Al Sa 020K LI NI AS & QoroweRRid coteNth and (1 KS ¢
agreement on restructuring residence first mortgage loans in the red. The bank
undertakes the responsibility to restructure the mortgage loan and forgive the loss
coming from the difference between the market price and the boakue of the
collateral. Then, providethe debtor fully services his remaining restructurectlat, the
government will subsidiz&/3 of the reduced installment at the end of the process.

A The announcedriteria of eligibility for the ESTIAplan were heauily criticized as overly
generous and moral hazard inducind.he plan also favors borrow& who are not in
actual need forstate aid in order to repay their debts. Those incluseny of the
02NNRBGSNE sK2asS FTANRG NBaAR DY Sheit NBOIREINT & Y|
FyydzZf FlLYAf@ AyO2YS Aa tSaa (KIYy epnIZnnnZ
times the market value of the underlying home.

A NPEs remain in the broader econonuespite their removal from the banking systena
balance sheetThe removal of a big component of NPEs from the balance sheet of the
banks removes pressure off their back and creates more space for them to focus on their
traditional markets.Yet to ultimately takehe problem off the back of the economy, the
recoverablity of the outstanding nosperforming loars - not an easy taskhas to be
maximized.

A Sate intervention in the banking systemoccurred at the expenseof temporarily
reversing the downward trend in public debt dynamic§he oneoff banking system
state njection pushed therojected public debt to GDP ratio temporarilyp to 104% of
GDPin 2018from 97.5% in 2017.Thisincrease is not expected taeverse theoverall
downwardtrajectory ofdebt-to-GDR provided fiscal policy remains prudent and nominal
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GLP growth emains robust. The public detd-GDP ratio is expected to decline to 97%
in 2019 anddrther to 91% in 2020 and to 85%2460621.

A Rating agencies are rewardingie 32 GSNYYSYy i Q RSOA.ZSERMas theDi A 2y
first rating agency to award westment grade status for the first tima the postMoU

era Cyprus regained its investment grade status 2.5 years after the exit from the
economic adjustment program in late March 2016

A Cypruscapitalized on the upgrad®y tapping international financia markets Cyprus
issueda new 10YEurobondat a 2.4% vyield, the lowest yield every achieved by the
Republic in a bond issuance. This wastthied issuancesince its exit from its economic
adjustment program in late March 2016

A Elsewhere,the upswing of the Cypriot economy continugsdriven by the robust
performance of private consumption dynamics and the ongoing recovery of investments.
Private consumption is underpinned by sustained sentiment improvement, mirroring the
lasting progress within the exjgid programme, the impact from fiscal relaxation as MoU
measures are being phased out, rapid labor market improvement, further property
market stabilization and a flourishing tourism sector.

A The ongoingecovery of investments is fueled by the rise in idential construction and

large projectssuch as the Casindhe program citizenship through inward investment (an
AY@SaayYSyid 2F enYYy AYy NBFf SadalasS SyloftSa
passport, an amount thatan be reduced down after 3lyeNR 2 2 Yikdihelped n n = n n
to attract foreign funded investment in the real estate sector in the form of high

residential towers, which are located in the Limassol & Paphos areas.

A The stream of construction project@lready under construain, in the form ofpermits

andin pending applicationspoint to a looming construction boomThe latter has raised
concernsamong policy makerghat this type of norradable sector investmenis not
conducive to sustainable growth. distorts incentive as it diverts resources from the
tradable to the nortradable secto& ® ¢KdzdA A0 dzyRSNXAySa ((GKS
is environmental damaging and could increase the speculative behavior leading
eventually to an asset bubble in the medium ter@n the other hand, these projects are
foreignfunded, relieving pressure from regulators to act, as the domestic banking sector

is not directly exposed to these activities.

9(

A From a longerm perspective, the sustainability of the current growth rally is emajed
by evidence showing thaDPgrowth is driven entirely by the rise of employment while
labor productivity either in terms per person employed or per hour worked is eitaer
verylow levelsor even negative in the last three quarters up to-2218
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2. Latest Economic Developments & Outlook ahead

2.1 The latest GDRyrowth estimate for Q2-2018 ¢ unchanged compared to the flash
CYSTAT estimateemainsamongthe highestin the postLehmanperiod, surpassg
the most optimistic forecasts

The second and last estimate of CYSTAT on the seasonally adjuste20Q2 GDReading
confirmed the flash estimate of 0.8% Qo0Q/3.9% .YI¥s strong reading cqraresto 1.0%
Qo0Q/4.1% YoY in @D18vs. 1.0% Qo0Q/3.6% YoY in-Qd17, up from1.1% QoQ4.4% YoY
in Q42016.

Real GDP growth marked tii@urteen consecutiveositive reading on a both quarterly and

annual basis after a previous thrgear recassion. The GDP growth rate Q22018 is

among the highest in ER9 and ER8, both on a quarterly and an annual érgure2 & 3)

and, for athirteen consecutive quarter in a rovapove that of EA9 (Figure L This output
performanceis among the highest during the pogt SKY Iy LISNRA 2 RX & dzNlJ &3
SELISOGIFGA2ya YR AYyidSNYI (A 2elibetl forackidsk Isighdisl G A 2 y &
the economy has embarked on a faster growth path than previously envisalpedCypriot

economy idikely tooutperform theinitial conservativeofficial forecasts.

Figure 1. GDP growth (YoY) in Cyprus above that irdE#kice Q22015
g Yor YOY

8 -

== (CYPRUS =E=EA-19
Source: Eurostat, CYSTAT, Eurobank Research

Finally, CYSTAT alsmnounced the revision of the national accounts data for 202@17.
CYSTAT presented the finalized data of the national accounts for 20li@ased upward

the nationalaccounts of 2017 in both nominal and real terms. The revision showed that the
economy rebounded even faster in 2016 than previously thought: the Statistical Service
revised the real GDP growth rate of FY28d&l.7% from 3.4% in the second estimate and

*http://www.cystat.gov.cy/mof/cystatstatistics.nsf/All/EQ9702C8D4AB3B9CC225830100351BD0?OpenDocum
ent&sub=1&sel=1&e=&print
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only 3% initially announced Moreover, the real GDP growth rate of 2017 was revised to
4.2% from 3.7%As a result, the level of GDP in 2017 in constant padesdystood 0.3%
abovethat in 2008 and3.6% above that of 2012. Therefore, the level of GDRA&S is
expected tobe abovethe level of 2008 under any conservative assumption of real GDP

growth scenario

Figure 2 SecondQuarter GDP growth(YoY)in Cyprus among the highest in EA19 & EU28
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Figure 3 SecondQuarter GDP growth(QoQ)in CyprusaboveEA19 & EU28
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2.2 The IMF staff mission to Cyprus concluding statement in early October took stoke of
the goveanment intervention in the banking sector praising it as a decisive step,
while stressing the urgency of dealing with NPEs and highlighting the downside risks
for the mediumterm outlook

The statemenbf the IMFmissior? on the occasion of the conclusioff the Article IV official
staff visitnoted that the neasterm outlook remains favorable yet challenges remain on the
horizon. IMF expects that further pick up in investment will offset the deceleration of private
consumption dynamics in the near term. \Riie consumption is expected decelerate on
higher debt servicing. In contrast, a stream of import intensive construction projects in
residential properties, education and tourist infrastructure will support investment at the
expense of widening the currerccount deficit. Over the mediwterm, as the transitory
effects of the investment boom dissipate, GDP growth is expected to slow to the potential
GDP growth of around 2.5%. According to IMF, sustaining this meemumgrowth will
require progress in stictural reforms crucial for lowering systemic financial risks and
catalyzing productivity enhancing investments.

More importantly, the IMF mission took stoke of the government action in the banking
sector praising it as a decisive step in dealing with ¢hisis legacy of a large NPL overhang
and achieving consolidation in the banking system. The resolution of the CypnpeGdive

Bank (CCB) and the passage of the {oelgyed legislative package to strengthen the
insolvency and foreclosure frameworksve mitigated neaterm risks to financial stability.

The IMF mission noted that while the resolution of the CCB has come at a high cost to the
public purse in turn it has boosted confidence and earned Cyprus a sovereign ratings
upgrade to investment gde status.

Finally, the IMF mission cautioned that although NPLs have patrtially shifted from the banking
sector to the public balance sheet, progress in resolving NPLs and in strengthening payment
discipline is still limited. From that point of view, dgé in NPLs resolution will continue to
weigh on sentiment and growth potential until the problem has been adequately addressed.
According to IMF, an increase in moral hazard and realization of contingent liabilities from
publicly supported schemes couldeeken the fiscal position and raise risk premiums,
particularly under tightening global financial conditions. High dependence on Citizdmship
Investment financed investments to propel growth could pose risks for its sustainability.
External risks arisinffom escalating trade tensions, a sharghan-expected slowdown in

euro area growth or a hard Brexit could also affect export revenues and FDI.

In addition, the latest IMF flagship publication in October upgraded its forecasts to reflect
the ones presdbed in the second pogtrogram staff monitoring report of JuAéTable 1)

In terms of the macraputlook of 20182019, the WEO nowees GDP growth inching up to
4% in 2018 and 4.2% in 200%e average inflation projection in 2018 was raised to 0.8% in
an illustration of upside prices pressures throughout the year so far up from 0.2% in the June

2 https:/iwww.imf.org/en/News/Articles/2018/10/05/mcs1051-8yprusstaff-concludingstatementof-the-
2018article-iv-mission
3 https://www.imf.org/~/media/Files/Publicabns/CR/2018/cr18153.ashx
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monitoring report, while it is further seen at 1% in 2019. Unemployment is seen to decline
from a projected 9.5% in 2018 down to 8% in 2019. The current accogpen as widening
from 3.1% of GDP in 2018 to 5.2% in 2019.

The above optimistic growtforecasts of the IMF mission representech@ner assessment

as theywere not present inK S L a C QffagsiSpl phidicat®riyiamelythe April World
Economic Outlok (WEO). In thearlier April 2018 WEO, the full ye&018 GDP growth was
projectedlower, at 3.6%),yet up from 2.6% in the Octob&t017 WEO an@.3% in the April
2017 WEQ In that same April WEO, the GDP growth forecast of 2019 ewe&en more
conservatie at 3.0%, contrasting sharply with the June Board forecast of 4|1@%he same
WEOpublication, unemployment is forecasted to further decline from a projected 10.0% in
2018 to 9.1% in 2019. The average inflation is expected to remain subdued at ®0%8in
down from 0.7% in 201 °And climb to 1.6% in 2019.

Table 1: IMF World Economic Outlook Forecasts for Cyprus

2018 2019
IMF WEO
April WEO OctWEO April WEO OctWEO
Forecast Forecast Forecast Forecast
GDP growth 3.6 4.0 3.0 4.2
(%, YoY)
Consumer Hces 0.4 0.2 1.6 1.0
(%, average)
Unemployment 10.0 9.5 9.1 8.0
(% of Labour Force)
Current Account Deficit | .41 31 4.6 5.2
(% of GDP)

Source: IMF World Economic Outlook April 2018 & June 2018

2.3 In its spring 2018 forecastthe EU Commission upgradeits growth forecasts for
Cyprus in 2018019, while stressing that risks to the outlook have widened

The EU Commission upgraded the GDP growth forecasts for the Cypriot economy in i
Springforecasts publishedast May. The EU Commission now sees Cgpexpanding at
3.6% in 2018up from 3.2% in the Winteforecasts and from only 2.9% in the Autumn
forecasts. GDP growth is now forecasted to decelerate to 3.3% in 2019 ¥&8%67in the
AutumnWinter forecasts. The growth momentum is expected to rensthong fueled by
foreignfunded investments and solid private consumptidime latter driven by the boost in
confidence and disposable incomes following the decline in unemployment. Yet, the EU
Commission underlined that the risks to the outlook haveemield because of the recent
developments in the financial sector. diism, a key sector, is faced wibloth upsideand
downside risks. On the one hand, the recently expanded capacity d@faasport and
accommodation has brightened the outlook of the sectget on the other handhe re-
opening of neighbor markets has increased competition.
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Table 2: EU Commission Forecasts for Cyprus

2018 2019
IMF WEO
Autumn/Winter Spring Autumn/Winter Spring
Forecast Forecast Forecast Forecast
GDP growth 2.9/3.2 3.6 2.7/2.8 3.3
(%, YoY)
Consumer Prices 1.1/1.2 0.7 1.4/1.3 1.2
(%, average)
Unemployment 10.0 9.0 9.3 7.1
(% of Labour Force)
Current Account Deficit] 6.2 9.0 -6.8 9.7
(% of GDP)

Source: EU Commission forecasts Autumn 20ter 2018Sprirg 2018

2.4 Investments had the strongest positive contributioin secondlj dz NIi SN & , D5t 3 NE
while final consumption dynamics remaistrong

From a demand point of viewijnal consumption dynamics were strong for yet another
quarter. Theconsumption reboud continued intoQ2-2018, making a +3.3pptontribution

to GDPgrowth. Final consumption expanddxy 1.7% QoQ /+3.9% YoY in-2218 up from -
0.2% QoQ/+3.1% YoY in-Q018,and up from 1.4% QoQ/+3.5% YoY in-Qa17 compared

to +0.8% Qo0Q/+4.3% YoY in-ZIA7. The consumptiomally is underpinned by a number of
factors which all boil down to the rise of disposable incomes and the propensity to
consume namely The strong sentiment improvement mirroring the earlier lasting progress
within the programme, a @lurishing tourism sector, improved labor market conditions,
further property market stabilization,the impact from the fiscal relaxation and the
acceleration of public consumption in Q017.

As far aghe other growth componentsthere are two pointstoY} { S® CANBRUGZ Ay @S
volatile performance continued in this quarter toamvestment spendingn Q22018 at

constant prices, was significantly higher on an annual basis compar@2-2917 (+46.9%

YoY) thereby havinga significant positiveontribution to GDP growth whiclheached +7.7

ppts. Looking deeper into the component statistics of investments, we conclude that this
extraordinary outcome was mainly driven by investments in transportation equipment,

which is most probably due to purchases ofpshiThe amount of the aforementioned

category was three times higher on an annual basis in constant pricesinfQdy 0 € o MM Py Y
dzLJ FNBY € pPHYYO P ¢KS LISNF2NXIyOS 2F GKS ¢
constructiorr both residential (+9.8% YoY) anther buildings (+17.2% YeWas also very

supportive to investments.

{SO2yR> GKS yS3IAILGABS Ay@SatyYSyidaQ LISNF2NXIyO
positive contribution, a trend we witnessed again in-gf2L7. The contribution of net
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exports amainted to -7.7ppts In Q22018 we actually withessed a combined effect from
both exports remaining contained at4.7% QoQ/+1.0% Yodfd imports rising by +12.9%
Qo0Q/+11.8% YoYTheslowdownin export activity reflects a sizeable quartedgcrease in

the S E LJ2 NJi & v@ufne @&326FRQD@+3.2% YoY)n top, exports of services failed to
impress (+1.3% QoQ/+0.4% YoY) driven by lower activity in the sectors of gaming and
financial services as a result of regulatory changes whietourist season had noyet
kicked in.

On the supply side, GDP dynamics were shaped by the steady performance of key sectoral
LIAEEFNBR 2F (GKS SO2y2Y@d hdzliiLddzi Ay GKS O2Y0A
GNF yaLR2 NIz FO002YY2RIFGAZ2Y |y Ry+E22QQ/H5INIAIYOS | O
in Q22018, compared to 1.6% QoQ/+7.0% YoY i@, and up from 1.5% QoQ/+6.3%

YoY in Q2017 compared to +2.4% QoQ /+7.4% YoY w2@Z. The performance of these

national accounts items refiés largely the robust private consytion dynamics and is

being reinforced by the performance of tHeourishing tourism industry primarily in the

summer months

Manufacturingremained strong at +1.5% Qo@$9% YoY in @018, down from +1.0%
QoQ/+6.PoYoY in QR018 vs. +1.6% QoQ/+8% YoY in Q42017 compared to +2.4%
Qo0Q/+10.4% YoY in €D17. In contrast, professional serviceedged up to +1.6%
QOoQA7.0% Yo¥n Q22018 compared to +2.2% QoQ/+6.6% YoY iR2@B vs. +1.6%
QoQ/+4.8% YoY in 017 up from +1.1% Qo0Q/+4.1% YoY in-ZIA7. Futhermore,
construction accelerated its dynamic doulaegit expansion even at a lower rgtexpanding
by +2.6% QoQ¥16.2% YoY in @018 vs+4.0% Qo¢x320.6% YoY in Q1018 compared to
+4.1% Qo0Q/+21.0% YoY in-ZB1L7 down from +6.6% Qo0Q/+33.3% YoY ir2QL7.

Financial Services is the exception to the upward momentum: They remained a drag on
economic recovery, recording negative growdh annual basigor an eighth quarter in a

row. Financial services have been in negative territory sinc@®.Neveriheless, the pace

of contractionhasslowed down inthe last quarters Financial services contractéy -0.6%
Q0QF2.1% YoY in G2018,-1.1% Qo0Q2.2% YoY in 2018 compared t60.6% QoQ#4.3%

YoY in Q4017, down in absolute terms fror0.8% QoQ4.9% Y¥ in Q22017. The
negative contribution to GDP growth by the financial sector reflects largely bidoek
restructuring activities (debt to asset swaps), wattis and the ongoing deleveraging.

2.5 Real economyindicators performedrelatively well in 3-2018, yet it is more likely
we have seen the peak dhe economic cycle

Economic sentiment and economic growth are highly correlalidte slump in sentiment
raises a flag on growthgyit may not necessdy signal lower growth aheadhe sentiment
slump inMay-June had no meaningful impact for the GDP reading of Q2 and the-teort
prospects of economic activitfhe evolvingnegative case o€yprus Cooperative Bank (CCB)
of the last few monthsmay have hadan independentnegative impact on sentiment
unrelated to the prospects of the economifigh frequency and leading indicators were

10
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performingrelativelywell in Q32018 yet it is more likely that we have seen the peak of the
economic cycle.

Figure 4: Economic Sentiment & Economic Growth in Cyprus
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Source: Eurostat, CYSTAT, Eurobank Research
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More specifically:

A Sentiment: The ESI Index rebounded strongly in September on top of the small rise
recorded in August. In more detail, ESI jumped further by 4.8 points to 114.7 in
September, up from 109.9 iAugust, compared to 109.2 in July, retrenching back to
comparable levels recorded in May.

A Retail Trade:Retail salen a calendar and not seasonally adjusted hasisept for
motor vehicles and motorcyclesxpanded in volume terms by2:#4% YoY idulydown
from 5.8% YoY in Junbringing the year performanc® Julyat +6.7% YoY Similarly,
retail sales in value terms expandbg #4.4% YoY iduly down from 7.2% YoY in Jyne
bringingthe year performance tdune at $.9% YoY.

A Creditcard transactions The value of creditard transactions expanded [32.2% YoY
by Cypriots and8.3% YoY by foreigners 812018 (JCC Payments Ltd).

A Tourism:The positive momentum in the tourism industry continuedi-2018 Tourist
arrivals increased by8#0% YoY ir8M-2018. Similarly, tourism revenues expanded by
+2.8% YoY in 7M018.

11



Y eurobank |

Cyprus

October 2018, Year 3, Issue 3

A Industrial sector After expandingoy 7.5% YoY iQ4-2017, industrial production on a
calendar- not seasonally adjustederms, slowed down t®3.1% YoY irQ1-2018 and
rebounded t08.8% YY inQ2-2018 After climbing lasFebruaryto its highest precrisis
level of June 2008; the highest since April 2013, industrial confidengeadually
retreated to lower levels inthe following months As of Septembey industrial
confidencerebounded stronglyback to levels seeim last February

A Labor market Unemployment continued its downward trend @3-2018, reaching new
multi-month lows andnow declining belovthe EA19 averagelrhe unemployment rate
in seasonally adjusted terms declined further 6% August down from 10.5% in
August2017and from its peak of 16% in October 2013.

A Deposits: The resolution ofthe Cyprus Cooperative Bank (C@BIji 6 A f AT SR RSLI]
sentiment further in the summer months of July and Augésam a flow point of @w,
totaldepai A 14 NBO2NRSR | ySi AyONBlFaS 2F emtc do’
AYONBI &S 2F ThecdnYy Ay WdA & FyR | yS&G &dzoad
b adoadlyiAlt ySd AYONBFAS eHnmMORYY Ay al @

A Property-market:

o Camstruction: The latest building permits release predisposes for a continuation in
the construction output rebound. According to CYSTAT, the total value of building
permits issued in the firssevenmonths of the year increased [81.5% YoY, while
the total area of building permits rose 85.5% YoYDuring the period JanuakyJuy
2018,3,699 building pemits were issued, up fror8,362in the corresponding period
of the previous year Having expanded with double digits throughout 2017,
construction outputstill increased by 13.1% YoY in-ZIA8 vs. 19.4% YoY in Q1
2018, notwithstanding the outstanding performance in-@217 (+34.4% YoY) that
KFR I yS3lIiA@gS olasS STFFSOha AYLIOG 2y (GKS

0 Real estate transactions & price3the number of eatestate market sale contracts
has risen by21.4% YoY i®M-2018 (from 5,523 to 6,706: Department of Lands and
Surveys). Property prices were on an increasing pat@22018 The Residential
Property Price Index (RPRRpanded by +1.7% YoY in-2218 ompared to +1.8%
YoY in Q2R018, recording the sixth consecutive annual increase on a monthly basis
for the first time since 2008Central Bank of Cyprusfhe House Price Index (HPI),
another metric calculated and published by CYSTAT, is in posititeriesince Q4
2016. The HPI expanded on an annual basis by +0.6% QoQ/+1.2% Yo®20h8Q2
down from-1.8% QoQ/+3.7% YoY in-@018 compared to +2.7% QoQ/+2.4% YoY in
Q42017 vs. +3.1% QoQ/+3.6% YoY iRRQE7. The Cypriot readirgthough lagging
behind that of EA19 (+4.3% YoY) in this quaHstill bodes well with the ongoing
rebound in the property market
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Figure 5alndustrial Production & Confidence in Cyprus
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Figure 5b Retail Trade & Confidenda Cyprus
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3. Recent domestic &nking sector developments

3.1 The stock of NPEdecreasedbe 8bao i Junedriven by NPEsales &the Bank of
Cyprussecuritizationtransaction with Apollo,bringing the NPEs ratio down to 48%

According to data released by the Central Bank of Cyprus, the stock egbemfmrming

SELR &adz2NB & 6 bt 9 &bnirRISne Kkatvel t68 Ray,cbBngirey ah® stock of NPEs

down by 16.5% over the period from March2018 to June2018. Inter alia, the cumulative
drop over the period from December 2014 to June 2018 has reached 3BhE/aecline in

NPEs reflects three main facs: (i) the sale of NPE loans (ii) the reclassification of NPE loans

as debt instruments held for sale (ii) the migration of successful restructurings to
performing loans after the completion of the observanceipdy and (iv)write-offs and
settlementsthrough immovable property exchangelore specifically, the official statistics
reflected primarily the impact of two major transactions in the month of June. The first
NEFSNAR G2 GKS artsS 2F eocpYy Ay btoa f2Iya
OGN yalrOlAazy 2F .yl 2F /@LINM¥zA gAGK ! LRtf2 gK)

Deleveraging of the banking sector continues. Total loan exposures (performing plus non
LISNF2NXYAYy 30 RSONBIFIASR o0& epZnpmYy F®NBRY e€encsZ
June2018, which is a slightly larger drop than the decrease in theirpadorming

component alone. Despite the deleveraging, the ratio of NPEs-fediorming to total

exposures) declined, from 43.0% in March 2018 to 40.3% in June 2018, compd&d%®

in December 2017, 47.2% in December 2016, 45.8%ecember 2015 and 47.8% in
December 2014.Recall that according to the EBA conservative definition, a restructured

NPE is still classified as an NPE for a probation period of at least 12 mordghsf évis

properly serviced without incurring new arrears. As a result, a large fraction of the
NBEadNHzZOGdzNER f2Fya FINB adgAtt Of | 43ANtRefe®R | & b
of Q22018, out of the 14,402 accumulated applications for nestinring, agreements with

the borrowers, 3,175 casef22.1%) had been concluded, in 10,364 cases (72%) had been
carried forward to be examined in the next quarter, while 863 cases (6%) had been rejected

either by the bank or the borrower.

NPEs remairthe elephant in the room, as we have consistently highlighted in all our
previous reports.As of June2018, the ratio in Cyprus is still the second highest in the Euro
Area behind Greece. It is important to note that the stock of NPEs is a lot larger when
measured relative to the size of the economy. As of June2018, the NPEs as a percentage of
projected 2018 GDP stood at 82.3%elow the 100% threshold compared to 105.1% in
December 2017down from 128.8% in December 2016, compared to 150.3% in December
2015 and 155.4% in December 2014.

The resolution of the case of the ©perative Bank is a game changer in the battle to

address the thorny issue of NPEs. The sizeable amount of NPEs removed from the banking
sector (approximatt @8 ecoy o0 Aa y2i @Si NBFTFEtSOGSR Ay (KS
important -but one-off- decline in the NPEs ratio further down to 30%. Further progress on

the NPEs issue hinges upon two more gathanging factors: 1) the implementation dfet
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reformed insolvency and foreclosures frameworks 2) the government subsidized ESTIA plan.
The adoption of the new insolvency and foreclosures laws by the parliament without any
amendments has created optimism that the new framework will empower banksitsue
strategic defaulters more efficiently than previously. The government has drafted and made
public the seOl f t SR 9 { ¢ L! LX Yy 6KAOK AyOSyiliAaAgdil Sa
debtors (borrowers) to come into an agreement on restructuringt fiesidence mortgage

loans in the red. The announced criteria of eligibility for the ESTIA have been heavily

criticized as overly generous and inducing moral hazard.

Figure & Banking 8ctor Provisions Coverage & NPE ratio
BO% |
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e=mProvisions Coverage Ratio (Provisions % of NPEs) esssNPEs Ratio
SourceCental Bank of Cyprys&urobank Research

Figure 6b NPEs (%of total exposureas 0fQ2-2018
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4. Investment grade status regainefbr the first time since 2011 plu€yprus
issuesnew 10Y government bonslat low yield

4.1 Standard and PB NQ& 0 S O 2 YabdiFitah k& sedondblihgiagency to award
Cyprus investment grade status in the pebtoU era.

On September 14, 2018&Pwas the first rating agency tapgradethe longterm sovereign

rating of Cyprus in the podtehman era by am notch from BB+o BBB with a stable

outlook. According to S&P, the decision reflects three main views. First, it is based on the
assumption that the Cypriot economy will continue to grow at a solid pace on average by

3.25% (4% in 2018 and by 3% on ageran 20192021) throughout the forecast horizon until

2021, supporting a further reduction in the debt burden. Second, S&P praises the recent
government measures to reduce the volume of NPEs via financial support and legislative
changes, which have impr6\R (G KS ot y1Ay3 adeaisSyQa KSIfGK |y
recovery efforts. Finally, S&P assessed that any additional financial state support to the
banking sector will only moderately affect the sovereign balance sheet. The stable outlook
balanSa GKS @ASg 2F /@LINHzaQ aGNRy3I INRBgGK LINRaAL
and private balance sheets. S&P could consider raising the ratings of Cyprus over the next

two years if the economy deleveraged significantly.

On October 19, Fitch became the second rating agency to upgradeupgradethe long

term sovereign rating of Cyprus in the pasthman era by one notch from BEx*BBB with

a stable outlook According toFitch, the decision reflects that Cyprus will maintain its
prudent fiscd policy which, along with the buoyant revenues, will maint&oal surplus high

at 2.4% and 2.2% of GDP in 2019 and 2020, respectively, compared with 3.1% and 2.9%
targeted in the 2019 Draft Budgetary Plaficcordingly, the public debt to GDP ratidll

remain on a firm downward trajectory, despite a coff expected increase to 104.4% in
2018 Moreover, the rating agency acknowledged the decisive action to address the legacy
issues of the banking system both in the area of strengthening the regulatmefvork as
gStft +ta GKS OFNBWS 2dzi 2F GUKS //. btoa o660k d e
ratio to 30% when the transaction is reflected in the Central Bank data as of September.

Earlier, on July 2% 2 2 R Baf@upgradedthe longterm sovereig rating of Cyprus by one

notch from Ba3to Ba2 with a stable outioo® ! OO2NRAYy 3 (2 az22ReéQaxz
upgrade reflectd two main drivers First, the ongoing recovery of Cyprus's banking system

through the liquidation process of Cyprus CoopemtBank (CCB), and second, the positive
fundamental trend of the government's balance sheet, which is based on a robust nominal

growth and a primary surplus, irrespective of the evféincrease related to the recent CCB
transaction. The stable outlook o@yprus's Ba2 ratings balances Cyprus's strong fiscal
dynamics against pressures for higher public expenditure. It also reflects uncertainty around

the extent to which new legal tools will enable a material decline in the banking system's
nonperforming log/ 6bt [ 0 NI GA2d az22ReéeQa ¢g2dzZ R O2yaiaARSs
and eventually upgrading the rating if macroeconomic conditions and actions of the Cypriot
government would lead to a significant decline in the government debt stock and in the

stock d nonperforming loans in the domestic banking sector. Downward pressure that
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could lead to a negative outlook and eventually to a downgrade of the rating could develop if
growth or fiscal policy decisions were to cause a reversal of the supportive fumdaindebt
trend. A failure to translate recent legislative actions and interventions in the banking sector
into a significant decline in the ngmerforming loan ratio would also be credit negative.

On May 25, DBR#&dupgraded the longerm sovereign ratig of Cyprus by one notch from

0[ 260 G2 .. GBAGK | LRaAGAGS 2dzit221 O6GKS
decline in the banking system NPLs and the betten expected fiscal performance. The
stock of corporate NPLdeclined by 36% in thApr2015Dec2017 period and the stock of
household NPLs declined by 16% in the FebZDd&017 period, bringing the NPLs ratio of

the banking system down to 42.5% of total loans in December 2017, compared to the 49.0%
peak in May 2016.

Despite their deline, the agencyad cited the NPLs as the main risk to financial stability and

a major rating challenge for Cyprus. DBRS currently forecasts real GDP growth to remain
robust in the coming years and average 4.0% in 2[8,8driven by important investment
projects, exports, and consumption. So far, growth has been bbaeseéd, with tourism,
shipping, professional services, manufacturing, and construction all making a contribution.
Meanwhile, fiscal performance is expected to remain positive so that the gowmt
budget will maintain a healthy surplus above 1.5% of GDP over the next four years,
supported by strong revenues and contained expenditure.

Summing up Fitchis the last rating agency to upgrade the letegm sovereign rating of

Cyprus during 2018 dar, yet thesecondone to award Cyprus with investment grade status

in the postMoU era. Recall also that S&P was the first agency to downgrade Cyprus in early

2012 to junk status. Cyprus regained its investment grade status 2.5 years after its exit from

the economic adjustment program in late March 2016. All major rating agencies (FITCH,
5.w{Z a22RéQa I yR VY2 gterfnsdvareigazafBd\df /i inR&LBE A NJ 2
2018, awarding at least one notch in their respective rankings.

Following the dst round of assessments, there still remainslight divergenceof views

between the rating agencies on the sovereign rating of Cyprus (Table 3). The distance from
government bond investment grade status for the rest of the main rating agencies is: two
n20O0KSa F2NJ 5. w{ O6O0Odz2NNBydate a4 .. €tFad dzZIaN
Ba2, last upgrade in July).

4.2 Cyprus tapped international marketwith a new 10¥Eurobond for the third time after
exiting from the Economic Adjustment Programme Mharch 2016

Until mid-September, the lack of investment grade status prevented Cyprus from qualifying

G2 22AYy 9/ .Q& vdzZyaGAGlFrGASBS 91 aAy3a o6voov LINRIAN
an ECB waiver allowed patrticipation in QE. Following theadgggrthe ECB announced that

the Cypriot bonds became eligible and that it has started buying Cypriot bonds within the
framework of the Quantitative Easing program, which is, however, expected to end in
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5SOSYOSNY ¢KS LINBaa NBf SIQ&ES LI RESR Fi HIINDOKE RS
government bonds will take the specific market liquidity situation of the Cypriot government

bond market into account in calibrating a gradual and measured increase in Eurosystem

K2f RAy3a (2¢F NRa / &RINHzE QF SBEWNBE Ay GKS 9/ . Ol

Figure7a: Annualized Yields to Maturity of outstanding Cypriot Government Bonds
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Source: Bloomberg, Eurobank Research

Note: The maturity of each bond declines as we move from left to right on the diagram. The first observation is
on December 15, 2016 and the last observation isoly 19, 20180n that date, the longest 04/11/2025

bond had a maturity of & 1/4years At the other end, the shortest 25/06/2019 bond had a maturity of
11 months

5SaLIAGS y20 LI NI, kh inkdiutrteryi Typriot/ bor@ Ayieldnere on %
declining trendsinceMarch 2016 whichwas interruptedfor six monthsby market fears for

the CCB resolutionYet yon the parliamentary approval of the state guarantees for the
asset protection scheme attached the CCB assets acquired by of Hellenic Bank and the

revampng of the foreclosurend repossesion frameworks in early to miduly, government
yields declined sharplfFigures 7&b).

Overall Cyprus enjoysuninterrupted access to internationatapital markets. In mid

September 2018Cyprus tapped international markets with a new iBXobond for the

third time after exiting from the Economic Adjustment Programme in March 2Q1®as

issuedat the lowest cost ever achieved in a benchmark bond issidnahe latest tendey

GKS tdzofAO 5So00G alyl3aSyYySyi hFTFFAOS o6t5ah0 az2f
emMoy AYAGRAL tytad gotainthefitypénis. JP Morgam, Morgan Stanley and SG CIB
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were appointed by the Cypriot government as joint lead managers. The issueeawasyh

overd dzo aONAOSR gAGK G20t o0ARa FY2dzydAy3a (G2 e€q
average accepted price was at 99.686 and the corresponding yield at 2.40%. The latter yield
compares with an initial guidance of 2.6%. The issue matures on2yrg928 and bears a

2.375% fixed annual coupon.

Figure7b: Annualized Yields to Maturity of Government Bonds maturing in 2022:
Cyprus vs. Portugal

4% «===CYPRUS (3.875%, 6/5/22)==PORTUGAL (2.2%, 17/10/22)
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Source: Bloomberg, Eurobank Research
Note: The Cypriot bond matures in May 2022 and the Portugubsatasix months later, in October 2022.
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Table 3
Foreign Currency Long Term Sovereign Ratings of Cyprus

az22Ré¢ S&P  Fitch DBRS

Rating Description
Aaa AAA | AAA AAA Prime
Aal AA+ AA+ | AA High
Aa2 AA AA AA High Grade
Aa3 AA- AA- AALow
Al A+ A+ A High
A2 A A A Upper Medium Grade
A3 A- A- A Low
Baal BBB+ | BBB+| BBB High
Baa2 BBB BBB BBB Lower Medium Grade
Baa3 BBB BBB | BBB Low
Bal BB+ BB+ | BB High
Ba2 BB BB BB
Ba3 BB BB BB Low
Bl B+ B+ B High
B2 B B B
B3 B- B- B Low
Caal CCC+| CCC+| CCC High
Caa2 cce | cco orele Non-Investment Grade
Caa3 CCe | CCe | CCC Low
CC High
CC CC CcC
Ca CC I._ow
C High
C C C
C Low
C SD DDD
C D DD D Default
C D D

Source: Rating Agencies

(Upgrade withirthe last review is marked with green color. Affirmation is marked with grey color)
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5. Interpreting the latest Cypriot Economic NewaugustSeptember2018)

High-frequency indicatorsbehavedrelatively well in (B despite rising world environment
uncertainties

Economic Sentiment Index (ESI Index)
Confidenceebounds stronglyin September retrenching back to levels recorded May

The ESI Indeebouncked stronglyin Septembeion top ofthe small riserecorded inAugust In more detall,
ESljumped furthe by 4.8 points to 114.7 in Septembeyup from 109.9 in August compared to 19.2 in
Juy, retrenching back to comparablevels recorded irMay. The picture was mixed among different
sectors The more pronouncedmprovement in expectations came fronthe industry and services
components which expanad by 7.4 and increased by3.2 points respectivelyConsumer sentiment

showed a minor improvement by 1.1 points in Septemivecontrast retail and construction(declined by
9.2 and12.2points respectively

Havingslumped in Q2the ESI indexesumed its rising trend in Q8espite rising world environment
uncertainties The ESI index hadached a new preLehman Brothers period peakJanuary-ebruary2018

at 117.8 (the previous preLehman period peak stooat 117.3, which was recorded in August 200He
ESI Indereclinein Q2 was not reflected in theoncurrentGDP growth readindn ou previous reportwe
had expressed our reservationsimerpreting the ESI readindeclineas a leading indicator &t more
pronounced slowdown for thehortterm economicactivity prospects given that in August2017 we had
witnessed a decline of similar size. Summingthp ESI Index stds above its lonterm averageThe
improvement recorded in the past four yeayatotal of 46.9 pointssince the crisis period in April 2013

still the highest among all countries in 28 over the same sampleepod. Sentiment improvemenhas
beenone of the key drivers of the consumption reboumdhich feeds into output growth.

Figure 8: Index of Economic Sentiment
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Source: Eurostat, Eurobank Research
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Consumer prices (HICP)
Inflation accelerated furtheiin Q3-2018on higher energyand foodprices

Havingre-entered in positive territory in May 2018piesumer prices, measured by HICImbed further in
AugustSeptembe?018 Having jumped ta multi month high at+1.0% MoM/+2.1% YoY in ApOiL7,
compared to only +0.3% MoM/+0.1% YoY in Decegtidd HICRlived again in negative territory in late
2017early 2018. After a five month disinflation break between Decen#itdr7 and April 2018, HICP
started climbing again. Moraspecifically, HICBame at -0.8% MoM/+1.7% YoY unchanged v%.2%
MoM/+1.7% YoY in Augu&018 up from -0.2% MoM/+1.46 YoY in Jul2018 compared to +1.%
MoM/+1.7% YoY in Jur#0l8, +1.4% MoM/+1% YoY in Mag018and +1.1% M#l/-0.3% YoY in April
2018.

The biggest increase on an annual bagisobserved in the categories & G A f (A3(2% SI&VE+12.2%
YoY in September up fromi.2% MoM/+7.1% YoY in August vs. +0.6% MoM/+6.1% YoY.ifh&hgds
driven by the spikeniworld energy prices while the risedndzii A f A i &Al®the subsdguEit iBotkésa
in the local electricity tariffs byhe stateowned energy companynirroring the spike in world energy
prices 6Food & No-alcoholic. SPS NI 3Sa ¢  a i hwidha cagiry with tBeSetoddhighesth G
annual increas€-0.1% MoM/+3.9% YoY in September #&1% MoM/43.8% YoY irugustvs. ©.0%
MoM/+2.6% YoY in B.

As ofSeptemberthe rise of energy prices aptices ofservices accountefbr 1.4ppts and ®ppts of HICP
inflation respectively, thevolatile food (fuit and vegetablesanother 05ppts while ron-energy industrial
goodssubtracted-0.3 pptsfrom the headline respectivelidaving emerged out of a four year deflation, the
average annual HIGHRmMbed to 0.7% YaoY in 201Lp from -1.2% YoY in the 2014,.5% YoY in 201&nd-
0.3% YoY in 201#owever, it temporarily declined again4.8% YoY in @018 only to rebound to 0.8%
YoY in Q2018and further double to 1.6% YoY in)Q3

Figure QHICP in Cyprus vs. HA
%, yoy e CYPRUS ===EUROAREA
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Deposits& Loans
Banking system deposits expand for a second consecutive month in August mirroring further
normalization of financial conditions

The CentraBank of Cyprus published @eptember27"" the Monetary and Financial Statistics (MFS) of

August* Fram a flow point of view, total deposits recorded a et/ O NB 1L.78.9mn th Ruguast on top of

a substantial net increase 896.4mn inJulyanda ne substantiadecreaseofe T n p ®H Y yup fkogh a Wdzy' S
substantial neincreasee201.2mnin May - Y R,386.4mn in AprilThe substantial increase of April can be

attributed to thedepositplaced byt KS / @ LINA 2 G 3I2GSNYY.Syd G2 // . Sljdz f

The annual rate of expansiamdeposits which has been in positive territory since October2@ith the

exception ofonly one month irMarch2018-stood at3.8% YoY inugustvs.4.5% YoY in July up from 3.9%

YoY in Jun&.6% YoY iMay, 31% YoY iDec2017 compared to 6.2% YoY in Dec2016 and only 0.2% YoY

in Dec205. Total deposits stoodte p M®MO Yy Ay | dz3 dzaeclp MmvidBUE kofhpafetl ® dzLJ T N
eEpnPHOY Ky diwiddbaysd e pn Pp 0§ 2 YA NBIRNAGEZ e ngpdnoy Ay 5S¢
enpd®Pptroy AY 5SOSYOSNI HAamp ®

Total loansn Augustexhibited a net decrease ef m y n @ topyéf a net decrease ef74.7mnin Julyon

topofaneth Yy ONB | &S 2 ®neandln pydSily yR SGNBN a S. T Ennalgowiyrafe/ Ay al
of contractionwas still low at0.8% YoY in August ¥8.6% YoY iduly compared te1.1% YoY in June,

1.8% YoY irMay, compared t0-1.7% YoY in December 2017 afi0.7% YoY in Decemberl1® A

substantial part of these repayments concern previous transfers of loans froresitent MFIs and are

not related to the domestic economic activiljhe outstanling amount of loans reachedn p dcoy Ay | dz3a«
compared toe n ¢ ®H 0 ydowh ffom&dzZb@ inJunel YR e ny ®oyGyY LA WEBRI & 2 e pmdn
5SOSYOSN)I HAMT YR epp®ooy AY 5SOSYOSNI Hamc ®

Figure 10: Annual growth of deposits

(YoY %) === Non-financial corporations e==Households e=TOtal
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Source: Central Bank of Cyprus, Eurobank Research
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4 https:/lwww.centralbank.cy/images/media/xI$MFS_August2018ends
5 The Central Bank is using ECB methodology to calculate the annual growth with a special formula taking into
account the monthly transactions
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Residential Roperty Price Index (RPPi2-2018
The RPPI Index record@ul Q2-2018the sixth increaseon an annual basis

The Central Bank of Cyprpablished inmid-Octoberthe residential property price index (RPPI) f& Q
2018 On a quarterly basis, the RPPI increasedd8% QoQ, recording theighth consecutive quarterly
rise since 2009, compared #0.6% QoQ in Q2018,+0.4% QoQ in GA017, +01% QoQ in Q3017,
+0.8% QoQin Q22017 The quarterly risgeflects the combined effect of an increage both flat
apartmentsand haise pricedy +0.7% QoQ and +B% QoQ respectivelyOn an annual basishe RPPI
Index expanded by+1.7% YoY in @018 ompared to+1.8% YoY in @D1§ recording thesixth
consecutive monthly increase for the first time since 2(®8ure 1B).This was up from +1.5% YoY in Q4
2017, +1.4% YoY in QB17, +1.1% YoY in QA17 up from +0.2% YoY in-2017,-0.9% YoY in QD16
compared t0-1.3% YoY in @316,-1.7% YoY in @016, and smaller in absolute terms thdmb% YoY in
Q1-2016,-1.8% YoY in @D15 and3.7% YoY in @X15.

Overall, the RPPI trajectory in the past quarters, in combination with other high freqdatecyrom the
construction industry hint towards further recovery of the real estate sector. Having expanded with double
digits throughout 2017, construction output still increasedl3y1% YoY in Z2018vs.19.4% YoY in Q1
2018 notwithstanding theoutstanding performance in 22017 (84.4% YoY}hat had a negative base
effects impact on theecondj dzZ NIl SND&a NBIF RAy I P

Figure lla: RPPI Index (2010Q1=100)
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Unemployment
Unemployment reaches ng multi-month lows in (3-2018,dropping belowthe EA19 average
for the first time since 2012

According to the latestabor Force SurvelK$ unemployment on a seasonally adjusted basislined
further to 7.5% in Augusteaching a new mukinonth low down from7.6% in July7.9% in Jun&0.4% in
December 2017, 1298 in December 2016, 13.1% in October 2016,1h P06 at its peak in October 2013
Overall, Cyprus recorded the highest unemployment dediipe ppts)in EU28 in thefirst eightmonths

of 2018, so that unemployment hasw declined below thabf EuroArea (See Figure2). Despite the
improvingtrend, unemployment in Cyprus is still tseventhlargest(behind Greece, Spain, Italy, France
Croatiaand Finlanglin EU28. Youth unemploymenisa source of concern andquires more attention

Figurel2a: Unemployment rate
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Souce: Eurostat, Eurobank Research
Figure 12b: Unemployment rate across 28August2018 (July*)
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Q1-2018General Government Deficit and PlibDebt (ESA2010 terms)
Cyprus improves temporarily in the public indebtness ratio in Eurostat ranking

OnJuly 20 Eurostat announced the provisional data for the fiscal deficit and public debt ifirshe
quarter of 2018° In ESA2010 terms, CypresordS R 2B7.3an general governmersgurplus in Q1
2018which is approximizly 6.3%6 of the GDP in the same quarter, switching from an eatéécit of

€ M db5mn or-2.7% of theGDP in the same quarter Q42017, compared to a balanced position in
EuroAreaand a ELR8 deficit of 0.836and 0.9%espectively in the same period.

As a result, the general government debt as percentage of GBROf A Yy SR (2 dnodm: 2F D
NQtH nmy = O2YLI NBR (2 propameX REIHY 2 NNE ¥iyn®B 6 $pd y 2 N
HAMTI O2YLI NBR (2 wm207%cdown ohI106:0 @ WHha wiQF201V. H

/ € LINHza Q NJ BUR8mEMbers imargved: As of D18 the Cypriot government debt as a

percentage of GD®Rasthe seventhhighest, behind that of Greecd 80.4%), Italy (133.4%), Portugal

(126.4%), Belgium (106.3%), Spain (2%@a&nd France (97.7%J he public debt of Cyprus isiparily

in the form of loans (60% oftotal) and debt securities (34% of total).

Figure B: General Government Debt acrosEH28 members in Q12018
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8 http://ec.europa.eu/eurostat/documents/2995521/9087362/20072018ARPEN.pdf/d9ca7f92a0t4a6d
a6d1f64445be272a
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January-August2018Budget execution
The budgetwas in surplus irthe first eight months of 2018

The budget wasn surplus during the firseight months of 2018. The consolidated governme

& dzNLJ dz&d A y3064d6 in 8VEHRn Miy2X  edZB3.5RrN@8M-2047. As a percentage of GDP
the consolidated governmergurpluscameat +3.6% in8M-2018, compared to 2.2% of GDP iBM-
2017 The primary surplus stood &b6.3% of GDP iBM-2018 compaed to +40% of GDRIuring the
same period a yeaxgo.Total revenues improved by6i6% YoY, driven by double digit growth in VAT
revenues collectiorf+16.6% YoY) and social security contributions1(8% YoY)On the other hand,
total expenditure remainedelatively contained in aelection year, expanding b¥l.6% Yo¥riven

by hidher spending on public wag€s4.0% YoY)social benefit+27% YoYgand currenttransfers
(+3.26 YoY)On the other hand, spending ites such as interest paymengs5.1% YoYand capital
expenditure(-7.5% YoYjlecreased

Table 4: General Government Budget Execution

General Government Adjusted Budget Balance on cash basis (January-August 20

in % GDP January-August 2017January-August 201

|. Government Budget and SSF
Total Revenue 23.7% 24.6Y
Current revenue 23.6% 24.3Y
Direct Taxes 7.3% 7.4%
Indirect Taxes 9.5% 10.39
of which, VAT 5.7% 6.5%
Social security contributions 3.9% 4.2%
Non-tax revenue 2.9% 2.4%
Capital Revenue 0.0% 0.0%
Grants 0.2% 0.3%
Total Expenditure 21.6% 21.49
Current expenditure 21.0% 20.89
Wages and Salaries 5.5% 5.6%
Goods and services 1.3% 1.4%
Subsidies 0.2% 0.2%
Social Security payments 5.1% 5.1%
Pensions 1.8% 1.8%
Social Pensions 0.2% 0.2%
Current transfers 4.7% 4.7%
Non-allocated 0.1% 0.1%
Interest payments 2.0% 1.6%
Capital expenditure 0.7% 0.6%

Balance (1) 2.1% 3.2%

1I. Other General Government Bodies
including
Local Authorities 0.1% 0.0%
Semi-public Entities 0.0% 0.1%
Other Entities 0.1% 0.1%

Balance (Il) 0.2% 0.2%

1ll. ESA 2010 adjustments

Balance (lII) 0.0% 0.0%
1ll. General Government Balance

Budget Balance (I+1+l11) 2.2% 3.6%
Primary Balance (excl. interest) 4.0% 5.3%

Cyprus GDP (Mrd EURO-CYP) 19,570.9| 19,796.2
Source: Ministry of Finance, Eurobank Research
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Tourism arrivalgJanuaryAugusP018 & revenues (Januarguy2018)
Poised for another year of records in tosm arrivals

The positive momentum in the tourism sector continued iBk-2018. Tourist arrivals expanded By1%

YoY in the month dhugust2018 t0534.8 thousand, up fronb23.7thousand in same month a year earlier
(August2017). The month ofugustwas the thirty eighth consecutive month with a positive rate of
increase on an annual basis. This sets a new record as it was the highest volume of tourist arrivals ever
recorded in Cyprus durinfgugust

Overall,the number of tourist arrivals increased By YoY i8M-2018(2,719,622vs 2,517,887n the
same period last yeprTourist arrivals from Eastern Europe countries such as Pol&a2®%s YoY) and
Ukraine (#7.3 YoYand Nordiccountries suctas Finland (+25%8 YoY) anSweden (+18% YoYiecorded

a hefty increase. Tourist arrivals fraome traditional markets such as Germanyl.&%6 YoY), Greece
(+10.8% YOoY, Israel 9.7 YoYrnd UK+53% YoYhad a mediocre performance 8M-2018 Inaddition,
tourist arrivals fromniche markets such as Ri#gs$5.1% YoY) were weaRccordinglytourism revenues
alsoexpanded by 28% YoY in Januadylyn n my 14615Y >  dzLJ ,4Z24®nYcompared to the
same month last year. However, the corresponding statistics for expenditure per person are on a declining
trend. The expenditure per person for Janugrjulys n My  NJBESMIOE R LE NIBIROS i the €
corresponding period of the previous year, recording a decreae28$. In fact, the expenditure per
person/per day for the period of Januanduly2018 compared to the period of Januaynjuly2017 also
recorded a decrease dfI: 6 F NBIMo eef33). Overall, the tourism industry is poised for another
year of records in 2018 contributing to the GDP growth rebound of the Cypriot economy.

Figure ¥: Tourism Arrivals
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Source: CYSTAT, Eurobank Research

28



