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It took around 4,5 trillion euro1 in the form of state aid to European Union’s ﬁnancial sector, billions of loans in the forms of
bail-outs in three ailing European economies and nearly ﬁve
years since the start of the ﬁnancial crisis, for the Union to
enforce an unprecedented mix of measures for solving a country’s ﬁnancial and economic problems. The ‘solution’ given by the
Euro Area member states to Cyprus’ ﬁnancial problems – i.e.
the absorption of enormous losses on behalf of the depositors
of the two largest banks as a result of the resolution of the one
and for the recapitalization of the other – has been not only
detrimental to the country’s future prospect and recovery, but
also not well thought out and deﬁnitely not strongly justiﬁed.
Three months after the decision and the initial implementation
of the banking sector measures, it has been proven that when
the ﬁnance ministers of the Euro Area decided on the 25th of
March the infamous bail-in, there was no clear understanding
of what that would involve in real life. Numerous legal issues are
being raised and major delays in completing the process are
being observed. As a result, the return of conﬁdence – which is
the cornerstone of a viable banking system and an operating
economy – is at stake.

bail-in tool is complex to implement, speciﬁcally when the
bank’s creditors are to large extent depositors. We present how
the capital control measures, imposed as a result of the Eurogroup’s decisions, are aﬀecting the economy and hinder the
return to normality and how fragile the legal framework
surrounding the banking sector resolution and restructuring
and the enforcement of a haircut on depositors is.
Furthermore, we introduce the results of the two independent
anti-money laundering audits that prove the extend of misinformation on Cyprus’ record on this respect and we describe the efforts made by the State and the Central Bank of Cyprus for
reducing the lending interest rates amidst an extremely diﬃcult
economic environment.
Other articles in this publication deal with the consequences on
the real estate sector which is closely interconnected with the
banking system as well as with projections regarding the island’s
economy.

In this special edition of the “Insight”, the Association of Cyprus
Banks is putting all the issues on the table. We aspire to give you
thorough information on what a bail-in means in terms of the
real economy and all the practical problems relating to the
banking sector. We explain how particular provisions, either
included or not included in the Bank Recovery and Resolution
Directive, have been applied in the case of Cyprus and why the
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Keynesians Vs Liberals:
Is the Austrian model the way foward?

CypRUS AFTER ThE EUROGROUp OF 25 MARCh 2013
In this article I will discuss neither how we got into this mess nor
who is to be blamed for it. I will not, also, venture any opinion
on how we get out of it. What I will say is how I, as an economist, see the economy progressing after the Eurogroup shock.
A “leftist” economist of the Keynesian School (economists like
Nobel winners Stiglitz, Krugman etc) will argue that the economy will enter into a deep contraction, because the drastic
reduction in government expenditure, the increase in taxation
and the consequent reduction in household income and spending, the drop in private investment spending due to the
unfavourable economic climate and the drop in invisible export
earnings due to the shock that the oﬀshore sector received with
the haircut and capital controls. In addition the “reduction”
of private sector wealth (arising from the forced haircut of
deposits/savings) will lead to further reductions in consumption
spending as consumers try to rebuild the lost savings. The consequent reductions in incomes and proﬁts will lead to further
consumption and investment drops creating a vicious multiplier
eﬀect . Such economists will also argue that a reduction in interest rates in such situation will not increase spending or investment because households and companies in this kind of
situation will just “hoard” the cash. The process is self-feeding –
reduction in spending and investment leads to contraction, loss
of jobs and incomes, leading to more reduction in spending etc.
The only hope, for recovery, seen from a Keynesian perspective,
is foreign spending to substitute the reduced spending of Cypriots with that of foreigners – either in the form of exports
(tourism, etc) or foreign direct investment (gas infrastructure
projects etc).
A “liberal/right wing” economist (like Nobel winner Milton Friedman) will focus on the “money” side of the economy - the drastic
reduction of liquidity in the system due to the haircut in
deposits, the malfunctioning of the credit markets (banks being
both unwilling and unable to lend) due to the high capital
requirements imposed by the MoU or their inability to tap fresh
funds, as well as the continuous exodus of “foreign owned”
deposits due to the economic uncertainty. This reduction in the
“money supply” (as economists call it) puts upward pressure on
interest rates or, in the absence of upward ﬂexibility in interest
rates, introduces credit “rationing”, both of which reduce economic activity. The only hope of exit from the vicious spiral,
if we follow this kind of analysis, is fresh and ample liquidity

(unlimited ELA?). Such economists also give emphasis to the
need for structural reforms – wage and labour market adjustments, de-nationalisation, increasing competition and so on,
which make the economy (in the long term) more eﬃcient
(Cyprus will become as eﬃcient as Germany according to this
line of argument!).
Both schools of thought will agree that the collapse of one
systemic bank and the deposit haircut in the other will, per se
have adverse consequences. Banks basically perform two roles
– they are the payment mechanism of a country (the way we
move money around when we buy / sell things both domestically and from overseas) and perform ﬁnancial intermediation
(channelling funds from savers / depositors to borrowers).
Banks are systemically important if their size is such that, any
problems in performing these functions has a serious eﬀect on
the economy. Seen from this perspective one can understand
the eﬀects of the 25th March 2013. The introduction of transaction controls between customers of diﬀerent banks hinders and
slows down economic activity, while the introduction of exchange controls forces the economy to direct resources to
costly yet unproductive mechanisms of either enforcing these
controls or attempting to circumvent them! At the same time
banks cannot perform their ﬁnancial intermediation role since
deposits cannot move from banks unwilling to lend to banks
that might be willing to do so. Sand has fallen in the cogwheels
of the economy, slowing it down even further.
An additional comment is also due. This has to do with the time
horizon of the recessionary process. how long do we have to
wait before we see signs of improvement? Unfortunately economic theory is not very helpful in this respect. The Keynesian
traditional way of getting out of this kind of situation, ﬁscal stimulus, (increasing government spending or reducing taxes)
cannot be applied because of the “unsustainable” situation of
Government ﬁnances, while the “printing of money” or quantitative easing favoured by monetarist economists cannot be locally
applied since such matters are now Euro Area issues. phrases
like in the “long term” the economy will recover if we allow the
“market” to operate unfortunately do not oﬀer much comfort
and are counter argued by “in the long run we are all dead”.
Is there any school of economic thought that oﬀers any hope?
The Austrian/German School of economic thought (associated
with the Austrian American economist Joseph Schumpeter)
2

has evolved the idea that economies need this kind of shock
therapy whereby the system destroys outdated structures/businesses, in order to increase its eﬃciency and to make room for
new business etc. According to this school, economies become
set in their ways, they don’t adapt to a gradually changing world
with the result to ﬁnd themselves, after some time, obsolete.
Outdated laws, regulations, industrial practices, labour relations
on one hand, and companies or enterprises which have outlived
their usefulness to society on the other, need to be put aside
if the economy is to progress. A shock is then needed in order
to destroy the old and make room for the new. (Is it any surprise
that the Cypriot economic remedy prescription has a “made in
Germany” label?)
Marios Clerides
Chairman of the Board of Directors
Association of Cyprus Banks
1
Keynes described the eﬀect as the paradox of thrift. While each one of us feels that he/she can increase
his/hers savings, this is impossible to do at the economy as a whole level or macro level. This is because my
increased savings and consequent reduction in spending reduces the income of others in the economy etc
etc which in the end reduce both their consumption and savings because of their drop in income. And
then back to square one.

2
In this respect we need to distinguish between two types of foreign investment – “direct” investment (eg
the building of the gas liquidation plant that creates economic activity and jobs and “ﬁnancial” investment
(like the recent sale of property in paphos) which doesn’t have such eﬀect.
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Fiscal and banking reform
roadmap

pROVISIONS OF CypRUS’S ECONOMIC ADJUSTMENT pROGRAM
Following a ﬁnancial aid request from the Cypriot government on 25
June 2012, a comprehensive Economic Adjustment programme was
agreed between the Cypriot authorities and the European Commission,
the European Central Bank and the International Monetary Fund
(the Troika) on 2 April 2013.

Keyinformation
Amount: €10 billion
Oﬃcially signed on: 26 April 2013
Programme Duration: h2 2013 – h1 2016
Loan duration: 22 years (repayments due to start ten years from signing agreement)
Interest rate: 2.5%
First tranche: €2 billion, disbursed on 13/5/2013
Objectives: a) restore soundness of ﬁnancial sector, b) achieve primary
balance of 4% of GDp in 2018; c) introduce structural reforms towards
competitiveness.

TARGETS&PROJECTIONS

years of continuous support of the European banking sector with
trillions of state money. Despite the disappointment towards the
island’s European partners, the president of the Republic takes every
opportunity to underscore the government’s commitment to implementing the Agreement fully and render Cyprus a reliable European
partner through increasing cooperation with other member states and
through enhancing its participation at European-level decision making.
The IMF recognizes the resolve shown by Cypriot authorities as it concludes in its May 2013 report that the Cypriot government has demonstrated its strong determination to adhere to the program by
implementing ambitious ﬁscal consolidation and undertaking bold
ﬁscal structural reforms.
In the sections below, the three programme objectives are outlined,
together with actions taken to attain them.

2013

2014

2015

2016

Real GDP %

-8.7%

-3.9%

1.1%

1.9%

Annual primary balance (% GDP)

-2.4%

-4.3%

-2.1%

+1.2%

General government balance (% GDP)

-5.9%

-7.7%

-5.6%

-2.4%

General government debt (% GDP)

109%

123%

126%

122%

The total support from the Troika amounts to €10 billion, of which the
IMF agreed to supply €1 billion and the European Stability Mechanism
(ESM) will supply €9 billion. The ﬁrst disbursement took place on 13 May
2013 and further amounts will be disbursed in eleven installments,
subject to quarterly reviews by the Troika.
As part of the Agreement, the Troika stipulated that no support would
be provided for the recapitalization of the island’s two main banks.
Using public funds to recapitalize them would increase public debt
to unsustainable levels. Therefore, in the absence of other non-debt
creating means, such as direct recapitalization of the banks by the ESM,
Emergency Liquidity Assistance restructuring, or outright sale of the
troubled banks, unsecured depositors of the two banks were bailed-in.
This decision caused signiﬁcant dismay in Cyprus as well as disillusionment with visions of European solidarity, especially in view of the fact
that the decision to bail-in depositors in Cyprus was taken after three

Restoresoundnessofthebankingsector
A comprehensive framework was legislated for the recovery and resolution of credit institutions, naming the Central Bank of Cyprus as the single resolution authority for banks and cooperative credit institutions.
On the basis of this framework, the resolution of Cyprus popular Bank
and the absorption of its assets and liabilities by the Bank of Cyprus
took place, at the same time as the recapitalization of the Bank of
Cyprus was eﬀected through a debt to equity conversion.
During the resolution, the insured deposits, part of the assets and the
interbank liabilities and the ELA of the Cyprus popular Bank were transferred to the Bank of Cyprus. Uninsured deposits and remaining assets
were left in the Cyprus popular Bank which is under liquidation. As the
value of the transferred assets exceeded the value of the liabilities, the
unit under liquidation will receive shares in the Bank of Cyprus. Insured
depositors in both banks have been fully protected.
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The recapitalization of the Bank of Cyprus took place through the bail
in of creditors, as follows: Uninsured deposits were converted into
A-shares, senior debt into B-shares, subordinated debt into C-shares,
convertible capital instruments into D-shares, and rights of ordinary
shares were suspended. Until holders of A-shares have recovered their
full initial capital investment plus interest through dividends, other
shares will not collect dividends nor have voting rights. This structure
implies a preliminary 37.5% conversion ratio on uninsured deposits.
Of the remaining 62.5%, a further 22.5% remains frozen until completion of an independent valuation of BoC`s assets and liabilities
(expected to be completed by the end of July 2013). Withdrawals
on the last 40% are subject to restrictions to be lifted gradually.
Additionally, the Greek operations of Cypriot banks were carved-out.
As a result, the Cypriot banking sector was downsized from 550% to
350% of GDp and the Bank of Cyprus has been fully recapitalized and
regained its eligible counterparty status for participation in regular
Eurosystem monetary policy operations.
In order to prevent destabilizing liquidity outﬂows of the banking
system, administrative measures had to be imposed. Capital controls
on cash transactions continue to be in place, however, they have eased
since March 2013 and no restrictions apply to new cash coming into
banks in Cyprus or to cash held in banks outside Cyprus.
Other than the capital controls, that apply to cash held as at 26 March
2013, the rest of the banking system is unaﬀected. In the rest of the
private banks and the coop sector, the programme stipulates that uninsured depositors will not be expected to participate in the recapitalization of their institutions. Such recapitalization will be done through
private or public funds.
Other changes forthcoming in the banking sector as a result of the
programme include commitments by Cypriot authorities to increase
the minimum Core Tier 1 capital ratio to 9% (from 8% presently)
by December 2013, to transfer supervision of cooperative credit institutions to the Central Bank of Cyprus and the strengthening of antimoney laundering framework.

Agreement, have already been implemented; namely direct taxes
(increases in withholding tax on interest, corporate income tax and
bank levy), indirect taxes (higher VAT, excise duties on alcohol, tobacco
and petrol) and increases in property taxation. The government has also
approved the medium-term budgetary framework process whereby
ﬁscal management and expenditure control is expected to be strengthened. Laws have been voted to reduce the beneﬁciaries of free public
health care and to introduce compulsory health care contribution for
public sector employees. Furthermore, a law was passed to institutionalize the medium-term budgetary framework process which will
strengthen ﬁscal management and expenditure control.
In addition to the above measures that were taken, reforms relating to
the pension system (for both the public employees’ pension system
and the general pension system) were agreed.

Implementstructuralreforms
Based on a recent diagnostic assessment of the Inland Revenue Department and the VAT Services, the authorities agreed to ﬁnalize a reform
strategy by end-June to improve the eﬀectiveness and eﬃciency of tax
collection and administration. To improve competitiveness, the government has taken initial steps to reform the wage indexation mechanism
to ensure that wage growth better reﬂects productivity. Working hours
in the public sector have been modiﬁed to extend operating hours and
reduce the need for overtime and staﬀ mobility will be introduced.
In line with the programme, the authorities have drawn up the terms
of reference for a review of the public administration system.
In addition to the above, Cypriot authorities have committed to remove
obstacles in services markets, to tackle the backlog in the issuance of
titles deeds and to speed up the procedures on the forced sale of mortgaged property.
An inventory of government assets, including state owned enterprises
and real-estate will be carried out and will serve as the basis for the formulation of a privatization plan aiming to raise €1.4 billion by 2018.
A plan for the infrastructure required to exploit natural gas reserves is
being developed.

Achieveprimarybalanceof4%ofGDPin2018
Furthersteps
In order to meet the primary balance targets agreed in the programme,
the Cypriot parliament has already adopted measures to reduce the
growth in expenditure on the public sector wage bill (through progressive wage cuts, freeze in increments, reduction in public sector employees and extension of the suspension of wage indexation scheme) and
social beneﬁts (through abolishing certain schemes and introducing
means-testing criteria). In addition, reforms have already been introduced to reduce expenditure in semi-governmental organizations and
state-owned enterprises. Tax increases, as stipulated in the programme

An initial assessment on implementation of the programme measure
will be undertaken towards the end of July 2013. however, an earlier
overview by the European Commission, has concluded that Cyprus
has already made important progress in implementing the policies
laid down in the MoU. At the same time, the IMF notes in its May 2013
report that Cypriot authorities have now shown “exceptional resolve”
in addressing the crisis.
Christina Antoniou Pierides
Senior Oﬃcer
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Bail-in: the Cyprus experience

W h AT F O L L O W E D T h E I M p L E M E N TAT I O N O F T h E B A N K I N G S E C T O R M E A S U R E S
The upcoming European legal framework on issues relating to
bank failures focuses on eliminating the use of public (taxpayer)
funds and constraining the moral hazard associated with the
“too big/too interconnected to fail” banks. The Bank Recovery
and Resolution Directive (BRRD) is seeking to establish a panEuropean framework to allow for the orderly resolution of banks.
Events in recent years show that the banking sector across the
eurozone is facing tremendous challenges; hence it is urgently
necessary to adopt the BRRD. The formal adoption and implementation of the BRRD has been pushed forward from January
2018 to January 2015.
Despite the fact that the BRRD consultation is still in its ﬁnal
stage, Cyprus has become the ﬁrst eurozone country where particular provisions regarding the resolution of banks have been
rigorously applied. This was done without taking into serious
consideration the possible implications and negative consequences on the local banking system and the economy. In our
opinion Cyprus has been treated unfairly because despite the
fact that the government had initially agreed with international
lenders to reshuﬄe the banking sector in a medium to long
term horizon, the Eurogroup (EC, ECB,IMF) forced the immediate
resolution of two systemically important ﬁnancial institutions.
The Cypriot government was deliberately put in the awkward
position to either accept the Eurogroups’ decision or face the
prospect of European Central Bank (ECB) immediately cuttingoﬀ funding access to the two systemic banks and ultimately
causing fatal implications to the local banking system.
The initial Eurogroup proposal (15 March 2013) was to impose
an across-the-board haircut on secured and unsecured depositors of both ailing and healthy banks. The subsequent irrevocable proposal, following a two week bank holiday, was to resolve
the second largest bank (popular Bank) and impose severe haircuts on unsecured depositors of the largest bank (Bank of
Cyprus). Never in recent ﬁnancial history had a systemic bank, let
alone two systemic banks, either left to fail and/or more importantly impose losses upon depositors. In Cyprus, one systemic
bank has been restructured (Bank of Cyprus), another has been
resolved (popular Bank) and all local banks’ Greek branch operations were disposed at an enforced price and without any material proﬁt. More importantly, this ﬁre sale was completed without
any prior approval from the concerned banks’ management,
Board of Directors or shareholders.

From this experience, we feel it is important to discuss three
implications from the application of bank resolution tools, especially the bail-in tool, on the banking system and the economy
in general. First, the signiﬁcant eﬀects and overall consequences
of the bail-in tool application. It has been proven that applying
the bail-in tool in a going concern situation is a complex issue
with detrimental eﬀects on ﬁnancial dealings across all sectors
of the economy. Despite the fact the BRRD has yet to be formally
adopted on an EU level, in Cyprus’ case the bail-in tool was implemented across the board on all unsecured depositors.
Speciﬁcally, unsecured depositors lost 100% of their deposits
with popular Bank and possibly up to 60% (yet to be determined) of their deposits with Bank of Cyprus. The bail-in tool has
been applied without making any distinction between the type
of account (current account, ﬁxed-term deposits, cash collateral
deposits, interbank and money market operations, UCITS,
client/ﬁduciary/third party accounts, pension/provident fund
accounts) and without taking into consideration possible legal
implications. This impetuous loss of deposits had a severe impact on the economy as both businesses (including SMEs) and
individuals, run-out of working capital and liquidity respectively.
As a result, trade transactions stalled, loan repayments were
missed, trade payments were halted, salaries were not paid and
operational expenses could not be settled. All these induced extremely negative repercussions for the whole economy. you can
imagine the chaos created.
Second, the catastrophic and damaging eﬀects caused by the
application of the resolution tools, especially the bail-in tool, on
the public’s conﬁdence and trust. These two components form
the cornerstones of any sound banking system. Following a two
week bank holiday, strict capital controls on both domestic and
cross border transactions were implemented for the entire banking system. Three months down the line, capital controls have
yet to be lifted, including a prohibition for the opening of new
bank accounts, and Bank of Cyprus is still under a resolution
regime as the ﬁnal percentage of the bail-in (haircut) on unsecured deposits is still to be determined. These events are undermining the trust and conﬁdence of both depositors and
investors towards the banking system, with fatal consequences
on the stability, recovery and future prospects for growth of the
Cypriot economy.
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Third, is the adjacent issues relating to the resolution of banks
that have previously received extraordinary liquidity assistance
from the Central Bank (Emergency Liquidity Assistance-ELA).
Central Banks provide emergency liquidity assistance, against
collateral (secured lending), provided that the bank is solvent
and is only facing a short-term liquidity shortage. But what happens when the bank under resolution has an ELA liability? Under
normal circumstances, the Central Bank would liquidate the collateral and recover the proceeds. But is this possible during a
systemic crisis? Obviously not. In Cyprus, both banks received
ELA funding and therefore were considered as solvent.
Nevertheless, following the resolution of popular Bank its ELA
liability (€10b) was taken over by the bridge institution (“good
bank”) and eventually imposed on Bank of Cyprus (as part of its
merger with the popular Bank bridge institution).
This extraordinary liability puts into question the viability of the
restructuring plan of Bank of Cyprus (liquidity strain, funding
source restrictions) and ultimately the stability of the ﬁnancial
sector and the future growth prospects of the economy.

The Cyprus bank resolution experience, particularly bail-in, demonstrates the importance of managing bank failures in a
coordinated, coherent, prudent and stable manner. The fundamental pillars of a stable banking system are public conﬁdence
and trust. When these are suddenly and unexpectedly wiped
out, there is a high possibility of disorder and bank run trigger.
The bail-in tool is complex to implement, speciﬁcally when the
bank’s creditors are to large extent depositors. Our experience
clearly indicates that imposing losses on bank depositors undermines trust in the banking system, distabilises the broader economy and induces a systemic crisis. All these events have caused
a violent shrinkage of the banking sector and a shock to the
banks’ operational ability to serve customers and ultimately the
economy.
Michael Kronides
First Senior Oﬃcer
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AML Independent Audits

C L E A N B I L L O F h E A LT h F O R T h E A N T I - M O N E y L A U N D E R I N G S y S T E M
Cyprus has been handed a clean bill of health in the recent independent evaluations, which discredited mounting accusations
by its European partners of a weak anti-money laundering (AML)
system. The two parallel audits that have been conducted during April 2013, by Deloitte Financial Advisory and Moneyval of
the Council of Europe, which were set as a precondition for an
international bailout, evidence the island’s commitment to strict
implementation of eﬀective anti-money laundering measures.

Due to the increased importance of ‘transparency of beneﬁcial
ownership’, the numerical threshold for determining controlling
ownership of a legal person in Cyprus has been set at the lower
10% plus one share (instead of the higher 20-25% threshold
used in other member states) i.e. the beneﬁcial owner shall at
least include, in the case of corporate entities, the natural person
or natural persons, who ultimately own or control a legal entity
through direct or indirect ownership or control 10% plus share.

Moneyval and Deloitte have prepared their reports (Reports)
following an in-depth assessment/audit of the eﬀective implementation of the Customer Due Diligence requirements in
Cyprus banks. It should be noted that the nature and depth of
these assessments are unique as no other European Member
State has been subjected to such a rigorous and exhaustive AML
check to date.

‘Tax crimes’ have been included in the list of predicate oﬀences
for the purposes of the AML Law. The latter inclusion is yet to be
imposed in an absolute manner by a European AML
Directive/Regulation.

Findingsoftheassessments
The outcome of the assessments indicates a solid level of compliance across the sector. On the assessment of Customer Due
Diligence (CDD), Deloitte Financial Advisory notes that the
results of the audit ‘’appear to indicate a generally solid level of
compliance across the six banks” signifying at the same time that
only 4 out of the 24 areas of CDD, require further attention.
Moneyval’s assessment notes that in general, ‘the banks interviewed demonstrated high standards of knowledge and experience of AML/CFT issues, an intelligent awareness of the
reputational risks they face and a broad commitment to implementing the CDD requirements set out in the law and in subsidiary regulations issued by the Central Bank of Cyprus (CBC).
Implementation of CDD measures, as described by the banks,
appeared strong under most headings.’’ The two Reports also
specify weakness areas needing further improvement. Cyprus
authorities in collaboration with Troika partners are committed
to fully address these weaknesses.
Deloitte Financial Advisory also stated that Cyprus had a stricter
legal framework beyond normal EU standards.
According to the Cyprus AML framework, ultimate beneﬁcial
owners have to be identiﬁed and relevant documentation is
maintained by ﬁnancial institutions and other professionals.

Furthermore, Cyprus has implemented the Law for the Regulation of Fiduciaries, Trustees, Administration Services and Company Directors providers for the general regulation of this sector
by a supervisory body (Cyprus Securities and Exchange Commission). This general regulation shall include the regulation for
money laundering purposes of Company Services/Fiduciaries
Companies and the respective obligations of the latter companies, enhancing in this way transparency. There is still a large
number of member states which have not yet implemented
such legislation.
In addition, Cyprus is fully committed to the highest transparency standards and is one of the countries featuring on the
OECD White List from its very ﬁrst issue back in April of 2009.

Troikasummaryofthereports
The Troika summary (Summary) of the mentioned Reports
leaked to the press, points out to a Cyprus AML system full of
shortcomings. The Summary has created serious concerns since
it did not consult the authors of the Reports and did not include
any of the positive features which have been revealed in the
Reports, leading to the reporting of erroneous and distorted
conclusions in the media, especially the international press.
As a result, the CBC issued an announcement stating that the
summary did not give a synopsis of the main ﬁndings “but rather
a description of the perceived weaknesses of the system, drawing inferences where none exist in the original reports.”
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The Summary pointed out the area of reporting of suspicion
transactions, introducers and complex ownership transactions.
According to it, between 2008 and 2010, Cypriot banks reported
not a single suspicious transaction under anti-money laundering
regulations, and ﬂagged only one in 2011 and “a few” in 2012.
The Summary mentioned that Deloitte’s forensic analysis of
sample customer transactions identiﬁed 29 potentially suspicious transactions during the last 12 months, none of which
were reported by the Cypriot banks. however, the summary
failed to mention that the previously mentioned 29 potentially
suspicious cases had been identiﬁed in an analysis of 570,000
transactions and that Deloitte in its report stated that there is
‘a very low level of suspicious activity that may be undetected.”
The data, therefore, provides an indication that any potentially
suspicious transactions that may not be detected are not necessarily signiﬁcant or systemic.
In relation to the conclusion presented in the Summary that
banks place signiﬁcant reliance on introducers, banks in Cyprus
in their cooperation with such introducers apply the AML framework for the reliance on third parties and apply their best eﬀorts
to have direct contact with the beneﬁcial owner. In addition the
banks run internal assessments/evaluations of the introducers
with which they cooperate.
As a further reaction to the misleading Summary, the CBC statement included Deloitte’s remark for international business,
whereas Deloitte’s report states ‘most customers are corporate
entities and supporting documentation is obtained to conﬁrm
the identiﬁcation of the customer, the directors and the owners.
Although some of these structures are complex and can involve
legal entities in two or more jurisdictions, there was a consistency in the responses of the banks that they are required to,
and do in practice, identify all relevant parties through all layers
of these structures. The assessors did not come upon any examples to suggest lack of understanding or weak compliance on
this aspect.’

Cyprusasaninternationalbusinesscenter
Cyprus, being an international business centre, has been under
scrutiny over the past years for its anti-money laundering
regime. however, in contrast to countries categorized as
“tax havens”, Cyprus maintains a large range of double tax
treaties and abides fully by the OECD guidelines for exchange
of information. Additionally, as is expected in the case of international business centres, Cyprus upholds an eﬃcient tax system and, as a result, it attracts an increased number of foreign
investors. Moneyval pointed out ‘a number of individual features
of international banking business conducted in/through Cyprus,
none of which are unique to Cyprus and many of which can
be found in banking systems worldwide’.

FuturefortheAMLregime
AML is a challenge for all the international community. There is
no perfect system that can guarantee the complete elimination
of money laundering risk, as shown in the evaluations of the
AML framework of countries in the standard Moneyval and FATF
reports.
The AML regime in Cyprus will continue to apply and follow
the FATF and EU recommendations on AML and will be
strengthened when necessary. The upcoming amendments
in the CBC’s AML Directive will enforce further AML controls
on Cyprus banks, and will continue to be stricter than the EU
AML standards.

Elena Frixou
Senior Oﬃcer
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The legal battles have only
just began

ThE CASE OF DEpOSITORS OF CypRUS pOpULAR BANK AND BANK OF CypRUS
On the 7th of July the Supreme Court of Cyprus issued its judgment on the ﬁrst 53 recourses ﬁled by depositors challenging
the recent bank resolution measures in Cyprus and in particular,
the eﬀect of the measures on depositors’ funds.

Theclaims
The lawyers of the 53 applicants appealed against the provisions
of the relevant decree of the CBC, arguing that the decree had
a drastic eﬀect on the property rights of the applicants.

Thebackground
As part of an agreement between Cyprus with the Euro area
and the IMF over a €10 billion ﬁnancial assistance to the island,
the CBC used the “bail-in” tool to rescue the banks with own
means, resulting to a massive write oﬀ (haircut) of deposits,
rather than bailing them out. The Central Bank of Cyprus’ (CBC
acting as Resolution Authority) Rescue plan provides for the
restructuring of Cyprus’ two main banks, through the resolution
of the Cyprus popular Bank and the recapitalisation of the Bank
of Cyprus.

The Attorney General expressed the opinion that the decree was
the result of a purely political decision at Eurogroup to avoid the
disorderly bankruptcy of Cyprus. he also argued that the decision concerning the two banks was a precondition for the
agreement on a Memorandum of Understanding and a Loan
Agreement for Cyprus, which, as he said, constitute “international agreements”. Therefore, he said, the Eurogroup’s decision
is understood as an expansion of a “Government Act” and does
not fall within the Jurisdiction of the Supreme Court.

ThedecisionoftheSupremeCourt
Under the relevant CBC decree, the 37.5% of Bank of Cyprus
of uninsured deposits (over €100,000) will be converted into
shares. Uninsured deposits will be converted into class A shares
worth of €1 with full voting and dividend rights. A further 22.5%
of uninsured deposits will remain frozen until the ﬁnalization
of a more detailed and updated independent valuation of the
assets of Bank of Cyprus as required by the bank resolution
framework, by end June 2013. Furthermore, 30% of uninsured
deposits is also frozen temporarily and is subject to a whole or
partial conversion, at the notiﬁcation of the CBC. Cyprus’ second
largest bank, Cyprus popular Bank, will be wound down its good
part is transferred to the Bank of Cyprus. Speciﬁcally, all insured
deposits (individuals and legal entities) up to €100.000 have, as
of 26 March 2013, been transferred to the Bank of Cyprus.
In addition, the entire amount of deposits belonging to ﬁnancial
institutions, the government, municipalities, municipal councils
and other public entities, insurance companies, charities,
schools, educational institutions, and deposits belonging to JCC
payment Systems Ltd have been transferred to the Bank of
Cyprus. All other deposits exceeding €100.000 remain in the
'bad' Cyprus popular Bank. All loans and credit facilities to Cyprus
popular Bank customers are transferred to the Bank of Cyprus,
apart from the amount which is attributed to the deposits that
remained in the 'bad' Bank.

In a judgement issued by 7 of the 13 judges the Supreme Court
(four of them did not participate due to conﬂict of interest
reasons) decided that the depositors did not have a locus standi
to ﬁle the recourses. Nevertheless, at the same time it recognized their right to claim damages for their losses through civil
actions in the District Courts, without ﬁrst having to challenge
the administrative actions that caused them loss. Although the
recourses were rejected, and in eﬀect all 3000 of them, this decision is a breakthrough for Cyprus Law. This is because under
administrative law precedent, one could not ﬁle any claim for
damages before the District Court for any loss caused by administrative action unless such action was ﬁrstly declared invalid by
the Supreme Court.
In addition, the Supreme Court ruled out the objections of the
CBC and the Republic of Cyprus that the decrees of March 2013
of the CBC were “Acts of Government”. The Court stated that
the question was rather academic and even if the acts in question were indeed acts of government, still the Republic could
not be provided with legal immunity for its actions and escape
liability were the depositors could prove that they would be better oﬀ but for the speciﬁc decrees. According to the Court “the
state is not above the Law and it is not entitled to privileges with
reference to any actions that cause harm. ” Taking a step further,
the Court also ruled that the defence of “Act of Government”
could not be raised again by the Republic before the District
Court either.
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The Supreme Court also provided guidance to depositors stating that their claims fall within the realm of private law rather
than administrative law. The banks were considered as the direct
target of such claims under contract law. The Court stated that
“where the debt/obligations of the bank towards its depositors
are aﬀected, the depositor should primarily turn towards the
bank in a civil action, for its contractual default in repaying the
deposit”. Moreover, the Court added that the depositors may
also have a claim against the Republic as having caused the
breach of the contractual obligation by means of the Decree.
So, the Republic and any of its organs, such as the Central Bank
of Cyprus or the Ministry of Finance, may also be defendants to
the extent that the actions of the Republic and its organs caused
harm to the depositors, by putting them in a worse position
than they would have been if the decrees had not been issued.
It is also worth noting that the possibility of also adding European institutions as defendants was also raised.

Thewayahead
With the decision of the Supreme Court at hand, the depositors
may now explore the possibilities of the civil claims they may
bring, without having ﬁrst to obtain a favourable Supreme Court
judgement and only then apply to District Court for damages.
possible claims may include the argument that the depositors
of Cyprus popular Bank were put in a worse position as a result
of the resolution measures compared to the situation they
would have been had the bank been liquidated under normal
liquidation procedures.

Finalthoughts
The haircut on deposits was unprecedented and instantly made
the headlines of media across the globe, probably too loudly
and unexpectedly for some, considering it concerned such a
small country. Since the decision for the “bail-in” of deposits of
Cyprus’ two main banks, the capital restrains on the entire banking system of the island are still in place, so as to avoid outﬂows
of deposits from the country. This side-eﬀect cannot possibly
have been planned as part of the “bail-in” idea. Without doubt
any economy that aspires to have an important banking sector
ensures that depositors’ conﬁdence is guarded by all possible
means and at all cost. The practical impact of the haircut is not
just the decay in foreign and local depositors’ trust in the Cypriot
banking system, but also the real and sudden losses on pension
funds, life savings of hundreds of hard working people and
family companies, compensation money of work or road accident victims, of orphans and relatives of the helios Airways
Flight 522 crash (in 2005) and the Evangelos Florakis Naval Base
explosion (in 2011) amongst the losses to some millionaires.
The social dimension is still to be revealed very soon and the
State will be called to deal with new phenomena. In the meanwhile, the legal arguments to be raised by the lawyers of all parties are expected to be interesting and the decision for the civil
courts is predicted to be a tough one. One needs to acknowledge though that what is really at stake by any judge’s decision
is the Loan Agreement for Cyprus and the possible bankruptcy
of the country.
Dr. Demetra Valianti Plati
Senior Oﬃcer

Depositors of both banks may argue that the exceptions to the
haircut provided to various types of depositors (such as academic institutions, foreign diplomats etc) magniﬁed the haircut
for them.
Various other matters and complaints such as individual claims
of set-oﬀ, adverse position of guarantors can also be included
in the same action.
In addition, one may not ignore the fact that the Cyprus popular
Bank was admittedly considered by the authorities as insolvent
months before its resolution and nevertheless was still allowed
to accept new deposits and received Emergency Liquidity Assistance (ELA). hence, although it’s a long shot, there are possible
claims towards the Central Bank of Cyprus as the supervisory authority, previous Ministers of Finance who publicly declared the
bank was solid and European institutions for providing the ELA.
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Cyprus economy
in suﬀocation

C A p I TA L M O V E M E N T R E S T R I C T I O N S
Capital movement restrictions are any measures taken by a
government or other regulatory body, in order to limit the ﬂow
of capital in or out of a domestic economy. Capital movement
restrictions are the subject of much debate by economists and
ﬁnancial analysts. Some feel that if imposed for a long time,
they inherently limit economic progress and eﬃciency, while
others see them as a necessary step adding a measure of safety
in an economy, especially in periods of crisis.

Themainprovisionscontainedinthelatest
Decreeforlocalbanks,includecontrols
orprohibitions,onthefollowing:
■

Restricting the maximum amount of daily cash withdrawals,
per bank, per customer.

■

Cashing of cheques is prohibited (whereas deposit of cheques
is allowed).

Although the free movement of capital is one of the founding
principles of the European Union (EU), certain Treaties allow
restrictions on capital ﬂows, in exceptional circumstances.
Article 63 of the Treaty on the Functioning of the EU is a general
ban on restrictions on movement of capital, in and out of EU
member states. Nevertheless, subsequent Articles of the Treaty,
list speciﬁc exceptions where capital outﬂows are allowed.
Article 65 in particular, allows members “to take measures which
are justiﬁed on the grounds of public policy and public security”.

■

Opening of new bank accounts for new customers is
prohibited.

■

Monthly cheque payments and transfers of funds within the
country are allowed up to a certain limit. Diﬀerent limits are
imposed for retail customers, corporate customers and
business transactions.

■

Transfers of funds outside the country are allowed up to a
certain limit and mainly for business purposes.

Following the unfortunate Eurogroup events that took place
in March 2013, the Cypriot government together with Troika
decided that the best way to control a dramatic outﬂow of capital that could further worsen the country’s severe ﬁnancial situation, was to impose capital movement restrictions. The initial
controls included the complete prohibition of cheque payments
and transfers of funds within or outside the Republic, (apart from
certain conditions), as well as restrictions in card payments.
Controls were also imposed on the amount of cash notes that
could be carried out of the country, per individual. The restrictions were outlined in a Decree issued by the Ministry of Finance
and were addressed to all ﬁnancial institutions operating in
Cyprus and their clients. As time went by, the internal and external need for loosening the capital restrictions, led to periodical
reviews of the Decree, on a weekly or fortnight basis. By the time
this article was written, the Ministry of Finance had so far issued
16 versions of the Decree for local banks, and 7 versions of the
Decree for foreign banks.

■

Termination of ﬁxed deposits before their maturity date
is prohibited, unless the funds are needed for speciﬁc purposes.

■

The amount of funds that can be transferred to a current
account upon maturity of a ﬁxed deposit is limited to 20% of
the total amount of the deposit. The remaining 80% is
automatically renewed to a new 1-month Fixed Deposit.

■

Restrictions on the amount of cash notes that can be carried
out of the country, per individual.

The latest Decree for foreign banks, lists the ﬁnancial institutions
that meet the criteria for classiﬁcation as foreign banks (currently
16), and exempts them from most restrictions. It also states the
deﬁnition of “foreign customers” and also exempts them from
most restrictions.
Despite the periodical loosening of capital movement restrictions, the Association believes that there is a long way ahead.
While some oﬃcials consider that capital controls are still necessary in order “to give the system time to get over the hangover”,
the Association supports that the over-extended capital controls
create several problems and potential threats to the Cypriot
economy.
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Thesearesummarizedbelow:
■

Trade and imports are being disrupted because of restrictions
in cross-border payments. Reduced imports and trade
eventually create an adverse eﬀect on growth and private
consumption.

■

Restrictions on capital movements can result in separating the
Euro into eﬀectively two diﬀerent currencies: the euro locked
in Cyprus and the euro outside Cyprus. This could create further
uncertainty and minimize the possibility of foreign investments
in the country.

■

The prohibition of the opening of new accounts makes certain
trading transactions diﬃcult and limits growth.

■

There is also a fear that many foreign investors living and
operating in Cyprus, will abandon the island because of the
continued ﬁnancial uncertainty.

In order to eliminate the above problems the Association
suggests that once conﬁdence is restored and as soon as Bank
of Cyprus’ resolution and restructuring procedure is completed,
all controls should be immediately abolished so as to allow the
economy to resume back to normal.
EU and IMF oﬃcials also support a similar view. In particular the
European Commissioner Michel Barnier stated recently that the
need for restrictions should be as brief as possible so as to allow
new business opportunities. The IMF supports that capital controls should be short-termed and should not be considered as
an enduring solution on their own, otherwise they can aﬀect
growth and development.
Marios Nicolaou
Senior Oﬃcer
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Interest rates
in an economic crisis

MEASURES TO EASE ThE pRESSURE ON BORROWERS
European Central Bank (ECB) for March 2013, Cyprus had the
highest interest rates with initial rate ﬁxation up to 1 year for
both mortgage loans and corporate loans for amounts up to
1million euro. Regarding deposit interest rates within the euro
area, Cyprus had the higher interest rates on new deposits with
maturity up to 1 year, along with those of Greece.

As part of an agreement of a €10 billion loan from the IMF and
the Euro area, Cyprus has entered into a Memorandum of
Understanding on Speciﬁc Economic policy Conditionality.
Under this, the ﬁnancial sector is expected to undergo signiﬁcant changes, a new ﬁscal policy shall be put in place, while
structural reforms will be implemented. In addition, during the
process leading to the Memorandum and as a result of the
Eurogroup decision on the 25th March 2013, the banking sector
in Cyprus has changed dramatically, particularly due to the
imposition of a haircut on the unsecured depositors of the
island’s two largest banks.
The adverse eﬀects on the aﬀected
depositors, the upcoming austerity
measures and the increased unemployment levels have led the Governor
of the Central Bank of Cyprus (CBC)
to propose a stricter discipline on deposit-taking interest rates to ease the
pressure on borrowers in the current
environment. The Central Bank’s objective has been the gradual reduction
of interest rates on deposits, subsequently leading to a steady reduction
in lending rates.

MFIInterestratesoneuro-denominated
DepositsandLoans(%)

5,21

5,16

5,15

4,38

4,39

4,30
3,73

3,6

2,72

2,66

According to the CBC guidelines, ﬁnancial institutions are
required to maintain pillar2 speciﬁc own funds, which are determined according to the value and the maturity of the deposits
as well as the diﬀerence of the existing deposit rates and the
Euribor + 3%. The guidelines depict a formula for the calculation
of speciﬁc own funds which was developed by the CBC.
Based on this formula, the higher the interest rates on deposits,
the more capital reserves will be required from the ﬁnancial
institutions. In other words, ﬁnancial institutions will be encouraged to oﬀer interest rates on deposits that do not exceed
Euribor+3% so as to avoid the burden of additional speciﬁc own
funds. Subject to the CBC supervision, all ﬁnancial institutions
are obliged to submit to the CBC a monthly report concerning
the calculation of speciﬁc own funds. The above methodology
applies for all deposits taken as from 1st May 2013 (both new
deposits and renewals).
Interest rates in Cyprus compared to other euro zone countries
have been historically higher. According to the latest data by the

2,54

Jan-Apr. 2013

Sep-Dec. 2012

May-August. 2012

Deposits (Cyprus)

3,51

Deposits (Euro Area)

Housing Loans (Cyprus)

Housing Loans (Euro Area)

The Chart shows statistical data on interest rates applied by MFI1
to euro-denominated deposits and loans for Cyprus residents
vis-à-vis Euro area residents for the period starting May 2012
until April 2013.
Source: CBC Monthly & Financial Statistics (May 2013) and ECB
Euro Area Statistics (June 2013)
1. Data refers to deposits to households with maturity of up to 2
years and lending for house purchase with a maturity of over
5 years (outstanding amounts).
2. Average percentages per yearly quarter.
The Central Bank’s interest rate target reduction is equivalent to
the portuguese model, which was developed in November 2011
within the context of the Economic and Financial Adjustment
programme (EFAp) agreed by the EU and the IMF, following a
request made by the portuguese authorities for ﬁnancial
assistance. According to the portuguese model, deposit rates
1

Monetary Financial Institutions

14

exceeding reference rate (Eonia, Euribor) plus a spread ranging
from 225 to 300 basis points, are being deducted (during a
period of 12 months) from the ﬁnancial institutions’ speciﬁc
own funds. As a result of the above, interest rates on deposits
fell by around 2% which subsequently led to 1% suppression
of lending rates.
The diﬀerence, however, between the two countries is that the
reduction of the portuguese interest rates occurred in a capital
restrictions free environment. In Cyprus though, in order to safeguard the banking sector from possible capital outﬂows caused
out of fear of further haircuts, the CBC and the Ministry of
Finance imposed a set of restrictive measures on bank transactions and capital movement. These include restrictions on the
amounts of cash withdrawals, cashing of cheques, payments
and/or transfers of funds/deposits to other ﬁnancial institutions,
opening of accounts, etc. Although the capital restrictions are
preventing the smooth functioning of the market, these have
been a side-eﬀect of the “bail-in” decision and a painful necessity
in order to prevent further turmoil in the entire banking sector.
The capital restrictions still in place in Cyprus weaken the public
conﬁdence towards banks. This, in conjunction with the lowering of interest rates, may lead to gradual deposit outﬂows.
This trend would increase liquidity demand on banks and make
the ﬁnancial situation even worse.
In order to steer clear from these threats, Government oﬃcials
and decision-makers need to take measures to regain the
depositors’ and investors’ trust in the Cypriot banking sector and
promote economic growth on the island. The exploitation of the
promising energy sector via the utilization of the large amounts
of natural gas resources, the expertise and professional infrastructure characterizing the banking sector, the favorable tax
system combined with the double tax treaties enjoyed by foreign companies, as well as the prospects of the shipping sector
can be some of the keys for achieving the goal of recovery.
Challenges do exist but the island has to oﬀer great opportunities to both local and foreign investors.
Maria Ioannou
Senior Oﬃcer
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The precedent
of the Cyprus Bailout

IN ITS SE VERIT y AND SCALE, ThE CypRUS BAILOUT IS NOT A pRECEDENT
In its severity and scale the Cyprus bailout is not a precedent but
in terms of the principle it establishes, that under certain circumstances member states can seize deposits to recapitalise banks
and stabilise the ﬁnancial sector, it is. This idea has now been
formalised in the recent Eurogroup decision on bank resolution.
A combination of factors led European leaders to agree on a
particularly hard bailout programme for Cyprus last March.

assets in the European Union. Second, to maintain its own credit
rating the ESM will have to put up more money for collateral
than it can lend to banks directly. This means that the 60 billion
euro earmarked for direct bank recapitalisation will hardly be
used at all. hence, the resolution regime of the European Union
brings all risks upon the various bank creditors and banks’ home
states.

These factors included a certain degree of uniqueness of the
Cyprus banking system and the political constraints facing European leaders in their home countries. The small size of the country and therefore its limited systemic threat for the Eurozone also
played a role in our view. The latest Eurogroup decision on a resolution framework is not perfect and carries certain risks for the
system which in time of crisis can prove seriously destabilising.

The Cyprus precedent is a combination of government bail outs,
and bail in, with the inclusion of depositors in recapitalisation
eﬀorts. This, in principle, will be the norm in times of a banking
crisis even beyond 2018 when the resolution framework agreed
upon, will come into eﬀect. What will be diﬀerent from the case
of Cyprus is the severity and scale of resolution and restructuring. It is highly unlikely to force upon another and bigger a
country a resolution and restructuring on almost half its banking
sector.

It has been the stated objective of the European Union to break
the link between banks and governments and the recent
Eurogroup agreement on bank resolution tries to achieve that
much. Whilst the agreement does limit the extent to which governments are exposed to banks that get into trouble, it doesn’t
entirely severe it, and makes the rescue of a bank almost wholly
a national aﬀair. At the same time the agreement presents certain negative side eﬀects that might prove particularly harmful
in times of crisis. Speciﬁcally, the new framework increases the
perceived risks for investors and creditors, hence increasing the
risk of capital ﬂight from troubled banks and countries in times
of crisis.
The agreement creates a resolution regime where all the risks
are shared between the various bank creditors, and follows
a clear hierarchical structure that works from shareholders,
to junior and senior bondholders and ﬁnally to uninsured depositors. The exposure of these creditors is capped to a maximum of 8 percent of the bank’s total liabilities. Another buﬀer,
a national resolution fund, will be created over a ten year period
through levies on banks. This fund will cover 0,8 percent of
insured deposits.
Finally the European Stability Mechanism will be able to recapitalise banks directly up to a total amount of 60 billion euro.
This does not add up to anything signiﬁcant for two reasons.
First, the amount is too small in relation to the total of bank

Let me delve on the matter of the Cyprus bailout a little longer.
The ﬁrst Eurogroup agreement on Cyprus, 15-16 March, would
bail-in all depositors through a tax of 9,9% for the uninsured and
6,75% for the insured depositors for the purpose of recapitalising
the two largest banks that were in trouble. Later, by a Eurogroup
teleconference meeting on 18 March, the choice of how to tax
insured and uninsured depositors was left onto the government
provided a speciﬁed total amount would be secured.
The second agreement of the Eurogroup was ﬁnalised at the
meeting of 22-23 March and provided for the resolution of Laiki
Bank by splitting it into a good a and a bad bank and the
restructuring of Bank of Cyprus by bailing in depositors for
recapitalisation.
There is a hugely political element in the creditor countries in
the sense that they are faced with rising Euroscepticicm and
opposition to bailouts. The Cyprus case in particular, had become an issue in the German election campaign. The opposition
parties in fact threatened to oppose a bailout programme for
Cyprus because of what they considered to be support for an
‘obscure ﬁnancial sector funded by rich Russians’.
The Russian presence in Cyprus had become an issue in the
bailout. Non-resident deposits in Cyprus, mostly Russian,
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were almost 40 percent of all deposits in the country before
the bailout. A Bail in of depositors hence, was going to hurt the
Russians and would at the same time shift some of the ﬁnancial
burden away from the home state.
Admittedly, the banking model of the previous ten years or so
was unsustainable not least because of the risk it entailed for the
broader economy. The Cyprus banking system was big, with
a thin bondholding buﬀer, concentrated, and too reliant on nonresident deposits.
Bank assets at the end of 2011 exceeded eight times GDp.
Non-resident deposits accounted for about 40 percent of total
deposits held in Cyprus and the ratio of loans to deposits
exceeded 100 percent despite a high liquidity ratio on foreign
currency deposits. The size of the banking system in Cyprus was
comparable to those of Malta and Luxembourg for instance. But
where banking assets in Malta and Luxembourg, were held by
subsidiaries of foreign banks with almost no exposure to the
domestic economy, bank assets in Cyprus were mostly held by
domestic banks.
Cyprus banks were also substantially diﬀerent with regards to
capital structure and sources of liquidity. For instance, as a share
of GDp, Cyprus banks had about half the capital reserves of
banks in Malta at the end of December 2012. Bond issues of
Cypriot banks were also few and funding thus depended heavily
on customer deposits. No wonder bank strategies were focusing
on attracting deposits and were paying high deposit rates.
To oﬀset these higher costs Cyprus banks had to take higher
risks as signiﬁed by their exposure to the Greek market and
sovereign. Following resolution and restructuring decisions
capital controls have become necessary to prevent massive
capital outﬂows from the banking system. The problem with

capital controls however, is that once imposed, they tend to
stick. And once they stick, they can be particularly damaging.
The imposition of capital controls in a country signiﬁes economic weakness and ironically the economy cannot get much
better before their abolition.
The troika had taken a hard line toward Cyprus. Cyprus was the
ﬁrst country in the ﬁnancial crisis that was asked to raise part of
its bail out from its own banking sector. Europeans did not bail
out the entire system because of the precedent it would set and
because the political will was not there. There are more speciﬁc
reasons as well. Most importantly the Cyprus banking sector had
many unique elements allowing the creditor countries to
discriminate it. Also, Cyprus and its banking are too small it the
context of the European framework and systemic consequences
were very weak. In its severity and scale therefore, the Cyprus
bailout is not a precedent but in terms of the general principle
it establishes, that under certain circumstances member states
can seize deposits to recapitalise banks and stabilise the ﬁnancial sector, it is.

Yiannis Tirkides
Economist
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Challenges, lessons
and prospects

ThE CypRUS ECONOMy pOST-MARCh 2013
Background
The collapse of Lehman Brothers in 2008 and the ensuing ﬁnancial crisis, sent strong shockwaves around the globe. however,
Cyprus managed to withstand these initial shockwaves relatively
well. In 2010, Greece signed a Memorandum of Understanding
and the exposure of the Cypriot banks to Greek public and
private debt, became a serious issue. This exposure, together
with structural and ﬁnancial weaknesses in Cyprus itself, put the
economy and its banks into the spotlight and economic conditions deteriorated. Cyprus lost access to the markets since May
2011 and it took nearly another 2 years in order for a ﬁnal
Memorandum of Understanding to be signed and ratiﬁed.
One particularly interesting aspect of the current economic crisis
in Cyprus is that it was unfortunately allowed to fester for a long
period without appropriate remedial action. In eﬀect, a problem
that was probably manageable if it were tackled early on,
was not addressed due to inertia both on the part of government and monetary authorities, ﬁnancial institutions, businesses
(large and small) and households. During the period leading up
to the ﬁnalization of the memorandum in March 2013, various
interest groups had become particularly skilled at defending
their interests, refusing to reform and deﬂecting criticism.
This unfortunately led to a general overall atmosphere of delaying tactics or “kicking the can down the road”, which eventually
made the problems even bigger.

Economicgrowth
2013 was in any case expected to be a diﬃcult year,
even before the March Eurogroup decisions. The economy had
been forecasted to contract by around 3%, on the back of a signiﬁcant 2,4% contraction in 2012. Following the events of
March, the temporary closure of the banking system, the haircut
of deposits of the two largest banks and the resolution of Laiki
Bank as well as the restrictions on transactions, the economic situation deteriorated to a substantially worse point compared to
forecasts made around the beginning of the year. Although
there is high uncertainty in any forecast given the unusual circumstances, it appears that an economic contraction of around
9-10% represents a reasonable estimate for the damage the
economy will suﬀer this year. One should of course take into
account that producing forecasts in the current environment

is risky; therefore a contraction in the range of 8% to 13% certainly looks possible.

Inﬂation–unemployment
With respect to inﬂation, given the contracting economy and
the downward pressures on domestic demand and particularly
domestic services, price rises are set to moderate to around 1%.
Unemployment on the other hand is expected to increase to
around 18% before stabilizing and moderating as the economy
stops deteriorating and probably starts to improve after 2014.
Unemployment is unfortunately going to present an acute
problem both for society as well as economic policymakers,
as the tough economic conditions will mean both a reduction
of existing jobs as well as very few job openings. high unemployment is also expected to pressure wages on the downside,
which in turn could help to boost the country’s competitiveness.

Sectors
With respect to sectors, most sectors that are dependent on
domestic demand should face signiﬁcant diﬃculties as domestic
consumption, ﬁxed investment and government spending will
simultaneously contract. Businesses and consumers are facing
declining revenue and incomes, tough ﬁnancial conditions and
higher taxes. One positive side-eﬀect of lower domestic demand is the substantial decrease in imports, which will moderate the drop in economic output, as imports of goods and
services deduct from GDp. Exports on the other hand could
beneﬁt from improvements in competitiveness as well as a
continuation in the moderate recovery underway in the global
economy. Therefore, the prospects of export-led businesses and
sectors appear relatively more upbeat compared to domestically
focused enterprises. The possible exception is that of professional and ﬁnancial services that suﬀered a severe hit due to the
restructuring of the ﬁnancial sector and the imposition of restrictions on banking transactions.

Remaininguncertainties
Despite the progress that has been achieved both in terms
of ﬁnancial sector reforms as well as steps to reduce the budget
deﬁcit and to improve competitiveness, a number of uncertain18

ties remain. Firstly, although the ﬁscal targets take into account
the expected economic contraction, will these targets be
achieved (particularly on the revenue side) or will there be shortfalls? Of course the ideal outcome would be not only to meet
targets but to exceed them, as such an outcome would speed
up the return to conﬁdence. Secondly, there is the question of
lifting the restrictions on banking transactions. The earlier these
restrictions are lifted, the smaller the damage to the economy.
however, it is unclear and uncertain when these restrictions will
be abolished. Thirdly, there is a risk that Cyprus ﬁnds itself in a
vicious circle of deleveraging, a contracting economy, rising loan
delinquencies and provisions, falling real estate and collateral
assets’ prices which would continue to undermine the banking
sector and prevent it from fulﬁlling its key traditional role of
ﬁnancial intermediation. In order to stop this vicious cycle, the
capital and liquidity needs of the local banking system should
be swiftly addressed. Finally, the growth assumptions as well
as the deﬁcit and debt assumptions, will determine the degree
of debt sustainability. With the debt-to-GDp ratio climbing to
almost 130% by 2015 according to the European Commission,
the European Central Bank and the International Monetary Fund,
there would be little room for relaxation on that front.

TheEurozonecrisis–thingstolookforwardto
Although domestic factors will play a key role, broader developments concerning the Eurozone crisis should also be closely
watched as they could also have a direct impact on Cyprus.
Another reason behind the unfortunate economic situation of
Cyprus, was the inability of authorities to accurately assess
developments concerning the wider Eurozone crisis as well as
the propensity to misjudge the level of support that was available from European institutions. An example of this type of
thinking was the hope that Cypriot banks would be directly
recapitalized by the European Support Mechanism (ESM), at a
time when direct recapitalization of banks was a topic that was
still being negotiated and was facing strong opposition by
Germany and other Northern European countries. Another
topic that can have important repercussions in the future is that
of the European Banking Union which will establish a single
regulator for most banks – the European Central Bank - and a
resolution mechanism for troubled banks. Regarding bank
resolution, it will be key to determine what happens and how
it is funded. Lastly, although every country is a unique case, the
experience of other Eurozone countries undergoing an adjustment program will also provide valuable lessons for understanding the situation in Cyprus.

Theroadahead
To sum up, the economic environment will be a challenging
one, particularly during 2013 and 2014. however, given the
right circumstances and adjustments, the economy can adjust
relatively quickly and return to growth after 2014. The faster
conﬁdence returns, the shorter and less painful will be the
period of contraction and adjustment. Furthermore, with the
return of conﬁdence, foreign investments could also be attracted as the economy’s foundations become solid once again.
Attracting foreign investment should be a key goal in order for
the economy to get back to its feet as quickly as possible.
Finally, restoring the ﬁnancial sector to become fully operational
once again through its recapitalization, provision of liquidity and
eventual lifting of the restrictions on transactions will be an
important step towards the economic recovery.
Michalis Florentiades, CFA
Manager, Economic Studies Department
hellenic Bank public Company Limited
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The real estate market

RISKS AND pOTENTIAL ChALLENGES FOR ThE BANKING SEC TOR
Eurozone oﬃcials appear to be ‘contented’ as it seems that Cyprus
has been oﬃcially rescued. The bailout/in has been approved:
Cyprus will raise approximately €17bn itself and its creditors will
contribute about €10bn. however, the reality of the bail-out/in
implications are somewhat diﬀerent. Given the structure of the
agreement and its impact on the real economy and the fabric of
society, the recession in Cyprus will been far deeper and longer
than was envisaged in the scenarios used by pIMCO to estimate
the recapitalisation amount required for Cyprus' banking system.
Thus, there will be a greater requirement for government spending on ‘beneﬁts’, further pay cuts, lower income from taxed resulting in increases in tax rates, lower consumption, etc.
Troubled local banks might require further recapitalisation due
to the knock-on increase in non-performing loans and in part
consequential decrease of tangible collateral values (mainly real
estate). The tough austerity envisaged in the MoU, the current
recessionary environment, and the impact of the - now probably
irreversible - capital controls, could ‘lock’ Cyprus in a negative
feedback loop with catastrophic consequences and the possibility of a second bailout.
Imposing heavy austerity measures in the middle of an economic recession has turned out to be much more damaging
for those economies than policymakers had actually anticipated,
with Greece, portugal and Spain being real examples of people
truly suﬀering due to economic hardship.
Cyprus’ banking system measured by the total of local and
foreign assets, was 8.5 times its GDp and it has now ‘lost’ circa 2.5
times its GDp from the sale of the Cypriot banks operations in
Greece. The prolonged capital restrictions have caused a massive loss of credibility to the banks’ international business operations (one of their most proﬁtable segment) and strained
relationships between companies and their suppliers/clients.
Also, the reduction in deposits due to the bailout/in and the
decrease in the inﬂow of capital to Cyprus has/will cause a signiﬁcant impact on the economy via the multiplier eﬀect.
Even during this past month real estate/construction (and other)
companies have already started laying oﬀ staﬀ and cutting
salaries by 15-30%.
The banking sector will also be severely aﬀected from the deﬂation in prices and activity of the real estate sector, both at the

retail and at the corporate level. property prices rose signiﬁcantly
between 2004-2008 as banks over-lend local households, overseas investors and property developers by looking at asset/
collateral values rather than the re-pay ability potential of those
loans. The combination of a decrease in overseas demand in
2008 with a signiﬁcant amount of stock in the development
pipeline, resulted in a decrease in property prices especially post
2009. The latter has had a negative knock-on eﬀect on a number
of construction related companies and on a number of banks
who ﬁnanced them and the buyers of the end-product. The situation has been further complicated by problems in the issuance
of title deeds and the use of properties that have been developed/ sold by their original owners for collateral purposes, often
cross-collateralising assets across loan facilities and companies.
All of these have (and will have) a negative impact on business
activity and employment. They will also aﬀect conﬁdence
among mortgage borrowers, the ability of companies to borrow
against property and use it as collateral to ﬁnance investment,
and the ability of property developers to service existing loans.
Thus, a large number of borrowers (developers, investors and
individual buyers) are currently entering into ‘negative equity’
causing signiﬁcant structural and economic implications.
Today, many borrowers are repaying mortgages that are essentially higher than their asset value. To the local banks, this means
that their exposure to potential loses has increased further,
especially when more and more loans become problematic and
in arrears. What is worrisome is that if banks are forced, as envisaged in the MoU, to foreclose on properties, this will open
pandora's box as procedural/legal issues will appear, losses will
be crystallised, and collateral values may drop further due to the
number of units coming onto the market as forced sales.
As the boom in the real estate sector was supported by strong
credit expansion, this signiﬁcantly increased the exposure of
domestic banks to developments in the real estate sector.
Loans to individuals for housing increased considerably the last
few years (Cyprus has the highest household debt/GDp in the
EU). Therefore, over-lending the domestic real estate sector created several structural problems. Many property developers and
investors are not in a position to repay their loan obligations as
they struggle to dispose their properties/assets, mainly due to
uncertainty caused by the turmoil of the local and international
markets and lack of ﬁnancing from local banks to potential buy20

ers (as banks are undercapitalised and are pursuing deleveraging strategies in tandem).
The decisions of the Eurogroup on the 25/03/2013 outlined
a number of prerequisites in order for Cyprus to gain assistance
from the Troika (ECB, EU and IMF). Through the MoU, several
structural changes will positively reshape the ﬁnancial and real
estate sectors in the medium to longer term.
Firstly, administrative hurdles and the legislative framework currently constraining the foreclosure and sale of loan collateral will
be amended so that the property pledged as collateral can be
foreclosed within a maximum time-span of 1.5 years from the
initiation of legal proceedings. In the case of primary residences,
this time-span could be extended up to 2,5 years. It is stated in
the MoU that the necessary legislative changes will be implemented by end of 2013, macroeconomic conditions permitting.
Secondly, the Cyprus government is in the process of raising the
Immovable property Tax (IpT) and it has already announced that
its going to revise it further over the next six months. It is widely
acknowledged that real estate is one of the easiest assets to tax,
as there is a central registry of owners and assets (the Land Registry). Such taxation and the limited access to funding (as banks
are unable/unwilling to lend) will push prices and demand at
even lower levels.
Thirdly, the Central Bank of Cyprus will implement a property
price index that establishes the average property market valuation by square meter of habitable surface and land plot.
This index shall be operational to provide imputed market valuations for each non-agricultural cadastral plot.
Fourthly, amendments will be made to provide for mandatory
registration of sales contracts for immovable property and eliminate the title deed issuance backlog to less than 2,000 cases.
Fifth, the Cypriot authorities will also enhance cooperation with
the ﬁnancial sector to ensure the swift clearing of encumbrances on title deeds to be transferred to purchasers of immovable property, and implement guaranteed timeframes for the
issuance of building certiﬁcates and title deeds. The government will also need to implement electronic access to the registries of title deeds, mortgages, sales contracts and cadastre for
the ﬁnancial sector and government services.

is to blame for the decline in property values and demand.
Before the memorandum, compared to 2007, property prices
in paphos, Famagusta and Larnaca were reduced by up to
40-50%, while Limassol and Nicosia had a downward path from
2011 onwards - reductions in classes 20-25% (Leaf Research,
2013). With the signing of the Memorandum the market has
been ‘frozen’ and it is anticipated that the prices will drop further
as the aﬀordability ratio of net income to house prices is further
strained. Nevertheless, all these MoU reforms are in the right
direction to create a reliable and dynamic ﬁnancial and real
estate sector. yes, heavy austerity and recession might be in
place for the next few years and everyone agrees that after such
a severe blow to Cyprus’ lucrative banking sector the country
will be pushed into a deep recession. perhaps the issue one
should consider is what would have happened had all these
reforms that Cyprus needed for years been already undertaken,
making its ﬁnancial and real estate sectors stronger and more
transparent.
And yes, various investors from overseas have already started arriving in the island, looking at opportunities to invest in anything
from large-scale real estate projects, operating hotels, acquiring
non-performing loans, etc. They have seen this scenario play out
elsewhere and they know that in two/three years the economy
will start growing again, provided that the country streamlines
its public sector, strengthens its supervisory bodies, and restructures its banking industry. Cypriots will now be left to beneﬁt
from providing services to these new foreign end buyers and,
in time, are likely to realise that had they spent more time scrutinising their government and dealing with their problems rather
than pushing them under the carpet, Cyprus would be a much
better place to live.
Dr. George Mountis
Leaf Research
partner | Banking & Financial Services advisory

Finally, the Cypriot authorities shall assess the need for additional measures, including if necessary legislative reforms to eliminate court backlogs by end of the programme.
Cyprus economy was in a downward spiral for two to three
years, so it would be unfair to articulate that the Memorandum
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Cyprus as an international
holding company jurisdiction

h O W h A S T h E M o U A F F E C T E D T h E I S L A N D ’ S S TAT U S
Cyprus over the years and, in particular, as from 2004 after entering the European Union as a full member state, has developed
into a signiﬁcant holding company regime location and compared favourably with other competing jurisdictions within EU.

AdvantagesoﬀeredbyCyprus
The island oﬀered a number of advantages to international
groups looking for a location for their holding company,
including:
■

exemption from taxation of dividends received from
investments, irrespective of percentage of participation or
period of holding the investment;

■

exemption from taxation on gains from sale of investments held;

■

absence of withholding tax on payment of dividends to non
resident shareholders;

■

existence of a wide network of double tax treaties with
zero/reduced withholding taxes on dividends paid out;

The image of Cyprus as a stable ﬁnancial centre
These changes came as a shock to the international business
community and their advisors. The resolution of Laiki Bank,
which resulted in a loss of all uninsured deposits as well as the
partial conversion of uninsured deposits into shares for the
recapitalisation of Bank of Cyprus, were tools used for the very
ﬁrst time by the EU and the IMF. Instability and uncertainty
regarding future bail-outs and the consequent treatment of
depositors of aﬀected EU ﬁnancial institutions were thus,
unavoidable. The image of Cyprus as a stable economy had
been shattered and investors both local and international, could
not believe that their unsecured deposits (over €100.000) have
disappeared in the case of Laiki Bank and a substantial part of
their unsecured deposits with Bank of Cyprus are being compulsorily converted into equity. Furthermore, their accounts with all
the banks in Cyprus have been frozen and restrictions were
imposed on their day to day banking operations. So, even companies, which had money in the bank and were not aﬀected by
the haircut, still could not meet their ﬁnancial commitments.
The increase in the corporate tax rate was also a signiﬁcant
change. Despite the fact that many companies were not really
aﬀected, the increase in the tax rate shattered the image of
Cyprus as having a stable taxation system. Rumours of further
increases in tax rates and introduction of withholding taxes
(spread around by people who wanted to take advantage of the
perils faced by Cyprus) did not make the situation easier.

■

possibility to use the EU parent/subsidiary directive and the
interest and royalty directive in order to fully eliminate
withholding taxes;

■

stability in the taxation system;

■

legislation based on UK law;

■

highly qualiﬁed professionals;

Actionsbyinternationalcompanies

■

reputable and eﬃcient banking system.

The immediate reaction of the international business community was to overcome the issues with banking operations for
those groups which had their funds with local banks. For the
majority of them this meant that they should quickly ﬁnd alternative banking arrangements with banks used by other group
companies and slowly open new accounts with such foreign
banks. Even though the Government stresses that this is the
only and ﬁnal haircut on bank deposits, the international
investors have little faith in such statements and undertakings,
and it is expected that the use of Cyprus as a ﬁnancial centre
and the extensive use of banks operating in Cyprus in the
foreseeable future is highly unlikely.

Whathaschanged
In March 2013, in order to overcome ﬁnancial diﬃculties and
liquidity issues with the banks, the Cypriot Government signed
the MoU with the Troika, which included the resolution of the
then second biggest lender on the island and the restructuring
of Bank of Cyprus, restrictions on the operation of bank accounts
with all banks operating in Cyprus (both local and international
banks) and an increase in the corporate tax rate from 10%
to 12.5% as from 2013.
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The second step to consider was whether an international
group should restructure its operations and ﬁnd an alternative
holding jurisdiction. professional advisors from Cyprus have travelled extensively to the most important jurisdictions and met
and explained to their clients the current situation and that,
other than the banking issue, the reasons for which they have
chosen Cyprus as their holding company location are still valid
and there was no reason for them to move.
A number of major groups have undertaken studies to identify
alternative jurisdictions to relocate in case the economic situation in Cyprus deteriorates. Based on our information, most of
these studies have indicated that Cyprus still appears to be the
preferred location for holding companies.
So far, there has not been a serious move for companies to relocate out of Cyprus. Major companies who have indicated that
they were considering moving out of Cyprus have had second
thoughts and they have opted to stay. International companies
who had held serious and honest discussions with their advisors
understand the situation and that their main advantages of
using Cyprus remain unaﬀected. According to an announcement by the Cyprus Securities and Exchange Commission in
June 2013, investment companies in Cyprus (most of them foreign-owned) have stayed put and there were no withdrawals
of applications for new investment companies nor any termination of services from existing investment companies in the recent months.

Whatneedstobedone
Cyprushastotakeimmediatemeasurestohelp
internationalbusinesscompaniestoremain
inCyprus.
Thesemeasuresinclude:
■

conclude agreements for the protection of investments with
countries such as Russia and Ukraine in order to defend against
rumours circulating abroad that there is uncertainty if the
Cypriot Government would be forced to take over such
investments in the case of worsening of the economic situation;

■

restore the good name of Cyprus abroad by appointing press
oﬃcers in selected embassies and appointing international
advisors for communication issues;

■

pass outstanding legislation which will improve the
opportunities oﬀered by Cyprus, such as international pension
funds and cell companies;

■

extend the double tax treaty network of Cyprus.

Of course it should be understood and expected that a number
of investors feel bitter about the fact that Cyprus has “stolen”
their money in the case of Laiki Bank or forced them into
becoming shareholders in Bank of Cyprus with doubts whether
they will ever recover their money. These people may decide
to leave Cyprus and relocate to another competing jurisdiction
either within EU or outside EU. It is hoped and expected that
the number of companies leaving Cyprus would not be signiﬁcant and that the large majority of them will choose to remain
in Cyprus.
Neophytos Neophytou
Member of the Board
Tax Services
partner Ernst & young Cyprus
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