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Dr Christodoulos Christodoulou was born in

Avgorou, Famagusta District, in April 1939.

He is married and has one daughter and one

granddaughter.

Dr Christodoulou holds a Ph.D in law from

the University of Wales and Bachelor’s

degrees in law and political science from the

Universities of Thessaloniki and Athens,

Greece, respectively.  He is also a graduate of

the Pedagogical Academy of Cyprus.

Dr Christodoulou served as a primary school

teacher for a short period of time before

joining the Press and Information Office in

1964.  In 1968 he was appointed as a senior

officer in the House of Representatives,

where he served until 1972 when he was

appointed Director of the Government

Printing Office. In March 1985 he was

appointed to the post of Permanent Secretary

at the Ministry of Labour and Social

Insurance. In June 1989 he was transferred to

the Ministry of Agriculture and Natural

Resources, where he served as Permanent

Secretary until November 1994.

In November 1994 Dr Christodoulou was

appointed Minister of Finance, a post he held

until March 1999 when he was appointed

Minister of the Interior. On 2 May 2002 he

was appointed Governor of the Central Bank

of Cyprus.

Dr Christodoulou’s other duties and

activities have included the chairmanship of

a number of semi-public organisations, such

as the Human Resources Development

Authority, the Higher Technical Institute, the

Cyprus Productivity Centre and the

Agricultural Insurance Organisation. Dr

Christodoulou has represented Cyprus on the

governing bodies of the International Labour

Office (ILO), the Food and Agricultural

Organisation (FAO) and the World Food

Council (WFC).  He has also participated in

many conferences and seminars abroad.

Dr Christodoulou has contributed to the

political, social and cultural life of Cyprus.

He actively participated in the 1955 - 59

struggle for the island’s independence and

was interned without trial as a political

detainee. Dr Christodoulou has published

numerous articles and studies and has

lectured on labour, economic and legal

matters.     

The Governor
Dr Christodoulos C. Christodoulou



Cyprus is preparing for one of the most

important changes in its economic and polit-

ical history, the adoption of the single

European currency. As the country’s mone-

tary authority, the Central Bank of Cyprus

(CBC) has a key role in the preparations for

this historic change. The Coordinating

Committee for the Introduction of the Euro,

which is chaired by the Governor, has been

active in ensuring the necessary coordination

and cooperation between the CBC, the

Ministry of Finance and other relevant min-

istries.

In 2006 the CBC intensified its preparatory

work for the adoption of the euro, and  sig-

nificant progress has been made in all

aspects (legal, technical, communication)

that fall in its sphere of competence.

Furthermore, through its prudent monetary

and exchange rate policies, the CBC has con-

tributed to the fulfilment, on a sustainable

basis, of the prerequisites for euro adoption,

particularly the convergence criteria con-

cerning inflation, interest rates and exchange

rate stability.  

With regard to the requirement for legal con-

vergence, the convergence reports issued by

the European Commission and the European

Central Bank (ECB) in December 2006 con-

firmed that the draft law amending the

Central Bank of Cyprus Law, 2002 and 2003,

which was prepared by the CBC, removes all

remaining incompatibilities with the legal

framework of the euro area.  

During 2006 the CBC made significant

progress in the implementation of the euro

cash changeover plan, which was published

in June 2006.  In particular, following a com-

petition, the CBC selected the final designs

for the national sides of Cyprus’s euro coins,

which portray the moufflon, the ship of

Keryneia and the idol from Pomos.  In

November 2006 it initiated an open tender

procedure for the minting, packaging and

delivery of the coins. In parallel, the CBC

commenced consultations to borrow from

the Eurosystem the necessary quantities of

euro banknotes which will replace Cyprus

pound banknotes. Furthermore, the CBC and

commercial banks agreed on the timetable,

quantities and main procedures for the front-

loading of euro banknotes and coins, in

accordance with the relevant guideline of the

ECB. The framework for the withdrawal of

Cyprus pounds was also agreed. In the meet-

ings with the euro coordinators of banks,

emphasis was placed on issues of bank ser-

vices to the public, including the exchange,

free of charge, of accumulated Cypriot coins,

the opening of bank branches on the euro

adoption date, the dispensing of euro ban-

knotes through automated teller machines

(ATM), and bank working hours in the peri-

od from 31 December 2007 to 2 January

2008.  These issues will be finalised in the

first months of 2007.  

The adoption of the euro will affect all func-

tions of the CBC, in particular the conduct of

monetary policy, the oversight and operation

of payment systems, the management of for-

eign reserves, and the compilation of statis-

tics. The respective departments of the CBC

focused on the necessary technical prepara-

tions for a smooth changeover to the euro.

Recognising  the importance of the timely

dissemination of accurate information for the

unimpeded changeover to the euro, the CBC

1. Introduction by the Governor
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organised several communication activities

specifically targeted at the financial sector

and the general public. These activities

included seminars on the main aspects of

euro adoption, which were attended by sev-

eral thousand people employed in the finan-

cial sector. The exhibitions “From the

Cyprus pound to the euro” and “Euro Coins

Genesis” were inaugurated on 11 October

2006 at the premises of the CBC. Thousands

of students visited the exhibitions with their

teachers and learned about the euro. Visits by

students and other interested groups will

continue throughout 2007. In June 2006

Cyprus College carried out on behalf of the

CBC the second survey on the public percep-

tion of euro adoption. This survey registered

an improvement in perceptions compared

with the survey of December 2005, although

there are still fears of possible price abuses

during the euro changeover. These fears have

been taken into account by the competent

authorities, though they are not substantiated

by the experience of the euro area countries.

Indeed, analyses by Eurostat and the ECB

indicate that the introduction of the euro does

not lead to any considerable increase in

prices. The CBC cooperated, and continues

to do so, with the Ministries of Finance and

Commerce, Industry and Tourism, with a

view to introducing and implementing spe-

cific legislative measures to discourage and

prevent any unwarranted price increases. 

In exercising its regulatory and supervisory

powers, the CBC places great emphasis on

the continuous adaptation of the EU frame-

work for the regulation and supervision of

banking institutions. In this connection, in

May 2006 the CBC issued the Framework of

Principles of Operation and Criteria of

Assessment of Banks’ Organisational

Structure, Internal Governance and Internal

Control Systems Directive, which provides

that each banking institution should have a

robust internal governance. In the same year,

the CBC completed the incorporation of the

new EU framework for capital adequacy into

national legislation. In this regard, in

December 2006 the CBC issued a Directive

on Capital Requirements and Large

Exposures to all banks.

During 2006 in addition to the statutory mea-

sures introduced for the purpose of harmon-

ising Cyprus’s framework of banking super-

vision with that of the EU, the CBC issued a

number of circulars and directives aimed at

improving supervisory rules, in accordance

with international practices and require-

ments. More specifically, in November 2006

the CBC issued, with immediate enforce-

ment, a new Directive to banking institutions

on the Fitness and Probity (Assessment

Criteria) of Directors and Managers of

Banks. This Directive lays out the assess-

ment criteria for the fitness and probity of the

Chairman and members of the Board of

Directors, the Chief Executive Officer, the

Chairman of the Audit Committee, the

Chairman of the Risk Management

Committee, and Managers.

In June 2006 the European Parliament and

the European Council issued two directives,

one regarding the undertaking and carrying

on of banking business, Directive

2006/48/EU (hereafter “new EU banking

Directive”), and the other regarding the ade-

quacy of own of funds of investment firms

and banking institutions, Directive

2006/49/EU. As from 17 January 2007, the

provisions of the new EU banking Directive

apply to those credit institutions which have

adopted the ‘simple’ or ‘intermediary’

approaches for calculating their capital
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requirements for credit and operational risk,

respectively. For those credit institutions

which will adopt the ‘advanced’ approaches

for credit and operational risk, the provisions

of the new EU banking Directive will

become effective on 1 January 2008.

Furthermore, in 2006 the CBC issued guide-

lines to banking institutions regarding the

implementation of the Common Reporting

Framework, which prescribes the format

under which credit institutions will report

their solvency ratios in accordance with the

new EU framework for capital adequacy. At

the same time, the CBC finalised its work

regarding the Supervisory Review and

Evaluation Process (SREP) and issued

guidelines for banking institutions to aid

their management teams in the design and

implementation of their internal capital ade-

quacy assessment processes. In relation to

the practical implementation of SREP, the

CBC designed its own risk assessment sys-

tem. This enables the CBC to assess banking

institutions in a methodical and structured

manner and is based on the evaluation and

measurement of all material risks that they

undertake. The CBC also finalised its super-

visory disclosure framework. The informa-

tion disclosed by the CBC can be accessed

on the website of the Committee of European

Banking Supervisors which, in turn, is linked

to the website of each national supervisory

authority in the different member states. 

The financial performance of the domestic

banking sector in 2006 was particularly sat-

isfactory as profitability continued to

increase rapidly. The revival of the Cyprus

economy, the increase in interest rates

internationally, the continued rise in stock

prices on the Cyprus Stock Exchange, and

the continued implementation of restructur-

ing plans were among the factors that had a

positive impact on the profitability of domes-

tic banks. The containment of operating costs

was also a major factor that contributed to

the significant increase in profitability. The

contribution of the banking employees’

union, ETYK, in the containment of operat-

ing costs was crucial as the union exhibited

moderation in its wage demands.

The significant increase in the profitability of

domestic banks, their financial robustness,

strong capital base and liquidity in conjunc-

tion with the improvement in their return-to-

equity and cost-to-income ratios, enables

them to face the future with optimism. The

increased equity participation of domestic

banks by foreign institutional investors is

concrete evidence of their significantly

improved financial position and prospects. It

must also be stressed that during 2006 the

capital base of domestic banks was further

strengthened owing to significantly higher

profits and the new capital that was raised in

the capital markets.

Despite the favourable developments out-

lined above, there is no room for complacen-

cy. Domestic banking institutions need to

intensify their efforts to improve further their

profitability and to ensure the sustainability

of their income, always within the frame-

work of prudent banking practice. In addi-

tion, domestic banks should aim at further

improving their non-performing loans-to-

total loans ratio, which is still high by

international standards.

During 2006 banks adopted some very

important changes in the areas of internal

governance and business conduct, making

the year under review a milestone. The CBC

is satisfied with the reforms that have taken
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place and considers that these will contribute

favourably to the financial robustness of the

banks and the strengthening of financial sta-

bility.

Throughout 2006 banks engaged in intensive

preparations for the implementation of the

new EU framework on the capital adequacy

of banking institutions, which came into

effect on 1 January 2007. According to the

new EU banking Directive, banks should

design and adopt more analytical procedures

for the identification, measurement, monitor-

ing and control of all the risks that emanate

from their activities, and maintain sufficient

capital to cover potential unexpected losses

arising from these risks. Moreover, the

responsibilities of the banks’ Board of

Directors have now increased. They are

expected to focus on: developing systems for

the calculation of the capital required for

each risk category undertaken; determining

the acceptable level of risk that a bank is in a

position to undertake; and the inclusion of

the projected capital requirements in strate-

gic planning. Additionally, the Board of

Directors is responsible for developing ade-

quate systems of internal control and risk

management, including the determination of

a robust internal governance framework.

According to the provisions of the new EU

banking Directive, the CBC will assess the

internal capital adequacy of banks to ensure

that each bank identifies all the risks that it is

exposed to and holds sufficient capital to

cover these risks adequately. As part of this

procedure, the CBC will assess a broad spec-

trum of risks such as credit, market, interest

rate, liquidity, operational, reputational, etc.

In addition, the transparency level and the

adherence to the rules of corporate gover-

nance will be among the issues to be

assessed by the CBC. 

The CBC will supervise banking institutions

by applying a risk-based approach. Within

this framework, the CBC will examine all the

business activities of each bank, identify all

the risks that emanate from each operation

line, and assess their materiality by applying

its own risk assessment system. The results

of the system enable the CBC to evaluate the

appropriateness of a bank’s internal proce-

dures for the identification, measurement,

monitoring and control of the risks that it

undertakes, and of the adequacy of the capi-

tal held against these risks.

In the context of economic globalisation, the

liberalisation of the financial system and the

trend for the expansion of banks abroad,

especially in the EU, the domestic banking

sector is inevitably affected by developments

in the wider economic environment. The sig-

nificant profitability, strong capital base and

satisfactory liquidity that Cypriot banks

exhibit are the main attraction for foreign

banks, either for mergers and acquisitions

(M&As) or for concluding strategic

alliances. During 2006 a significant number

of M&As took place in the European bank-

ing sector, driven by the need for banks to

strengthen their position in the face of

intense competition. The Cypriot banking

system was also influenced by these devel-

opments, with the CBC granting its approval

for the acquisition of two Greek banking

groups, Marfin Financial Group S.A.

Holdings and Egnatia Bank S.A., by the

Cyprus Popular Bank Public Company Ltd.

It is expected that this acquisition will have a

favourable impact on the stability of the

domestic financial system.

The expansion in the overseas operations of

domestic banks during 2006 was noteworthy.

The growth in their deposits and loans, par-
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ticularly in Greece, was considerable, main-

ly due to the expansion of their branch net-

work. Further overseas expansion, particular-

ly in central and eastern Europe, is a main

strategic objective of domestic banks. In this

connection, the CBC granted licences to two

domestic banks to expand their operations in

Romania, Russia and Serbia. 

As from 1 January 2006, the former interna-

tional banking units (IBUs) were fully incor-

porated into the overall Cyprus banking sys-

tem. More specifically, most of the former

IBUs have been allowed by the CBC to

transact business in Cyprus pounds, both for

the acceptance of deposits and the granting

of loans. 

Following the CBC’s participation in the

IMF’s Coordinated Compilation Exercise for

Financial Soundness Indicators, which was

concluded at the end of 2006, the final set of

data for the Cypriot banking system has been

submitted to the IMF. Data for each country

which participated in the above exercise are

expected to be published on the IMF website

at the beginning of 2007. The final report on

the assessment of supervision and regulation

of the Cyprus financial sector, which was

conducted by the IMF under its Offshore

Financial Center (OFC) Program, was pub-

lished in October 2006. The final conclu-

sions of the report are very satisfactory, and

indicate that the supervision and regulation

exercised by the CBC exhibit a very high

degree of compliance with the international-

ly-accepted principles (Basel Core Principles

for Effective Banking Supervision).

In November 2006 the National Committee

on Financial Crisis Management, chaired by

the Ministry of Finance, was renamed the

National Committee on Financial Stability

and Crisis Management, and placed under

the chairmanship of the CBC. This

Committee has been given a wider mandate

to discuss, at the national level, all issues

regarding financial stability, including those

with respect to financial crisis management. 

The final report on the evaluation of the mea-

sures and institutional framework which are

being applied in the fight against money

laundering and the financing of terrorism,

which was conducted by the “Moneyval”

Committee of the Council of Europe, was

officially adopted in February 2006. This

report includes positive comments and

observations on the adequacy and effective-

ness of the measures taken by the CBC to

prevent money laundering and the financing

of terrorist activities in the banking system. 

In 2006 the CBC actively promoted the

negotiation and signing of memoranda of

understanding (MoU) in the field of banking

supervision with overseas supervisory

authorities. In particular, the CBC signed

three new MoU with corresponding overseas

supervisory/regulatory authorities, thus rais-

ing to 18 the total number of memoranda

already signed. Moreover, the CBC has com-

menced negotiations for concluding MoU

with a number of other overseas superviso-

ry/regulatory authorities.

The CBC attaches great importance to the

smooth functioning of payment systems and

the need for close cooperation with the bank-

ing community in safeguarding the timely

and effective response to developments in

this area. The exchange of information

between all the parties involved as well as

their coordination are effectively achieved by

various committees chaired by the CBC,

such as the Consultative Payments

Committee and the Committee of the Cyprus

Clearing House.



The CBC, in common with the ESCB, sup-

ports and guides the efforts for the creation

of an integrated payments market with the

establishment of the Single Euro Payments

Area (SEPA). It is estimated that, in terms of

costs of transactions and more efficient use

of funds, SEPA will lead to savings of

between m50 billion and m100 billion per

year. The full implementation of SEPA is

expected by the end of 2010, while as from 1

January 2008 banks operating in the euro

area should be in a position to offer to their

customers the first SEPA-compliant products

relating to transfers, direct debits and pay-

ment cards. 

In accordance with the national plan for the

adoption of the euro in 2008, preparations

have been initiated to connect the CBC and

the Cypriot banking system to the next gen-

eration of the Trans-European Automated

Real-time Gross settlement Express Transfer

system (TARGET2) of the ESCB. Cyprus

has been included in the first wave of coun-

tries that must fully prepare for joining TAR-

GET2 by 19 November 2007. In December

2006 the CBC and another 15 commercial

banks operating in Cyprus were connected to

the current TARGET system and are in a

position to settle payment orders in euro in

real time through the Bundesbank’s

RTGSplus payments platform. This will be

used as the fallback solution in the event that

TARGET2 is not ready when Cyprus joins

the euro area.

In its continued efforts to deal effectively

with the problem of dishonoured cheques,

the CBC widened the definition so as to

cover the return of cheques drawn on

accounts frozen as a result of the inclusion of

their holders in the Central Information

Registry. 

Turning now to the activities related to eco-

nomic and statistical analysis, during 2006

four concise and four extensive Monetary

Policy Reports were prepared for the corre-

sponding eight meetings of the Monetary

Policy Committee. The CBC was also

responsible for the coordination of the pre-

sentations given on economic issues to dele-

gations from the IMF, the European

Commission, the ECB and the three major

rating agencies, Standard & Poor’s, Moody’s

and Fitch.

In the year under review, the third survey for

the collection of data on assets, debts and

sources of income of Cyprus households

took place. This survey, known as the Cyprus

Survey of Consumer Finances, was initiated

in 1997 in cooperation with the University of

Cyprus and takes place every three years. So

far there have been three such surveys cover-

ing the years 1999, 2002 and 2005. In addi-

tion, other research projects continued,

including the macroeconometric model of

the Cyprus economy and the Fundamental

Equilibrium Exchange Rate (FEER) Model

of the Cyprus pound.

In view of the anticipated adoption of the

euro on 1 January 2008, the obligations of

the CBC in the field of statistics, which had

already increased with entry into ERM II in

2005, have expanded even further in the year

under review. In addition to the importance

of statistical data for the formulation of mon-

etary and economic policy both at the nation-

al and community levels, statistical data will

be used for the evaluation of Cyprus’s pre-

paredness for the adoption of the euro. 

In 2006 the most significant development in

the area of money and banking statistics was

the submission of aggregate balance sheet
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data to the ECB on the basis of the new

Monthly Balance Sheet Return (MBSR) of

the monetary financial institutions (MFIs).

The first submission, effected in December,

related to data for the whole banking system,

including the co-operative credit institutions

and the former international banking units,

with October and November 2006 as refer-

ence months. According to the ECB’s pre-

liminary feedback report, it was a complete

success. The regular submission of data will

continue on a monthly basis on the 17th

working day of each month but after acces-

sion to the euro area the data will be submit-

ted on the 15th working day. It should also be

noted that apart from the ECB’s statistical

requirements, the data collected through the

new MBSR also satisfy the information

needs of the CBC in the exercise of its super-

visory, monetary and other responsibilities. 

During the year under review, the draft of the

Directive concerning statistics on interest

rates applied by MFIs to deposits and loans

was completed. The main objective of this

Directive is to provide the ECB and the CBC

with a complete, detailed and harmonised

picture of the level and changes in interest

rates over time, which is necessary, inter

alia, for the conduct of monetary policy and

the evaluation of the financial system’s sta-

bility. Work continued towards the design of

an integrated system of quarterly financial

accounts. In accordance with ECB require-

ments, which provide for the compilation of

data on balances and transactions in all

financial instruments and all sectors of the

economy.

In 2006 another significant development in

the field of statistics was the completion of

the new system of collecting statistical infor-

mation directly from enterprises and organi-

sations. This new system is based on four

surveys and aims at collecting data for the

compilation of the financial account of the

balance of payments, the related income, and

the international investment position of

Cyprus, in accordance with the standards set

out by the IMF, the ECB and Eurostat. 

According to preliminary IMF and European

Commission data, in 2006 the world econo-

my grew by about 5%. The main driving

forces were the economies of the US (despite

its slowdown during the second half of the

year), the EU and Japan. Inflationary pres-

sures, mainly emanating from the oil mar-

kets, led most central banks to adopt a vigi-

lant stance and restrictive monetary policies.

The Federal Reserve raised its official inter-

est rates on three occasions, to 5,25%, during

the first half of the year. In the second half of

the year it maintained its interest rates

unchanged. The ECB raised its official inter-

est rates on five occasions during 2006, to

3,5%, and the Bank of England raised them

on two occasions, to 5%. In March 2006 the

Bank of Japan abandoned its ultra loose

monetary policy and raised its official rate

from 0% to 0,25%, which remained at this

level throughout the rest of the year.

As regards domestic economic developments

in 2006, real GDP grew by 3,8% compared

with 3,9% in the previous year. Analytically,

domestic demand rose by 5,4% compared

with 4,1% in 2005, mainly reflecting the

acceleration in private consumption, while

external demand increased by 4% compared

with 4,7% in 2005. The current account

deficit widened marginally to 6% of GDP

from 5,8% in 2005, mainly due to the signif-

icant increase in the value of oil imports.

Inflation rose by 2,5% compared with 2,6%

in 2005. The small deceleration in the growth
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of prices was partly due to intense competi-

tion in retail trade. In the labour market, reg-

istered unemployment fell to 3,4% of the

economically active population compared

with 3,7% in 2005.

In 2007 real GDP growth is forecast to be

around the same level as in 2006 while infla-

tion is expected to fall significantly due to

the reduction in excise taxes on motor vehi-

cles, provided that the price of oil does not

change significantly from the level prevailing

at the end of 2006. As far as the current

account deficit is concerned, it is expected to

decrease.

Turning to domestic monetary developments,

in 2006 large foreign exchange inflows per-

sisted and mainly financed foreign currency

lending. Inflationary pressures proved to

have a limited effect and, consequently, the

MPC decided to raise its official interest rate

on one occasion only, in September, by 25

basis points to 4,5%. At the same time, in

order to harmonise Cypriot interest rates

with those of the ECB the MPC set the main

refinancing rate as the reference rate, instead

of the marginal lending facility rate

(Lombard). During its September meeting

the MPC set the main refinancing rate equal

to the marginal lending rate and raised it

from 3,25% to 4,5%. The asymmetry created

in the official interest rate corridor will be

restored in due course. 

In the money market, excess bank liquidity

persisted as a result of foreign currency

inflows. In response, the CBC continued

intervening in the market via auctions for the

acceptance of deposits. Due to the excess liq-

uidity conditions, a further reduction of the

reserve ratio was stalled and, consequently,

remained at 5% until the end of 2006.

The year 2006 was undoubtedly marked by

rapid developments in the banking sector as

well as by progress in the preparations for

euro adoption. Cross-border financial ser-

vices as well as the expansion of banks out-

side their home base, either through M&As

or through the establishment of subsidiaries

and branches, have been increasing world-

wide, including in the EU. These develop-

ments have resulted in increased competition

in the banking sector and this is likely to

intensify in the future. As a member of the

EU, Cyprus has not been immune from these

developments. The acquisition of a bank or

the merger of banking institutions is not an

easy task, nor can it be guaranteed that the

new entity will be profitable and viable. In a

small country such as Cyprus, where the

banking system is the main source of funds

for small and medium sized businesses and

households, such steps should be taken with

due care so as to safeguard the financial via-

bility of the new entity, the sustainability of

its profitability, its strong capital base, cus-

tomer service, and the subsequent benefits to

its shareholders. 

As far as the preparation for euro adoption is

concerned, the Cyprus economy has to a very

large extent achieved convergence with the

euro area. This indicates that not only does

the Cyprus economy satisfy the criteria for

euro adoption but is likely to benefit from the

opportunities the single currency offers.

However, this should not lead us to compla-

cency. The drive to meet and maintain the

convergence criteria, especially that of price

stability, is paramount. Furthermore, vigi-

lance is required for sound public finances

which need to be maintained through struc-

tural changes rather than one-off measures.

Thus, it is imperative that the measures set

out in the National Lisbon Programme are
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implemented. These include the diversifica-

tion of the economy into high value added

activities, the promotion of research and

development, and the strengthening of the

competitive environment.

The accession of Cyprus to the euro area is

considered a national priority and hence the

CBC is committed to continuing its coopera-

tion with the other competent authorities and

to remaining focussed on the goal of ensur-

ing that the adoption of the euro proceeds

smoothly. Now that we are in the final stages

on the road to the euro, I wish to emphasise

the need for intensified efforts by both the

public and private sectors to prepare and

inform the public. I firmly believe that

Cyprus will be ready to adopt the euro by 1

January 2008.

I wish to express my warm thanks to the

members of the Board of Directors and the

members of the Monetary Policy Committee

for their valuable contribution and assis-

tance. I should also like to express my grati-

tude to the CBC’s staff for their dedication,

diligence and effort toward achieving the

CBC’s objectives. Special thanks are extend-

ed to Alexis Galanos and Georgios

Hadjianastassiou who stepped down from

the Board of Directors and the Monetary

Policy Committee, respectively. Their tenure

was invaluable to the achievement of the

Bank’s mission and objectives.

I am confident that the CBC will be able to

operate successfully in the demanding envi-

ronment of the euro area. The CBC has at its

disposal talented and capable staff who, in

conjunction with the organisation’s restruc-

turing and thorough preparations, will enable

it to meet the imminent challenges and con-

tinue its valuable contribution to the eco-

nomic development and progress of Cyprus

and its people. 

Christodoulos Christodoulou

Governor, Central Bank of Cyprus



2.1 Board of Directors

2. Management and Organisation of the Bank

Philios Zachariades: General Manager of an insurance company.  Vice-President of the Association of
Insurance Companies and a member of the Insurance Advisory Committee. Vice-President of the Cyprus
Employers and Industrialists Federation. He has been a member of the Bank’s Board of Directors since
November 1993.

Eleftherios Hadjizacharias: Member of the Institute of Chartered Accountants in England & Wales, and
partner in an accounting firm since 1984.   Vice-President of the Board of the Institute of Certified Public
Accountants.  He has been a member of the Bank’s Board of Directors since June 1999.

Alexis Galanos: Ex-President of the House of Representatives.  Member of the Bank’s Board of Directors
from July 1974 to May 1979. He was re-appointed to the Bank’s Board of Directors in November 2003
where he served until December 2006.

Zenon Katsourides: Ship owner and Managing Director of a shipping company.  Holder of the Cyprus
Maritime Prize and Companion of the Nautical Institute. He previously served as Adviser to the President
of the Republic on Maritime Affairs, member of the Bank’s Board of Directors, Principal on the Baltic
Exchange, Executive Director of Bimco for two terms and Vice-President of the Cyprus Shipping Council.
He was re-appointed to the Bank’s Board of Directors in December 2003.

Spyros Araouzos: Partner and Director of a number of private companies. He has been the Honorary
Consul General of Spain in Cyprus since 1968. He served as Chairman of the Board of Directors of the
Cyprus Petroleum Refinery for five years, member of the Board of Directors of Cyprus Airways and mem-
ber of the Bank’s Board of Directors from 1979 to 1989. He was re-appointed to the Bank’s Board of
Directors in July 2004.  
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Ph. Zachariades E. Hadjizacharias A. Galanos

Z. Katsourides S. Araouzos

Chr. Christodoulou
Governor, Chairman



2.2 Monetary Policy Committee

Haralambos Akhniotis: Adviser to the Governor and formerly Chief Senior Manager of the Economic
Research and Management Services Division of the Central Bank of Cyprus. He has been a member of the
Monetary Policy Committee since November 2000.

Andreas Matsis: Entrepreneur and President of the Famagusta Chamber of Commerce and Industry. He
has been a member of the Monetary Policy Committee since November 2000.

Christopher Pissarides: Professor of Economics, London School of Economics and Political Science. He
has been a member of the Monetary Policy Committee since November 2000.

George Thoma: Senior Manager, Economic Research and Statistics Division, Central Bank of Cyprus. He
has been a member of the Monetary Policy Committee since April 2003.

Georgios Hadjianastassiou: Ex-Permanent Secretary of the Planning Bureau and Ministry of Finance. He
has served as the Finance Minister’s representative on the Bank’s Board of Directors and as Director-
General of the Association of Cyprus Commercial Banks. He is now Chairman of the Centre of Economic
Research at the University of Cyprus and a member of the President’s Council of Economic Experts. He
served as a member of the Monetary Policy Committee from March 2005 until August 2006. 
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H. Akhniotis A. Matsis C. Pissarides

G. Thoma G. Hadjianastassiou

Chr. Christodoulou
Governor, Chairman



2.3 Senior Management Team
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Chr. Christodoulou
Governor, Chairman

H. Akhniotis
Adviser to the Governor

S. Stavrou

Senior Manager
Security and Technical

Support Division

G. Mavroudes
Senior Manager

Domestic Banking
Operations and Accounting

Services Division
(retired on 20.1.06)

S. Stavrinakis
Senior Manager

Economic Research and
Statistics Division

(appointed on 1.7.06)

P. Frank
Senior Manager

Domestic Banking
Operations and Accounting

Services Division
(appointed on 1.7.06)

S. Michaelides
Senior Manager

Management Services
Division

(appointed on 1.7.06)

G. Thoma
Senior Manager

Economic Research and
Statistics Division
(retiring on 1.5.07)

K. Zingas
Senior Manager

Financial Markets and
Public Debt Management

Division

C. Poullis
Senior Manager

Banking Supervision and
Regulation Division
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3.1 Economic Developments

Overview
According to provisional data compiled by

Cyprus’s statistical service, Cystat, real GDP

grew by 3,8% in 2006 compared with 3,9%

in the previous year. The high growth rates

recorded in 2005 and 2006 were achieved

despite the marked increases in the price of

oil. During the year under review, domestic

demand rose significantly reflecting the

increase in the growth rate of private

consumption and gross fixed capital

formation. The exports of goods and services

grew at a lower rate due to a deceleration in

re-exports, while the growth rate of imports

increased. On the supply side, a positive

performance was recorded by financial

intermediation, restaurants and hotels, and

wholesale and retail trade. The growth rate of

the secondary sector increased as a result of

the acceleration in electricity, the small

increase in manufacturing and the strong

performance of construction.

Inflation, measured by the Consumer Price

Index (CPI), reached 2,5% in 2006 compared

with 2,6% in the previous year. This

development was mainly due to the small

deceleration in the price of petroleum

products and services. There was also a

further fall in the prices of imported goods

due to the strengthening of the Cyprus pound

and the intense competition in international

and domestic wholesale and retail trade.

According to the Harmonised Index of

Consumer Prices (HICP), inflation reached

2,2% in 2006 compared with the 2,9%

reference value of the Maastricht criteria.

The differences between the CPI and HICP

inflation measures are explained in the box

on page 18. In the labour market, the number

of registered unemployed as a proportion of

the economically active population reached

3,4% in 2006, compared with 3,7% in 2005,

reflecting the deceleration in the inflow of

foreign workers.

Supply
The economy’s secondary sectors

experienced a general acceleration caused by

the upturn in electricity and manufacturing

and the strong performance of the

construction sector. Specifically, the

construction sector grew by 5,1% in real

terms compared with 5,3% in the previous

year. Despite this good performance, the

slowdown in this sector was reflected by the

fall in the number of building permits as well

as the volume of cement sales. The

electricity sector grew by 3,9% compared

with 3,4% in 2005, while output in

manufacturing rose by 0,3% in 2006

compared with a fall of 0,3% in the previous

year. 

During 2006 the services sector accelerated

in real terms. Specifically, restaurants and

hotels rose by 1,7% in 2006 compared with

an increase of 1% in the previous year. The

wholesale and retail trade sector grew by 6%

compared with 3,4% in 2005, reflecting the

positive performance of consumption. A

significant increase in the growth rate was

also displayed by financial intermediation

(which includes banking, insurance and

other similar services). At the same time real

estate, renting and business activities

decelerated but remained strong.

Demand
Domestic demand accelerated in real terms

during 2006, mainly as a result of the growth

3. The Economy in 2006
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in private consumption which increased by

5,6% compared with 4,7% in 2005. Gross

fixed capital formation increased by 7,1% in

2006 compared with a rise of 2,7% in 2005,

reflecting the high investment in

construction. In contrast, foreign demand

decelerated due to the slowdown in re-

exports but still rose significantly by 4%,

compared with a rise of 4,7% in 2005.
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Gross Domestic Product by economic activity
í million

2003 2004 2005 2006
(Prov.)

Primary sectors 212,5 203,8 208,7 211,3

Agricultural, hunting and forestry 185,3 171,0 177,0 179,9

Fishing 9,5 13,0 11,6 10,6

Mining and quarrying 17,7 19,8 20,1 20,8

Secondary sectors 1.115,3 1.149,4 1.176,8 1.208,5

Manufacturing 544,3 549,6 547,8 549,2

Electricity, gas and water supply 142,3 147,9 153,0 158,9

Construction 428,7 451,9 476,0 500,4

Tertiary sectors 4.450,1 4.664,6 4.864,9 5.065,6

Wholesale and retail trade 748,9 825,4 853,2 904,7

Hotels and restaurants 455,0 446,0 450,4 458,1

Transport, storage and communications 527,6 597,5 640,7 658,3

Financial intermediation 376,0 389,6 425,4 463,0

Real estate, renting and business activities 1.002,4 1.038,0 1.075,0 1.116,0

Public administration and defence 548,4 556,9 579,2 596,3

Education 312,3 315,9 328,7 399,5

Health and social work 205,3 208,2 214,6 221,0

Other community, social and personal services 230,1 235,9 241,2 247,2

Private households with employed persons 44,0 51,3 56,5 61,5

Total Gross Value Added 5.777,8 6.017,9 6.250,4 6.485,4

Plus: Value Added Tax and import duties 468,0 488,9 509,0 530,0

Gross Domestic Product at market prices 6.245,8 6.506,8 6.759,4 7.015,4

Source: Cystat.

Economic activity

At constant 2000 prices



Inflation, productivity and the labour
market
The CPI inflation rate rose to 2,5% in 2006

from 2,6% in 2005. This small deceleration

took place despite the increase in the

international price of oil and reflects, inter

alia, the increase in competition in retail

trade since EU accession. It should be noted,

however, that in 2006 the prices of

agricultural products contributed more to the

inflation rate than in the previous year but

was offset by the deceleration in the prices of
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Gross Dommestic Product by category of expenditure
í million

2003 2004 2005 2006
(Prov.)

Private final consumption expenditure 4.030,8 4.284,3 4.486,6 4.739,0

Government final consumption expenditure 3.164,0 1.099,6 1.136,7 1.163,7

Gross capital formation 1.095,2 1.315,5 1.281,7 1.438,5

Increase in stocks -11,9 98,0 31,3 98,9

Gross fixed capital formation -1.107,1 1.217,5 1.250,4 1.339,9

Total domestic demand 6.290,0 6.699,4 6.905,0 7.341,2

Exports of goods and services 3.211,8 3.375,6 3.533,2 3.674,8

Less: Imports of goods and services 3.256,0 3.568,3 3.678,8 4.000,4

Gross Domestic Products at market prices 6.245,8 6.506,8 6.759,4 7.015,4

Plus: Net factor income from abroad -138,7 -261,8 -222,5 -115,5

Gross National Product at market prices 6.107,2 6.245,0 6.536,9 6.899,9

Source: Cystat.

Category of expenditure

At constant 2000 prices

The UN Human Development Index (HDI)
GDP data do not provide a precise picture of the welfare of a country’s people. For some

years now, economists have attempted to find the extent to which non-monetary indicators

correlate with GDP data in portraying relative living standards. In 1990 the United Nations

Development Program introduced the Human Development Index (HDI), which combines

GDP (measured in purchasing parity terms) with indicators of health (longevity measured

by life expectancy at birth) and education (years of schooling and adult literacy), as a more

comprehensive measure of welfare development than GDP data alone.

According to the 2006 HDI, which was based on 2004 data, Cyprus is ranked 29th among

177 UN-member states and 17th among the EU member states.



services. Harmonised inflation remained at

2,2% compared with the 2,9% reference

value of the Maastricht criterion for

December 2005.

Analytically, the prices of domestic products

grew by 4,4% in 2006 compared with 1,8%

in 2005. This acceleration was mainly due to

higher price increases for domestic industrial

non-oil agricultural products and electricity.

The prices of imported goods fell by 1,1% in

2006 compared with a fall of 2,5% in 2005,

mainly due to the strengthening of the

Cyprus pound and the intense competition in

retail trade. The price of petroleum products

grew at a decelerated rate of 8,1% compared

with an increase of 14,8% in the previous

year. This deceleration was due to the fall in

the price of petroleum products in the last

quarter of 2006. The cost of services rose by

2,6% compared with 3,3% in 2005,

reflecting the price deceleration in rents,

government services, education, health,

insurance, restaurants and hotels. A small fall

in prices was recorded by the
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Price and wages
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Consumer Price Index by economic origin
annual percentage change 

2004 2005 2006 2005=100

General Consumer Price Index 2,28 2,56 2,49 100,0

Local goods 2,95 1,79 4,35 28,60

Agricultural 3,32 1,34 6,51 6,92

Industrial 3,36 1,14 2,47 19,20

Electricity -3,13 11,51 13,10 2,40

Petroleum products 17,18 14,82 8,09 6,40

Imported Goods -5,55 -2,47 -1,14 25,30

Motor vehicles -13,50 -2,42 -1,38 6,15

Other imported goods -0,39 -2,49 -1,07 19,16

Services 3,23 3,34 2,57 39,65

Source: Cystat.
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communications sector but transport prices

accelerated.

Productivity, defined as the ratio of value

added to gainful employment, grew by 1,5%

in 2006 compared with 1,3% in the previous

year. This improvement, coupled with a

2,3% increase in employment, caused real

GDP to grow by 3,8% in 2006. The number

of registered unemployed increased by 2,5%

in 2006 compared with 6,5% in 2005. The

number of registered unemployed as a

proportion of the economically active

population fell to 3,4% in 2006, from 3,7%

in the previous year. It is also worth

mentioning that, according to the labour

force survey, the unemployment rate reached

4,7% in the first three quarters of 2006

compared with 5,3% in the same period of

2005.  
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Comparison between National and Harmonised Inflation Rates 
EU countries have the obligation to produce on a monthly basis the Harmonised Index of

Consumer Prices (HICP) so that inflation rates among EU member states can be compared.

The HICP also serves as a measure of price convergence with the relevant Maastricht

criterion when an EU member state wishes to become a member of the euro area.

Due to the aforementioned obligation, member states produce two inflation indices, the

national price index (CPI for Cyprus) and the HICP. In the case of Cyprus, the CPI is taken

into account in the estimation of Cost of Living Allowance (COLA) and is therefore a vital

index. Cystat estimates the CPI and HICP every month, while the CBC takes both of them

into account in its monetary policy decisions. The main differences between the two indices

are as follows:

• the HICP does not include imputed rents, whereas the CPI does;

• the weights of different products and services included in the HICP are estimated taking

into account the spending of tourists whereas the estimation of the CPI weights takes into

account the spending of permanent citizens of Cyprus only;

• HICP weights are revised every year, while CPI weights are revised about every five

years, unless there are significant changes in spending on certain categories.

As a result of the above, the two inflation measures exhibit systematic divergences. More

specifically, in 2006 the HICP inflation rate reached 2,2% (0,7 percentage points below the

relevant Maastricht criterion) compared with an increase of 2,5% exhibited by the CPI

index. The difference of 0,3 percentage points between the two indices can be explained by

the following factors:

• Due to the aforementioned differences in the weights between the two indices, the

contribution of the prices of restaurants and hotels to the CPI inflation rate was 0,17

percentage points, while in the HICP this contribution was only 0,03 percentage points.

• Imputed rents, not included in HICP, rose by 3,3% in 2006, contributing 0,23 percentage

points to CPI inflation.



Balance of payments
Preliminary data for the first nine months of

2006 show a current account deficit of £33,7

million, compared with a surplus of £46,1

million in the corresponding period of 2005.

The widening of the current account deficit

was the result of the deterioration reported in

the trade balance following the significant

increase in the value of oil imports as well as

the increase of imported consumer goods.

This was, however, partially reversed by the

surplus reported in the services and income

accounts.

In the year under review, the trade balance

was mainly affected by the significant

increase in the value of total imports of

goods and the notable decreases in exports of

goods. The increase in the value of imports

was mainly the result of the substantial

increase in the price of oil internationally as

well as the boost in imports of capital and

consumer goods, which was partially driven

by the increase in credit. Exports of goods

were reduced significantly mainly due to the

steep fall in re-exports, which resulted from

the base effect following the considerable

boost in re-exports in 2005. As far as the total

for services, income and transfers is

concerned, a surplus of £1.677,8 million was

recorded compared with £1.459,5 million in

the corresponding period of 2005.

The financing of the current account deficit

was mainly through direct investment and

foreign borrowing from the public and

private sectors. The current account deficit

for 2006 is estimated by the Central Bank to

be close to 6% of GDP compared with 5,6%

in 2005. This estimate is based on

preliminary data for the first nine months of

2006. The price of oil in international

markets, which was reversed at the end of

2006, as well as the strong demand for

consumer and capital goods was the main

driving force of the widening of the current

account deficit. The increases reported in the

services and income accounts contributed

only partially to the rebound of the current

account deficit.

Trade balance
Total imports (cif), which include goods for

home consumption and those destined for re-

exports, registered a 11,3% increase in the

first ten months of 2006 compared with

10,5% in the corresponding period of 2005.

More precisely, a 25,1% increase in the total

value of oil imports was recorded following

the increase in the price of oil. At the same

time, total imports of consumer goods

increased by 5,3% compared with a rise of

28% in the corresponding ten months of

2005. Imports for home consumption

showed a relatively higher increase of 13,7%

whereas imports of intermediate inputs and

raw materials increased by 12,3%, compared

with a 0,7% reduction in the corresponding

ten months of 2005. Imports of capital goods

increased by 13,6% compared with a 18,2%

fall in the corresponding ten months of 2005.

Furthermore, there was a 5,9% increase in

imports of transport equipment compared

with a 14,4% decrease in the first ten months

of 2005.
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Balance of payments
í million

Credit Debit Net Credit Debit Net Credit Debit Net
Amount Amount Amount

Current account 3.110,7 3.123,6 -13,0 3.506,2 3.460,2 46,1 3.904,2 3.938,0 -33.7

Goods, services
and income 2.914,0 2.986,5 -72,6 3.285,7 3.282,3 3,4 3.609,4 3.721,6 -112,1

Goods and services 2.649,5 2.656,9 -7,5 2.859,4 2.837,6 21,8 3.034,9 3.155,2 -120,3

Goods 392,8 1.750,3 -1.357,6 501,4 1.914,8 -1.413,4 468,2 2.179,7 -1.711,5

Services 2.256,7 906,6 1.350,1 2.358,0 922,8 1.435,2 2.566,7 975,5 1.591,2
Transport 511,7 384,6 127,1 606,8 373,9 233,0 646,5 376,7 269,8
Travel 850,9 278,4 572,5 871,6 326,7 544,9 872,9 333,8 539,1
Communications services 11,5 27,3 -15,3 10,6 30,9 -20,3 23,9 44,4 -20,4
Construction services 55,4 2,8 52,6 59,1 2,4 56,7 62,1 7,9 54,2
Insurance services 15,5 26,1 -10,6 18,8 24,6 -5,8 42,4 26,4 16,0
Financial services 72,9 33,9 39,0 81,5 28,6 52,9 118,2 37,4 80,8
Computer and information services 60,4 9,8 50,6 84,8 13,2 71,5 73,8 10,6 63,2
Royalties and licence fees 6,1 20,2 -14,1 6,5 8,9 -2,4 6,4 10,3 -3,9
Other business services 534,8 78,8 456,1 496,1 68,4 427,8 578,3 81,9 496,4
Personal, cultural and recreational services 7,9 16,6 -8,7 12,2 18,0 -5,8 15,9 20,6 -4,7
Government services, n.i.e. 129,6 28,2 101,5 110,1 27,2 82,9 126,4 25,6 100,8
Services not allocated 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0

Income 264,5 329,6 -65,1 426,3 444,7 -18,3 574,5 566,3 8,2
Compensation of employees 10,7 32,1 -21,4 11,2 65,4 -54,2 11,4 62,9 -51,5
Investment income 253,8 297,5 -43,7 415,1 379,2 35,9 563,1 503,5 59,6

Direct investment income 3,9 92,6 -88,6 63,3 82,6 -19,4 95,5 162,4 -66,9
Portfolio investment income 64,4 88,7 -24,3 74,9 97,5 -22,6 136,8 126,6 10,2
Other investment income 185,5 116,2 69,3 277,0 199,1 77,9 330,8 214,5 116,4

Current transfers 196,7 137,1 59,6 220,5 177,9 42,6 294,8 216,4 78,4
General government 64,1 36,4 27,7 86,2 76,1 10,2 105,6 70,9 34,7
Other sectors 132,6 100,7 31,9 134,3 101,8 32,5 189,2 145,5 43,7

Capital and financial account 69,7 -136,4 238,8

Capital account 68,3 20,5 47,8 42,1 15,4 26,7 90,7 31,5 59,3

Financial account 21,8 -163,1 179,6
Direct investment 72,5 31,0 133,8

Abroad -117,9 -101,9 -137,7
In Cyprus 190,5 132,9 271,5

Portfolio investment 246,0 480,9 -403,0
Assets -754,2 -526,1 -1.534,5
Liabilities 1.000,2 1.007,0 1.131,5

Financial derivatives -22,1 -8,1 6,5
Other investment -96,4 -569,6 633,5

Assets -784,2 -1.973,8 -2.116,4
Liabilities 687,8 1.404,2 2.749,9
Official reserve assets -178,2 -97,3 -191,2

Net errors and omissions -56,7 90,3 -205,1

Sources: Central Bank of Cyprus and Cystat.

2004
Q1-Q3

2005
Q1-Q3

2006
Q1-Q3



Total exports, which include both domestic

exports and re-exports, displayed a 7%

decrease in the first ten months of 2006

compared with a 28,1% increase in the

corresponding period of 2005. It should be

noted that this was mainly due to the base

effect following the significant boost in re-

exports in 2005. Domestic exports increased

by 9% in the first ten months of 2006

compared with a fall of 1,2% in the

corresponding period of 2005.

Services, income and transfers
During the first nine months of 2006, a

surplus of £1.677,8 million was recorded in

the balance of services, income and transfers,

compared with £1.459,5 million in the

corresponding nine months of 2006. The

improvement was mainly due to the recovery

in certain income categories as well as to the

surplus reported in the transfers account.

More specifically, an increase in net inflows

was recorded in the categories of

transportation, government services and
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Imports (cif) by economic origin
í million

2004 2005 2006 2005/2004 2006/2005

Jan-Oct Jan-Oct Jan-Oct Jan-Oct Jan-Oct

Consumer goods 612,5 784,2 826,1 28,0 5,3

Non-durable 363,2 405,7 459,9
Semi-durable 147,3 153,9 166,6
Durable 102,0 224,7 199,6

Intermediate inputs 657,4 652,9 733,4 -0,7 12,3
Agriculture 34,1 34,7 39,6
Construction and mining 147,7 149,8 173,6
Manufacturing 380,6 368,5 402,7
Transport, storage and
communications 23,9 19,1 25,8
Other 71,0 80,8 91,6

Capital goods 260,1 212,8 241,7 -18,2 13,6

Agriculture 7,8 7,7 11,1
Construction and mining 20,4 22,1 25,7
Manufacturing 51,2 49,4 56,6
Transport, storage and
communications 81,2 40,0 33,8
Other 99,6 93,6 114,5

Transport equipment and parts 367,7 314,7 333,4 -14,4 5,9
of which:
Motor vehicles 291,8 241,2 243,6
Spare parts 55,8 55,6 59,9
Aircraft and parts 0,0 0,0 7,7

Fuels and lubricants 232,5 382,2 478,0 64,4 25,1

Unclassified 28,4 38,7 42,0

Total imports 2.158,6 2.385,6 2.654,6 10,5 11,3

Source: Cystat.

% change



financial services and, most importantly, in

other business services which includes legal

and accounting services.

As regards receipts from tourism, which is

the most important source of inflows, an

increase of 2,2% was registered in 2006

compared with a rise of 2,4% in 2005. It

should be noted that a supplementary survey

was conducted by Cystat regarding tourists

owning holiday homes in Cyprus, which

shows an extra income of £65 million for

2006.
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Exports (fob) by economic origin
í million

2004 2005 2006 2005/2004 2006/2005
Jan-Oct Jan-Oct Jan-Oct Jan-Oct Jan-Oct

Agricultural products
(raw) 42,9 36,1 42,3 -15,9 17,2
of which:
Potatoes 15,2 9,8 15,4
Other fresh vegetables 3,6 4,8 5,2
Citrus fruit 17,6 16,1 16,1

Minerals and industrial
products of mineral origin 7,0 5,2 8,1 -25,7 55,8

Industrial products of
agricultural origin 27,6 37,0 30,0 34,1 -18,9
of which:
Halloumi cheese 9,3 13,1 14,4
Preserved fruit 0,5 0,5 0,4
Fruit and vegetable juices 3,7 4,0 4,8
Beer 0,6 0,8 1,0
Wines 4,2 4,7 1,9

Industrial products of
manufacturing origin 114,8 111,5 126,2 -2,9 13,2
of which:
Cigarettes 9,4 7,7 3,0
Cement 2,6 4,1 4,7
Pharmaceutical products 40,5 41,4 43,0
Articles on paper 4,5 3,7 5,1
Clothing 0,8 4,1 3,8
Footwear 3,7 0,5 0,5
Furniture 4,1 3,0

Unclassified 0,2 0,2 0,6

Total domestic exports 192,3 190,0 207,1 -1,2 9,0

Re-exports 224,3 290,0 217,4

Goods procured in ports by
carriers (shipstores) 31,2 93,3 108,9

Total exports 447,8 573,7 533,5 28,1 -7,0

Source: Cystat.

% change



The income account showed a surplus of

£8,2 million in the first nine months of 2006

compared with a deficit of £18,3 million in

the corresponding period of 2005. The

recovery in the income account was mainly

due to the rebound in income from direct

investments, portfolio investments and other

investments.

Transfers registered a surplus of £78,4

million in the first nine months of 2006

compared with a surplus of £42,6 million in

the corresponding period of 2005, mainly

due to the increase in inflows from European

funds.

Financial account
The financial account recorded a surplus of

£179,5 million in the first nine months of

2006 compared with a deficit of £163,1

million in the corresponding period of 2005.

More analytically, net foreign direct

investment registered a net inflow of £133,8

in the first nine months of 2006 compared

with an inflow of £31 million in the

corresponding period of 2005. As far as

portfolio investment is concerned, a net

outflow of £403 million was recorded in the

first nine months of 2006 compared with a

net inflow of £480,9 million in the first nine

months of 2005. In the category of other

investment a notable net inflow of £633,5

million was registered in the first nine

months of 2006 compared with a net outflow

of £569,6 million in the first nine months of

2005. This was mainly the result of the

significant increase in non-resident deposits

with domestic banks.

International reserves
Reflecting the effect of the significant

increase in financial flows, official reserves
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reached £2.610 million at the end of 2006

compared with £2.147,1 million at the end of

2005. The ratio of total imports of goods to

official reserves shows a 9,9 month coverage

in 2006 compared with 8,8 months in 2005.

Exchange rates
In 2006 there was a small weakening in the

value of the Cyprus pound relative to the

euro, reaching m1,7298 in December 2006

compared with m1,7438 in December 2005.

It should be noted that on 2 May 2005 the

Cyprus pound joined the Exchange Rate

Mechanism II (ERM II) at the pre-existing

central parity (£1=m1,7086). During 2005

and 2006, as well as in previous years, the

fluctuations of the Cyprus pound against the

euro were minimal, remaining within the

narrow bands of ±2,25%. Since ERM II

entry, the Cyprus pound has fluctuated in the

upper part of the band.

As far as other currencies are concerned, the

Cyprus pound strengthened relative to the

dollar reaching $2,2861 in December 2006

compared with $2,0700 in the corresponding

period of 2005. The Cyprus pound weakened

relative to sterling reaching ST£1,1639 in

December 2006 compared with ST£1,1855

in the corresponding period of 2005.

Public finances
According to preliminary data published by

Cystat relating to the general government

sector, the fiscal deficit was reduced to 1,4%

of GDP in 2006 compared with 2,3% in the

previous year. This improvement of the fiscal

balance signalled, for the second consecutive

year, the satisfaction of the relevant

Maastricht criterion which restricts the

deficit to no more than 3% of GDP. More

importantly, this improvement resulted from

the implementation of, mainly, structural

fiscal measures on the revenue side, which

contrasts with 2005 during which correcting

measures of a temporary nature had been

applied. In addition, it should be noted that

the fiscal deficit was 0,5 percentage points

lower than the figure initially estimated in

the Convergence Programme 2005 - 2009.

More analytically, public revenue amounted

to £3.600 million and public expenditure to

£3.715,1 million, thus recording increases of

11% and 8,4%, respectively, leading to a

fiscal deficit of £115,1 million or 1,4% of
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GDP. If the 2005 temporary receipts of £133

million are excluded, the fiscal improvement

amounts to £201,5 million or 2,4% of GDP.

As regards revenues, the government

benefited from unexpected tax proceeds.

Current taxes on income and wealth (which

mainly include income and capital gains

taxes), increased by 26,5% as a result of

several developments. Specifically, during

2006 the construction and property sectors

continued to exhibit a strong performance,

while the Land and Surveys Department

adopted administrative changes which led to

increased efficiency. An additional positive

development was the increase recorded in

receipts from capital gains tax. Property

income (which mainly includes income

related to interest and dividends), marked a

51% increase. However, if the £35 million

dividend received from the Cyprus

Telecommunications Authority in 2005 is

excluded, the relevant increase is readjusted

upwards to 174,1%. This exceptional

improvement is partly due to the increased

defence levy receipts following legislation

enacted in 2002. The legislation provides,

with effect from January 2003, for the

payment of a 15% defence levy on

undistributed profits for a period of two years

following the year in which the profits had

been realised, so that the total percentage of
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Accounts of general government (analysis of expenditure and revenue)

Expenditure
Intermediate consumption 395,8 439,6

Capital formation 246,0 283,1

Compensation of employees 1.160,1 1.250,5

Other taxes on production 0,5 0,6

Subsidies 55,3 44,7

Interest paid 270,0 305,0

Social benefits 1.005,7 1.021,8

Other current transfers 256,0 330,2

Capital transfers 37,0 39,6

Total expenditure 3.426,4 3.715,1
Revenue
Market output and output for own final use 231,7 259,4

Taxes on production and imports 1.328,3 1.473,6

of which VAT 776,5 881,5

Property income 77,9 117,6

Current taxes on income, wealth, etc 729,2 922,5

Social contributions 650,1 668,5

Other current transfers 146,8 150,2

Capital transfers 78,8 8,2

Total revenue 3.242,8 3.600,0

Surplus(+)/Deficit(-) -183,6 -115,1

Jan.-Dec.
2005

Jan.-Dec.
2006

Source: Cystat.

CYP million



profits subject to the levy does not exceed

70%. An even more important positive

impact originated from the increased

profitability of the major domestic banks in

2006. 

During 2006 indirect tax receipts also

increased. Specifically, taxes on production

and imports (which mainly include receipts

from VAT, import and excise duties),

increased by 10,9%. Of these, VAT receipts

rose by 13,5% and reached £881,5 million,

mainly as a result of improvements in the

efficiency of the tax authorities. Similarly,

indirect tax receipts benefited from part of

the increased land and surveys fees which are

attributed to indirect taxation. In contrast,

however, import duties were readjusted

downwards due to increased inter-communal

trading. At the same time, receipts from

excise duties recorded a deceleration, partly

reflecting the stagnation in car sales which

lasted for several months due to the pre-

announced government decision to proceed

with reductions in excise duties. These

reductions were approved by the House of

Representatives. As regards capital transfers,

a significant reduction of 89,6% was

recorded, reflecting the 2005 receipts from

the tax amnesty amounting to £70 million.

By excluding this amount, there would have

been no significant change.

Regarding expenditures, the category

‘compensation of employees’ registered a

7,8% increase, mainly due to both the

incorporation of the 2,9% COLA increase

and the 2% contractual basic salary increases

granted in 2006, following the 2004/2005

freeze. Social transfers (which include

pensions, child and student grants, public aid

to needy groups, etc), marked a small

increase of 1,6%. The category of ‘other

current transfers’ (which includes grants to

semi-governmental organisations and local

authorities as well as Cyprus’s contributions

to the EU budget) recorded a 29% increase.

In October 2006, the House of

Representatives approved a £65 million

supplementary budget with a 0,8% impact on

GDP. However, there was no impact on the

fiscal deficit, since most of these payments

had already been absorbed by the current

year’s budget.

The net public debt, excluding intra-

governmental debt, was reduced to 65,3% of

GDP compared with 69,2% in 2005. Despite

the fact that the former is above the reference

value of 60%, the relevant Maastricht

criterion is satisfied since the debt has been

adjusting downwards at a significant pace.

Domestic debt, including intragovernmental

debt, reached £7.483,3 million or 89,5% of

GDP compared with £7.146,5 million or

90,9% of GDP in 2005. In other words,

domestic debt was reduced by 1,4% in the

current year compared with an increase of

2,1% in 2005. Simultaneously, foreign debt,

including medium - term borrowing through

a European Medium Term Note (EMTN)

issue worth £810,2 million, reached £1.194,6

million or 14,3% of GDP compared with

£1.343,3 million or 17,1% of GDP in 2005,

thus registering a 2,8% decrease compared

with a decrease of 2,2% in 2005. It should be

noted that in 2006 no new EMTNs were

issued.

Developments during 2006 have been

positive as regards Cyprus’s accession to the

euro area, particularly in relation to the fiscal

results. A crucial achievement has been the

successful abrogation of the excessive deficit

procedure for Cyprus, which was decided by

the ECOFIN Council on 11 July 2006. 
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Public debt(1)

í million

2003 2004 2005 2006

(prov.)

Domestic debt 6.295,5 6.559,4 7.146,5 7.483,3
Long-term debt 3.151,1 3.380,4 3.733,4 3.954,9
Development Stocks 1.946,5 2.168,3 2.508,9 2.726,8
Central Bank 52,4 86,2 88,4 -
Deposit money banks 1.096,1 1.205,3 1.489,9 -
Private sector 797,5 876,4 930,2 -
Sinking Funds 0,0 0,0 0,0 -
Social security funds(2) 0,5 0,5 0,5 -

Savings bonds 13,5 10,5 7,5 7,5
Central Bank 0,0 0,0 0,0 0,0
Private sector 13,5 10,5 7,5 7,5

Savings certificates 69,3 73,9 82,3 78,0
Private sector 69,3 73,9 82,3 78,0

Other 1.121,8 1.127,8 1.134,7 1.142,7
Central Bank 961,1 961,1 961,1 961,1
Local authority loans 160,7 166,7 173,6 181,6

Short-term debt 3.144,4 3.179,0 3.413,0 3.528,4
Treasury bills 3.144,4 3.179,0 3.413,0 3.528,4
Central Bank 0,1 0,0 0,0 -
Deposit money banks 574,4 404,6 370,7 -
Private sector -38,6 1,1 0,7 -
Sinking Funds 0,0 0,0 0,0 49,5
Social security funds(2) 2.608,5 2.773,3 3.041,6 3.166,8

Central Bank advances 0,0 0,0 0,0 0,0

Foreign debt 1.063,9 1.422,7 1.343,3 1.194,6
Short -term liabilities
of the Central Bank to the IMF 4,8 4,8 4,8 0
Long-term loans 273,4 328,9 374,2 384,4
Medium-term loans (EMTN) 674,8 974,6 964,3 810,2
Short-term loans (ECP) 111,0 114,5 0,0 0,0

Total public loans 7.359,4 7.982,1 8.489,7 8.677,9

Net public debt
(excluding intragovernment and short-term
liabilities of the Central Bank to the IMF) 4.745,7 5.203,6 5.442,9 5.461,6

Source: Ministry of Finance.
(1) There may be discrepancies between the various aggregates prepared by the Ministry of Finance and the equivalent

aggregates referred to by the Central Bank in other parts of this report. This is due to differences in methodologies
and definitions.

(2) Intragovernmental debt.



3.2 Monetary Policy and
Developments

Monetary policy
During the year under review, the large

foreign exchange inflows resulting mainly

from ERM II entry in May 2005, continued.

These inflows partly reflected the strong

demand for foreign currency loans,

especially in euro. The confidence in the

stability of the Cyprus pound, in conjunction

with the interest rate differential between the

pound and the euro, gave the incentive to

many households and enterprises to borrow

in euro. As a result, the growth rate of credit

to the private sector was the main factor

affecting M2, followed by the growth in net

foreign assets. On 1 September 2006, the

Central Bank of Cyprus’s (CBC’s) Monetary

Policy Committee (MPC) raised the deposit

facility rate and the marginal lending facility

rate by 25 basis points, to 2,5% and 4,5%,

respectively. Inflationary pressures caused

by high oil prices, strong growth in M2 and

robust credit expansion as well as the

restrictive monetary policy of the ECB, were

the main factors affecting the MPC’s

decision. 

In the money market, surplus liquidity

conditions persisted, mainly as a result of the

aforementioned foreign currency inflows.

Due to the excess liquidity conditions, a

further reduction of the reserve ratio was

stalled. It is presently at 5%, unchanged

since November 2005. By the time Cyprus

enters the euro area, the reserve ratio will be

reduced to the same level applied in the

Eurosystem, presently at 2%. During the

year under review, the CBC continued to

intervene in the money market via auctions

for the acceptance of deposits in order to

absorb the excess bank liquidity. 
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Monetary developments
Money supply and credit registered strong

growth in 2006, as was the case in many EU

countries, especially new member states. The

decreases in interest rates in recent years,

especially following EU accession in May

2004 and the pound’s entry into ERM II in

May 2005, as well as the subsequent positive

environment created by these developments

led to an increase in borrowing. This creates

the need for vigiligance by the CBC. 

According to preliminary data, the annual

growth rate of money supply, M2C, which

includes co-operative credit institutions

(CCIs), reached 13,4% in 2006 compared
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Monetary aggregates and components
(í thousand)

2005 2006 2005 2006

Narrow money aggregate (M1) 1.804.891 2.255.248 281.378 450.357

Currency in circulation 555.906 607.807 42.253 51.901

Demand deposits 1.139.219 1.406.143 217.983 266.924

Foreign currency deposits 109.766 241.298 21.142 131.532

Quasi-money 8.080.036 9.070.773 631.991 990.737

Saving deposits 361.699 436.516 42.054 74.817

Time deposits 6.815.372 7.537.534 280.546 722.162

Foreign currency deposits 902.965 1.096.723 309.391 193.758

Money supply (M2) 9.884.927 11.326.021 913.369 1.441.094

Net foreign assets 1.814.880 2.972.447 661.728 1.157.567

Official (net) 2.124.089 2.590.838 412.601 466.749

All banks (net) -324.253 372.315 265.287 696.568

IMF reserve position 15.044 9.294 -16.160 -5.750

Claims on private sector 9.390.825 10.884.776 547.108 1.493.951

of which in foreign currency 1.205.773 1.879.426 295.829 673.653

Claims on public sector 2.103.620 2.407.406 309.043 303.786

Advances and loans 1.100.950 1.127.912 29.489 26.962

Securities, treasury bills, etc. 1.925.056 1.996.756 232.041 71.700

Deposits(1) -907.342 -707.968 31.353 199.374

IMF reserve position -15.044 -9.294 16.160 5.750

Unclassified items -3.424.398 -4.938.608 -604.510 -1.514.210

Source: Central Bank of Cyprus.
(1) Changes with a negative sign denote an increase.

End of period balances Change



with 10% in the previous year. If CCIs are

excluded, then M2 rose by 14,6% in 2006

compared with 10,2% in 2005. The main

factors affecting M2 were credit to the

private sector and net foreign assets. More

specifically, credit to the private sector rose

by 15,9% or £1.494 million in 2006,

compared with 6,2% or £547,1 million in the

previous year. Net foreign assets rose by

£1.157,6 million in 2006 compared with

£661,7 million in 2005, mainly accounted for

by the rise in the net foreign assets of

commercial banks. The government

continued to borrow from the domestic

banks in 2006. In particular, credit to the

public sector rose by 14,4% or £303,8

million during the year under review,

compared with a rise of 17,2% or £309

million in 2005.

The narrow monetary aggregate, M1, which

consists of currency in circulation and

demand deposits, rose by 25% or £450,4

million in 2006 compared with 18,5% or

£281,4 million in 2005. The strong

acceleration observed in M1 was mainly

attributed to the strong growth in the foreign

currency demand deposits of residents. At

the same time, the local currency demand

deposits of residents grew by 23,4%

compared with 23,7% in 2005.

The local currency time deposits of residents

increased by 10,6% in 2006 compared with

4,3% in 2005. The large difference between

the two periods is due to the payment of

taxes under the tax amnesty scheme

operating during 2004 and the first quarter of

2005. Turning to the foreign currency time

deposits of residents, these rose by 21,5%

compared with 52,1% in 2005. As a result of

the aforementioned developments, quasi-
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Bank credit by sector

2005 2006 2005 2006 2005 2006

Public institutions and

corporations(1) 317.258 342.761 3,2 2,9 13,3 8,0

Agriculture 107.250 108.516 1,1 0,9 -8,2 1,2

Mining 28.768 28.458 0,3 0,2 5,6 -1,1

Manufacturing 524.622 538.764 5,3 4,6 0,1 2,7

Transport and communications 98.668 117.257 1,0 1,0 -7,8 18,8

Foreign and domestic trade 1.552.812 1.519.247 15,6 13,0 -0,6 -2,2

Building and construction 1.751.043 2.199.786 17,6 18,8 10,2 25,6

Tourism 849.592 909.809 8,5 7,8 -3,3 7,1

Personal and professional loans 4.739.031 5.916.018 47,5 50,6 11,7 24,8

Bills discounted:

local 2.508 2.692 0,0 0,0 -16,0 7,3

foreign 1.578 1.620 0,0 0,0 -22,0 2,7

Total 9.973.130 11.684.928 100,0 100,0

End of period
balances

£’000

Annual
percentage

change

Outstanding
amount as a
percentage

of total

Source: Central Bank of Cyprus.
(1) Includes government loans.
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money grew by 12,3% in 2006 compared

with 8,5% in the previous year. 

The analysis of credit by sector shows that

there was an increase in credit to most

sectors. Personal/professional loans as well

as the construction sector continued to

absorb the majority of total loans, accounting

for 50,6% and 18,8% of the total,

respectively, compared with 47,5% and

17,6%, respectively, in the previous year.

Around 50% of personal/professional loans

was channelled to housing. However, there

was a slowdown in the growth rate of credit

for housing during the second half of 2006,

especially after the issue of a circular by the

CBC to all domestic banks which set limits

on the value of housing loans. As regards the

sectors that have historically held an

important share of credit, at the end of 2006

the tourism sector absorbed 7,8% of the total

amount of loans while the trade sector

absorbed 13% compared with 8,5% and

15,6%, respectively, in the previous year.

Public institutions and corporations

accounted for 2,9% of total credit compared

with 3,2% in 2005.

The euro continued to be the first choice of

residents for foreign currency loans. At the

end of 2006, 55,2% of foreign currency loans

were accounted for by euro, 36,6% by Swiss

francs and 4,8% by dollars. The respective

shares at the end of 2005 were 67,5%, 21,4%

and 7,9%. 

The CBC has repeatedly drawn the attention

of borrowers to the exchange rate risk

associated with foreign currency borrowing.

Borrowers should take into account the

pronounced risk related to exchange rate

volatility vis-a-vis the Cyprus pound against

other currencies e.g. the Swiss franc. In

October 2006 a CBC circular was sent to all

domestic banks requiring them to explain to

their customers the exchange and interest

rate risks arising from foreign currency

borrowing, especially in currencies other

than the euro.

Co-operative Credit Institutions
(CCIs)
According to preliminary data, CCIs

attracted 38,5% of the total amount of

deposits in local currency at the end of 2006

compared with 37,5% in the previous year.

Thus, the share of domestic banks decreased

slightly to 61,5% from 62,5% in 2005. The

growth rate of deposits with CCIs reached

14,7% in 2006 compared with 8,9% in the

previous year. According to the same data,

credit given by CCIs rose by 11,1% during

the year under review compared with an

increase of 9% in the preceding year. The

share of CCIs in the total value of Cyprus

pound loans remained stable at around 30%,

while their share in the total of local and

foreign currency loans decreased to 25,4% in

2006 compared with 26,4% in 2005.

Bank liquidity
During the year under review there was a

marked rise in surplus liquidity mainly as a

result of strong currency inflows. These

inflows led to a rise in the CBC’s net foreign

assets which amounted to a monthly average

of £2.001,3 million in 2006 compared with

£1.555,7 million in the previous year. At the

same time the monthly average of

government deposits with the CBC

decreased, thus adding to surplus liquidity. In

contrast, the monthly average of currency in

circulation reached £607,9 million in 2006

compared with £561,5 million in 2005 and,

consequently, had a negative effect on excess

liquidity. In the context of its anti-



inflationary policy, the CBC intervened in

the money market via auctions for the

acceptance of deposits (depos) and absorbed

a monthly average of £400,8 million in 2006

compared with £108,8 million in 2005. 

Interest rates
As already mentioned, in September the

MPC raised the marginal lending facility rate 

from 4,25% to 4,5%. In addition, it was

decided to raise the deposit facility rate from
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Co-operative credit institutions

Total deposits Total loans

% change % change
Value over previous Value over previous

End of period £’000 year £’000 year

1995 1.802.002 12,0 1.651.945 13,7

1996 1.976.253 9,7 1.838.032 11,3

1997 2.188.198 10,7 1.991.267 8,3

1998 2.416.375 10,4 2.132.803 7,1

1999 2.570.687 6,4 2.410.214 13,0

2000 2.821.560 9,8 2.483.933 3,1

2001 3.109.080 10,2 2.519.097 1,4

2002 3.513.363 13,0 2.670.250 6,0

2003 3.985.863 13,4 2.947.042 10,4

2004 4.238.085 6,3 3.276.412 11,2

2005 4.614.252 8,9 3.571.967 9,0

2006 (prov.) 5.291.464 14,7 3.969.695 11,1

Source: Authority for the Supervision and Development of Co-operative Societies.
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2,25% to 2,5%. At the same time the MPC

raised the main refinancing operations rate

(repo), which forms the basis of pricing loans

in euro, from 3,25% to 4,5%. In order to be

in line with ECB practices, it set the marginal

lending facility rate (Lombard) equal to the

repo rate. The latter now forms the basis for

pricing bank loans in Cyprus pounds and has

replaced the Lombard rate which had been in

use until 1 September 2006. The asymmetry

created between the three official interest

rates will be restored in due course with the

relevant interest rate decisions of the MPC. 

The average overnight interbank interest rate

remained virtually stable at around 2,5%

during the first half of 2006. Partly as a result

of the increase in the main refinancing rate, it

rose to 3,37% in December. The movement

in the deposit and lending rates of domestic

banks reflected the course of official rates

and thus did not register any significant

Bank interest rates(1)

percent per annum

Lending rates Deposit rates

Business Business Personal Housing Credit Current 3 month 1 year
overdraft secured secured loans secured cards accounts notice fixed

with limits loans loans by life over over 
insurance policy £5.000 £5.000

2005 January 7,92 7,92 8,55 7,30 11,50 0,66 4,47 4,32

February 7,90 7,91 8,60 7,30 11,67 0,67 4,39 4,36

March 7,61 7,63 8,38 6,76 11,83 0,65 4,37 4,38

April 7,61 7,63 8,38 6,76 11,75 0,64 4,30 4,38

May 7,18 7,20 7,97 6,33 11,83 0,55 4,04 4,07

June 6,69 6,70 7,58 5,76 12,00 0,39 3,47 3,88

July 6,69 6,70 7,47 5,76 12,00 0,42 3,47 3,85

August 6,70 6,69 7,49 5,74 12,00 0,45 3,47 3,82

September 6,69 6,69 7,49 5,74 12,00 0,46 3,47 3,79

October 6,69 6,68 7,29 5,74 12,00 0,47 3,47 3,75

November 6,69 6,68 7,29 5,72 12,00 0,46 3,48 3,72

December 6,69 6,68 7,28 5,71 12,00 0,45 3,47 3,68

2006 January 6,67 6,67 7,28 5,71 12,00 0,46 3,48 3,63

February 6,65 6,65 7,27 5,71 12,00 0,45 3,48 3,59

March 6,64 6,65 7,27 5,69 12,00 0,47 3,48 3,57

April 6,64 6,64 7,28 5,69 12,00 0,48 3,48 3,55

May 6,64 6,63 7,28 5,68 12,00 0,47 3,48 3,52

June 6,65 6,62 7,28 5,68 12,00 0,43 3,48 3,43

July 6,65 6,62 7,28 568 12,00 0,46 3,47 3,42

August 6,64 6,62 7,29 5,68 12,00 0,46 3,47 3,42

September 6,88 6,81 7,50 5,84 12,17 0,55 3,64 3,58

October 6,89 6,81 7,50 5,84 12,17 0,51 3,65 3,58

November 6,88 6,81 7,48 5,84 12,17 0,50 3,65 3,58

December 6,88 6,80 7,48 5,84 12,17 0,51 3,65 3,58

(1) The interest rates are reported as at end of month and refer to the average for each respective category, as indicated by the three largest banks.
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change until August. In September they rose

and remained stable until the end of the year.

It should be noted that borrowers were

affected by an increase of 25 basis points

following the increase in the reference rate to

4,5% on 1 September 2006.

The average yield on government securities

for the whole of 2006 decreased compared

with 2005, due to the further convergence of

Cypriot with European rates. However,

following the rise in official interest rates in

September, the average monthly yields

registered a small increase. More

specifically, the average yield on ten year

bonds at the beginning of 2006 was 3,96%

and ended at 4,26% in October 2006, when

the last auction of the year was held. In

December 2005 the average yield had been

4,08%. The same phenomenon was observed

for five year government bonds. At the

beginning of the year the average yield was

3,67% and reached 4,11% in the last auction

of the year, held in October. At the last

auction of 2005, held in June, the average

yield had reached 4,84%. Regarding two

year bonds, there was a small rise during

2006, while there was a decrease compared
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with 2005. In particular, the average yield

was 3,36% at the beginning of 2006 and

ended at 3,51% in the last auction of the year,

held in July. This compared with an average

yield of 4,03% in July 2005. Finally, it is

noted that during 2006 no auctions were held

for 15 year government bonds. 

Regarding short-term government securities,

the yields on 13 and 52 week treasury bills

decreased, compared to both the beginning

of the year and 2005. More specifically, the

average yield on 13 week treasury bills was

2,56% in July 2006, the last month during

which an auction was held, compared with

2,67% at the beginning of 2006 and 3,95% in

June 2005. The average yield on 52 week

treasury bills was 2,95% at the beginning of

2006 and ended at 2,89% by July 2006, the

last auction of the year held for these

securities. In December 2005 the average

yield had reached 3,12%. 



4.1 The Central Bank and the
Road to the Euro Area

In 2006 the Central Bank of Cyprus (CBC)

continued its preparatory work for the

adoption of the euro, in line with the

“Strategic Action Plan for the Introduction of

the Euro”, and made significant progress in

all aspects (legal, technical, communication)

falling in its sphere of competence.

The CBC and the Ministry of Finance are the

key players for the changeover to the euro.

The necessary coordination and cooperation

between the CBC, the Ministry of Finance

and other competent ministries was achieved

through the Coordinating Committee for the

introduction of the euro, which is chaired by

the Governor of the CBC.  At its meetings

during 2006, the Coordinating Committee

adopted the national changeover plan, which

was prepared by the CBC and the Ministry of

Finance, and subsequently approved by the

Council of Ministers in July 2006.  The

Coordinating Committee also made

important decisions on the provisions of the

draft general law for the adoption of the euro,

and for the implementation of the

comprehensive strategic communication

plan.

Legal aspects
In order to achieve legal convergence, which

is an essential prerequisite for the adoption

of the euro, the CBC prepared a draft law in

2005 to amend the Central Bank of Cyprus

Law, 2002 and 2003. The draft law was

revised in early 2006, in the light of

comments by the European Central Bank

(ECB) and the European Commission, and

submitted to the Council of Ministers.  The

provisions concerning the audit of the CBC’s

annual financial statements were sub-

sequently redrafted, and the bill was

submitted to the House of Representatives in

October 2006.  The draft law will amend or

delete certain provisions of the existing

legislation concerning:

• Monetary policy;

• Exchange rate policy;

• Issue of banknotes and coins;

• Accounting principles for the CBC’s

financial statements to be submitted to

the ECB.

In December 2006, following an additional

comment by the ECB, the CBC amended the

draft law to ensure that the term of office of

the directors of the CBC will not be less than

five years.  With the enactment of the draft

law, all remaining incompatibilities with the

legal framework of the euro area will be

removed. Furthermore, the CBC contributed

to the preparation of the draft general law on

the various aspects of euro adoption, which

aims at ensuring a smooth changeover and

provides, inter alia, for the following:

• Parallel circulation of the pound and the

euro for one month;

• Exchange of banknotes and coins in

pounds with euro by banks, co-operative

credit institutions and the CBC, free of

charge subject to certain conditions;

• Substitution of euro interest rates for the

corresponding rates of the Cyprus pound;

• Dual display of prices for four months

before and six months after euro

adoption;

• Redenomination in euro of the public debt;

• Conversion to euro of the nominal share

4. Functions of the Bank
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capital of companies;

• Establishment of euro observatories

which will monitor the introduction of the

euro and provide assistance to citizens.

In view of euro adoption, the CBC also

prepared a draft law to amend the Currency

(Counterfeiting and Other Related Matters)

Law, 2004.

Technical preparation 
During 2006 the CBC made significant

progress in the implementation of the cash

changeover plan, which was published in

June 2006. In particular, following a

competition the CBC selected the final

designs for the national sides of the euro

coins, which portray the moufflon, the ship

of Keryneia and the idol from Pomos. In

November 2006 the CBC started an open
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Cyprus’s economic indicators in relation to the convergence criteria

General
government

deficit
(% GDP)

Debt
(% GDP)

Two-year participation in
ERM II

Inflation(1)

(%)

Government
budgetary
position

Exchange
rate

Long-term
interest rate(2)

(%)

Reference
period

Indicator for
Cyprus

Reference
value

Fulfilment of
convergence
criterion

Definition of
convergence
criterion -
calculation
of reference
value

2006

2,2

2,9

Yes

Average rate of
inflation of the
three best
performing EU
member states in
terms of price
stability +1,5
(Poland: 1,3
Finland: 1,3
Sweden: 1,5)

2005-2006

No

Observance of the normal
fluctuation margins
provided for by the
exchange-rate mechanism
for at least two years
without severe tensions,
in particular without
devaluation against the
currency of any other
EU member state.

2006

4,1

6,2

Yes

Average long-term
interest rate of the
three best performing
EU member states
in terms of price
stability +2
(Poland: 5,2
Finland: 3,8
Sweden: 3,7)

2006

1,4

3   

Yes

2006

65,3

60

Yes

Sources: Eurostat and ECB.
(1) Increase in the 12-month average of the HICP over the previous 12-month average.
(2) Average of long-term interest rates over a 12-month period.
(3) Provisional data.
(4) Cyprus fulfils the public debt criterion, as its public debt is diminishing and approaching the reference value at a

satisfactory pace.

(3) (3)

(4)



tender procedure for the minting, packaging

and delivery of Cyprus’s euro coins. In

parallel, it initiated consultations to borrow

from the Bank of Greece the necessary

quantities of euro banknotes, which will

replace banknotes in pounds.  

Through a twinning programme with the

Bank of Greece, which was financed by the

European Commission, the CBC benefited

from Greece’s experience of the euro cash

changeover as well as the information

campaign and the adjustment of the legal

framework. The one-year twinning

programme, covering technical assistance,

was completed in June 2006.

In the context of the adaptation of payment

systems to the rules of the euro area, the

CBC and 15 commercial banks were

connected to the Bundesbank’s RTGSplus

system in December 2006, while the CBC

continued its preparation for connection with

TARGET2 (Trans-European Automated Real

time Gross settlement Express Transfer

system). Progress was also made in the

gradual adjustment of the functions of the

CBC in the areas of monetary policy and

statistics (see the relevant sections of this

report). 

Information campaign
The CBC undertook a series of

communication activities specifically

targeted at the financial sector and the

general public, including the following:

• Exhibitions “From the pound to the
euro” and “Euro Coins Genesis” (see

Section 4.5).  The two exhibitions were

inaugurated on 11 October 2006 at the

premises of the CBC.  Since then, about

160 high-school students have visited the

exhibitions daily and attended

presentations on the basic aspects of euro

adoption.  Visits by students will continue

throughout 2007.  Elementary school

pupils and other groups have also visited

the exhibitions.

• Seminars for the financial sector. The

CBC held a series of seminars on the

main aspects of euro adoption, which

were attended by over 3.000 people

employed in the financial sector (banks,

insurance companies, capital market).  

• Seminar for secondary school teachers
of economics. On 4 November 2006, the

CBC organised a seminar on euro

adoption which was attended by almost

all secondary school teachers of

economics and commerce.  The CBC has

decided to hold similar seminars for all

other secondary school teachers in 2007.

• Coin exchange event for children
“Collect them! They are valuable!” On

19 November 2006, the CBC held a

festive event for children, aiming at

encouraging savings and informing

children about the euro.  The event was

also intended to initiate the exchange of

accumulated coins, well before the euro

adoption date.

• Opinion polls about the euro. In the

second half of June 2006, Cyprus College

carried out on behalf of the CBC the

second survey on the public perception of

euro adoption. The first opinion poll was

held in December 2005. The 2006 poll

registered an improvement in

perceptions, although there are still fears

of possible price abuses during the

changeover to the euro, as indicated by
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the Eurobarometer surveys. It is worth

noting that the latest CBC survey

registered a significant decrease in the

percentage of citizens who would like to

see a postponement of euro adoption.

• Lectures and interviews. The Governor

and sensor officials of the CBC gave

numerous lectures and interviews on

various aspects of euro adoption.

Convergence reports 
According to the convergence reports issued

by the European Commission and the ECB

on 5 December 2006, Cyprus satisfied the

convergence criteria concerning inflation,

government finances (following the

abrogation of the excessive deficit procedure

for Cyprus) and long-term interest rates.

Cyprus had yet to satisfy the exchange rate

criterion since it had not participated in ERM

II for two years. However, the convergence

reports noted the pound’s stable course,

which points to the fulfilment of this

criterion as soon as the required two-year

participation in ERM II is completed in May

2007. These positive developments in the

fulfilment of the economic convergence

criteria are partly attributable to the prudent

monetary and exchange rate policies of the

CBC.

As regards legal convergence, the

convergence reports confirmed that Cyprus

will achieve legal convergence provided the

draft law to amend the Central Bank of

Cyprus Law, 2002 and 2003 is enacted by the

House of Representatives. It is, therefore,

expected that in May 2007, when the

required two-year participation in ERM II

will have been completed, Cyprus will

satisfy all the prerequisites for the adoption

of the euro, provided the draft law on the

CBC is enacted by that time. Accordingly,

since the end of 2006, the CBC has

intensified its preparations to ensure a

smooth changeover to the euro on 1 January

2008.

4.2 Monetary Policy
Instruments 

The primary objective of the CBC is to

ensure price stability and, without prejudice

to this objective, to support the general

economic policy of the government. In order

to achieve this and, in particular, to regulate

the supply of money and credit, the CBC has

at its disposal a set of monetary policy

instruments. 

Open market operations
Open market operations have replaced the

liquidity ratio. They are liquidity providing

(or absorbing) operations in the form of

reverse transactions based on repurchase

agreements, whereby the CBC buys (or sells)

government securities from (or to) the

counterparties (repos or reverse repos). Such

transactions take place whenever the CBC

deems it appropriate and their duration is up

to 15 days. 

In addition, the CBC invites the

counterparties to submit tenders for the

acceptance of deposits in order to absorb

their excess liquidity. The duration of such

operations is determined by the CBC. In the

case of interest rate tenders, the CBC

announces the maximum interest rate and the

total amount of deposits to be accepted. In

the case of volume tenders, the CBC

announces the fixed interest rate for

accepting deposits whereas the total amount

of deposits to be accepted is announced by

the CBC after the submission of tenders.
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During 2006 conditions of excess liquidity

prevailed and, as a result, the CBC absorbed

through auctions for the acceptance of

deposits, liquidity amounting to a monthly

average of £400,8 million compared with

£108,8 million in 2005.

Standing facilities 
The interest rate on the marginal lending

facility is intended to provide the upper end

of the overnight money market interest rates.

Credit granted to banks under the marginal

lending facility is made available on an

overnight basis. Government securities

acquired through auctions are used as

collateral. There is no limit on the amount of

funds made available under this facility as

long as there are sufficient underlying assets.

The CBC reserves the right to restrict access

to this facility should its excessive use

jeopardise monetary policy objectives. The

monthly average amount borrowed by the

banks through this facility was £1,7 million

in 2006 compared with £1,3 million in 2005.
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Monetary policy instruments
í million, period averages

Period

2005 January -114,2 0,6 50,7 637,1
February -55,0 0,6 11,4 643,1
March -28,4 0,3 25,2 642,7
April -17,3 0,1 63,7 643,5
May -72,9 0,0 33,4 645,7
June -68,3 6,2 36,2 651,7
July -88,1 0,4 31,9 661,5
August -93,5 0,0 37,7 666,7
September -198,7 0,0 87,5 608,8
October -168,1 7,3 55,1 613,7
November -173,7 0,0 181,7 561,3
December -227,7 0,0 198,5 578,1

2006 January -333,5 0,0 190,5 657,9
February -302,9 0,0 174,0 671,0
March -256,1 0,9 238,8 674,2
April -138,7 0,0 183,3 690,0
May -269,7 0,0 233,0 690,8
June -417,3 0,0 237,5 693,8
July -431,0 5,7 132,6 700,3
August -477,4 13,7 100,0 705,3
September -500,0 0,5 155,9 715,1
October -538,1 0,0 244,4 740,3
November -580,0 0,0 260,7 748,7
December -564,5 0,0 294,7 761,3

Source: Central Bank of Cyprus.

Repos(+)/Reverse
Repos, Acceptance

of deposits(-)

Marginal
lending
facility

Deposit
facility

Minimum
required
reserves

Open market operations Standing facilities Minimum
reserves



The counterparties may deposit their short-

term surplus funds with the CBC at the end

of each day. The interest rate on the deposit

facility is intended to provide the floor for

the overnight money market interest rates.

The monthly average amount deposited by

the banks through this facility was £203,8

million in 2006 compared with £67,8 million

in 2005.

Minimum reserves 
The CBC, by virtue of the powers vested in

it by the Central Bank of Cyprus Law, 2002

and 2003, and for the purpose of further

alignment with the minimum reserve system

of the Eurosystem, issued a new Directive on

the maintenance of minimum reserves with

the CBC (K.¢.¶. 510/2005). This Directive,

which entered into force on 1 January 2006,

specifies detailed rules of the minimum

reserve system according to which all

monetary institutions operating in the

Republic of Cyprus, including branches of

foreign banks, shall be subject to reserve

requirements.

The reserve account is the only operational

account of the commercial banks with the

CBC. For purposes of harmonisation with

the ECB’s minimum reserve system (in order

to avoid sudden changes in the money

market at the adoption stage of the euro), the

CBC prepared a provisional schedule for the

gradual convergence of the reserve ratio

applied to liabilities in Cyprus pounds. In

accordance with the schedule, the ratio was

decreased to 5,75% and 5% in September

and November 2005, respectively. However,

due to the aforementioned conditions of

excess liquidity in 2006, the reserve ratio

applied to liabilities in Cyprus pounds still

remains at 5%, whereas the reserve ratio

applied to liabilities in foreign currency is

2%. The average holdings of commercial

banks on their reserve accounts earn interest

at a rate which is directly linked to the CBC’s

official interest rates. Reserves in excess of

the required are not remunerated over the

maintenance periods. The monthly average

minimum required reserves were £704,1

million in 2006 compared with £629,5

million in 2005.

4.3 Regulation and Supervision
of the Banking Sector

Under the Central Bank of Cyprus Law, 2002

and 2003 and the Banking Law, 1997-2005,

the CBC is the competent authority for the

supervision of banking institutions,

including the power to grant licences for the

carrying on of banking business. The CBC’s

supervisory role, in the light of the new

environment following Cyprus’s accession to

the EU, is very important. Banking

institutions now operate in an intensely

competitive environment which may lead

them to take highly risky decisions.

Therefore, the supervision exercised by the

CBC aims at ensuring that the risks assumed

by banking institutions lie within acceptable

limits. The CBC’s main objective is the

preservation of the stability of the financial

sector and the minimisation of systemic risk

so as to retain public confidence in the

banking system, and to protect the interests

of depositors.

In exercising its supervisory role, the CBC is

guided by the rules of the EU, the

recommendations of the Basel Committee on

Banking Supervision and the guidelines

issued by the Committee of European

Banking Supervisors. In this connection,

various directives regarding prudential

supervision have been issued by the CBC to

all banks operating in Cyprus.
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Supervision by the CBC is exercised for

banks that are incorporated in Cyprus,

including both their domestic and foreign

subsidiaries and branches, on a consolidated

basis. The subsidiaries and branches of

foreign banks which are established in

Cyprus are also subject to CBC supervision.

There are currently 44 banks operating in

Cyprus. Eighteen of these are incorporated

locally (eight of which are subsidiaries of

foreign banks), while 24 are branches and

two representative offices of foreign banks.

As far as the operation of new banks is

concerned, in July 2006 a licence was

granted to Lloyds TSB Offshore Ltd from

Jersey to carry on banking business in the

form of a branch, while in September 2006

Trasta Komercbanka of Latvia established a

branch. As a result, the number of foreign-

owned banks operating in Cyprus, which

originate from 13 different countries

(Austria, Bulgaria, France, Greece, Ireland,

Jersey, Jordan, Latvia, Lebanon, Russia,

Tanzania, Ukraine, and the UK), has

increased to 34.

Supervision is exercised by applying two

banking supervisory methods that

complement each other and which are

performed in a coordinated manner: (a) off-

site monitoring through the analysis of

various periodic prudential returns submitted

to the CBC, covering an extensive range of

their operations; and (b) on-site

examinations, which aim at evaluating the

financial position of banks and assessing the

level of risks that they undertake. More

specifically, on-site examinations focus on

areas such as management and

organisational structure, internal audit, risk

management (credit, interest rate, foreign

exchange, etc.), profitability/yield, adequacy

of provisions for doubtful debts as well as

compliance with the regulations and

directives of the CBC. 

Developments in the banking
supervisory framework
In exercising its supervisory powers, the

CBC places great emphasis on the

continuous adaptation of the EU regulatory

framework. In May 2006 the CBC issued the

Framework of Principles of Operation and

Criteria of Assessment of Banks’

Organisational Structure, Internal

Governance and Internal Control Systems

Directive. This Directive, which provides

that each banking institution should have a

robust internal governance framework, has

two main objectives: (a) to strengthen the

organisational structure and internal

governance of banks; and (b) to upgrade their

internal control systems, i.e. internal audit,

risk management and compliance.

During 2006 the CBC also completed the

integration of the new EU framework for

capital adequacy into national legislation. In

this connection, in December 2006 the CBC

issued the Capital Requirements and Large

Exposures Directive to all banks. A more

detailed reference to the Directive is made in

the next section.

In addition to the statutory measures

introduced for the purpose of harmonising

Cyprus’s framework of banking supervision

with that of the EU, during 2006 the CBC

issued a number of circulars and directives

aimed at improving supervisory rules, in

accordance with international practice and

requirements. More specifically, in

November 2006 the CBC issued with

immediate enforcement the Fitness and

Probity (Assessment Criteria) of Directors
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and Managers of Banks Directive. This is

applicable to: (a) banks incorporated in

Cyprus, including all of their subsidiaries,

whose functions are integral to or closely

related to banking business in accordance

with the relevant provisions of the Banking

Law, and to all of their branches outside

Cyprus; and (b) all branches of banks

registered in Cyprus whose head office is

registered in a non-member state. The

Directive sets out the assessment criteria for

the fitness and probity of a bank’s Chairman

and members of the Board of Directors,

Chief Executive Officer, Chairman of the

Audit Committee, Chairman of the Risk

Management Committee, and Managers. 

Application of the new EU framework
for capital adequacy 
In June 2006 the European Parliament and

the European Council issued: a) Directive

2006/48/EU regarding the undertaking and

carrying on of banking business (hereafter

“new EU banking Directive”); and b)

Directive 2006/49/EU regarding the

adequacy of own funds of investment firms

and banking institutions. The two Directives

contain the revised provisions of the EU

framework for the capital adequacy of

banking institutions, following the

finalisation of the New Basel Accord by the

Basel Committee on Banking Supervision.

As from 1 January 2007, the provisions of

the new EU banking Directive apply to those

credit institutions which have adopted the

‘simple’ or ‘intermediary’ approaches for

calculating their capital requirements for

credit and operational risk. For those credit

institutions which will adopt the ‘advanced’

approaches for credit and operational risk,

the provisions of the new EU banking

Directive will become effective on 1 January

2008.

In order to integrate the provisions of the

aforementioned Directives into Cypriot

legislation, the CBC issued the Calculation

of Capital Requirements and Large

Exposures of Banks Directive in December

2006. In this connection, the CBC informed

the banks that with the implementation of the

new EU banking Directive in January 2007,

the minimum level of regulatory own funds

to be applied for credit risk shall be 8% of the

total risk weighted exposure. Furthermore,

banks were informed that the existing

regulatory capital adequacy ratio of 10% will

continue to apply in 2007 to all those banks

which opted to defer the implementation of

the new EU banking Directive until 1

January 2008.

Following wide consultations with banks and

other organisations in the banking sector, the

CBC has formulated its policy on the

national discretions and options which are

available to the supervisory authorities under

the new EU banking Directive. The

respective policies of other supervisory

authorities such as those of Greece and the

UK, which have an impact on the operations

of Cypriot banks established in the

aforementioned countries, were also taken

into account. With regard to the Cyprus

incorporated subsidiaries of foreign banks,

which are expected to adopt the ‘advanced’

approaches for credit and operational risk,

the CBC is in close contact with their home

banking supervisory authorities with a view

to validating and approving their internal

systems. The CBC considers very important

the broader cooperation with the home

supervisory authorities in accordance with

the provisions of the new EU banking

Directive, the principles of the Basel

Committee on Banking Supervision, and the

guidelines of the Committee of European
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Banking Supervisors. Further meetings and

workshops with the home supervisory

authorities of foreign bank subsidiaries

incorporated in Cyprus are envisaged.

In 2006 the CBC issued guidelines to banks

regarding the implementation of the

Common Reporting Framework, which

prescribes the format under which credit

institutions will report their solvency ratio in

accordance with the new EU framework for

capital adequacy. In parallel, the CBC

finalised its work regarding the Supervisory

Review and Evaluation Process (SREP). In

this respect, it has issued guidelines to banks

in order to aid their management teams in the

design and implementation of their internal

capital adequacy assessment processes. It

must be noted that, according to the new EU

banking Directive, banks should have in

place sound, effective and complete

strategies and processes for assessing and

maintaining the amounts, types and

distribution of internal capital that they

consider adequate to cover the risks to which

they are or might be exposed. These

strategies should be subject to regular

internal review in order to ensure that they

are complete and proportional to the nature,

scale and complexity of the activities of each

banking institution.

In the context of the practical

implementation of SREP, the CBC has

designed its own risk assessment system.

This system enables the CBC to carry out the

assessment of banks in a methodical and

structured manner and is based on the

evaluation and measurement of all material

risks that are undertaken by them. In this

respect, the risk assessment system promotes

the uniform assessment of banking

institutions, and constitutes a very useful tool

which the CBC deploys in the

implementation of its SREP. The CBC has

also finalised its supervisory disclosure

framework. The information disclosed by the

CBC can be accessed on the website of the

Committee of European Banking

Supervisors, which is, in turn, linked to the

website of each national supervisory

authority in the different member states. The

common supervisory disclosure framework

is also intended to promote the uniform

implementation of the new EU banking

Directive and the convergence of the

supervisory practices pursued by member

states.

Developments in the banking sector
The financial results of the domestic banks in

2006 were particularly satisfactory as

profitability continued to increase rapidly.

Among the factors that had a positive impact

on profitability were the: revival of the

Cyprus economy; increase in interest rates

internationally; continued rise in equity

prices on the Cyprus Stock Exchange;

implementation of internal restructuring

plans; and containment of operating costs.

The fierce competition in Cyprus and abroad

has led banks to focus their efforts on

launching innovative products and further

improving the quality of the services

provided to their customers. Moreover, the

CBC is very satisfied with the continuing

decline in the banks’ cost to income ratio.

The contribution of ETYK, the banking

employees’ union, in the containment of

operating costs was crucial as the union

exhibited moderation in its wage demands.

During 2006 banks intensified their efforts to

collect debts in arrear, to increase tangible

security held, and to upgrade and strengthen

their procedures for assessing new loans.

This has resulted in the improvement in the
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quality of their loan portfolios. In this

respect, the ratio of non-performing loans to

total loans improved, despite the reduction in

the period of loan arrears for the suspension

of interest from six to three months, with

effect from 1 January 2006.

The significant increase in the profitability of

domestic banks, their financial robustness,

strong capital base and liquidity in

conjunction with the improvement in their

return to equity and cost to income ratios,

enables them to face the future with

optimism. The increase in equity

participation in the large domestic banks by

foreign institutional investors, is concrete

evidence of the significant improvement in

their financial position and prospects.

It must also be stressed that during 2006 the

capital base of domestic banks was further

strengthened due to the significant

profitability that they achieved and the new

capital that was raised from the capital

markets. The CBC has also played an

important role by firmly insisting on the

implementation of its recommendations

regarding: the improvement of the quality of

their loan portfolios; speedy resolution of all

pending issues relating to doubtful loans,

including the setting up of adequate

provisions for such loans; improvement in

their risk management policies; and

strengthening of their internal governance

procedures.

Despite the favourable developments

outlined above, there is no room for

complacency. Domestic banking institutions

need to intensify their efforts to further

improve their profitability and, principally, to

ensure the sustainability of their income,

always within the framework of prudent

banking practice. In addition, domestic

banks should aim at further improving their

non-performing loans to total loans ratio,

which is still high by international standards.

In this connection, it should be mentioned

that improvement in the legal framework

governing the procedures for the disposal of

mortgaged assets, especially the shortening

of the time required for the completion of the

disposal process, will have a favourable

impact on this ratio. 

During 2006 the management of the banks

adopted very important changes in the areas

of internal governance and business conduct,

making the year under review a milestone.

The implementation of the new framework

for business conduct and governance is a

requirement of the CBC’s Framework of

Principles of Operation and Criteria of

Assessment of Banks’ Organisational

Structure, Internal Governance and Internal

Control Systems Directive, which came into

effect on 1 January 2007. The enactment of

the framework regarding governance

processes played an important role in the

changes that took place. These comprise the

strengthening of the organisational structure

and internal governance of banks and the

upgrading of the three basic functions of

their internal control systems, namely

internal audit, risk management and

compliance. The CBC is satisfied with the

reforms that have taken place and considers

that these will contribute favourably to the

financial robustness of banks and the

strengthening of financial stability. 

In 2006 banking institutions engaged in

intensive preparations for the imple-

mentation of the new EU framework on the

capital adequacy of banking institutions,

which came into effect on 1 January 2007.
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According to the new EU banking Directive,

banks are expected to design and adopt more

analytical procedures for the identification,

measurement, monitoring and control of all

the risks that emanate from their activities as

well as maintain sufficient capital so as to

cover potential unexpected losses arising

from the undertaking of these risks. The

responsibilities of a bank’s Board of

Directors, as envisaged by the new EU

banking Directive, are now increased. More

specifically, the Board should focus on the

development of systems for the calculation

of the capital required for each risk category

undertaken, the determination of the

acceptable level of risk that a bank is in a

position to undertake, and the inclusion of

the projected capital requirements in

strategic planning. Moreover, the Boards are

responsible for developing adequate systems

of internal control and risk management,

including the determination of a robust

internal governance framework. In this

connection, banks carried out a gap analysis

and identified the gaps between their existing

risk management processes and internal

governance procedures, and the respective

requirements of the new EU banking

Directive. The results of the gap analysis

enabled the banks to take the necessary

remedial measures in order to comply with

the new requirements. 

Under the provisions of the new EU banking

Directive, the CBC will undertake an internal

capital adequacy assessment of banks in

order to ensure that each bank identifies all

the risks that it is exposed to and holds

sufficient capital to adequately cover them.

As part of this procedure, the CBC will

assess a broad spectrum of risks such as

credit, market, interest rate, liquidity,

operational, reputational, etc. In addition, the

transparency level and the adherence to the

rules of corporate governance will be among

the issues to be assessed by the CBC. 

The CBC will supervise banks by applying a

risk based approach. Within this context, the

CBC will examine all the business activities

of each bank, identify all the risks that

emanate from each operation line, and assess

their materiality by applying its own risk

assessment system. The results of this

assessment system enable the CBC to

evaluate the appropriateness of a bank’s

internal procedures for the identification,

measurement, monitoring and control of the

risks that they undertake, and of the

adequacy of the capital held against these

risks. The frequency and intensity of the

supervisory review will be determined by the

principle of proportionality i.e. the size,

systemic significance, nature, scale and

complexity of the business activities of each

banking institution. 

In 2006 a significant number of mergers and

acquisitions took place in the European

banking sector. The need for banks to

strengthen their position in the market arose

as a result of the intense competition which,

in turn, exerts pressure on profit margins.

The Cyprus banking system was not immune

to these developments. During the year under

review, the CBC granted its approval for the

acquisition of two Greek banking groups,

Marfin Financial Group S.A. Holdings and

Egnatia Bank S.A., by the Cyprus Popular

Bank Public Company Ltd. It is expected

that this acquisition will have a favourable

impact on the stability of the domestic

financial system.

The growth in the overseas operations of

domestic banks in 2006 was noteworthy. The
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growth in their deposits and loans,

particularly in Greece, was considerable,

mainly due to the expansion of their branch

network. The expansion of Cypriot banking

institutions abroad reduces their dependence

on the relatively small domestic market and

provides opportunities for further growth and

improved profits. In addition, overseas

expansion provides an opportunity for the

diversification of the sources of income and,

as a result, contributes to the wider

distribution of business risk. Moreover, the

exposure to the external competitive

environment enables domestic banks,

through the valuable experience and

expertise gained, to meet the increasing

competition successfully. The internal

control systems which banks have in place

contribute to the measurement and

monitoring of the additional risks that

emanate from their expansionary strategy.

Further overseas expansion, especially in

central and eastern Europe, constitutes a

main strategic objective of domestic banks.

In 2006 the CBC granted a licence to two

domestic banks to expand their operations in

Romania, Russia and Serbia. It must be

stressed that, despite the profitable

opportunities provided, overseas expansion

also involves significant risks. Consequently,

the CBC will continue to monitor closely the

overseas expansion of domestic banks.

As from 1 January 2006, the former

international banking units (IBUs) were fully

incorporated into the overall Cyprus banking

system. More specifically, most of the

former IBUs have been allowed by the CBC

to transact business in Cyprus pounds, both

for the acceptance of deposits and the

granting of loans. 

Economic globalisation, the liberalisation of

the financial system and the trend for

overseas expansion by banks based in the EU

and elsewhere, inevitably have an impact on

the Cypriot domestic banking sector. The

significant profitability, strong capital base

and satisfactory liquidity that Cypriot banks

exhibit, constitute important attributes which

attract the interest of foreign banks either for

mergers and acquisitions or for concluding

strategic alliances.

Financial stability
The Financial Soundness Indicators are one

of the basic tools used by the International

Monetary Fund (IMF) for analysing the

stability of a country’s financial system

under its Financial Sector Assessment

Program. Following the CBC’s participation

in the Coordinated Compilation Exercise for

Financial Soundness Indicators, which was

conducted and concluded at the end of 2006,

the final set of data for the Cypriot banking

system have been submitted to the IMF. The

final data for each country which

participated in the above exercise are

expected to be published on the IMF website

at the beginning of 2007. The CBC also

participates in the IMF’s Information

Framework Initiative which covers financial

activities in international and offshore

financial centres. The Information

Framework includes data on the banking and

insurance sectors, collective investment

schemes, company and trustee service

companies as well as data on the contribution

of the financial sector to the Cyprus

economy.

In November 2006 the National Committee

on Financial Crisis Management, chaired by

the Ministry of Finance, was renamed the

National Committee on Financial Stability

and Crisis Management and came under the
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chairmanship of the CBC. This Committee

has been given a wider mandate to discuss at

the national level all issues regarding

financial stability, including those with

respect to financial crisis management. The

aim of the Committee is to enhance

coordination and cooperation among the

relevant supervisory authorities and the

Ministry of Finance for the purpose of

safeguarding the stability of the financial

system.

Assessment of the financial sector by
international organisations

Assessment of financial sector supervision

and regulation by the IMF

The final report on the assessment of

supervision and regulation of Cyprus’s

financial sector, which was conducted by the

IMF under its Offshore Financial Center

Program, was published in October 2006. A

team of experts from the IMF visited Cyprus

during the spring of 2005 and met with

representatives of the competent supervisory

authorities, financial institutions and relevant

professional bodies and organisations from

both the public and private sectors. The

following sectors of the financial system

were assessed by the IMF team: (a) domestic

and international banks; (b) the insurance

sector; (c) the investment services sector; and

(d) co-operative credit institutions. The final

conclusions of the report with respect to the

supervisory and regulatory framework of the

commercial banking sector, are very

satisfactory and indicate that the supervision

and regulation exercised by the CBC exhibits

a very high degree of compliance with

internationally accepted principles for

supervision and regulation (Basel Core

Principles for Effective Banking

Supervision).

Evaluation of fight against money

laundering and financing of terrorism

The final report on the measures and

institutional framework applied in the fight

against money laundering and the financing

of terrorism in Cyprus, drafted by the

Committee of Experts on the Evaluation of

Anti-Money Laundering Measures of the

Council of Europe (the “Moneyval”

Committee), was officially adopted by the

said Committee at the beginning of 2006. A

team of experts from the “Moneyval”

Committee visited Cyprus in April 2005 and

met with representatives of the competent

authorities and professional bodies from both

the public and private sectors. The

Committee’s report assesses the institutional

framework as well as the degree of Cyprus’s

compliance with international conventions

and standards (e.g. EU Directives,

Convention of Council of Europe, etc) on the

prevention of money laundering and the

financing of terrorist activities in the

financial sector (banking, insurance and

securities) as well as in certain other non-

financial areas (accountants, lawyers). The

report includes positive comments and

observations on the adequacy and

effectiveness of the measures taken by the

CBC in the banking system. It is noteworthy

that the final evaluation grade received by

Cyprus compares favourably with the grades

received by other countries which have been

assessed on the basis of the same

methodology applied by the “Moneyval”

Committee as well as the Financial Action

Task Force.

Cooperation with other domestic and
foreign supervisory authorities
In the field of cooperation with foreign

supervisory authorities, the CBC continued

to participate actively in the meetings and
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workings of the Committee of European

Banking Supervisors (CEBS) and its

working groups. The main aims of the CEBS

are to advise the European Commission on

supervisory and regulatory issues concerning

the banking sector and to contribute to the

consistent application of Community

legislation as well as the convergence of

supervisory practices by member states.

Moreover, during 2006 the CBC participated

actively in the meetings and workings of the

Banking Supervisory Committee of the

ESCB and its working groups, which focus

on issues related to the stability of the

financial system.

In 2006 the CBC continued to place

emphasis on the establishment and

promotion of bilateral ties with overseas

supervisory authorities, especially with those

emanating from countries whose banks

already have, or may have in the immediate

future, a presence in Cyprus (subsidiaries or

branches) or offer cross-border services on

the basis of the relevant EU Directive. In this

context, the CBC actively promotes the

negotiation and signing of memoranda of

understanding (MoU) with overseas

supervisory authorities. This policy is

consistent with the relevant

recommendations of the Basel Committee on

Banking Supervision which aims at ensuring

effective supervision of cross-border

activities of banking institutions. During the

year under review, the CBC signed three new

MoU with corresponding overseas

supervisory/regulatory authorities, thus

raising to 18 the total number of memoranda

already signed. Moreover, the CBC has

commenced negotiations for concluding

MoU with a number of other overseas

supervisory/regulatory authorities.

4.4 Payment and Settlement
Systems

Payment systems are very important for the

economy, as smooth and orderly economic

development depends on the existence of an

efficient and safe means of effecting

payments. The CBC attaches great

importance to payment systems because, in

addition to their contribution to the smooth

functioning of the economy, they constitute

an important factor in maintaining financial

stability, as they are the means through

which economic disturbances are transmitted

from one economic sector to another. The

substantial increase of activity in financial

markets, coupled with rapid advances in

technology, have brought to the fore the

safety and efficiency aspects of payment

systems and have increased further their

significance. For all these reasons, particular

importance has been assigned to the

existence of the required legal framework

governing payment systems and also the

necessary infrastructure for their orderly,

safe and efficient operation.

The need for close cooperation between the

CBC and the banking community in the field

of payment systems is considered important

for the timely and effective response to

developments, irrespective of whether these

are connected to EU membership or not. The

exchange of information between all the

parties involved as well as their coordination

are effectively achieved through various

committees such as the Consultative

Payments Committee and the Committee of

the Cyprus Clearing House.

Legal framework
The role of the CBC in the area of payment

systems, as envisaged by the acquis

communautaire, is established under the
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Central Bank of Cyprus Law, 2002 and 2003.

In particular, article 6(2)(e) specifies as one

of the CBC’s main responsibilities the

promotion, regulation and oversight of the

smooth operation of payment and settlement

systems. Furthermore, in accordance with

article 48 of the same law the CBC may

administer, participate in or become a

member of any payment and settlement

system and may place under its oversight any

payment and settlement system that operates

in Cyprus. In addition, the CBC is

empowered to issue directives regulating the

functions and operating procedures of the

systems under its oversight. The CBC is also

empowered to designate the payment and

settlement systems that fall within the scope

of the provisions of the Settlement Finality in

Payment Systems and in Securities

Settlement Systems Law, 2003 and 2006. The

law gives the CBC the right of access to any

information that the CBC may deem

necessary in the exercise of its

responsibilities and the power to impose

administrative fines on any participant for

non-compliance.

The CBC has designated as systems falling

under the provisions of the law, the Large

Value Credit Transfer System operated by

the CBC and the Central Depository /

Central Registry of the Cyprus Stock

Exchange. The CBC has placed payment

systems under the responsibility of two

independent Sections. One is responsible for

policy formulation and operation of payment

systems operated by the CBC while the other

has the overall responsibility for the

oversight of all systems operating in Cyprus.

Payment and securities settlement
systems
There are six payment and securities

settlement systems operating in Cyprus at

present: the Large Value Credit Transfer

System, the Cyprus Clearing House for

cheques, the Payment Cards Clearing and

Settlement System, the Retail Credit

Transfer System (JCCTransfer), the

Government Credit Transfer System and the

Cyprus Stock Exchange Settlement System.

With the exception of the Government Credit

Transfer System which began operating in

2005, these systems are described in detail in

a report issued by the ECB in August 2002

and titled “Payment and securities settlement

systems in accession countries”

(www.ecb.int). The CBC operates the Large

Value Credit Transfer System, the Cyprus

Clearing House for cheques and the

Government Credit Transfers System.

Single Euro Payments Area (SEPA)
The CBC supports the efforts of the

European banking sector, which are also

supported and guided by the European

Commission and the ECB, for the adoption

of an advanced and reliable network for

small value payments leading to the

formation of SEPA. On completion of this

project it is estimated that the EU will make

savings of between m50 million and m100

billion per year in terms of transaction costs

and more efficient use of funds. The relevant

legal framework has been included in the

new draft Directive governing payment

services in the internal market, which is

currently being reviewed in parallel by the

European Parliament and the Council of the

European Union.

At the national level, the Association of

Cyprus Commercial Banks, with the

guidance and support of the CBC, has

drafted the National Migration Plan to SEPA

which has already been submitted to the

ECB. The Plan provides for the
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establishment of a National Coordination

Committee, under the chairmanship of the

CBC, which will have the task of

coordinating the efforts of the Cyprus

banking sector in its preparations to provide

the first SEPA compliant products relating to

credit transfers, direct debits and electronic

cards by 1 January 2008, and for the full

migration to SEPA by the end of 2010. 

Other developments
(i) Central Information Registry for the

Issuers of Dishonoured Cheques

In the context of the continued efforts to deal

effectively with the problem of dishonoured

cheques, the CBC’s Management

Committee, with the approval of the

Governor and of the Commissioner of the

Authority for the Supervision and

Development of Co-operative Societies has

widened the definition of such cheques. This

is in order to cover the return of cheques

drawn on accounts frozen as a result of the

inclusion of their holders in the Central

Information Registry. 

(ii) Direct debit system for Social Insurance

Services

In an effort to further automate payments and

to reduce the issue of cheques, the CBC

assigned to commercial banks custodian

duties for the Government so as to facilitate

the implementation of a system for the

payments to the Social Insurance Services

through direct debits. With this system,

which came into operation in late 2006,

banks will be able to debit the accounts of

the payees with the amounts notified by the

Social Insurance Services, provided their

prior authorisation is obtained. The banks

will in turn transfer the total amounts to the

government general account held with the

CBC.

(iii) Large Value Euro Transfers System

TARGET and TARGET2

The adoption of the euro in Cyprus

presupposes, among other things, the

connection of the CBC and the banking

sector to the Trans-European Automated

Real-time Gross settlement Express Transfer

system (TARGET) of the European System

of Central Banks (ESCB). The current

system, which was put into operation in

1999, comprises of the interconnected real-

time systems of the 12 member states of the

euro area, Denmark, Sweden, the United

Kingdom and the ECB, and settles payment

orders in euro. From the very beginning of

the introduction of TARGET, plans were put

in place for its improvement. These plans are

now materialising in a new system,

TARGET2, which is being developed by the

central banks of Germany, France and Italy.

TARGET2 will be offering to all

participating banks the same high level of

services and a common pricing policy

through a unified technical infrastructure.

Communication with the system will be

possible through the SWIFT network and the

services offered by it.

In accordance with government plans for the

adoption of the euro in January 2008, Cyprus

has been included in the first wave of

countries to be connected to TARGET2 by

19 November 2007. Although the CBC is

preparing for the connection to the common

platform of TARGET2, it also has

contingency plans for a fallback solution in

case TARGET2 is not ready when Cyprus

joins the euro area. In the context of this

fallback solution, the CBC and another 15

commercial banks have, since 4 December

2006, been connected to the current

TARGET system through the national real-

time payments system of Germany, known as

RTGSplus. 
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The preparations for the connection to

TARGET2 are complicated as they comprise

legal, technical and operational aspects, with

very tight time limits that are determined in

collaboration with the other members of the

ESCB. The CBC has already finalised the

country profile for the migration of Cyprus

to the TARGET system and this profile is

published on the ECB website. The

necessary information is transmitted to the

banking sector on a continuous basis through

the organisation of presentations and

workshops with the participation of

representatives from the three national

central banks that have undertaken the

development and operation of the system,

and of the SWIFT organisation. The testing

of the readiness for the migration to

TARGET2 will enter its final phase in May

2007 and will include testing on an

individual organisational, national banking

community, and pan-European basis.

(vii) Companies providing services in the

intermediation for the transfer of funds.

The CBC, acting in the context of its role in

the promotion, regulation and oversight of

payment systems, has introduced the

regulatory framework (Directive ∫.¢.¶.

659/2003) for the regulation and oversight of

the business of intermediation in the transfer

of funds. The CBC’s aims are twofold: to

protect the users of such services and to

ensure that these services are not used in

illegal activities. The CBC has to-date

provided seven companies with a license to

operate under the provisions of this

framework.

4.5 Currency in Circulation

The total value of currency in circulation

reached £681,3 million in 2006, an increase

of 10,4% compared with 7,8% in 2005 and

an annual average increase of 10,2% during

the period 2000-2004. The value of

banknotes in circulation rose by 10,7% in

2006 compared with 8% in 2005, and an

annual average increase of 10,4% during the

period 2000-2004. The value of coins in

circulation rose by 7% in 2006 compared

with 6,2% in 2005, and an annual average

increase of 7,9% during the period 2000-

2004. Analytical data on currency in

circulation as at the end of 2006 and 2005 are

shown in the table titled “Currency in

circulation”.

With the aim of maintaining the adequacy of

the currency reserves and supplying the

market with high quality banknotes for

circulation, the Domestic Banking

Operations Department continued the

systematic monitoring of the needs for

currency and also processing (authentication

and sorting) of used banknotes for reissue. In

this context, and taking into consideration

the ongoing needs and commitments

resulting from euro adoption, the CBC

proceeded to a tender announcement in April

2006 for the purchase and installation of

high-tech banknote processing equipment.

The new equipment will be put into

operation in early 2007.

Collector coins and Cyprus euro
coins
In 2006 the CBC issued collector coins for

the series on the wildlife of Cyprus,

depicting the indigenous plant known as

Centaurea Akamantis. It is also worth

mentioning that in the year under review, the

silver coin depicting Triton, issued to

commemorate Cyprus’s accession to the EU,

was awarded the title “Best Crown of the

World” in a competition organised by Krause

Publications, editors of “World Coins

News”. 
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With regard to the preparation for the issue

of Cyprus euro coins, the designs selected for

depiction on the national side of the coins

were finalised and approved by the Council

of Ministers. The designs were sent to the

European Commission and the ECB for their

information. 

The names of the two artists who won the

competition for the designs, Tatiana

Sotiropoulou and Erik Maell, were made

public at the opening ceremony of the

exhibition entitled “From the pound to the

euro” (see below). The national sides for the

1, 2 and 5 cent coins will depict the

moufflon, being the most characteristic

species of Cyprus’s wildlife. On the 10, 20

and 50 cent coins, the national side will

depict the ship of Kyrenia which projects the

importance of Cyprus in trade and

emphasises the island’s relationship to the

sea. On the m1 and m2 coins the national

side will depict the idol from Pomos, an

emblematic sample of Cypriot prehistoric art.

The three national sides of Cyprus euro
coins
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Currency in circulation
í thousand, end of period balances

Banknotes Value Share Value Share %

Value % %

£20 289.417,6 46,9 291.128,0 42,7 0,6

£10 242.213.5 39,3 299.708,1 44,0 23,7

£5 20.779,5 3,4 21.807,1 3,2 4,9

£1 23.348,6 3,8 24.610,9 3,6 5,4

Sub-Total 575.759,2 93,4 637.254,0 93,5 10,7

Coins

50 cent 16.818,4 2,7 18.207,7 2,7 8,3

20 cent 11.396,0 1,8 12.122,8 1,8 6,4

10 cent 5.869,4 0,9 6.263,7 0,9 6,7

5 cent 4.422,9 0,7 4.696,5 0,7 6,2

2 cent 1.635,6 0,3 1.700,7 0,2 4,0

1 cent 994,2 0,2 1.022,0 0,2 2,8

Sub-total 41.136,6 6,6 44.013,5 6,5 7,0

Total 616.895,8 100,0 681.267,6 100,0 10,4

Source: Central Bank of Cyprus.

% Change
2006/20052005 2006



In November 2006 the CBC announced a

competition for the minting, packing and

delivery of the euro coins, including starter

kits for the public (value of £10) and special

packs for business enterprises (value of

approximately £100). The CBC expects to

take delivery of the coins in the autumn of

2007, provided that Cyprus’s application to

join the euro area is successful.

Numismatic museum and exhibition
“From the pound to the euro”
During the year under review the preparatory

work for the establishment of a numismatic

museum continued. Cyprus banknotes and

coins from the 6th century B.C. up to the

present, which constitute the numismatic

collection of the CBC, will be displayed in

the museum. A detailed registration,

description and photographic presentation of

objects belonging to the period following the

Republic of Cyprus’s establishment in 1960

was completed and a catalogue was

prepared.

As part of the information campaign on the

introduction of the euro, a special exhibition

entitled “From the pound to the euro” was

organised. The exhibition’s theme was the

history of the currency from the

establishment of the Republic up to the

introduction of the euro, which Cyprus aims

to adopt on 1 January 2008. Furthermore, in

2006 the CBC hosted the European

Commission’s touring exhibition “Euro

Coins Genesis”. The exhibition shows how

the common as well as the national sides of

euro coins were selected. Both exhibitions

were inaugurated by the Governor of the

CBC on 11 October 2006 in the presence of

representatives from the ECB and the

European Commission. A significant number

of students from secondary schools and other

organised groups visited the exhibitions. On

the occasion of the exhibition “From the

pound to the euro”, a multi-media

application was prepared using audio-visual

aids. The application will be made available

on the CBC website in January 2007. 

Preparing for the euro
In the summer of 2006 the Domestic

Banking Operations Department prepared

and published a plan for the introduction of

euro banknotes and coins as well as the

withdrawal of the Cyprus pound. In order to

ensure the successful implementation of the

plan, detailed programming was carried out,

working groups were organised and the

Euro-Coordinators Committee was set up

with representatives from the banking sector,

the Ministry of Finance, the Commissioner

of the Authority for the Supervision and

Development of Co-operative Societies, the

Association of Cyprus Commercial Banks,

and the clearing company JCC. Moreover,

with the aim of ensuring better coordination

and effective support of the banking sector, a

liaison officer was appointed at the CBC.

The progress of the project regarding the

introduction of euro banknotes and coins is

summarised as follows:

• Estimates of the quantities of euro

banknotes and coins required to replace

the Cyprus pound have been made. In the

case of euro notes, consultations are

under way for borrowing arrangements

from the Eurosystem. As regards coins,

the designs of the national sides were

finalised and tenders were announced for

their minting and the preparation of

starter kits for retailers and the public.

• The quantities of euro banknotes and

coins required for frontloading have been
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agreed with the commercial banks, as

well as the related procedures, which are

in line with ECB Recommendation

ECB/2006/9 regarding frontloading and

sub-frontloading of euro notes and coins.

In addition, procedures regarding the

withdrawal of the Cyprus pound have

also been agreed.

• At the meetings of the Euro-Coordinators

Committee, special emphasis was given

to issues relating to the service that will

be provided to the general public by

banks. These issues include the exchange

of accumulated coins free of charge, the

operation of some branches on the first

day of the introduction of the euro, the

loading and operation of automated teller

machines with euro banknotes, and the

working hours of banks during the period

31 December 2007 - 2 January 2008. All

these issues will be finalised in early

2007.

• The planning for a Coin Center was

completed. The Center will be used for

the frontloading of banks with euro coins

and the collection, processing and

destruction of Cyprus coins. The

construction of the Center is expected to

begin in January 2007 and be completed

by June 2007.

• The campaign to exchange accumulated

coins commenced on 19 November 2006

with an event for children titled “Collect

them! They have value”. The event was

organised in the context of “World

Savings Day” which took place on 30

October. Around 2.500 people parti-

cipated and coins with a total value of

£17.682 were exchanged. 

4.6 Management of
International Reserves and
the Domestic  Foreign
Exchange Market

Management of international
reserves
The execution of transactions in foreign

currency and gold as well as the holding,

safeguarding and management of the official

foreign reserves of the Republic, which

include foreign currency and gold held by

the CBC and the public sector, comprise

some of the basic functions of the CBC

according to the Central Bank of Cyprus

Law, 2002 and 2003.

The CBC’s main objectives in managing the

foreign currency and gold reserves are

ensuring their safety and protection against

the possibility of a reduction in value as well

as the availability of sufficient liquidity in

order to satisfy various needs. Subject to the

fulfilment of these objectives, the CBC aims

at maximising the return from the

management of the currency reserves. At the

end of 2006, the official foreign reserves

amounted to £2.606,1 million compared with

£2.147,1 million at the end of 2005. The

change in the level of reserves came about as

a result of net foreign currency inflows,

interest received and the movement of

exchange rates against the Cyprus pound.

The targeted currency composition of the

reserves takes into account the country’s

projected flows of goods and services and

other transactions by currency as well as the

expected short-term (under one year)

outflows concerning the external debt

servicing obligations of both the public and

private sector. During 2006 the CBC’s

foreign currency reserves were mostly held
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in euro and dollars and, to a lesser extent, in

sterling and Swiss francs. The CBC also

maintains a small part of its reserves in the

form of gold bullion. In order to maximise

the return from gold, part of it is employed in

gold swap transactions whenever expedient. 

According to the CBC’s investment policy,

the currency reserves are invested in

approved instruments by executing

authorised types of transactions with

approved counterparties. The CBC

counterparties include banks and other

financial services institutions. The

maintenance of international reserves

necessitates the monitoring and control of

various types of risk. Currency risk is

controlled by setting a fluctuation margin

around an approved limit for each currency.

The currency composition of reserves is

based on the CBC’s net currency reserves.

Interest rate risk is controlled by setting and

monitoring the weighted modified duration

of the reserves currency portfolio and by

permitting a specific maximum deviation

margin. An additional condition is that the

remaining life to maturity of securities held

in the portfolio should not exceed five years.

Credit risk is monitored and controlled at

various levels. In this regard, maximum

limits are set by country, bank nationality

and foreign counterparty as well as by

supranational or other organisation. At the

same time, minimum acceptable credit

ratings are applied to the CBC’s approved

investment counterparts.

In order to achieve a smooth and secure

reserves management operation, a strict

functional segregation is applied to the

execution of trades, the settlement of foreign

currency transactions and the monitoring of

open positions according to defined limits

and restrictions. With the aim of increasing

efficiency and reducing operational risks, the

settlements system upgrading, which began

in 2005, continued in 2006.

The existing policy framework for reserves

management meets the current operational

needs. The CBC, however, pursues a policy

of continuous advancement of procedures

and gradual adjustment to the challenges and

new environment that will be brought about

by Cyprus’s entry into the euro area.

Domestic foreign exchange market
In accordance with the Central Bank of

Cyprus Law, 2002 and 2003 and within the

framework of exercising the foreign

exchange policy, the CBC may determine

and announce the buying and selling rates of

major currencies against the Cyprus pound at

which it is prepared to transact. Within this

framework, the CBC closely monitors the

domestic foreign exchange market. It also

participates in the inter-bank market and is

prepared to intervene in order to contribute to

the smooth functioning of the market and to

foster reasonable exchange rates that uphold

the stability of the Cyprus pound.

Furthermore, the CBC is responsible for

convening the daily “fixing” session where,

with the participation of commercial banks,

the official exchange rates of the Cyprus

pound are determined. The continued smooth

participation of the pound in ERM II during

2006 is seen as a reflection of the condition

of the domestic foreign exchange market.

4.7 Management of Public Debt

The CBC, in its capacity as the government’s

banker and agent for financial matters is,

inter alia, the administrator of public debt,

including the issue of government securities.
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Within this framework, the CBC takes all

necessary actions for satisfying the financing

needs of the government and for managing

the public debt. The issue of government

securities and the management of public debt

are carried out in close consultation with the

Ministry of Finance. Operational and

administrative matters are the sole

responsibility of the CBC.

Public debt in local currency 
The government’s financing needs in local

currency are satisfied through issues,

arranged and executed by the CBC, of

treasury bills of 13 and 52-week duration,

government registered development stocks

of 2, 3, 5, 10 and 15-year duration and

savings certificates of 5-year duration. The

financing of the government through the

issue of savings bonds has been terminated.

Treasury bills (TBs) of 13-week duration are

issued either at fixed prices (for the

investment of Government Funds

administered by the CBC) or through

auctions. TBs with 52-week duration are

issued only through auction and are listed on

the Cyprus Stock Exchange. For 13-week

TBs there is no secondary market. The total

nominal value of TBs outstanding on 31

December 2006 was £3.514,1 million

compared with £3.454,4 million on 31

December 2005. Government Funds

administered by the CBC held TBs

amounting to £3.259,1 million on 31

December 2006, while banks held £252,6

million TBs issued through auction. Other

investors held TBs amounting to £2,4

million. The weighted average yield on the

last issue of TBs in 2006 (July) with 13-week

duration was 2,56% whereas for TBs with

52-week duration the yield was 2,89%

(July). The average yield on TBs issued

through auction during 2005 and 2006 is

shown in the table titled “Average yield of

TBs”.

Government registered development stocks

(GRDS) of 2, 5, 10 and 15-year duration are

issued through auction whereas GRDS of 3-

year duration are issued at par and are

offered only to natural persons. The issue of

government securities through the auction

method allows lending rates to reflect market

conditions. GRDS issues carried out by the

CBC during 2006, as well as maturities of

GRDS during the same year, are shown in

the table titled “GRDS issued/matured in

2006”.

The average yield on each type of stock

issued through auction during 2005 and 2006

is shown in the table titled “Average yield of

GRDS”.  Compared with 2005, the decrease

of the average yield on all types of GRDS

reflects mainly the increase in demand which

was due to liquidity surplus and to the
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Average yield(1) on GRDS
%

Year 2-year 5-year 10-year 15-year

2005 4,74 5,68 5,17 5,61

2006 3,40 3,84 4,12 -

(1) Simple average of the weighted average yield of each
issue.

Average yield(1) on TBs
%

Year 13-week 52-week

2005 4,26 4,29

2006 2,56 2,89

(1) Simple average of the weighted average yield of each
issue.



expected convergence of Cypriot interest

rates with the corresponding euro rates. 

The weighted average yield on the last issue

of 2006 was 3,51% on 2-year GRDS (July)

and 4,26% on 10-year GRDS (October),

while on the tranche issues of 5-year GRDS

the yield was 4,11% (October). GRDS issued

through auction are listed and traded on the

Cyprus Stock Exchange. According to the

Terms of Issue, the CBC may intervene in

the secondary market to maintain orderly

market conditions, if it is deemed necessary.  

Government borrowing in the form of

savings certificates (SCs) continued with the

issue of the Tenth Series, with an interest rate

of 3,85% and having a repayment period of

five years. Sales of SCs amounted to £10

million in 2006 compared with £15,9 million

in 2005. The total amount of all SCs series

outstanding on 31 December 2006 was £77,3

million, a decrease of £5,7 million over the

amount outstanding on 31 December 2005.  

The outstanding amounts of all the above

borrowing investments as at 31 December

2005 and 2006 are presented in the table

titled “Total amounts of investment

instruments”.
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Total amounts of investment instruments
í million

As at TBs 2-year 3-year 5-year 10-year 15-year SCs SBs Total

31 Dec. 2005 3.454,4 300,2 270,1 1.351,8 467,1 119,7 83,0 7,5 6.053,8

31 Dec. 2006 3.514,1 183,2 253,2 1.493,4 677,3 119,7 77,3 7,5 6.325,7

GRDS

GRDS issued/matured in 2006
í million

Issues Maturities

No. of Issues(1) Amount Amount

2-year(2) 3 115,5 232,6

3-year 9 42,9 59,7

5-year(2) 4 300,0 158,5

10-year(2) 5 210,3 -

15-year(2) - - -

Total 668,9 450,8

(1) In the case of 5 and 15-year GRDS, the number refers to tranche issues.
(2)  Through auction.

Type of
bond



Public debt in foreign currency
The management of the public external debt

includes the: sourcing of foreign financing;

comparative evaluation of financing

proposals; negotiation of relevant agree-

ments; recording and servicing of the debt;

and monitoring and management of the

various risks. In managing the external

public debt, the main objectives of the CBC

are the:

• securing of smooth cover of the

government’s external financing needs

through regular and continued access to

the international financial markets;

• minimisation of the cost of the public

external debt, subject to the prevailing

conditions in the international markets

and acceptable exchange and interest rate

risk levels;

• achievement of a balanced and more

extended maturity structure of the debt so

as to avoid a heavy bunching which

could, potentially, increase abruptly the

fiscal burden and/or make refinancing of

the debt more difficult and/or less

favourable had such refinancing been

effected under more normal conditions.

The total public external debt decreased to

£1.193 million at the end of 2006 from

£1.338 million at the end of 2005, despite the

drawdown of a new loan from the Council of

Europe Development Bank.  This decrease is

attributable to the maturity and repayment of

a m280 million eurobond issued under the

Euro Medium Term Note (EMTN)

Programme in 1999 and to the prepayment of

loans from the Council of Europe

Development Bank. 

The eurobonds issued under the EMTN

Programme continue to be the main source

of the government’s external financing. The

amount due at the end of 2006 from notes

issued under the Programme, represented

68% of the total public external debt as

against 72% at the end of 2005. Other main

sources of financing are the European

Investment Bank with 20% and the Council

of Europe Development Bank with 12%. The

respective percentages at the end of 2005

were 18% and 9%.

Almost 98% of the public external debt is

denominated in euro and 1,6% in yen, while

smaller amounts are denominated in sterling,

Swiss francs, Kuwait dinar and dollars. The

percentages of the external debt with fixed

and floating interest rates were 77% and 23%

at the end of 2006, respectively, compared

with 81% and 19% at the end of 2005. The

weighted average life and the weighted

average interest rates of the public external

debt were 6,6 years and 4,69% at the end of

2006. This compares with 6,3 years and

4,53%, respectively, at the end of 2005. For

the servicing of the public external debt,

principal repayments amounting to £197,8

million and interest payments amounting to

£64 million were effected during 2006, as

against £297,3 million and £62,4 million,

respectively, during 2005.

Reorganisation of the government
securities market 
The CBC and the Ministry of Finance have

for a long time realised the necessity for the

reorganisation of the government bonds and

bills market. The ultimate strategic

objectives of this reorganisation are the

boosting of the competitiveness and

attractiveness of government bonds, the

lowering of the Republic’s borrowing costs
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and the creation of an efficient market with

sufficient liquidity, especially in view of the

adoption of the euro. This reorganisation is

expected to include the: appointment of

primary dealers; dematerialisation of the

titles of securities; implementation of an

electronic trading platform for the execution

of the bonds and bills auctions in the primary

market and for their trading in the secondary

market; re-specification of the type and size

of the instruments to be issued; and

execution of bond repurchases/exchanges.

Preparatory work on the above planned

reforms is well under way and it is expected

that implementation of the reorganisation of

the government bonds and bills market will

be completed in 2007.

4.8 Economic Research and
Related Activities

The Economic Research Department (ERD)

is responsible for monitoring and analysing

domestic and international economic

developments as well as preparing the

Annual Report and the Monetary Policy

Reports. The ERD coordinates the

presentations given on current economic

issues to delegations from international

organisations such as the International

Monetary Fund (IMF), the European

Commission, the European Central Bank

(ECB) and the major credit rating agencies.

In addition, the ERD carries out specialised

research on topics which enhance monetary

and exchange rate policy decision making.

ERD staff make presentations to various

bodies regarding the functions of the

Department or the CBC in general, such as

colleges, schools and employers’

organisations. Finally, the ERD is

responsible for the exercise of monetary

policy within the specified operational

framework of the CBC (Section 4.2), using

open market operations, standing facilities

and minimum reserves. 

During 2006 the ERD prepared four

extensive and four concise editions of the

Monetary Policy Report for the

corresponding eight meetings of the

Monetary Policy Committee (MPC). The

Monetary Policy Report, which is initially

written in Greek, is intended to aid the

briefing of the MPC members before their

meetings and is published on the CBC

website following the conclusion of the

meetings. All statistical data in tabular form

are posted on the CBC website in English at

the same time as the Greek edition. 

The ERD coordinates the missions of the

IMF, acting as a mediator between the Fund

and several ministries and government

departments as well as various organisations

and private sector agencies in Cyprus. The

most recent evaluation by the IMF, which

took place during the visit of its delegation in

October 2006, appears on the IMF website

and is dated 6 November 2006. The report in

question describes the economic

fundamentals of the Cyprus economy and

generally concludes that the economy is

strong, growing steadily with low

unemployment and inflation. Although fiscal

consolidation is expected to continue, the

IMF suggests, among other things, that the

social security fund and the cost of living

allowance (COLA) schemes should be

modified.

The ERD is also responsible for coordinating

the visits of the three major rating agencies,

namely Standard & Poor’s, Moody’s and

Fitch. These agencies assess the economy
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every year as part of their evaluation of

Cyprus’s sovereign debt and publish

independent ratings. Their most recent visits

took place in January, May and October

2006, respectively. All three agencies

assigned positive ratings to Cyprus and made

specific recommendations relating to the

sustainability of fiscal consolidation and the

restructuring of the provident fund and social

security schemes. 

In 2006 the third survey for the collection of

data on the assets, debts and sources of

income of Cypriot households took place.

This survey, known as the Cyprus Survey of

Consumer Finances, was initiated in 1997 in

cooperation with the University of Cyprus

and takes place every three years. Three such

surveys have been undertaken so far and

refer to the years 1999, 2002 and 2005. Two

papers have been completed which analyse

the results of the 1999 and 2002 surveys. The

first paper explores the allocation of debt

among Cypriot households in 1999 and 2002

and a comparison is made with data for US

households. The second paper examines the

behaviour of Cypriots with respect to

housing loans during the years 1999 and

2002 and analyses how the effect of

monetary policy on mortgages is influenced

by social norms, e.g. dowries. The ERD also

cooperates with other central banks and

academic institutions in the field of research.

In this connection, the CBC was represented

at a conference of the Luxembourg Wealth

Study which took place in December 2006.

Departmental staff participate in the

Monetary Policy Committee of the European

System of Central Banks (ESCB) and in the

various working groups that support the

Committee. The Monetary Policy Committee

of the ESCB follows economic and monetary

developments in the EU and prepares reports

which facilitate the decisions of the

Governing and General Councils of the ECB.

In view of the active participation in the

Monetary Policy Committee of the ESCB, a

system of economic projections for Cyprus

has been established and, at the same time,

the development of a macroeconometric

model has proceeded in collaboration with

the ECB. The aim is to have objective and

accurate projections using econometric

methodologies. The model is expected to be

completed upon Cyprus’s entry into the euro

area. 

Cyprus’s obligations arising from the

Stability and Growth Pact as well as the

anticipated adoption of the euro, have

brought to the fore of economic policy the

issue of public finance. As a result of the

ERD’s participation in the ECB’s Working

Group on Public Finance, the monitoring of

fiscal developments has been intensified with

the aim of formulating independent

projections as well as undertaking various

related research projects. In addition, ERD

staff participate by special invitation in the

Economic and Financial Committee of the

EU which supports the work of the ECOFIN

Council. 

In view of the envisaged adoption of the euro

on 1 January 2008, the ERD has re-estimated

the Fundamental Equilibrium Exchange Rate

(FEER) model for the equilibrium exchange

rate between the Cyprus pound and the euro.

The study concluded, as in the previous

estimation exercise, that the existing

exchange rate is in line with economic

fundamentals. This conclusion has been

supported by other international

organisations, such as the IMF and the ECB,

using alternative methodologies. 
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Mortgage Debt, Social Customs, and Financial Innovation

Housing can be a powerful channel of the monetary transmission mechanism since the cost of

financing the purchase of a house significantly affects household investment in real estate.

Specifically, in many financially developed countries the monetary authority can, in principle,

influence housing investments through the impact of its policies on mortgage rates and on the

availability of bank mortgages. In certain cases, however, social customs in the form of

housing gifts can limit the sensitivity of housing investment to changes in credit conditions. 

A recent working paper published on the CBC website1 focuses on the effectiveness of

monetary policy in Cyprus, a country that has recently undergone substantial financial

liberalisation and where there is a tradition of providing homes to young households through

parental transfers. The paper utilises data from the 1999 and 2002 waves of the Cyprus

Surveys of Consumer Finances and compares its findings with those of the US Survey of

Consumer Finances, a country that differs not only in its stage of financial development but

also in its social norms vis-à-vis housing gifts.

The aforementioned paper tests whether social customs in Cyprus have weakened the interest

rate channel of the monetary transmission mechanism. The findings reported in the paper are

consistent with the view that social customs, and possibly lax criteria for loan provision and

financial alternatives to mortgages, contribute to limited mortgage and borrowing constraints

both in absolute terms and in comparison with the US. This finding also suggests that social

customs are slow to lose their influence on the housing market, even in the face of significant

financial liberalisation. The paper concludes that, in the case of Cyprus, income and non-

residential real wealth make no statistically significant contribution to the incidence of

homeownership, while borrowing constraints are found to be insignificant. In contrast, in the

case of the US the borrowing constraints indicator registers a high level of significance. 

The paper also looks at the incidence of housing gifts in order to shed further light on the

characteristics of households who receive such gifts. In particular, females are more likely to

have received their current residence as a gift, while prevailing household resources do not

influence the probability of having received the current residence as a gift. Interestingly,

gender does not matter for the intention to bequeath property while real assets, other than the

main residence of the household, contribute positively to the expectation of leaving a bequest.

In conclusion, in the case of Cyprus, social norms that create alternatives to bank mortgages

have not lost their influence on the housing market. Although these results may change in the

medium term, financial liberalisation has not significantly increased household participation

in the mortgage market. 

1. M. Haliassos, P. Karamanou, C. Ktoris, and G. Syrichas, “Mortgage debt, social customs, and financial innovation”, February
2007 (www.centralbank.gov.cy).
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The Determination of the Fundamental Equilibrium Exchange Rate of the
Cyprus pound

The determination of the Fundamental Equilibrium Exchange Rate (FEER) of the Cyprus

pound is an important issue, especially in view of the currency’s participation in ERM II and

the probable adoption of the euro by 1 January 2008. This box summarises the results of the

FEER exercise carried out by the CBC’s Economic Research Department. The preliminary

results of the exercise were made known to the European Commission, the ECB and the IMF

prior to April 2005, when the Cyprus pound entered ERM II.

The empirical investigation of the equilibrium value of the Cyprus pound can be divided into

three main parts:

• Historical analysis of the pound’s exchange rate and an investigation of the relevant

economic indicators; 

• Estimation of a purchasing power parity (PPP) model for the determination of the long-

term equilibrium exchange rate;

• Estimation of the FEER model in order to determine the medium- term equilibrium rate.

The investigation of historical data and economic indicators suggest that the current central

parity of the Cyprus pound is in line with economic fundamentals. This conclusion is

confirmed by:

• The fact that the current central parity of the Cyprus pound, which has been in place since

1992, was well tested, especially after the lifting of capital controls;

• The combination of high GDP growth, a satisfactory level of reserves, low inflation and a

stable exchange rate;

• Recent studies by the University of Cyprus, the IMF and the ECB;

• The ease and low cost of foreign currency financing of the government and private sectors,

which is an indication of the trust foreign investors have in the pound; 

• The fact that the issue of the exchange rate has never been raised by the credit rating

agencies or other international bodies. 

In addition to the historical analysis, the study presents two econometric models which are

widely used in the literature for the investigation of the FEER. The PPP model estimates the

long-run and the FEER model estimates the medium-term equilibrium rate. It should be noted

that the FEER model was constructed with the guidance of the Bank of England.

The results of the two aforementioned models both arrive at the same conclusion i.e. that the

current central parity of the Cyprus pound is in line with economic fundamentals. This result

is valid for the whole period of 1980 - 2004, with the only exception being 2000 when the

Cyprus pound depreciated significantly as a result of the substantial depreciation recorded by

the euro against all the main foreign currencies. The results of the two methods suggest that

despite the appreciation of the Cyprus pound in 2003 and 2004, the exchange rate remained

very close to its fundamental equilibrium value.



4.9 Statistics

Reliable statistics are of paramount

importance for economic and monetary

policy purposes, both at the national and EU

levels, but also for the assessment of

Cyprus’s preparedness for accession to the

euro area.  In view of the anticipated

adoption of the euro on 1 January 2008, the

statistical obligations of the Central Bank of

Cyprus (CBC) have increased even further.  

In 2006 the Statistics Department continued

the expansion and improvement of the data it

produces as well as the transmission of a

large volume of statistical information in

accordance with EU and international

standards. At the same time, preparations for

the fulfilment of additional statistical

requirements emanating from the expected

participation in the euro area, also

intensified. As in previous years, the

Statistics Department continued to collect,

process, compile, check and transmit data

and information on selected annual and

monthly monetary, exchange rate, economic,

social and other indicators necessary for the

needs of various users in Cyprus and abroad. 

Money and banking statistics 
The most significant development in the area

of money and banking statistics during 2006,

was the commencement of submission of

aggregate balance sheet data to the ECB on

the basis of the new Monthly Balance Sheet

Return (MBSR) of monetary financial

institutions (MFIs). The first submission,

effected in December 2006, comprised data

for the whole banking system, including the

co-operative credit institutions (CCIs) and

the former international banking units, with

October and November as reference months.

According to the ECB’s preliminary

feedback report, it was a complete success.

During 2007 the regular submission of data

will continue on a monthly basis on the 17th

working day of each month, while following

adoption of the euro data will be submitted

on the 15th working day.

It is worth mentioning that the Directive on

the MBSR, which received the ECB’ s final

approval, was implemented in the last

quarter of 2005. The first submission of

balance sheet data by MFIs to the CBC took

place in November 2005, with October of the

same year as the reference month.

During 2006 the quantity and quality of the

data provided by MFIs was enhanced.

Working in close collaboration with the

CBC’s Banking Supervision and Regulation

Division and Information Technology

Department as well as the MFIs themselves,

the Statistics Department carried out detailed

checks of the MBSRs submitted by MFIs. It

subsequently made suggestions to the MFIs

for correction of errors and omissions in

order for the regular submission of data to

the ECB to begin. To this effect, the Statistics

Department issued a number of circulars

with revisions and clarifications relating to

the initial Directive on various issues which

had arisen after the commencement of

submission of the MBSR by the MFIs. At the

same time, the data groupings, which were

necessary for the specialised reports

submitted to the ECB in relation to the

aggregate MBSR of MFIs, were completed.

It should also be noted that, further to the

ECB’s statistical requirements, the data

collected through the new MBSR satisfy the

information needs of the CBC in the exercise

of its supervisory, monetary policy and other

responsibilities.

In 2006 a revised version of the Electronic
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Register of Institutional Units was sent to the

MFIs. The Register, which constitutes part of

the Directive on the classification of

institutional units into sectors and sub-

sectors in accordance with the European

System of Accounts (ESA 95), was issued by

the CBC in July 2003 and revised in March

2005. It is intended to assist the MFIs in the

classification of their customers for the

purposes of the MBSR.

In the context of implementing ECB

Regulation ECB/2001/18 concerning

statistics on interest rates applied by MFIs to

deposits and loans, a draft directive was

prepared and sent to the MFIs for comments

and to the ECB for informal consultation. In

parallel, the Statistics Department started

working closely with the CBC’s Information

Technology Department on the design of the

electronic system for receiving and

processing data submitted by MFIs for

dissemination to the ECB. These statistics

are intended to provide the ECB and the

CBC with a complete, detailed and

harmonised picture of the level and changes

of interest rates over time, as required for the

conduct of monetary policy and the

evaluation of financial stability. The said

statistics cover interest rates applied by MFIs

to resident customers classified under the

sectors of households, non-profit institutions

serving households and non-financial

corporations. The statistics cover both new

business and outstanding amounts of

deposits and loans denominated in Cyprus

pounds and euro. The coverage in both

currencies aims at providing a smooth

transition to the reporting of statistics in

euro. 

An important development in the course of

2006 was the commencement of the

transmission of quarterly balance sheet data

for the other financial intermediaries (OFIs)

sector to the ECB. The OFIs sector

comprises investment organisations,

financial corporations engaged in lending,

security and derivative dealers as well as

other financial intermediaries. This reporting

obligation emanates from ECB Guideline

ECB/2005/4. The transmitted data cover the

period from 2005 onwards and are compiled

in accordance with the short-term approach,

i.e. on the basis of readily available data at

the national level. 

During the year under review, the Statistics

Department was involved in the production

of structural financial indicators according to

the requirements of the ECB and Eurostat.

The reporting obligation of the CBC towards

the ECB arises from Guideline ECB/2005/4,

while the reporting of data to Eurostat is an

obligation of the Statistical Service of

Cyprus (Cystat). A substantial amount of

work during 2006 was devoted to the

revision of data for 1997 onwards in order to

incorporate the CCIs and, therefore, cover

the total number of MFIs operating in

Cyprus.

The Statistics Department compiles and

disseminates data concerning bond issues. In

this context, data regarding long-term

government bond yields are compiled and

monitored. This is an important task since, as

stated in article 121 of the Treaty

establishing the EU, the convergence of

long-term interest rates is one of the criteria

for assessing the preparedness of a member

state to join the euro area. The yield on the

ten-year development stock has been

selected as the index for assessing the

convergence of Cyprus’s long-term interest

rates. It has been agreed that, until the

secondary market becomes sufficiently
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developed, this assessment will be based on

the primary market yield. Information

regarding the ten-year development stock is

transmitted by the CBC to the ECB on a

daily and monthly basis. Data regarding all

government bonds are disseminated on a

regular basis and the monthly data are

published on the ECB website.

In 2006 the Statistics Department

contributed to the forthcoming ECB

publication “Bond Markets and Long-term

Interest Rates in Non-Euro Area Member

States of the European Union and in

Accession Countries”. This publication

focuses on the structure of the national debt

securities markets of the aforementioned

countries as well as on the activity of the

primary and secondary markets. It also

provides information on interest rates and

liquidity in the secondary market. The report

presents the results of a statistical survey

designed jointly by the ECB and the

European Commission and carried out with

the assistance of the national central banks of

the non-euro area EU member states and of

the acceding countries. While the descriptive

parts of the report are updated occasionally,

the statistical data are updated annually. 

During the year under review, the list of

MFIs, which includes all domestic and

former international banking units and the

CCIs, was updated according to the ECB

timetable. The list of MFIs of EU member

states is published and updated on a regular

basis on the ECB website. The Statistics

Department reports to the ECB amendments

to the MFI list as and when they occur.

During 2006 there was a number of mergers

between CCIs leading to an increase in the

number and the size of amendments in the

list.

The Statistics Department also collects and

compiles data concerning the financial sector

and disseminates such data to internal and

external users. Data concerning monetary

aggregates, official CBC interest rates,

commercial bank rates applied to deposits

and loans, money market and capital market

interest rates as well as data on securities

issues, are also transmitted to the ECB on a

monthly basis. A table presenting the main

interest rates applied by MFIs to deposits and

loans is submitted to the Monetary Policy

Committee of the CBC before each meeting.

In addition, data concerning foreign

exchange reserves, exchange rates, interest

rates and monetary aggregates are

transmitted electronically to the International

Monetary Fund (IMF) on a monthly basis via

the Integrated Correspondence System. This

dataset is included in the IMF’s publication

“International Financial Statistics”. Data

regarding the banking system are

communicated to the Bank for International

Settlements (BIS) on a quarterly basis. 

Financial accounts
In the course of 2006 work towards the

compilation of an integrated system of

Quarterly Financial Accounts, in accordance

with ECB Guideline ECB/2005/13,

progressed. This Guideline requires the

compilation of stock and transaction data, in

accordance with the ESA 95, in all financial

instruments and for all sectors of the

economy. These sectors are: non-financial

corporations; monetary and financial

institutions; other financial intermediaries

excluding insurance corporations and

pension funds; financial auxiliaries;

insurance corporations and pension funds;

general government and its sub-sectors;

households; non-profit institutions serving

households; and the rest of the world sector.
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In accordance with the short-term approach,

the work of the Statistics Department

focused on the processing of the readily

available data concerning the CBC, domestic

and former international banking units,

CCIs, authorised investment companies,

international collective investment schemes,

insurance companies and financial

corporations engaged in lending.

Furthermore, estimation methods for missing

or insufficient data have also been developed.

The Statistics Department also commenced

the collection and processing of data on the

Cyprus Stock Exchange, the balance of

payments and the international investment

position as well as data on other companies

classified in the financial corporations sector.

Finally, due to the absence of available data

on the provident/pension fund sector, the

Statistics Department developed a

questionnaire in order to collect balance

sheet and transaction data which was sent to

a number of such funds. 

In 2006 Cystat compiled, for the first time,

the Quarterly Financial Accounts of the

General Government, in accordance with EU

Regulation 501/2004, covering the period

from the first quarter of 2000 to the third

quarter of 2006. These accounts, which have

been transmitted to Eurostat and the ECB,

will be integrated in the system of Quarterly

Financial Accounts currently being

developed by the CBC.

The CBC has also participated in a number

of questionnaires concerning methodological

as well as practical issues. Plans for 2007

include the completion of the integrated

system of Quarterly Financial Accounts and

the commencement of the transmission of

the relevant data to the ECB. 

Balance of payments and
international investment position
The goal of euro adoption by 1 January 2008,

render the balance of payments statistics of

utmost importance since developments in the

current account constitute a secondary

criterion for the fulfilment of the

requirements for entry into the euro area.

During 2006 the Statistics Department

continued the collection, production and

regular transmission to the ECB of the

monthly and quarterly balance of payments

statistics, as well as of the data on

international reserves according to the

International Reserves Template. The

template entails preparation and transmission

of a country’s data on international reserves

and foreign currency liquidity, and is

included in the manual titled “International

Reserves and Foreign Currency Liquidity:

Guidelines for a Data Template” issued by

the IMF and the BIS. Moreover, the CBC

continued the compilation and timely

transmission to Eurostat and the IMF of the

quarterly and annual balance of payments

statistics. Furthermore, in 2006 Cyprus’s

international investment position in relation

to the financial assets and liabilities of

Cypriot residents vis-à-vis non-residents as

at the end of 2005, was compiled. The

Coordinated Portfolio Investment Survey,

conducted by the CBC under the aegis of the

IMF, was one of the main sources of

international investment position data. 

In view of the impending accession of

Cyprus to the euro area, efforts to fully

harmonise balance of payments and the

international investment position statistics as

well as to complete the statistical

infrastructure, have been intensified. Upon

Cyprus’s accession to the euro area, the
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requirements for these statistics are expected

to increase considerably. 

In 2006 the CBC completed the design of a

new reporting system, which is based on the

direct collection of statistical data from

enterprises and organisations. The main aim

of the new system is the fulfilment of

Cyprus’s obligations with regard to the

collection and compilation of the financial

account of the balance of payments, the

associated income and the international

investment position. These obligations derive

from the reporting requirements of the IMF,

Eurostat and, especially, the ECB. In parallel

with the design of the new system, the CBC

proceeded with the drafting of the relevant

directive specifying the detailed rules of the

system. The new reporting system is based

on four surveys: the foreign direct

investment survey; the securities survey; the

financial derivatives survey; and the other

investment survey. The frequency of

reporting for the foreign direct investment

and the other investment surveys is per

calendar quarter whereas for the securities

and financial derivatives surveys, it is per

calendar month. It should be noted that, in

addition to the ECB’s comments, the

reporting entities’ comments and views were

also taken into consideration for the

preparation of the final survey forms. 

During the year under review, the Statistics

Department cooperated closely with the

CBCs’ Information Technology Department

for the design of the system which will

govern the secure electronic transmission of

data from the reporting entities to the CBC

through a web application. All the validation

and consistency rules and checks applicable

for each survey, as well as the technical

requirements for the submission of

provisional and revised data, have been

defined.

Government finance and general
economic statistics
In April and October 2006 the CBC carried

out two government finance statistics (GFS)

transmissions to the ECB, covering annual

data for the period 2005 and revised annual

data for the period 2002-2004. The two

transmissions were based on the revised

seven GFS tables. In this context, the CBC

also transmitted to the ECB data related to

the impact of EU budget transactions on

general government revenue and expen-

diture.

During 2006 the CBC improved

considerably the availability of statistical

data transmitted to the ECB. The CBC

regularly submits to the ECB the quarterly

Maastricht debt data. Furthermore, data

related to the excessive deficit procedure

(EDP) were transmitted to the ECB in March

and September 2006.

Following the approval by the ECB Statistics

Committee, the ECB’s GFS database will be

disseminated to Eurostat twice a year, after

each of the two annual GFS data

transmissions. During 2006 the ECB, in

collaboration with national central banks,

actively contributed to the improvement of

the quality assessment of the annual GFS

data. In this regard, work is currently in

progress towards:

• defining objective criteria for the quality

self-assessment by national central banks

of annual GFS data;

• improving the analysis of revisions of the

EDP deficit and debt; 

• enhancing the analysis of the components

of the deficit-debt adjustment.
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Each EU member state is required to explain

to the ECB any major revisions between two

consecutive official GFS transmissions

regarding any of the following GFS

indicators: (i) surplus/deficit; (ii) debt; (iii)

revenue; (iv) expenditure and nominal GDP.

In 2005 the ECB began consultations with all

25 EU member states in order to reach an

agreement on the definition of the “GFS

Major Revisions” with respect to the

aforementioned indicators. At the same time,

there were discussions and agreement on the

information to be submitted and the

frequency of submissions. According to the

agreed definition, “Major Revisions” refers

to any revision of:

• the surplus/deficit which represents at

least 0,3% of GDP; 

• debt, revenue, expenditure or GDP which

amounts to at least 0,5% of GDP.

As regards the data transmitted by Cyprus to

the ECB in April 2006, GDP, total

expenditure and total revenue were revised

by at least 0,5% of GDP, compared with the

data transmitted in September 2005.

Specifically, these revisions refer to 2004

and were: GDP by 0,5%; total revenue by

0,7% of GDP; and total expenditure by 0,7%

of GDP. In October 2006 only the GDP

indicator was revised by at least 0,5% of

GDP, compared with the data which had

been transmitted in April 2006. The revisions

refer to the period 2002-2005, and fluctuated

from 0,7% to 1,8% of GDP.

Apart from the GFS data, the CBC

transmitted to the ECB general economic

statistics (GES). These cover primary and

secondary convergence statistical

information as well as a wide range of other

macroeconomic statistics necessary for

economic and monetary policy analysis. In

this respect, the CBC collaborated closely

with Cystat.

In 2006 the ECB continued to work closely

with national central banks towards the

compilation of an index of administered

prices for the Harmonised Index of

Consumer Prices (HICP). In December 2006

the ECB requested national central banks to

update the list of administered prices

prepared in 2005 and to report any changes

made during 2006 or expected to be

introduced early in 2007. The Statistics

Department, in consultation with Cystat,

submitted to the ECB the requested

information on time.

In the context of the general economic

statistics, the CBC transmitted to the ECB

the requested data, such as the consumer

price index, the core consumer price index,

the registered employment/unemployment

rate and job vacancies. The CBC also

continued the transmission to the ECB of

the: (a) GES release calendar; (b) structural

indicators for housing; and (c) working day

calculations for Cyprus.

With respect to the convergence statistics,

data availability and timeliness have

improved considerably during 2006.

4.10 Management Services

Information technology
In 2006 the main priorities of the

Information Technology Department were

the:

• Preparation and planning required for the

completion of all pending tasks for the

smooth entry into the euro area;

• Upgrading and enhancement of the level

of security and availability of the
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information technology environment;

• Completion of the e-business

infrastructure;

• Upgrading of the systems development

environment and the Bank’s information

systems to the latest versions.

High priority was given to the active

participation in the Information Technology

Committee and related working groups of

the ESCB, as well as to the timely

implementation of decisions taken. In terms

of infrastructure, the e-business

infrastructure was completed, enabling the

offer of direct and secure services through

the Internet to associates of the CBC. In

addition the following were upgraded:

• the systems development environment, in

terms of efficiency, security and

availability of the databases, in order to

minimise the risk of loss of data and to

reduce the time needed for the recovery

of the CBC’s information systems;

• the infrastructure for the connection to

the international SWIFT network, in

order to meet the requirements of the euro

area payments system and the

enhancement of its security level;

• the infrastructure of the Internet and the

CBC’s internal network, in order to

enhance its efficiency, availability and

level of security.

The systematic monitoring and enhancement

of the security of the CBC’s information

technology environment continued, mainly

through the aforementioned projects and the

undertaking of external security tests.

Within the framework of systems

development, the system for the payment of

interest for local securities through the

Government payments infrastructure was put

into operation. The connection of the CBC to

the JCC Transfers system was also

completed. This allows the transfer of small

amounts of money, enabling the automatic

payment of staff salaries and loans to

commercial banks.

The Monthly Balance Sheet system has also

been completed and is currently in operation.

It forms the basis of the statistical data

submitted by financial institutions to the

CBC, which then submits the required

reports to the ECB. Also completed is the

system for the collection and processing of

data from financial institutions. The data are

used to compile financial and economic

indicators for the IMF.

During 2006 the e-business infrastructure

was utilised by financial institutions for the

submission of the Common Reporting

Framework (COREP) for their capital

adequacy, in response to the decision of the

Committee of European Banking

Supervisors. At the same time, the analysis

and design for the connection of the CBC’s

internal information systems to the euro area

payments system, known as TARGET2, has

been completed and its implementation has

started. The analysis of the changeover of the

accounting system, in order to comply with

the guidelines of the ECB, has also been

completed.

In preparation for entry into the euro area,

the process of identifying the required

changes to the existing systems has started.

Following close cooperation with all the

Divisions of the CBC, the systems that must

be operational prior to entry into the euro

area have been identified. The required

planning has been completed and the tasks

have been given top priority.
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In 2007 priority will be given to the

completion and implementation of all the

information technology systems related to

entry into the euro area, such as: the

TARGET2 payment system; change of the

accounting system; systems related to

statistical information; monetary policy

reports; dematerialisation of government

securities; collateral management; and

adjustment of the existing information

systems. In parallel, the user technology will

be upgraded, the ESCB-Net-imposed

systems will be implemented and the effort

for the enhancement of the level of security

and availability of the CBC’s information

technology environment will continue.

Human resources, organisation and
methods 
During the year under review, the Human

Resources and Administration Section and

the Organisation and Methods Section

merged under the name of Department of

Human Resources, Organisation and

Methods (HR, O&M Department). The main

objectives of the Department are the effective

management of the CBC’s human resources

and the increase of effectiveness with regards

to its organisation and procedures.

In the area of human resources development,

the CBC offered various professional

seminars to its staff, conducted by local

independent training providers, other

European central banks and the EU. The

seminars were aimed at developing

interpersonal skills and other specialised

knowledge and were assessed to ensure their

quality and relevance to the goals of the

CBC. In addition, the HR, O&M Department

provided support to the various departments

that organised ESCB committee meetings

and was actively involved in the organisation

of events concerning the changeover to the

euro. At the same time, the Department

monitored the distribution of ECB and CBC

publications to the general public and to

other organisations in Cyprus and abroad. 

As regards labour relations, the collective

negotiation process was completed and

resulted in the renewal of the collective

agreement between the Cyprus Union of

Bank Employees (ETYK) and the CBC. The

collective agreement covers the period 2005-

2007.

During 2006 the O&M Section actively

participated in the preparation for the smooth

adoption of the euro and continued the

systematic monitoring of the CBC’s

document management system and the

website. More specifically:

• In relation to the euro adoption project, an

analysis on the consequences concerning

the CBC’s existing procedures was

performed, and the need to determine

new ones was identified.

• The document management system was

enhanced in order to satisfy the

specialised needs of the CBC’s Statistics

Department.

• The CBC’s homepage was redesigned in

order to make it easier for the public to

navigate and to provide information

related to the euro.

• The CBC’s website was systematically

maintained, aiming for improved services

as well as timely and accurate

information for the public.

In 2007 the HR, O&M Department will give

priority to the support of the CBC’s

Divisions in their preparations for the

smooth transition to the euro. 
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Premises and security
The Security and Technical Support Division

is responsible for maintaining the building

and keeping all the installations of the CBC

in operational order so that the staff work in

a safe, pleasant and productive environment.

A review of the existing security

arrangements is in progress. The review is

taking into account the security rules

stipulated by the ECB, the participation of

the CBC in the ESCB as from 1 May 2004,

and Cyprus’s pending membership of the

euro area. In this context, the CBC installed

new security systems using the latest

technology. 
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5 .  P R E L I M I N A R Y  U N A U D I T E D
F I N A N C I A L  S T A T E M E N T S

for the year ended 31 December 2006



PROVISIONAL UNAUDITED RESULTS
FOR THE YEAR ENDED 31 DECEMBER 2006

Notes 2006 2005
£’000 £’000

Interest Income 2 107.714 81.410

Interest Expense 3 71.942 58.264

Net Interest Income 35.772 23.146

Other Operating Income 4 1.585 2.400

Total Operating Income 37.357 25.546

Administrative Expenses - Staff 5.1 9.757 9.286

- Other 5.2 2.443 2.258

Depreciation 6 1.042 852

Operating Expenses 7 265 666

Provisions 8,9 11.337 9.248

Total Expenses and Provisions 24.844 22.310

Net Surplus for the year 12.513 3.236

APPROPRIATION ACCOUNT

2006 2005
£’000 £’000

Appropriation of the Net Surplus in accordance with
section 59 of the Central Bank of Cyprus Law,
2002 and 2003: 12.513 3.236

General Reserve (20% of Net Surplus) 2.503 647

Consolidated Fund of the Republic 10.010 2.589

The notes on pages 76-83 form part of these accounts
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PROVISIONAL UNAUDITED BALANCE SHEET
AS AT 31 DECEMBER 2006

Notes 2006 2005

£’000 £’000

ASSETS

Foreign Reserves 10 2.600.047 2.130.470

Local Investments 11 44.560 69.357

Loans and Advances 961.074 961.106

Government and Govt. Agencies 961.074 961.074

Banks 0 32

Fixed Assets 6 8.913 8.727

Other Assets 12 58.432 52.204

Total Assets 3.673.026 3.221.864

LIABILITIES

Currency in Circulation 681.268 616.896
Notes 637.254 575.759
Coins 44.014 41.137

Deposits 13 2.694.795 2.314.141
Banks 2.046.264 1.429.343
Government 45.525 214.658
Govt. Agencies and Public Corporations 65.672 54.659
Sinking Funds 518.413 557.292
Insurance Companies 805 824
International Organisations 18.116 57.365

Other Credit Balances 14 91.709 84.712

Special Accounts for the Revaluation of Gold
and Net Assets/Liabilities in Foreign Currencies 15 170.343 173.707

Capital and Reserves 34.911 32.408

Capital 15.000 15.000
General Reserve Fund 19.911 17.408

Total Liabilities 3.673.026 3.221.864

The notes on pages 76-83 form part of these accounts

Christodoulos Christodoulou
Governor
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1. Accounting policies
Form of presentation of the financial statements
The Financial Statements have been prepared in accordance with the Central Bank of Cyprus

Law, 2002 and 2003.

The historical cost accounting convention has been followed, except for the valuation of finan-

cial items as set out below.

Valuation of foreign currency balances
Foreign currency balances are translated into Cyprus pounds using the exchange rates prevailing

on the balance sheet date.  Exchange rate differences arising from the conversion of foreign cur-

rencies into Cyprus pounds are transferred to revaluation reserves.

Securities
Securities, which are included in foreign reserves and local investments, are stated at cost adjust-

ed for the amortization of premium or discount which is effected on a straight line basis over the

period to maturity plus accrued interest.

Bullion
Bullion is shown in foreign reserves at the mid-market price of the London fixing at the balance

sheet date.  The difference between valuation and book value is transferred to a revaluation

reserve.

Fixed assets
Land is stated at acquisition cost and is not depreciated.  The CBC’s building is stated at con-

struction cost including preliminary expenses which are connected with the construction.

Buildings, furniture, equipment and motor vehicles are depreciated on a straight line basis over

their estimated useful life.

Currency in circulation
Currency in circulation is recognised as a liability which is comprised of the face value of Cyprus

legal tender banknotes and coins and excludes coins issued for commemorative or numismatic

purposes.  Coins issued for commemorative or numismatic purposes are deemed not to be in ordi-

nary circulation and are included in the balance sheet under other credit balances at face value

less value of precious metal content up to the corresponding face value.

Income and expense recognition
Foreign currency income and expenses are converted into Cyprus pounds using mid-market

exchange rates ruling on the respective conversion date.

Interest or other income or expense arising with the effluxion of time is recognised in the profit

and loss account on an accruals basis.

Capital gains or losses on realisation of securities or other financial investments are recognised

in the period in which they are realised.

NOTES TO THE FINANCIAL STATEMENTS
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2. Interest income
2006 2005

£’000 £’000

Income from foreign reserves 75.580 48.446

Income from local investments:

Government stocks 2.986 3.783

Income from loans and advances:

Credit facilities to the Government
and Government agencies 28.832 28.871

Credit facilities to banks 75 58

Loans to staff and other loans 241 252

29.148 29.181

Total 107.714 81.410

3. Interest expense
2006 2005

£’000 £’000

Interest on foreign currency liabilites 11.804 9.617

Interest on Cyprus pound deposit
liabilites and other accounts:

Banks’ deposits 42.965 31.139

Sinking funds 17.102 17.458

Insurance companies’ deposits
and other accounts 71 50

60.138 48.647

Total 71.942 58.264

4. Other operating income
Other operating income includes net profit on foreign exchange transactions (excluding gains

arising from exchange rate fluctuations), money received as reimbursement of bank supervision

expenses and miscellaneous income.
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5. Administrative expenses
5.1  Staff

The average number of staff employed on a full-time basis was 332 (2005: 331). Staff costs com-

prised the following:

2006 2005
£’000 £’000

Salaries 7.228 5.176

Cost of living allowance 934 2.514

Bank’s social insurance and
other contributions 1.202 1.237

Other allowances 301 260

Staff training 92 99

Total 9.757 9.286

5.2  Other

Other administrative expenses include telecommunications, insurance and maintenance of build-

ings and equipment, stationery, utility expenses and other miscellaneous expenses.

6. Fixed assets
Land and Furniture and Motor
Buildings Equipment Vehicles Total

£’000 £’000 £’000 £’000

Cost
As at 1 January 2006 12.614 7.498 199 20.311

Additions 276 545 407 1.228

Disposals (17) (13) (30)

As at 31 December 2006 12.890 8.026 593 21.509

Depreciation
As at 1 January 2006 5.321 6.076 187 11.584

Provision 465 471 106 1.042

Disposals (17) (13) (30)

As at 31 December 2006 5.786 6.530 280 12.596

Net Book Value
As at 31 December 2006 7.104 1.496 313 8.913
As at 31 December 2005 7.293 1.422 12 8.727

The cost of land is £1.201.500.
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7. Operating expenses

Operating expenses include expenses for printing notes and minting coins totalling £157.000

(2005: £567.000).

8. Provisions

(a) Employee Benefit Obligations - Defined Benefit Pension Plan
The current year’s obligations arising from employment pension benefits are included in the

Provisions and are analysed as follows:

2006 2005
£’000 £’000

Current service cost 2.136 1.584

Interest on pension fund obligation 
(interest rate fixed at 6,5%) 2.658 2.458

Past service cost 1.543 206

Total included in Provisions 6.337 4.248

Principal Actuarial Assumptions - 31 December 2006
The principal actuarial assumptions used for the actuarial valuation performed with reference

date 31 December 2006, are:

2006 2005

Discount rate 5,0% 6,5%

Average rate of total salary increases 7,0% 7,0%

Inflation rate 2,5% 2,5%

(b) Transfer to Specific Provision
At its meeting on 24 February 2006, the Bank’s Board of Directors decided to withhold

£5.000.000 from the CBC’s surplus for each of the years 2005 and 2006 for the creation of a

Special Reserve for covering the cost of minting and supply of euro coins and notes which is

expected to take place in 2007.  The total cost is estimated at around £15.000.000. As explained

in note (9) below, the provision for each of the years 2005 and 2006 has been transferred to a spe-

cific provision account.
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9. Transfer to General Reserve Fund

The decision of the Board of Directors mentioned in note 8(b) above was reflected in the finan-

cial statements for 2005 by the transfer of £5.000.000 to the General Reserve Fund. However, as

the purpose of the above decision was the creation of a specific provision, the Board of Directors

decided at its meeting held on 7 July 2006 to transfer the amount of £5.000.000 from the General

Reserve Fund to the Specific Provision. 

The financial statements for 2005 have been adjusted accordingly in order to reflect the decision

of the Board of Directors. 

10. Foreign reserves

Foreign reserves are composed of foreign currency deposits and foreign securities including

accrued interest, Special Drawing Rights and gold.

11. Local investments

Local investments represent investments in government securities.  

12. Others assets

2006 2005
£’000 £’000

Cheques in process of collection 28.964 23.712

Loans to staff 12.129 12.116

Interest receivable on Government
long-term loan 14.298 14.298

Participation in ECB’s capital 297 297

Other accounts 2.744 1.781

Total 58.432 52.204

Participation in the capital of the European Central Bank (ECB)
On 1 May 2004 Cyprus joined the European Union and, consequently, the CBC became a mem-

ber of the European System of Central Banks (ESCB). In accordance with Article 28 of the

Statute of the ESCB and the ECB, the CBC became a subscriber of the capital of the ECB.

Subscriptions depend on shares which are fixed in accordance with Article 29.3 of the ESCB

Statute and which must be adjusted every five years. The CBC’s share of the ECB’s capital is

0,13% and was calculated in accordance with Article 29 of the Statute of the ESCB, on the basis

of population and GDP data provided by the European Commission. As Cyprus does not partic-

ipate in the euro area, the transitional provisions of Article 48 of the Statute apply. Consequently,

the CBC was required to pay-up a minimal contribution of 7% of its subscribed capital to the

ECB upon entry to the ESCB on 1 May 2004, amounting to i506.385 or £297.000. As a conse-
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quence of Romania and Bulgaria joining the ESCB and Slovenia becoming a member of the euro

area on 1 January 2007, the CBC’s capital share to the ECB was reduced to 0,1249% and subse-

quently the contribution to the subscribed capital reduced to i503.653,84 or £295.000.

13. Deposits

2006 2005
£’000 £’000

Banks 2.046.264 1.429.343

Minimum reserve 582.852 597.567

Other Cyprus pound deposits 1.068.350 574.484

Foreign currency accounts 395.062 257.292

Government sight accounts 45.525 214.658

Government agencies
and public corporations 65.672 54.659

Sinking funds 518.413 557.292

Government foreign debt 2.737 2.105

Government registered stock 508.906 549.655

Savings bonds 5.842 4.752

Government guaranteed stock 928 780

Insurance companies 805 824

International organisations 18.116 57.365

Total 2.694.795 2.314.141
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14. Other credit balances

2006 2005
£’000 £’000

Appropriation account 10.010 2.589

Provision for staff pension scheme (note 16) 45.695 40.836

Provision for covering the cost of minting/issuing
of euro coins and notes (note 9) 10.000 5.000

Matured, unredeemed savings bonds 2.757 4.559

Unclaimed drawn savings bonds 1.306 1.342

Demonetised notes and coins 1.371 1.373

Accrued interest payable 1.578 773

Special Drawing Rights allocation by
the International Monetary Fund 12.928 13.524

Other accounts 6.064 14.716

Total 91.709 84.712

15. Special accounts for the revaluation of gold and net
assets/liabilities in foreign currencies

The movement of revaluation accounts for 2006 is summarised as follows:

Foreign
Gold Currencies Total

£’000 £’000 £’000

Balances as at 1/1/2006 106.894 66.813 173.707

Revaluation adjustments for the
year ended 31/12/2006 14.532 (17.896) (3.364)

Balances as at 31/12/2006 121.426 48.917 170.343

16. Employee benefit obligations - defined benefit pension plan
The CBC operates a non-funded pension scheme which provides benefits that are based on the

employees’ final pensionable salary. Employees’ contributions are made only in respect of wid-

ows and orphans benefits. The pensionable service liability is revised at regular intervals by inde-

pendent qualified actuaries. An actuarial valuation was carried out as at 31 December 2006 and

revealed a past service deficiency of £18.939.000 at the valuation date, which is mainly due to

the change in the discount rate. On the basis of recommendations from the actuaries, the unrecog-

nised past service deficiency will be covered by the CBC with an annual contribution of

£1.543.000 for the next 18 years.
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The present value of the obligation is as follows:

2006 2005
£’000 £’000

Present value of obligation 62.883 42.746

Unrecognised past service deficiency (17.188) (1.910)

Net liability in balance sheet 45.695 40.836

As in previous years, pension payments for 2006 were charged directly to the pension scheme

provision account.

Movement in Net Liability

2006 2005
£’000 £’000

Net liability at start of year 40.836 37.400

Net expense recognised in the income statement 3.688 1.797

Interest capitalised 2.658 2.458

Employees contributions to the widows
and orphans scheme 71 67

Benefits paid (1.558) (886)

Net liability at end of year 45.695 40.836

17. Government funds administered by the CBC

The deficiency of interest earned by the above funds for 2006 compared to the guaranteed inter-

est was £17.716.000 (£10.301.000 in 2005). According to an agreement with the Ministry of

Finance, the above amount is charged to the Consolidated Fund of the Republic and was there-

fore not recognised as a charge to the profit and loss account.

Central Bank of Cyprus 83



CBC Central Bank of Cyprus

CCIs Co-operative Credit Institutions

CPI Consumer Price Index

Cystat Statistical Service of the Republic of Cyprus 

ECB European Central Bank

ERM II Exchange Rate Mechanism II

ESCB European System of Central Banks

EU European Union

Eurostat Statistical Office of the European Communities

GDP Gross Domestic Product

HICP Harmonised Index of Consumer Prices

IMF International Monetary Fund

MFIs Monetary Financial Institutions

MPC Monetary Policy Committee

SEPA Single Euro Payments Area

TARGET Trans-European Automated Real-time Gross-settlement Express Transfer system

6. Main abbreviations
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