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The following  corrections  have been made i n  SM/82/12 (1/20/82) : 

Page 1, footnote 1, l i n e  5: f o r  "population of the  cul t ivated area" 
read  "population and nearly  half of the  
cul t ivated area" 

Page 5, 1st f u l l  para., last l ine :  for ("Table 3)'' read  "(Table 4)" 

Page 6,  footnote 2, line 1: f o r  "of the  sector"  read "of the  mineral  sector" 

footnote 3,  l i n e  2: for "and 10 per cent" read "and nearly 70 per 
cent" 

Page 7, para. 1, l ine  4: 

- l i n e  5: 

for  "increased 6 *per  cent"  read  "increased by 
nearly 26 per  cent" 

f o r  "32.1 per  cent 'I read "23.2 per  cent" 

Page. 11, 3rd f u l l  para. , l i n e  2: f o r  "Table 8" read "Table 9" 

Page 12,   l ine  5 :  f o r  "(Table 8)" read  "(Table 9)l' 

1st f u l l  para.. l i n e  10: f o r  "(Table 8)'' read  "(Table 9)" 

Page 17,  footnote 3,  iine 3: for "Chapter ," read "Chapter 11," 

Page 25, para. 1, l i n e  8: f o r  "(Table 11 and Chart 2)." read "(Table 11 
and Chart 3) .I' 

Page " - 29 ,  footnote 4, line 1: f o r  "(cont'd from p. 5)" read  "(cont'd from - . .  pI 28)" 
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Pam 30, 1st f u l l  para.,  penultimate line: for  "in t h e  import  duty from" 
read  "in  this  import levy fromvt 

2nd f u l l  para . , l i ne  2: for   " to  GDP . It increaeed" read "to GDP, 
i t  increased" 

Pam 31, l ine 7: for "(Table 2 1  and Chart 1'' read "(Table  21 and Chart 3)" 

Page 33, l inea 19 and 20: for  "increaee  in import  duties"  read  t%ncreaae 
i n  revenue from import dut ier t t  

1st f u l l  para., l i ne  10: fo r  "(Tables 13 and 19);  reflecting" 
read "(Table8 13 and 19) Ref lectin$' 

Page 47, 2nd f u l l   p a t h r  l ine  6: for *'(Tablea 20 and 21  a d  Charta 4 and 5)" 
read  "(Tables 22 and 23 and Charta 4 
and 5)" 

Page SO, para. 1, laat   l ine:   for  "(Table 22)" read  "(Table 24)" 
.- ," - 

para 2, l ine  253 for "Chart ,It read "Chart 7," 
". " -=z - 

* 2 

Page 51, 1st  fu l l   para . s   l ine  4: for  "(Table 23)" read  "(Table 25)" 

2nd f u l l  para.,  line 5: for  "(Table 24)" read  "(Table 26)" 

Page 52. 2nd ful l   para . ,  l ine 3: for  "(Table 25)" read  "(Table 27)" 

" 

Page 53, 2nd f u l l  para.,  line 2: for  "(Table 27)" read.  "(Table 29)" 

Corrected pages are attached. 
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I. Ibmertic Economy 

1. Introductioa 

The economic rehabi l i ta t ion  of Cyprur a f t e r   t h e   h o r t i l i t i e r  of mid- 
1974 1/ har been remarkably  rapid. Unemployment, which approached 25 per 
cent  zf   the  labor  force i n  la te  1974,  har  been  reduced to  around 2-3 per 
cent; real par capita  output ha0 r i r e n  by wall over 40 par cent above the 
1973 levels  exportr  of manufacturer  hwe h c a ~  the mort dynomic cacppon- 
en t r  of foreim  t rade3 and the  i r land  har  r e r u d   i t a   r o l e  a0 a favori te  
tourir t   center .  Thio imprerrive  parformaace war f ac i l i t a t ed  by an ample 
rupply of labor, was. moderation,  erpecially  in  the  init ial   phare of the 
reconrtruction  effort,  rxpanoionary  financial policier and buoyant foreign 
demmd . 

In  the  courre of 1979, however, t h e  econamy of Cyprur moved  beyond 
the  problem of recovery and rehabi l i ta t ion  to problemr of i n f l a t ion  and 
external imbalance. The econmy  operated a t  ful l   capaci ty ,  ohoreager of 
rki l led  labor  became widerpred and wag. increarer became excerrive. The 
ex terna l   cur ren t   def ic i t   widend  to   the   equiva len t  of 11 1/2  per cent of 
GDP and i n f l a t ion  approached  double digi t   f igurer .  There  developmantr 
can be arcr ibed  in  p8rt to the  increare   in   oi l   pr icer ,   but   to  a large 
extent  they  reflected  factor8 of dombrtic  origin.  Financial  policier, 
which were inrtruutental in reac t iva t ing   the  econaay a f t e r   t h e  evento of 
mid-1974, remained expanrionary for too  long  and  in  fact  encouraged 
speculative  invertment. 

In   ear ly  1980  econaaic  policy began t o  be tightened  with  the main 
objective of eliminating  excerrive  domestic demand. Subsequently,  the 
au thor i t ie r  drew up a rhort-term r t ab i l i ca t ion  program-which fonned the 
bar10  for a rtand-by  arrangement  with  the IMF i n   t h e   f i r r t   c r e d i t  tranche. 
The objectiver of the  program -re to  reduce  the  external  deficit  on cur- 
rent  account to a l eve l  which could  be rurtained over time and to   l ay   the  
foundations  for a dece le ra t ion   i n   t he   r a t e  of inf la t ion.  For  the  year 
from July 1980 t o  June  1981, the  goal war to  reduce  the  current  external 
def ic i t   to   the  equivalent  of less than  10 per cent of GDP fran  15  per 
cant in  the  preceeding  year. 

The Cypriot  authorit ies sought to  achieve  their   objectives mainly by 
demand managemnt; their   effor t   coincided  with  s table   oi l  import prices 
and improved agricultural  output, which helped t o  dampen inflationary 
prearurcr and t o  reduce  the  balance of payments def ic i t .  The objectives 

1/ The events of  1974 l e f t   t h e   t e r r i t o r y  of  Cyprus divided  into two 
&inistrativc  toner.  The area to the  north of the  demarcation  line-- 
accounting  for 36 per cent of the  ir land'r   land rpase-passed out  of.  the 
Governrent'r  control. Thio area contained i n  mld-1974, i n t e r  alia, two 
fifth.  of the  total papulation rad nearly  half  of the   cul t ivated area. 
A t  preaent  there  contiuuer to  be l i t t l e  movement of people or good0 
b t w n  the two aoua.4 Thio repSftt coucernr only the  area remining 
under the ccWrrmea% ctanttof. . L I  . 33" . ! .  5. " .&.a. 4. 
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ar ret i n   t h e  rtand-by arran~emant  were f u l l y  met; the  current  external 
d e f i c i t  war contained t o   j u r t  under 8 per cent of GbP, t o  a large  extent 
due t o  a f a l l   I n   r t o c k  accumulation which ham a la rge  import component. 
The yearon-year rate of i n f l a t ion  as measured by the  CPI In   t he  program 
perloci war contained t o   t h e  preceding  year'r  level, though i t  fell from 
a peak of 16 per cent i n   J u l y  1980 t o  around 10  per  cent  in  the recond 
quarter  of 1981. 1 

Progrear toward in te rna l  and external  adjurtment  during  the program 
period war accompanied by a reapectable rete of real GDP growth ( 3  1 / 4  per 
cent) and a fur ther  improvement i n  living  standardr  without any s ignif icant  
increare   in  unemployment.  Growth throughout  the program period war export- 
led;  damertlc demand was reduced rubr tan t ia l ly ,   the  burden i n i t i a l l y  fall- 
ixq on private conrumption  and rtockbullding, and rubrequently  extending 
t o  grorr fixed  investment.  Public conrumption  bore  only a a l igh t   par t  of 
the  adjurtment burden. 

Wager and ralaries f o r  a eubr tan t la l   par t  of the  labor   force rcmained 
indexed t o  cost-of-llving changes and roar by wall over 20 per cent  during 
the  12 month8 to  June 1981. In  addition, wage earners -re the main 
beneficiar ies  of a reduction i n  income tax rater introduced i n  March 1981 
with  effect  from the  beginning of the  year  (see  Chapter 11). Even so, 
private  disposable  incow  increased by some 17 per cen t   i n  nominal terms 
and 4 per   cent   in  real terms a t  about the erne rate8 ae   i n   t he  preceding 
12-month period, However, the  wakening of  consumption expenditure i n  
the  program period  led  to  an  increase  in  the  savings  ratio,   thus allowing 
a rlec i n  the  domestic component of gross  investmnt  financing. 

Growth i n   t h e  second half of 1981  continued t o  be export-led, though 
domeotic demand began to  recover from the  very  depressed  levels of the  
corresponding  period of 1980. The  unemployment rate inched  up  but remained 
low by international  standards. Though the eocial  partners  did  not  reach 
agreement  on  an  incaues  policy, wage claims began to moderate.in the 
eecond half  of 1981; par t ly  as a r e s u l t ,  thsre was no s igni f icant  acceler- 
a t i o n   i n   t h e  rate of pr ice   in f la t ion   up   un t i l  September 1981. 

2. Developmenta i n  1980 and 1981 A/ I 

Real GDP growth, which  had f a l l e n  from a n  average rate of over 20 per  
cen t   i n  1976-77 t o  one  of.about. 9 per cent i n  1978-79, eased t o   j u s t  under 
4 per cen t   i n  1980-81 (Table 1). Economic developments during 1980-81 
were Influenced by the  demand  managelaeat policie8,  mentioned above. 
Between 1979 and 1981 the rate of growth of private  consumption was reduced 
from 6.4 per cent  to around  zero,  that of public consumption was about 
halved, and the  volume of gross  fixed investment f e l l  by aome 3 percentage 
point8  (Table 2). Stockbullding, which had continued t o  add s t rongly   to  
growth i n   t h e   f i r r t  half of 1980, fueled i n   p a r t  by speculation  about 

1/ The de9 for 1981 are p r m i r i o n d  eethrter of the  Cypriot  wthori- 
ti& .* . 
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&her  .%port-related actiritier, auch 80 hotel  conrtruction. There 
rec tor r  wure ganerr l ly  not affectad by the ceilingr on bank c red i t  (reo 
Chapter III), and enjoyed tax h n e f i t a  in the form of. rccalarrted  deproci- 
rtion r l lomnce8  for   plant  and equipment and t h e  doubling t o  6 per cent 

’ of the  tax deduction on incoma from exportm. The  demand for  houaing 
r a ~ a i n d  deprarred;  hourebullding m a  4 . ~ 0  affected by the rlowdown i n  

’ the public rahmn for  refugee houaing,  Furthermore,  public  infrartruc- 
t u t a l  project. added little,,  i f  anythin#, t o  real f ixed  capi ta l  foxmation. 

Stockbuilding  played a leading  role in the  evolution of d o m r t i c  
drmand during 1980; deatoclring i n   t h e  recond half of the  year waa ruf f lc i -  

-en t lp  largm t o  caure-a fall of 2.4 par cent in  the  voluar  of grorr invest- 
laant for   the  year  &a a whole, as agaiar t  an increare of 8.2 per cent i n .  
1979. For 1981 aa a whole, rtockbuilding  did  not add t o  growth, a. 
dertoclsing i n   t h e   f i r s t  half m a  made good rubaequently. The f a l l   i n   t h e  
volume of invertment i n  1980-81 however, mr accompanied by an  improveaant 
i n   i t a  f imncing. Between 1979 and 1981, the  share  of daaestic savingr in . 
total   f inancing  increared by 8bout 9 percentage  points  to  over 58 per cent, . 

while  that of factor  incaae and tranofers from abroad  declined by about 
4 percentage point.; the  rhare of net  foreign  f inance  fell  by come 5 per- 
centage point8  to  .lightly below 26, per cent (Table 4). 

be Output 

(1) Primary sectore 

Real output i n   t h e  primary sectors,  which had increased  fa i r ly  
atroagly  in  both 1979 and 1980, declined i n  1981 as a result of a sharp 

_sonditionr in   agr icul ture .  Real value added I n  agriculture rose by 5 per 

GDP a t  11.4 per cent w1.0 unchanged from the  previous year. The long-term 

c f a l l   i n   a c t i v i t y  in  the mining and quarrying  sector and lcrr favorable 

.t r e n t   i n  1980, e l iuht ly   lero  than a year earlier and i t r  share   in  real 

!, -downtread in agricultural  amplopent  continued, and the  ehare of fazmhands 
1 ? ’  i n   t h e   t o t a l  workforce  declined  .to 24.6 per c e n t   i n  1980 from 25.1 per 
‘. ._ cen t   i n  1979. 
\ ’  

The  volume  of crap production  increaeed by 3.7 per cent. Among the  
major crops  only cereals, potatoer, and Oliver showed gains  over 1979. 

I Output of barley in  1980 war equal t o  95 per cent of t h a t  preceding  the 
‘,hostilities of aid-1974, while  output  of.uheat was equivalent  to  leaa  than 
{one f i f th .  I/ Production of potatoer, which continued t o  be the main 
agricultura crop,  increared by 10.6 per cent, f a c i l i t a t i n g  au increase 
of 9 per cent   in  the volume of ita exportr. The volume of output of a 
yide range of f r e rh   fn r i t a  and vegetables showed declines  ranging from 

: 9 per cent   to  over 10 per a n t ;   t h e  impact of t h i s   dec l ine  waa reflected 
:mort v iv id ly   i n  the rim of the  coot of l iv ing  index (see rection below) 

.~ .r.t .ad egg production mh4bit.d aodsrt increarea. 
and dro in cngortr (chrpur IW). lhrosg Uvertock  product8  only  poultry, 

.@’ 
1/ l!he law rrbrt ~dtlckioth ir dtw t o  the lorr of the prim Wb8t grot&ag 

f*.* q p ” @ . 4 $ *  I .  iu tbt:mb # ?w #@.tQ$ti?. . Q 4  1974. , 
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Agricultural  output grew by only 0.7 per cen t   i n  1981, an a re su l t  of 
reduction  in  the  production of potatoer ,   o l iver  and cereals. The output of 
fruit a d  vegetable6  increased  rufficiently to exert a moderating  influence 

. on price developments i n   t h e  first e ight  month8  of 1981. Except for  output 
of rheep and goat meat, which f e l l   r ha rp ly ,  a l l  other meat production 
increased  moderately i n  real tennr i n  1981. I 

In  addition to the  f inancing  of-a number of important  irr igation 
project6 underway or planned 1/ f o r  the development of the   agr icul tural  
sector ,  the Government offera-various  advisory  rervices  to farmers, 
inc ludiw programs f o r  Improving qua l i ty  and reducing  costa, an well as 
low in te reo t  loanr and rubridier  for the  promotion of certain  crops  with 
good  demand prospects  in  the  domertic and export markets and the   s tab i l i -  
zation of farmer  inco~ner. 

Real  value added i n  mining and quarrying  declined by 1.0 per cent   in  
1980, compared with  an  increare of 3.2 per c e n t   i n  1979. Aa a resu l t ,   the  
Anhart of th ia   rec tor   to  real GDP decl ined  to  1.6 per cent, fran 1.8 per  cent 
i n  1979; employmunt a l ro   dec l ined   in  1980 when i t  accounted for  only 1 per 
cent of the  total   labor  force.   Production of the  tradit ional  cupriferous 
ores was discontinued  during 1980. Iron  pyriter  increased by 16 per cent 
t o  53,600 tons,  but were equivalent  to only 11.6 per cent of the  prehosti- 
l i t ies  level.  Production of other  exportable  minerals (chrome ore and 
asbestos) 2/ remained  depc.essed,  mainly  because of world demand conditions. 
Output of Zuarrying aratcrialr, which have become the main growth factor  of 
t h e  sector,  maintained i ts  strong upward momentum despi te   the slowdown i n  
eonrtruction  activity.  In 1981,  however, ac t iv i ty   in   th i s   rec tor   dec l ined  
by 12.6 per  cent, and tho  output of quarrying materials f e l l  as a result. 

<2) Indurtrp 

The rate of growth of real value added in   industry  decelerated from 
11 per cent   in  1979 t o  4.6 per cen t   i n  1980  and 2.2 per cent   in  1981 
primarily on account of the  reduct ion  in   the rate of growth of the con- 
struction  sector.  Manufacturing  output,  accounting  for  nearly 55 per 
cent of real value added in   i ndur t rp ,  3/ grew by 7.1 per  cent  in 1980, 
and 6.8 per cent   in  1981, somewhat lersi than i n  1979,  displacing con- , 

st ruct ion as the  leading growth rector  (Table 5). 

whdh i s  expected t o  double dm  reservoi r   capac i ty  by 1982, and the P i t e i l l i a  
Rural Development Pro jec t ;   fear ib i l i ty  studies have been completed or will be 
short ly  completed for  the  Varrilikoe-Pendasvirnos  Projects,  the Polis Water- 
rhed Project,  the  Kouris Dalta Dam and, t he  largest of them a l i ,  t h e  Southern 
Conveyor Scheme . 
to-5.4 per cent from 6.6 per cent i n  1979. 

2174 per crut o f  tetrl rpplqrykZ, a d  w a t l y  70 par cent of dorwat&..exprf8. 

1 In  advanced rtate of conatuction are the  Paphor I r r igat ion  Project ,  

2/ The rhara of the  mineral rector i n  total  domestic- exporta  declined 

3/ fn 1980  manufacturing  accountad for  -18.1 per cent of t o t a l  GDP, 
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' A8 i n  previour years, manufacturing  production i n  1980 war directed 
,more toward export6  thrn  the  domatic market; the  value of exports of 
manufacturer,  derpite  the  adverre  international  econaaic  enviroment, 
increarad by nearly 26 per.cent,  while  the grors value of output in manu- 
Srcturing  rore by  22.6 per cant. The f igures   for  1979 were 23.2 per cent 
for  exports and 20.9 per cent  for grorr output  (Table 6). Excluding 
.petroleum products, the output of which increaeed by 80 per cent primar- 
' i l y  due t o  price inf la t ion ,   the  main growth leaders were paper  productr, 
c'hemicalr, and nonactallic  rainerala . Textiler,  clothlug, and footwear, 
on which the  recent  industrial   succera  in Cyprur largely rertr, exhibited 
a more modest rate of growth, a reflection  perhapr of the  declining 
competitivenear of Cypriot  goodr v i s -bv i r  a number  of newlyindustr ia l i -  

. ring  countrier in Aria and Africa. Tranrport equipment and food  proces- 
ring usre the  worrt   performers,   the  lat ter on account of the   re la t ive ly  
poor harvertr. 

In  1981 foreign demand continued t o  be the  driving  force behind 
manufacturing activity.  Production of wine products,  footwear and ciga- 
ratter increased a t  a fairly  rapid  pace,  while production i n   t h e  canning 
industry, and of cement, brj.ckr, and petroleum products rhowed substant ia l  
declines . 

Manufacturing is  dominated by family-based and re la t ive ly  mall-scale 
unite;  average employrPant per e s t a b l i r b n t   h a s  been increariag but was 
sti l l  below seven employees i n  1980. Establiehaents  wlth  five or more 
employeer predominate in   t he   f i e lds  of food proceraing,  tobacco, plastics, 
petroleum  refining, and cement. The main constraints  on the  eiee of 
establirhracntr are the rmall r i te of the dometetic market, the  scarcity 
of local  sourcer of raw materidr , technological and f inancidl  factors, 
and the family-bared management s t y l e  of moat businesses. 

The authorit ier  recognize  that  a aurtained  rate of growth i n  manufac- 
turing requires a reorientation of inverrtent.  For the  medium term, they 
amtirage the need f o r  8 major 8 h i f t   i n  investment p r i o r i t i e s  toward more 
capital-intensive and la rger  male production.  Construction of  new 
industrial   buildingr  in  goverment-financed  industrial  estater and the  
provirion and extenoion of infrastructures  are important  elements i n   t h e  
authori t ier '   indurtr ia l   r t ra tegy.  Sone f i s c a l  mearurer have already 
been taken in   o rder  t o  facilitate the  consolidation of small productive 
un i t r   i n to   l a rge r  caablnes. Rules governing  foreign  investment are 
being reviewed t o  attract know-how and technology, and a free indus t r ia l  
zone har  been  campleted. The author i t ies  have been reviewisg the tax 
ragi- t o  be offered  to  the  indurtries which will operate i n   t h e  zone . A/ 
pGsic%y  located  in  Cyprur-providing a var ie ty  of rervices   to   neighbor  
ing corntrier In   t he  Middle Eart and Africa. Eartnershipr are c a p l e t e l y  
tax-exempt am are branchrr of over8e.r carpanier armaged and controlled 
gram abroad. CmpmIar incorporated in CJtprur, whether or nut  unagd or 
controfled f r m  CJrprur, are M a l 8  t o  p8y tax ou  OM^#&& incam a t   Que .  
$.nth .of tlm atratd:r44p " sf 48.5 mr cent. i 

1/ prur  also  hortr some 900 offrhore casrpanies--60 of which are 



Real valur added in  conrtruction  increased by 1.7 per cent i n  1980 
and declined by over 4 per cent i n  1981,  following  increarer of 15.4 per 
cent, 20.5 per ceut, and 48.4 per cen t   i n  1979,  1978, and 1977, respec- 
tively. The rlowdom, i n  both the pr iva te  and public   sector  was the  con- 
b i n d  rerult of a cycl ical   drop  in   act ivi ty ,   the   dmpening of speculative 
investment i n  the  rector,  a d  the credit squeeze especially  since the 
second half  of 1980, which affected  primarily commercial buildings and 
pr ivate  dwelliryTa. 

The a c t i v i t i e s  of the newly ins t i tu ted  Land Development Organization 
(LDO) and the Housing Finance  Organization (HF'O) did not  have yet any 
impact on building  activity.  In the years  ahead, however, t he  industry 
nay be rignificantly  influancad by them. The main objective6 of LM) is t c  
acquire l a d  suitable for   res ident ia l  development,  provide all necessary 
rervices,  .and divide  the  land  into  building  plots  for sale t o  middle- 
and  low-incaw groups a t  cost plus a set rate of return of about 13 per 
cent;   in  addition, i t  can erect low cost houses for   the same groupe. 
The HFO 18 to  provide 15-year  housing finance  for 1- and middle-incame 
groups. Such loans,   if   secured by mortgages, would cover up t o  75 per 
cent of the  value of the house or i f  secured against savings  deposits 
with tfF0 up t o  90 per cent of such  deposits. - l/ 

In   the  face of the  general  decline I n  the rate of growth of economic 
ac t iv i ty ,  the growth  of output i n   t h e  services sector slowed s ign i f i can t1  
rince  the second half of 1980. As a result, real value added i n   t h e  
services rector,  which had increased by 8.8 per cen t   i n  1979, rose by 
4.9 per cent i n  1980, accounting f o r  j u s t  under  54 per cent of t o t a l  GDP 
at factor  cost .  The  slowdown was qu i t e  marked i n  wholesale and retail 
trade  but was par t icu lar ly   s ign i f icant   in  banking, insurance, and real 
ertate. The rate of growth i n  real value added in   services   decelerated 
to 4.5 par cent   in  1981; while there was some recovery i n  wholesale and 
retail trade as mll  as i n  bankfng  and insurance ,   ac t iv i ty   in  all other 
rerv&ce  sector8  declined  perceptibly. 

The tourirt   industry  continued  to make a strong  contribution  to eco- 
nomic ac t iv i ty ;   a f te r   increar iag  by 22 per cent   in  1978 and 37 per cent i 
1979, the number  of long-rtsp v i s i t o r r  z/ rose by 19 per cent  to  over 
353,000 i n  1980. The average  length of s tay  war 10.4 days, s l i gh t ly  less 
than in 1979. Thia  relatiwely good performance war accampanied by a fur- 
ther incresre in employment (by 9.1 per cent   to  10,364 personr) and i n  
hotel  capacity. Durisg 1980 f ive  new hotelr  and t en  new hotel-apartmentr 
-re put  into  operation, rairing the   t o t a l  number of  beds  available by 

1/ The'Gowerrrasnt inteadm t o  encourage  deporitr with the RFr) by r d l  
d&itor/88wer6 a8 -11 as large once (insurance campauier, provident 
fundo, etc.) t h r o w  the extsarion of tax  incentives. 

2/ Tha amber of oaa-_.d.p dr4 tor r  declined &py 18 pcu: cent to  ju r t  st;st SO.,OOO in 1980. ilI 

c 
I *a- . + i " 
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cent i n  1980"war the  f i r a t  rince 1975; it was concentrated i n   t h e  second 

2.7 per cent of the  labor fnrce.  Nearly all sectors  of the economy -re 
-affected; however the number  of  unemployed construction worker8 more than 
doubled  prompting the  ruthorit iem  to  relax  their   previous  policy  regarding 
the  temporary emplopment of sk i l led  workers  abroad. Par t icular ly  acute 
becam a l r o  the problem of unemployed university  graduates,   for which 
p laar   to   t ra in  them for middle and top  posi t ions  in   the  touris t   industry 
are being evaljsated. 

~ balf of the year, when the nunber of registered unemployed averaged 

The earing of the labor market  continued  during 1981; the  number  of 
registered unemployed averaged  5,795 i n  the first e ight  months of the  year, 
or j u s t  above 3 per cent of the  labor  force,  compared with 2.1 per cent   in  
*he correspondiag  period of 1980  (Chart 1). The progressive easiapl of 
the  labor  market since mfd-1980 i s  also brought  out by two other  indica- 
to rs :   the   ra t io  of vacancies  f i l led  ' to  vacancies  notified,  which increased 
fraa! 23.8 per cent a t  end-1979 t o  38.6 per cent a t  end-1980 and 46.7 per 
cent at end-Augurt 1981; and the   r a t io  of vacancies  notified  to  registered 
.unemployed, which declined frm 29.5 per cent at end-1979 t o  14.0 per 
cent at end-1980, and 9.1 per cent at 8nd-August 1981. 

The  Government finances a number of programs for vocational and indus- 
trial t ra in ing  and  encourages other programs,  such as schemes for employing 
pupils  during  school  vacation and for  increasing  mobility which has  tended 
t o  diminish i n  response  to  narrowing wage d i f fe ren t ia l s .  Higher partici- 
pation of women 1/ in   t he   l abo r   fo rce  is  encouraged  through f lex ib le  
working conditioFs,  the  provision of more child care center.8 and other 
services. 

b o  ProductivitJI 

- Only llmfted data on productivity are available,  but a rough calcu- 
l a t ion  of developments i n  recent  years i s  given i n  Table 9. This measure 

worked per employee, f o r  which data are not  available.  Thus',.while  the 
measure overr ta tes  the growth in  "true"  productivity (i.e., output per 
man-hour) up t o  1979, a8 average  hour8 worked until   then  increased, it 
may underatate the growth of product ivi ty   in  1980-81, when hours  wrked 
probably  -declined. The increase  in  output per employee--which had aver- 
aged 10.9 per cent i n  1976-77 and 5-3 per cent   in  1978-79-slowed to  
3.4 per cent i n  1980 and is l i k e l y   t o  slow f u r t h e r   i n  1981  on the basis 
of preliminary estiraates. In  1980, productivity  increared .in manufactur- 
ing 'and agricul ture  and declined  in  construction. 

1 of change in  output per employee does  not  allow for changes i n  hours 
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than  half of which war on  account of automatic wage 
I n   t h e  goverxnent snd rcrmigovermnt  sectors  rore 
those  in  the  private  oector,  where aanufscturing  ported 

an increaar of 30.4 per cent  following one of 29.1 per cen t   i n  1979 
(Table  9).  In  1980,  the  increare i n  real average wage rates uas 12.6 per 
cent,   or  nearly  four times as large as the  gain  in   product ivi ty;   th is  
came i n   t h e  wake of very  rubetantial real wage rises i n  each of the pre- 
ceding three  years and at a time when the second o i l  price shock required 
an  additional  transfer of resources abroad. In  the  four years t o  1980, 
the cumulative rise i n  average real wage rates exceeded 60 per  cent, 
implying a r ignif icant  improvement i n   t h e  relative position of wage 
earners vis-l4=vits other incolae recipients,  However, given  the  high pro- 
greseivi ty  of income taxes and an  increase i n  social security  contribu- 
tions larger  than  the rise in  benefi ts ,   the  growth of disposable  incane 
ha8 been considerably  lower  than  suggested by the  unadjusted wage data 
(Table 3) . 

Incme  tax  concessions were introduced i n  March 1981 (see Chapter 11), 
retroactive  to  the  beginning of the year,  to  reduce  the  tax burden of  wage 
earners, which, i n   t h e  view  of the   au thor i t ies  "... during  the last  years has 
risen beyond .desirable  levels...." It would seem that  these  tax  concessions 
are being t o  some extent  taken  into  consideration by the  trade  unions i n  
submitting their pay claims for  1981-82. Settlements of many  of the two- 
year  collective  agreements that  were up for   renegot ia t ion  in  1981, including 
about ten pace setters in  the  semipublic  sector,  appear to  have been some= 
what more moderate, On balance, however, i nc reases   i n  average real wage 
rates st i l l  exceed productivity  gains by a large margin  (Table  9). On the 
other hand, the  number of man-days l o s t   i n  strikes was much lower  than i n  
1980 (101,000 man-days) and 1979 (22,000 man-days), despite a s t r i k e  wave 
tha t   h i t   the   econany 'ear ly   in   the  year. 

All col lect ive agreements,  including  those  for  civil  servants, pro- 
vide  for a cost  of living  allowance  tied  to  the price index, in   addi t ion  
to  annual  increments  for  seniority and negotiated  overall wage increases. 
It is estimated  that between 60 per cent and 70 per cent of the working 
population  receive a cost  of livixq adjustment. Wages are adjusted 
semiannually--in  January and July--for movements i n  the six-manth moving 
average of the retail  price index. The reference  base, i.e., t o t a l  pay 
a t  end-1977, i s  adjusted  to take into  account  increases  in real wages 
whic;h have taken  place i n   t h e  meantime so that   the  indexation mechanism 
now i n  effect  allows fulL canpeneation  for  inflation. 

6. Prices 

Retail prices rore by 13.5 per cent,  on  average, i n  1980 campared 
with  increa*cs  of 9.5 per cent and 7.4 per cent i n  1979 a d  1978,  reepec- 
tively (Table 10). Sam 27 per cent of the  increase  in  the retail price 
index warn accounted for  by the dirset a f f e c t  of t he   o i l   p r i ce  rire. A/ 

adl dl +mdmt&'~ceedmi 120 par Cent In %err@ of Cyprus pounds. 
1/ In 107940 the curul.titn iacreare in  the unit  import  value of o i l ,  
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(At currant price.) 

f: 
'1976  1977  1978  1979  198&  198d' 

Estimates 
- 

' (Ia mlllions of Cmrus noundo) 

Factor income aad transfore 
fmra abtoad (net) 38.0 40.5 45.7  47.7  51.1  46.6 

National aaVj981 
Public .actor 2/ 
Private  sector 

75.5  106.0  129.5  164.9  189.0  216.5 
-0.3 15.3 14.5 9.6 10.3 1.2 
75*8 90,7 113.0 155.3 178.7 215.3 

Plw net  foreign financing 
(0  current account deficit) 4.2  35.9 58*6 72.6  81.0  75.0 

Grose  domestic  investment 79.7 

lhmertlc ravings 10e6 

Factor income and tranefera 
&OB abroad (net) - 11*2 

Natiorul saving0 
Public sector 
Private  mctor 

21.8 
-0.1 
21.9 

Plur net foreign f inurcing 1.2 
,/ Groan domestic invest menu^! 23.1 

141.9 

13 e 0  

11 b o  

24.0 
3.5 
20.5 

8.1 

32.1 

188.1  237.5  270.0 

(In per  cent of GNP) 

l5.8  18.0  17.8 

8.6 7 .3 6.6 

24.4  25.3  24.4 
2.7  1.5  1.3 
21.6  23.9  23eO 

11,O 11.2 10.4 

35.4 36.5 34.8 

291.9 

19.3 

5.3 

24.6 
0.1 
24.5 

8.5 

33.2 
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The rapid axpanmion i n  government expenditure  after 1973 m a  not 
matched by a riailar increare   in  revcnue  (Chart 2). With the  exception 
of the  period 1974-76, i/ domertic rt\ttcnue am a ratio t o  GDP r e m i n d  
rather  rtable around 19.2 per cent. The increaring revenue trend i n  1980 
and 1981 reflected  the  higher  rocfal   inrurance  contributionr  required under 
the new earniqgr-related  rocid insurance scheme introduced i n  October 1980; 
a t  a result, the mhare of  direct  tax revenue in   total   tax  revenw  increased 

' s u b r t a n t i d l y   i n   t h e  h r t  two yeare  (Table 11 and Chart 3).  I n   d d i t i o n  
t o  the  dislocation of the economy, the revenue bare became rewrely eroded 
by fircal   iucentives  geared toward rtirnulating the  econmy; furthemre, 
tax  evarfon remained a rsriour problem. On the other hand, t o t a l  expend- 
.itwe ar a ratio t o  GDP increared by almrt 10 percentage  pointr, from 

_expenditure  conatituter the bulk of total 'expcndi ture  while i t a  ahare l a  
:on an  increasing  trend;  froa 74.6 per c e n t   i n  1979,  current  expenditure 
reached an  estimated 80.0 per cent of total expenditure i n  1981, on 
account  mainly  ef  the  increaring  papncntr  on wager and ralericr and on 
rubridier and tramfarm  (Chart 3). Conrequentlp, the rhare of cap i t a l  
expenditure I8 f a l l i ng ,  while at the  rame time, more than SO per cent  of 
them represent hourring expenditure by the  Special  fctlief Fund f o r  Dir- 
placed  Persons. 

. 21.9 per cen t   i n  1973 to  an  ertimated 31,6 per cen t   i n  1981. Current 

Since mid-1977, &en the  economy war rapidly  approaching fu l l   capac i ty  
output ,   effor ts  have  been made to  gradually  reduce  the  expanrionary impact 
of f iscal   pol icy and to  res tore   publ ic  savingr. Hence, the  rtiprulur  pro- 
vided by the  difference  betaen  domertic revenue  ana t o t a l  .expenditure 
(budget deficit   excluding  grants) as a r a t io   t o  GDP war rhrrply reduced 
from 12.6 per cent i n  1976 to an  average of 8.4 per cent  for  the  period 
1977-79. In 1980 fircal policy  turned  out  to be more expanrionary  than 
intended, due entirely  to  current  expenditure  overruna  increaring  the 
budget d e f i c i t  (excluding grants) by 1 percentage  point  to 9.3 per cent 
sf GDP. In 1981 the budget d e f i c i t  is ertim8ted  to have  been contained 
a t  the r m e  percentage to  GDP ar i n  1980. Reflecting  the  declining 
importance of foreign  grantr ,   the  overall  budget d e f i c i t ,   a f t e r  8 rub- 
8t8Uti.l improvement i n  1977,  followed  an  increaring  trend  (Chart 2 a d  
Table 11) r i s ing  fram 2.8 per cent of GDP i n  1977 to  an emtimated 7.8 per 
cent in 1981. The current  account  balance (government  domestic ravings) A/ 
remind  negative  throughout the period  rince  1973, and since 1979 i t  
ha# been following a deteriorating  trend. 

1/ Becaurc of the decline in u d n a l  GDP In  1974 and 1975 ( i n  1976 
n&hal GDP war rtill,  lo-r than i t r  1973  level)   the   ra t ios   to  GDP of all 
v8riabler  in  Chart 2 for the  period 1974-76 are atypical. 

2/ The current  balance i r  given by the  difference between current 
rGenue  (capital  revenue is alaort n u )  a d  current  expenditure. The 
latter i r  the  rum of the  ordinary  budget  expenditures,  the  unallocable 
expenditurer,  the expeuditurer of the  Social  Inrurance Fund6 and the 
current expewliturer of, t h e  develop-nt mget, a d  the  Special Rolfef 
F a d  

j ;  " 

. .  . .  
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The inflow of foreign  grant8  allevg8ted ro#what the  financing  of 
the deficit, but r t i l l ,  beaure of the limited p o t e n t i a l   f o r   d a a r t i c  non- 
bank financing,  the Goverliaant had t o  rerort to conriderable  domestic 
bank and foreign b o r r d n g   t o   f i n a n c e  i t r  overa l l  budget d e f i c i  t (Table 
31). In   the lar t  two par r ,  cent ra l  bank financing approached i ts  lega l  
limit of 55 per cent of the  cotbated  ordinary  budget revenue, rerulting 
in  an  accelerat ion of foreign borrowing. This increared  the  Central Govern- 
ment's  foreign  debt  to  an e r t h t e d  16 per cent of CDP i n  1981 while t o t a l  
debt  (both  foreign and domertic) 10 ertimated to have r i r e n   t o  a peak of 
32.4 per cent of GDP. AB a rerult, debt  service payment8 on the  Central 
Governrent's to ta l   debt ,  as a r a t i o   t o  CDP, mrt than  doubled i n   t h e  last 
four  years,  reaching  an  estimated 3.1 per cent of GDP in 1981  (Chart 3). 

In  July 1980, t he  Cypriot  authorities embarked upon a one-year s t a b i l i -  
zation program supported by use of Fund resources   in   the first credit 
tranche, aimed a t  reducing the current   external   def ic i t   to  a sustainable 
level  over  time,  laying i n  the process the  foundatione  for a reduct ion  in  
the  Inflation rate. In terms of the   s t ab i l i za t ion  program, the  overall  
budgetary  policy was formulated to  support  both  the  desired  reduction  in 
consumption and the need to  limit the  domestic  credit  expansion.  In par- 
t i cu la r ,  the s t ab i l i za t ion  program entai led a substant ia l   reduct ion  in  
the r a t i o  of the  overal l  budget d e f i c i t  to GDP from 6.3 per cent  In 
1979/80 t o  about 2.9 per cent 1/ I n  1980/81; t h e  program also envisaged a 
2 percentage  point  increase in-the t a x   r a t i o   t o  GDP to  18.7 per cent and 
a substant ia l  improvement i n  public sec tor  savings. In  addition, a hiring 
freeze was imposed on the   c iv i l   se rv ice  and the Government undertook t o  
assess the   f eas ib i l i t y  of a 10 per cent  reduction across the board i n  
total  expenditure. 'In the  event, the objectives of fiscal  policy  turned 
out  to be too  ambitious;  current  expenditure and subs id ies   in   par t icu lar  
exceeded by f a r   t h e i r  program levels. Ae a resu l t ,   the   overa l l   def ic i t ,  
instead of being  substantially  reduced,  increased  sl ightly  to 7.0 per cent 
of GDP, while  the  current  balance of the  budget deteriorated even fur ther ;  
the  tax  ra t io   to  GDP, however, increased  modestly  to 17.8 per cent. 

2. Fiscal developments in 1980-81 

Among the  major  objectives of the  Third  Econanic Emergency Plan  for 
1979-81 was t o  reduce  the  budget deficit 80 as t o  moderate  the  expaneion- 
ary impact of the  public  sector on the econamy.  The d is t r ibu t ion  between 
current and capital exwnditure was t o  be r l tered  to   increase  publ ic  
savings.  In view of the   ine las t ic i ty  of a large part of the  expenditure, 
espec ia l ly   in  the  ordinary  budget, and the  need to  complete sizable  devel- 
opment and social  programs already embarked upon, the implementation of 
these  objectives was t o  be  gradual. The fiscal outturn for 1979, the 
first year of the  program, exerted a stronger  expandonary impact than 
intended. The growth of domestic  revenue and total  expenditure,  includ- 
ing net   lending,   accelerated  r l ight ly   re la t ive to 1978 but their ra t ios  

1/ Due to  a new presentation of the budget, t he  2.9 per cent of GDP 
deTicit i r  equivalent to tb L 2  per cent of GDP deficit enviclag*d under 
the  program. 
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The rubotantial  acceleration of d a w r t i c  revenue in 1980, which 
Xncreaaed by 30.5 per cen t   r e l a t ive   t o  an average of  22.3 per cent   in   the 

,.previour two yearr, mr d w  to the  acceleration of di rec t  tax revmnue and 
pon t rx  reveuue. owing t o   t he   fnp revewnt  i n  the revenue t f t w t f o n  * 

?,of torn the  Social  lnaurance Fundr and the  Spccial Relief Fund; di rec t  
*z~ taxer increard by 45.5 per cent ,   capared   to  an aver- growth of 

27.7 par  cent  in  the  prevfour two parr. Nontuc revenue, becrure of the  
axpanoion of the nontax  revenue  of the  ordinary  budget,  increued by 
43.7 per cent relative t o  4.4 per cent i n  1979. Indirect  t u n a  deceler- 
a ted   subr taa t ia l ly ,   the i r  growth rate fa l l i ng  from 28.0 per cent i n  1979 
t o  15.9 per cent   in  1980. Am CI r e ru l t ,   t he  rhare of di rec t  taxer i n  
t o t a l  tax revenue  fncreaoad by 5 1/2  percentage  pointr  to 46.1 per  cent, 
r a i r ing   t he   t ax   r a t io  to  GDP t o  17.3 per cent (Table. 11, 12 and 14). 

- The re la t ive ly  slow growth  of the  ordinary  budget  tevenue of 22.5 per 
cent reduced it. rhare i n  total   domertic revenuc t o  77.8 per cent, down 
Ira6 82.9 per cent i n  1979. The slowdown in   ordinary revenue war due t o  
the  rubmtantial  deceleration i n  t he  growth  of both  direct  and indirect  
taxes  (Table 16). Mrec t  tax revenue  increared by  25.7 per cent, com- 
pared  with 36.6 per  cent in  1979. Legir la t ion  for   an immovable property 
tax and a capi ta l  gaina tax war introduced i n  1980, but i t  i a  expected 
that substantial  revenuer from there  taxes will be realized  only from 
1981 onward. 1/ Direct  taxes on incane and prof i t s   hereased  by 
31.2 per cen t7   r e l a t ive   t o  41.4 per  cent i n  1979. Direct taxes on COPB- 
panier  increased only modestly by 9.0 per cent   a f te r  having been more 
than  doubled i n  1979,  following  the  introduction of a ryatem of col lect ion 
on a current  year basis; however, direct   taxes  paid by individuals  nearly 
doubled the i r  growth rate t o  42.0 per cent,   consti tuting 72.9 per cent of 
total   taxes  on incane and profi ts .  On the other hand, the  indirect   tax 
revenue  of the ordinary budget increased by 12.0 per cent,  down from the 
27.6 per cent  increase i n  1979 mainly because of the  very modest growth of 
sxcire  taxer. Derpite the  increase  in   excirc   tax rater for  petroleum 
products and motor vehiclrr ,  receipts from excise  taxes  decelerated from 
t h e i r  51.6 par cent growth rate 111'1979 t o  4.2 per cen t   i n  1980. Receipts 
from the  excire  tax on motor  vehicle.  declined by 9.3 per cent,   reflecting 
a small dec l ine   in  motor vehicle   regir t ra t ions and some movement toward 

4/ (cont'd from p. 28) Development Organization and a Housing Finance 
OrEanitation. The main objective of the former is t o  develop resident ia l  
building  plotr  and t o  provide low-coot housing t o  middle- and low-income 
groups. The Houring Finance  Organization is  t o  provide long-term housing 
financing  to  the ram income groups. Both ine t i tu t ions  will become 
operat ional   in  1982 and are t o  be #elf-financed  with no budgetary  implica- 
t ions,   apar t  fram an €C 1 mfllion  budgetary  grant  (though  not yet tram- 
fared).  In the future  they  could  affect budget  revenuer ind i r ec t ly   i n  
the  form  of tax incentives  for  deporits   wlth  the Housing Finance Organ- 
izat ion or poerible  interert   rubaidization of  loans. 

1/ Thua, while EC 6 million of immovable property tart revenue i r  
bu&eted fgr 1981, only €C 0.6 p i l l i o n  was received from thir t a x   i n  
19@. 
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,.*he reg l r t ra t ion  of aar l ler   capaci ty   vehicler ,  in l ine   with  the  legiolated 
increru i n  the caponent of acciae tax  paid  according t o  engine a i m .  
bvrnua from c u r t a r   d u t i e r  role by 19.8 per cent ,  i n  l i n e  with the growth 
of kportr. The nontat revenue increared by  55.7 par cent, mainly  due to  
t h e  more thau  doubliag of the  central bank prof i t r   t ranrferred  to   the 
ordinary  budgat  (Table  16) . 

The acceleration i n  the rate of growth of t o t a l  direct taxer rtanmed 
exclurively from the  inrprovemntr i n   t h e  revenue r i tua t ion  of both  the 
Social  Inrurance Fwdm and the  Special Relief Fund. Followlag the  intro-  
duction of the new earningo-related  rocial  insurance schetm i n  October 
1980,  mocial inaurance  contributions  for 1980 increased by  45.6 per cent, 
more than  twice t h e i r  growth rate i n  1979; the  higher  contributionr 
required under  the new legislation  rhould result i n  a surplus of revenue 

>- i n  the firrt years of  operation of the scheme. A/ The rece ip t r  of the 
Special Relief Fund (excluding  goverment  contribution~),   on the other 
hand , -re than  darbled,  increasing from €C 7.1 mi l l i on   i n  1979 t o  
LC 16.3 mil l ion  in  1980. The receipt8 of t h i s  fund consist  almort 
exclusively of the  mandatory contributions by employers  and self- 
employed and the temporary fmport levy.  Following the  Supreme Court 
decis ion  in  November 1979 about the  conrt i tuional i ty  of the relevant law, 
mandatory contributions more than  trebled,  increasing by €C 6.6 million 
t o  EC 9.5 million, as many of those l i ab le  started paying t h e i r   f u l l  
contributions  in 1980  (Table  19). Revenue from t h e  temporary  import levy 
(part of indirect   tax revenue)  increased by  77.8 per cent to  EC 6.4 mil- 
l ion ,  ar a r e r u l t  of t he   i nc rease   i n   t h i s  import  levy fram 2.0 per cen t   t o  
3.5 per  cent. 

The overal l  budget d e f i c i t  a t  €C 57.1 mill ion was by  47.2 per cent 
higher  than i n  1979, and as a r a t i o   t o  GDP, it increased by almost 
1 1 / 2  percentage  points  to 7.6 per cent  (Tables 11 and 20). Net domestic 
borrowing declined,  covering 45.7 per cent of the overall d e f i c i t  compared 
t o  88.9 per c e n t   i n  1979. The sale of goverment  eecurit ier a t  €C 4.S mil- 
l ion ,  war at the same l eve l  as i n  1979,  whereas the sale of  .Trearury b i l l s  
increased  fran €C 4.6 n i l l i o n   i n  1979 t o  €C 31.5 n i l l i o n   i n  1980. While 
nonbank financing  declined  substantially, bank financing  increased by 
22.9 per cent   re la t ive  to  1979, covering 38.5 per cent of the d e f i c i t  and 
accounting  for  the  substantial  increase of domestic  credit  to  the  public 
rector.  Central bank financing of the budget d e f i c i t  approached i ts  
r ta tu tory  limit. z/ As a r e r u l t  , net  foreign borrowing nearly  trebled 
r e l a t ive   t o  1979, financing 54.5 per cent of the ove ra l l   de f i c i t ,  i t 8  
r a t i o   t o  GDP lnc tear ing’ f raa  1;7 per cent i n  1979 t o  4.1 per  cent. Net 
XMP transaction0 wcre s l igh t ly   nega t ive   in  spite of the drawfng of the 

I/ It i o  estimated that by 1990, t he  cumulative  surplus of the  Social 
I & r a n c e   F a d e  will reach  about €C 568.7 million,  including  goverment 
contributionr. 

2/ The Goverraent can borrow from the  Central  Bank 55 per cent of i ts  
g r h n t e d   o r d i n a r y  revenue, 25 pqr  cent of It i n   d v a n c e r  and 30 per cent 
of it i n  !f!rearqy b i l l r .  ‘ F  
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-farot  credit  tranche  bacaure of exfating  repurrhare  obligationr. The 
net d m e r t i c  .ad foreign borrowing allawed a qmdrupl iw of advancer to 
t h e  Cooperative  Central Bank, from EC 3. mfll ion  in  1979 t o  LC 12.5 oil- 
lion i n  1980, to improve I t a   l i q u i d i t y  f r i t ion .  The r u k t a n t i d  fncrcrre  
of both d a e r t l c  and foreign  debt let  t o  a sudden jump of the   ra t io  of the 
central   govetamat   debt   to  GDP f roa  21.7 per cent i n  1979 t o  27.3 per cent 
in 1980 (Table  21 and Chart 3). 

b, Piocal developmentr duri-  1981 

The overall budgetary  policy  for 1981 reflected t h e  quantitative tar- 
.-to of t h e   o n e - p r   r t a b i l i u t i o n   p r o g r a s  embarked upon i n   J u l y  1981. 
The budget f o r  1981, 81 mended by the  tax-relief measurer of A p r i l  1981 
(but  effective from January  1981), 1/ provided for  a 2 percentage  point 
$acreare in the   ra t io  of daaacrtfc  r'ctcnue to  GDP t o  23.4 per  cent;   total  
expenditure war budgeted to   increare  by only 2.0 per c e n t   i n   n d n a l  
terns, implying a substantial  reduction in real tern., 00 tha t   the   ra t io  
of total  expenditure t o  GDP would f a l l  by  more than 3 1/4  percentage , 

pointr  t o  27.4 per cent. A8 a result, the budget deficit,   excluding 
grants, -6 expected t o  decline by 5 l / 2  percentage  pointr  to 3.9 per 
cent.   Similarly,   the  overall   deficit  was to  decline t o  2.4 per cent of 
GDP, whereas public ravings were t o  become positive,  equivalent  to 2.5 per 
cent of GDP. In 1981 the budget also provided for a levell ing  off  of 
current  expenditure  (subridies and tranefere were budgeted to   decl ine 
r l igh t ly)  and a modest acceleration of capital   expenditure,   al tering  the 
comporition of total   expenditure  in  favor of capital expenditure 
(Tables 11, 1 2  and 143. 

The o f f i c i a l  artimater~ for   the  1981 f iscal   out turn  indicate   that   the  
overall  budget object ives ,   ae   in  1980, were rather ambitious. The exfst- 
ing conotraintr in reducing  current  expenditure,  the f u l l  wage Indexation 
mechanism f o r  wages and ralaries, and the  prevailing system  of grain eub- 
aidier In  particular,   l imited  considerably  the  goverment  efforts  to 
reduce  current  expenditure; in consequence, capital expenditure had t o  
be curtafled by mare. In partfcular,  whereas  both  damestic revenue and 
total   expendi ture   fe l l   short  of t h e i r  budgeted targets, doae!rtic revenue 
increased by 19.6 per cent, raising t h e  r a t i o  of domestic  revenue t o  GDP 
by 1 petcentage  point  to 22.4 per cent.  In  contrast,  total  expenditure 
increared by an ertiaaated 17.7 per cent, much lesn than i n  1980, but 

1/ There  tax-relief ~earures, aimed a t  reducing the  tax hurden, which, 
in-the autboritier '   view,'duriag  the last few years had rRren beyond 
desirable  levclr ,   entailed a loss of public revenue estimated a t  f C  8.5 mfl- 
l ion  on the b r i o  of 1980  incomer. The tax masures, apart from increasing 
rubstant ia l ly  the f a f l y  and dependent  allowancea,  iacreaaed a l ro   the  tart 
-tiom on l n t c t e r t   i u c o s a   f r m  governarcnt lacuritier and bank dapooit. 
(&.er, ildirect i n t r r e r t  rate rubrtdp). In addition,  fiscal  iacentivcrr 
-re providd for  inereared c a p i t a  expenditurea by puklic co.p.I11er, PO 
-'Wt u ddttialul tax  arsoptionr for acqui~i t ionm of 'ahatgo of n w l y  
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still exceeding by f a r   t he  2.0 par cent  growth allowad i n   t h e  budget; 81 
-4 rerult , tha r a t i o  of t o t d   a p r n d i t u r e  to ODP incrrared by alwrt 1 per- 
-crntyy point, t o  31.6 par cent. In cono.~uance,  the budget d e f i c i t  
r a t i o   t o  GDP ( u c l u d i a g   p a n t r )  i r  expected t o  r-in at alaort the role 
lave1 a8 in  1980, at 9.2 $er cent; becaure of a aodert   reduction  in 
g ran t r ,   t he   r a t io  of the   overal l   krdget   def ic i t  to GDP ir projected  to 
increare   P t rg ina l ly   to  7.8 per cent. Public raviagr continued t o  be 
negative,  reaching 2.9. per cent of GDP duriqg 1981. 

barpita  the  overrun of total   expenditure relative to the budgeted 
target ,   the  growth  of total expenditure  decelerated  rubrtantially, 
increaring by onlp 17.7 per cent ,  compared t o  31.6 per cent   in  1980  and 
the  25.1 per  cent  average  growth rate in   the  previour  two yearn.  Current 
expenditure, which account. exclurively  for the expenditure overrun 
lncrcared by an  ertlmated 22.5 per cent, down from the  3S.6 per cent 
growth i n  1980, ra is ing  the rhare of current  expenditure  in  total  expen- 
d i t u r e   t o  80 per cent  fran 76.9 per cent   in  1980. Both wager and ralaries 
and t ranr fer r  and rubridier ,   the  main reamnr  for  the  expanrion of current 
expenditure,  decelerated relative t o  1980, increaring by 19.6 per  cent 
and 34.0 per cent,  rerpectively;  expenditure  on good8 and services  grew 
moderately a t  12.6 per cent, whereas marlocable  expenditure  ranained a t  
the  SBPIC level  as i n  1980. The share of wages and salaries i n   t o t a l  cur- 
ren t  expenditure declined by 10  percentage  points  to  an estimated 40 per 
cent,  while the  share of subridiee and transfer8  rose by 3 1 / 2  percentage 
points   to  40.9 per cent. The expansion of subsidies and t ransfers  reflects 
the  '35.3 per cent   increase  in   grain and vine  subsidies,  the 48.6 per cent 
i nc rea re   i n   i n t e re r t  payments on the expanding foreign a d  daaaestic public 
debt  (Table li), and the  41.9 per cent   increase  in  social insurance bene- 
fits on account of the  higher  benefits  provided by the new earnings-related 
aocial  insurance scheme (Table 18). The ordinary budget expenditure 
Increased by an 'estimated 22.9 per cent,  providing  the main hpe tu8  for 
the  expanrion of total  current  expenditure; apart from subsidies and in te r -  
est payments, the  increase of ordinary budget  expenditure  tmrolved  higher 
expenditure  on  education and defenre  (Table 15). 

Development budget expenditure  increased by only 10.0 per cent, con- 
tinuing its decelerattng  trend,  dom from 13.2 p r  cen t   i n  1980 and 45.6 per 
cen t   i n  1979; t he  increase reflected mainly the 40.3 per cent  expansion of 
the expenditure on tranaport and caarmunication (Table  15).  Expenditure by 
the  Special  Relief Fund followed a similar trend;  capital  expenditure on 
the  refugee  housing  scheac  increared by 6.7 per cent,  compared t o  14.4 per 
cent   in  1980, accounting still f o r  more than half of to ta l   cap i ta l  expend- 
i t u r e  (Table  19) - Ae a re su l t ,  capital expenditure fell short of i t 6  
modest budget target ,   decelerat ing  to  6.3 per cent   re la t ive  to  11.8 per 
cent i n  1980 and 38.8 per cent i n  1979  (Tables 11, 12 and 14). 

Doeentic revenue did  not  reeqh i t r  budget target, increaring by 
19.6 per cent relative t o  30.5 per cent  i n  1980. The rate of increase 
of tax eavenue decelerated t o  22.2 per cent fram 27.9 per cent   in   the 
previour year; however, 60 + r a t i o  tp GDP, tax revenue  increarod by aorg 
t -bn + -  1 pstcsntage'p&at t o  &5 cqt*  japmmmnt inLtta t9t 
a " 
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r a t i o  i o  dur e n t i r e l y   t o  the expanoion of d i rec t  taxer, which, mainly 
k c r u r e  of th, raqufrd   h igher  modal iarurance contributiom,  increared 
by 39.1 per cent. kcaure of the  r luggirh growth of the   indirect  tax 
reverne of the  ordinaly  budget,  total  indirect taxer r lowd   dam  to  
7.7 per cent,  lerr than half   their  growth rate i n  1980 (Table. 12, 14, 
and IC).  The ordinary  budget revenue contiarud i t r  decelerating  trend, 
increar iag by only 7.9 per cent a0 q p i n r t  22.5 per  cent i n  1980, ref lect-  
dag t he  rlowdown of both i t r  tax and nontax  coaponentr  (Table  16). Ao 
rerult of the tax-relief ~ a r u r e r  of e a r l y  1981, the  growth of the di rec t  

- +ordinary budget revewe decelerated to  14.8 per  cent, f r a  25.7 per  cent in  
"-3980. while incom tmr  paid by c a p a n i e r   i n c r e a r d  by 46.7 per cent, 

*more than  five time8 higher  than  their  growth rate i n  1980, incam taxer 
' paid by individualr  declined by 4.1 per cen t ,   i n   con t r a r t   t o   t he i r  

42.0 per cent  increare i n  the previour year. I n d i r e c t   o r d i ~ r p  revenue 
rlowed down 80 well, increaring by only 5.8 per cent,  relative t o  12.0 per 
cent i n  1980 and 27.6 per cent i n  1979. Thio deceleration i r  due to   the  
reduction  in  the iplportr of motor vchicler,  which rerul ted  in   the  level ing 
off of the revenue from re lec t ive  a~cirer ,  and to   the  general   decl ine  in  
real importr (ree Chapter IV) , which allowed  only a modest increase i n  
revenue from import  duties of  9.4 per cent. 

Because 1981 is t h e   f i r r t   f u l l  year of operation of the new earnings- 
related  social  insurance ocheme, the revenue of the  Social  Insurance Funds 
amre than  doubled relative to   the i r   h igh  1980 level,  giving rise t o  an 
e a t h a t e d  €C 11.3 mi l l ion   surp lur ,   in   cont ras t   to   the   t rd i t iona l  mdest 
de f i c i t ;  ar expected,  higher  benefit paymento -re more than  offret  by the 
required  higher  contributions  (Tables 13 and 18). Following t h e  more than 
doubling of the  revenues of the  Special Relief Fund i n  1980,  because of 
the  f i n a l  payment of the  delayed mandatory contributions by employers and 
the self-employed, i n  1981 the revenue of the  Special Relief Fund declined 
modestly by 5.5 per cent ,   re turning  to  norarrrl (Tables 13 a d  19). Reflect- 
ing  the  depressed demand fo r  imports, the  receipts  of the temporary  import 
levy olowed down to  25.0 per cent   re la t ive   to  77.8 per  cent  In 1980. 

The overall  budget d e f i c i t   i n  1980 increased by 17.0 per cent to  
LC 66.8 million,  raising  Prarginally i t r  r a t i o   t o  GDP t o  7.8 per cent 
(Table 20). Since the  Central  bank financing of the  budget d e f i c i t  war 
c lo re   t o  i t a  legal l idt ,  net  domertic borrowing  covered  roughly the 8-e 
proportion of the   overa l l   def ic i t  ar i n  1980 (46.3 per cent).  Central 
bank advancer  declined  fram €C 12.0 mil l ion i n  1980 t o  €C 1.4 mi l l ion   in  
1981, ail8 the  net  irsue of Treasury b i l l r  fe l l  f r a a  €C 31.5 million i n  
1980 t o  EC 26.0 mi l l ion   in  1981; t he  iraw of govermnent  recurities  to 
t he  nonbank public remained at fC 4.5 mil l ion,   the  s l l c  level  ar i n   t h e  
previouo two yearr. k a conoequence , net  foreign borrowing increased 
both In aboolute and re la t ive  term. #at foreign barratlag expanded by 
34.7 per cent to fC 42.3 JTlion, covering 63.6 per cent of the deficit 
compatod t o  54.5 per  cent in 1980, iacrear ing   the   ra t io  of net  foreign 
botrowhg to  GDP f r a  4.1 per cent i n  1980 t o  4.9 per cent in 1981. Net 
tmnorctioar, v l th  thr IM? are n.g.titt., u a twult of outrtanding repur- 
Ch- abUgaCAow. 3'h expanoion of ddoaartfc and foreign  borradng m. 
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r. 30 p.r cent by miR-1.98Or The author i t ie r  are amre, hornvat, that if 
-inf la t ion i o  to I.l;nrrin in t he   r i ry s l ed ig i t  rallg. over t h e  w d i w  tern, 
nonetrry growth h a  to b. reduced  from the current lev& 

In  June 1981 brdrr mre inforrrd  that  prevailing econmic conditionr 
necerri tated th. continuation of a r e r t r i c t l v e  wnetary policy for the 
thole of 1981,  Accotdiagly, c red i t   ce i l ingr  -re exteaded  froo end-June 
1981 to end-brceaber  1981 and t he   ove ra l l   c e i l i ng   i n   c r ed i t  ucpmtuion t o  
the private u c t o r  war put a t  QC 26 million, Ceilisgr -re made more 

: rertrictitt. and, at the a m  the, more relective. Iaaw to   thr   t rading 
: rector-rxcept  for a t p o r t r r r r e   t o  r-in a t  t h e i r  ead-June l eve l   fo r   t he  
,rert of the  year; bntu mre arked t o   r ec l a r r i fy   t he i r  trade loan,   to  rhow 
*export lor- wparatdy.   s fmilar ly ,   perrond a d  profer r iond  lmru -re 
t o  remain at t h e i r  end-Jme level, bcal  bill. dircouuted, f d l i a g   w i t h i n  
Ithere c r t rgor ie r  of l o u u ,   m o t   e q u a l l y   r r u i n  a t  ead-June levelr. On the 
other hand, 1081~ fo r   p r io r i ty  projectr ware exempted from the ceilingr. 
Oaured a l l o m t i o a r  under  the credit ce i l iagr  for the progra  year ,  net of 
any . ~ c e o r e r  over  thore  ceil ingr,  -re 811ow.d t o  be carried over to   t he  
remainder of 1981, air #I done t o  avoid a r i t u r t i on  where hnkr would 
have a d e  rtrenuour  rttarptr--on announceaaant of the extenaion of rertric- 
t ive  credit policy i n  Jwe"to make loam. 

2. . Developmentc i n  monetary aggregater 

In  the  period from  1979 to   t he  end of the third quarter  of 1981, 
to t81   l iqu id i ty  grew rapidly at  year-on-par rater of 18 112 per cent by 
the end of 1979, MM 16 per cent a year later and around 20 per cent by 
the end of September 1981, A, for  the  carponento of t o t a l   l i qu id i ty ,  the 
divergent  devel.opwnta in narrow wney and quaoi-proney, already i n  evidence 
r ince 1978 (Tabla, 22 and 23 and Chart8 4 and 5), generally  continued: 
narrow money grew more rapidly than qurri=money. The rize of the diver- 
gence, however, which had incraared t o  almort  15  percentage  poiatr by the 
Grad of the f i r 8 t ' q w r t e r  of 1980, when narrcw money 8ad q t ~ r i - m ~ n e y  
increared at rerpective year-on-year rater of 29.5 par cent a d  14,7 per 
cent,  subrequently  declined  to between 1-3 percentage p i n t a   i n   t h e  f i r r t  
two quarterr  of 1981. Finally, i n  the t h i r d  quarter, quar i -~oney  grew 
farter than narrow money, Looked at  individually,  narraw money rhowa a 
dec l ine   in  growth of 7 percentage  point8  over the period attributable 
largely t o  reduced atpamion in demand depo8itr while carh holdings -re 
re la t ive ly  le.. affected. In contraat,  quaai-mney regfatered 8 rire of 
5 percentage  poiata in  i t a  rate of atpanoion as a rerult, i n  part icular ,  
of an accelerating build-up of 'ti- depori t r  i n  the record and third 
quarterr of 1981. Accordingly, a t h  the weight of qurrsi-aaney i n   t o t a l  
l i qu id i ty  being larger than that of narrow money, rapid growth i n   t o t a l  
l iqu id i ty  perairtad. 
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is;.. *eo f a l l   u n t i l  tha fl- t  half of  19801-rncour.gIa# a rwltch out of mney 
and into both higher Intoreat-bearllrg deporitr with  cooperative balsa 

- which a n  not  counted In the  ~ronetary rurvey and real areeta. Since 
then, red in te rea t  rate. .recovered a m w h a t  aa a rerult of deceleratltq 
Inflation. Char thr f i v e  parr f r a  1976 t o  1980 ve loc i ty   i nc rea rd  
but,  except  for 1980, a t  a declining rate (Chart 6 1. In 1981 tnloci ty  
l a  expected to f a l l .  There movementr In velocity have affected develop- 

*- manta In Inflation. The uprrrd d r i f t   i n   v e l o c i t y  hu contributed  to  the 
acceleration of in f l a t ion  up to  mid-1980, while the  decl ine  In   veloci ty  
,will have contributed  to  the mubaequent decde ra t ion  of inflation. Thir 
rtreoaea the need f o r   f u r t h r   e f f o r t r   t o  reduce growth In  money over the 

" Irdltm tern when mloc f ty  cannot be araumd to continue i t a   dec l ine ,  

_= - in t e rea t  ratem am d j w t d ,  or -re generally, are allowad t o  rerpond 
:-;-thereby h e l p l w   t o  keep Inf la t ion  down. It appearr fur ther  th8t unlerr 

t o  economic factorr,  negative real l n t e r e r t  rater may give tire to   an 
upward d r i f t   i n   v e l o c i t y  and a conoequent inflationary  biar.  

- 

Domwrtic credit to   the  pr ivate  rector, which in  1978 had t r~ lporar l ly  
grown more slowly  than  the  year earlier on  accaunt of the  relective mea- 
aurea of credit reatr.int  adopted i n  aid-par, grew again at increaring 
rater i n  1979 and the f irrt  quarter of 1980, on a year-on-year barir. 
Fron the 18 per cent mark in  1978 i t a  growth accelerated t o  21.8 per 
cen t   i n  1979 and 23.1 per cent in the firrt quarter of 1980. From the  
recond quarter of  1980 on, however, the reverlc applies. Doacrtic credit 
to   the  pr ivate   sector   exhibi ts  a virtually  continuourly  declining rate 
of expanrion t o  mid-1981 . kcelcrating by about 1 112 percentage  point 6, 
credit expanded by 21.5 per cent   in  the second quarter of 1980. In the 
rubrequent two quarters t h e  deceleration gathered momentum involving a 

; .4 percentage  poiat  reduction both i n   t h e   t h i r d  and fourth  quartera  to 
rate. of expanoion of 17.6 per cent and 13.5 per  cent,  rerpectively. 
During the follawing two quartera of 1981  corret~ponding rates of 12.8 per 

. cent -re recorded i n  each inatance,  although i n  the  th i rd  quarter credit 
expmmion did t u r n  up aomcwhrt. Under the influence of both a cyclical 

.-- weakening of daaund for  credit and the r e r t r i c t i v e   ~ e a ~ u r e a  adopted i n  
Harch, the decline in  domestic credit expansion is thus seen to  have 
begun ahead of the implencntation of the   s tab i l iza t ion  program with the 
Fund, t o  have rerponded mort s t rosgly  to  it during its first half and t o  
have shown i t a  f u l l  rerponse by the  end of the second half. 

The banking ayeten's  claims on the public l ec to r  followed a different  
pattern. I n  teraw of paar-on-year increases  in  absolute  values,  these 
claims stood at LC 16.2 n i l l i o n  at the end of 1979, €C 33.5 mil l ion   in  
t he  firrt quarter of 1980, €C 45.7 million i ,n  the second quarter,  and 
CC 46.2 mi l l ion   in  the third quarter. Thir tendency of increaring  public 
rector  donartic borrowing was reverred in  the fourth quarter of 1980 when 
the year-on-year  increame decl ined  to  fC 30 mil l ion ;   in  the first quarter 
of 198l  the increase war on the ram8 order, amounting t o  LC 31 million. 
A fur ther  euiag of c h i n  on the public rector m a  regirtered i n  the 
mcoILd qwrter of 1981, with the incream down to EC 23.8 million, fol- 
lawrd by a sharp f i l l  to fC 8.3 r r l l U o n   i n   t b . t h l t d   q u a r t e r .  ?kmvar, 
d a v 8 l o p m t r  iq domatic credit t o  the publia pqes maat be oeeu in the . .  e. .a 
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coat- of concomitant dere lopnnt r  i n  net   fore ipr  uretr  (Qllrt 4). Am 
evertarat borrrowir\(l f r a  the Central Bmk in par t icu lar  ruackd t t r  
s t a tu to ry  ltmttr, 8quivalent  to 55 per cent of o r d i n a r y   g o m r m n t  reve- 
nuer, the Covetarat tncraaoed i t r  fore-  borrowlag. On d3rutment of 
t b  net claiv on the public  rector  for  the  Coverawat*r  foreign borrowir#, 
the  total contribution of th r  O o w m m n t  to   l i qu id i ty  growth dur im the 
program year may k put at 30 per cent. 

The budget d e f i c i t  of the  Governrut   tore  f r o  about LC 39 million 
i n  1979 t o  f C  57 l r i l l ion by the end of 1980 and t o  LC 67 million by the 

--and of tbe third  quarter  of 198l, requiring l a rp  i n c r e a u r  i n  d o w r t i c  
and foreign borrowing. The nomonetary  proportion  involved  appear0  to 
have been rul l ,  a f.mctor that u y  k ratd t o  have k e n  part ly   rerpoarible  
f o r   t h r   f a i l u r e   t o  okerve tha credit ceiling decred   for   the   publ ic  
rector   otnr  the program year. 

Total Ir.t dmartic c rd i t  rxpanoion acceleratd behnen 1977 and nld- 
1980 from 20 per cent to  0- 34 per  cent per annum. It decl ind to  29 per 
cent i n  the   third  quarter  of 1980 a0 the  large decline i n  c rd i t  c rxpa~ ion  
to  the private  rector  aore  than  coopenrated  for the continued  increare i n  
credit expanrion to the public rector.  The hrgert rduct  ion during the  
year of the r tabf l izat ion  progra  occurred i n  the fourth quarter of 
1980, &en net do#. t ic credit expanded by 20 per cent, down 9  percentage 
pointr from the preceding  quarter, 80 a r e r u l t  of the large deceleration 
i n  credit expanoion t o   p r iva t e  and public rec tor  alike. In the r u u i n h g  
two qurterr o f  the  program year t o  mid-1981 credit expanoion rlowed 
fur ther  by 1 1/2  percentage  pointr and 2 percentage  pointr,  rerpectively. 
In the third quarter of 1981 a further drop of 3 prrcentage  pointr tllr 
recorded. There developamtr are r e f l e c t d  i n  the  contribution of net 
doaertic credit exprnrion t o  growth i n   t o t a l   l i q u i d i t y ,  which r08e fron 
19 par cent to  29 per cent between the e d  of 1978 and mfd-1980. The 
.rubreqyent  decline  to  rfd-1981 war moat propormced i n  the fourth  qrvr ter  
.of 1980, and re la t ive ly  lradert thereaf te r  ( p a r t  5 and Table 23). 

Net foreign arretr of the banking  ryotea -re rubject   to  a trorrening 
drain between 1978 a d  dd-1980 a8 net capital  inflotn  did not ri8e i n  rtep 
v i t h  the rlurply widening d e f i c i t  i n  the  current account of the  balance of 
pymentr. The largert lorrer occurred i n  the  firrt half of 1980 when the 
current  account  deficit   rore by an annul  rate of 60 per cent over the 
leve l  of 1979, tmile net  crrpital lnf~owo r-ined unchanged. The r i tua t ion  
#IO reverred in the  recond half  of the year a8 the current  accouut improved 
by 56 per cent and capital infloon aore than  doubled, 80 that at end-1980 
total   net   foreign arretr -re €C 2 r i l l i o n  above their end-1979 valuer. 
A t  the end of the program mar, off ic ia l   net   foreign u re t r ,  exclurive 

- of net claim d e r  paymento agrementr,   r tood at  €C 142.5 . i l l i on ,  acme 
40 per *at above their mid-1980 value; by the end of Septeaber they had 
r iua  to €C 191.5 million, a $eve1 63 per  cent above that of a year 
.ruliat. Homvu, tot4 rat foreigr, u u t r  recovered 1-0 rapidly, 
0- i n  p.rtiEub ty.'t?e ,cootl#rirrg.,TAme In for84p liabiliqier of the 

t= Wporit c.; n _. -.a ~ . ' L  " .  
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Wsve money growth, which had accr1erat.d by an arrryl of roy 

, po in t r   du r iw  1980, to a rate of 27.6 per cent. b r i m  the f i n t  half 
3 parcraw poiatr in 1978 a d  1979, rooe rharply by 8 percentwe 

of 19U,  growth rlo#d t o  14.6 par cent a t  an mmul rate, mainly becatare 
of the contraction that occurred dwlq the tint quarters but by t h r  end 
s f   a p t a b e r  i t  h d  turned  up  main  to a correrpobdlg rate of 24.2 per 
#at. Tho d o r i m a t   i n f l u n c e  on recent reurve wney d e w l ~ a t r  h.0 
k e a  crodlt c r u t i o n   t o   t h a  public rector. Fron a proportion of about 

"7 per cent in 1978 net d o w r t i c   c r e d i t   t o  the public  rector  increared  to 
40 per cent by rid-1981, rrhlle the   popor t ion  of net  fore@ arwtr f e l l  
ita 95 p.r cent t o  68 par cant  over the o m  tin. Th. partial r e v e n a l  

--sf thir t8ad.ncy that be- clearly  apparant by ttie ead of th. th i rd  
.quarter of 1 9 8 1 4 t h  net d m a t i c  c red i t   t o  the public  rector down t o  
.27 per cent and with  net  foreign arretr up to  83 p.r cent--but that h d  
already begun duriag 1980, and i r  t o  be uxplained by the   Govertunt ' r  
increuo i n  fore ign   bor rdng .  Throu#h the i n c r e a u   i n  i tr  net  foreign 
borrowfag, the  Government h.0 contributed  to  rererve  wney  creation  to 
a mubrtaat idly  greater   extent   than appean f r n  the  brlance  rheet of 
the  Central  Bank (Table 24) .  

3. The money mult ipl ier  

It ir  apparent from Chart 7 that i n  1976/77 the  rharp f a l l  in the  
rereme r a t i o   i n   t h e  wake of the  rapid  recovery  led  to the largert rire 
i n  the money multiplier rince 1975, notwithatanding  the  fact  that t he  cur- 
rency ratio  declined. Thir had the   e f fec t  of raising monetary expmrion 
derp i te  a more moderate  growth i n  rererve money. During the  reaaider of 
1977 and early in 1978 t h e  mult ipl ier  fell ,  rore,  and fe l l  again, ar t he  
rererve and currency  ratfor-by moving i n  opporite  directiona i n  each 
iartmce-reinforced each other i n  their effectr on t he  multiplier.  For 
the ruuiader of 1978 and u n t i l  the  f i r a t  quarter of 1980  inclurive the 
iul t ipl ier  renrined  broadly rtable and hrr therefore had no e f f ec t  on the 
growth of money durisg t h a t  period. Th4 nultiplier then  declined  over 
the remaining three quarterr of  1980 becrure of the  large riae in  the  
rereme r a t i o  which more than campexmated f o r  the c o n c d t a n t ' r i r e   i n   t h e  
currency  ratio. The rise i n  the reserve r a t i o  may be a t t r ibu ted   to   the  
8h.W decline in  credit expansion to  the private   rector ,  and hence in i t a  
depoait growth, during  the  quarter preceding the   r tab i l iza t ion  program and 
during its early phare. Together w i t h  the reduction in  the expansion of 
cradit t o  tha private rec tor ,   the  decline i n  t he  mult ipl ier  helpad t o  
res t ra in   the  expamion o f , t o t a l   l i q u i d i t y  in the face of continuing h u h  
growth in rererve money. During 1981 the mult ipl ier   role  i n  t h e   f i r r t  
quarter  hut fe l l  in the recond quarter   to  a l eve l   r l i gh t ly  below that of 
rad-1980. Thlr prrticular decline ia again  araociated  with  both a rire 
Sa the reoeme  ra t io  md a f a l l  in the currency  ratio,  reinforcing each 
other in t h e i r  combinad effect on the multiplier. Over the period under 
r d . w  ip Chart ?, th -em r a t i o  b not exhibit amy treed influ- 

tnnd betrrrea 19T5-?7 .nd 1ruand a'rfting trend since then. Theme trend 
-* ubn8 tb0 m q c y  r r t i o  b.r fttrctUt.d f i m t  8P8UDd declfni- 
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Th, w t h o r i t i r r  h.ttr not made any e f fo r t   r i nce  l970/79 t o  af fec t  the 
mult ipl ier  by alterin# the n m m  r8tio. Both the "minimum l iqu id i ty  
iquirumt ratio" and the "mlnhu raoeme rquiraeat ratio" b w e  r r r i n e d  
7mch8ngod at 23 por Ceat and 12 pat Cent, r o r p c t i v e l y  (Tablo 25). The 
"awera l iqu id i ty  ratio," the difference between t h e   t o t a l   l i q u i d i t y   r a t i o  
rad the  "rquird l i qu id i ty  ratio," after kiw n o ~ t i w  betmen 1979 rad 
mid-1980 80 a rerult of the  rapU credit atpansfon, -0 poritive d u r i q  
the  ear ly  part of the r t a b i l i u t i o n  progrr uhea credit expanoion declined 
rhrrply, After havlw kcon t a p o r a r i l y   n q a t i v e  oarly i n  1961 , it ha0 
r i u n  rapidly riace thon, lhcerr l iquidity,   while 'retving a8 an  indicator 
of bank lendiqg, h u  not kea  per w an incontive or dirlncentive to crdi t  
.xp.arfon, kcruoe the amomto inwlvad  ham been small e on th. order of 
IIC 2-3  1/2  .illio~. 

4. In te rer t  rater 

Data on naninal   interer t  rater reflect  the  apparently  broadly  bared 
preference in  the   mcie ty   for  low  and r t ab le  rater uhfch are fixed by law. 
The official dfrcouat rate a d  the  Treaaurg b i l l  rate hava been unchanged 
riace 1971, .oounting t o  6 par cent and 5.5 per cent,   rerpactively 
(Table 26). The reven-day and on-nth central  bank depori t  rater have 
equally remained cowtant  at rerpectiw rater of 4.5 per cent and 5 per 
cent. The author i t ie r  raired the minimum rererwe rate by half a prrcen- 
trg. point to 5.5 per cent after the 1974 h o r t i l i t i e r  in an e f f o r t   t o  
increare bank l i qu id i ty  and carpanoate  the bank0 fo r   abo l i rh iw  coIpIIsr- 
riono they had previourly chargod on their lending.  Accordingly,  even 
though the rvxinua i n t e r e r t  myable on advancer d loano raained unchamed 
a t  9 per cent,  effective lendlug rater ware reduced to booot demand fo r  
credit. The l n t e r e r t  rater on depoaitr -re changed t o  encourage l o n g e r  
term fixed depoaitr of large amount#, to   help the bankr improve the  
maturity  rtructure of their   depooit  l iabil i t ier  and promote loagertezat 
bank lendfag.  Thur, the maximum i n t e r e r t  rate on ti- deporita  for 
balancer  over EC 50,000 to  be held   for  at leart 12  =nth@ -0 r a i d  by 
2 percentage  point8 t o  a l eve l  of 7 per cent. A t  the ram time, the rater 
on ahorter-tea,   lo=r amount, depoaits -re either reduced or abolbhed. 
The rate on denand deporita  in  exceaa of f C  15,000 war reduced from 
2.5-3.0 per cen t   t o  2 per cent;  while the dnimum intereat-bearing amount 
on demand depori t r  traa ret at LC 1,000, thuo  abolirhiqll  interert  payaantr 
on deporitr  of rlullcr amunto.  Since that tiam l n t e r e r t  rater on time 
deporito have k e n  chasged. With the in ten t ,   aga in ,   to  improve the 
maturity  r tructure of d e m i t  liabilitier, a 4.5 per cent rate was allowed 
to  be paid on time deporitr of up to CC 5,000, and a 4 3/4 per cent rate 
au ) Ir lmcu i n  accesr of t h i o  .k6rmt, that require  remn day.' notice   for  
r i t h d r a n l ,  Trammy paper hu recentty been d e  -re at t ract ive.  
T88ord rt 8 per cent it bar found rpbocribera mug bank0 but, i n  p8tti- 
+r 8ud to 8 apbrtanti8l  attmt, -met?# ididpfducrlr , iarqtclnce cg$p.nier, 
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proribat tundo, fmpeoriry thoroby  tho  proopoctr for aorroaotary  fimn- 
cig of tkr "nt dof lc i t .  lhrthar, i n  contraot   to   oar l for  practicer, 
t& prier of O~tOt8adin# papor h.0 rocontly koa d lowd to  doclino 8# tho 

" l a t o n r t  rata0 on nmt papar i o  incroared. 

lb prablw of nqatitrr rad i a to ro r t   r a to r  10 not nw. Am apprront 
i r a  Chart 6, rata0 had k c a o  won mor. r u b r t a a t i a l l y   n a a t i v o  by th r  

- ti- i i a t o l y  pncodfry thr 1974  otrrntr  than  thoy tmro i n  19800 ?tom a 
porf t ivo mal i n to ro r t  rat. st oomo 2 por cont tu  1970, limn tha n d d  
i a t o r a r t  rat. of  4  por coat and tho 2 prr  cont ti- i n  C O ~ I U W ~  pricor, 

,- t h r   r o d  iatOr0Ot rat0 to l l  pr0#rOOOiVOl~  on  account of tho f-d n d n d  
intarart rat. rad tho  accoloratiag  prico  incroaror. By 1974 the  r o d  
intoroot  rat. had fa l lon   to  a lovol of -13 pot cont. #d i t  not k e a  for  

. tha   owntr  of mfd-1974 which t r p a r a r i l y  roduced w4pr and arror ted l a th-  
t lon  #I that tha mal i n t o n r t  rate kprovod rharply becaning por i t ivo   in  
3975/76, prorrwo t o  roform  tho way i n  which i n to re r t  ratrr a ro   do to r r ind  
would hmo built up auch k f o r o  1979 when tho rod in toror t  rate -0 
again rignificantly  nogativr.  In 1981, for  tho  firot  time  rinco  before 
tho hortilitier of 1974, the  red i n t o r e r t  rate and velocity moved i n  
"normal" directionr.  With th rubtant ia l   docolera t ion  of inf la t ion  the 
mal in toror t  rate inprovod,  uhilo  volocfty f e l l  ar the  f l i g h t  out of 
money l o r t  momentum. The argument a d o  by tho public that an increare i n  
nominal i n t e r e r t   r a t e r  rairer inf la t ion  i r  not necerrarilp  valid  over  the 
medium tom. On tho  contrary, ouch an increarr  i o  l i ko ly   t o  reduce ia f la -  
t i on   fo r  the following  reamnot (i) i t  will raire productivity by inrprov- 
iag the al locat ion of f imuc ia l   r e rou rce r ,  (ii) it will reduce the  currency 
to   dopor i t   ra t io  and hence the money multiplier, (iii) i t  will reduce 
velocity, (iv) i t  will roduce the  erorion of real ravingr and hence may 
moderate mge and @alary claimr, and (v) i t  will Wtra i t  porrible  to 

d e f i c i t  and b d l d v p  of carh  balancer.  In  addition, i t  would promote a 
better coaporition of rbrorption and hence a more "rurtainable" current 
account  porition of tho  balance of paymeate by attractfr\g fundr frau 
abroad,  reducing the incentive  for capital outflowo  provided at prerent by 
the d i f f e ren t i a l  between foreign and daaer t ic   in te rer t  rater, and by 
improving prorpectr  for a decl ine  in   foreign debt svor  the  longer run. 
Finally,  i t  would help t o  find an  appropriate   lever-for   the axchange rate. 

- incroare   tho nonmonetary *lure i n  the financing of the  Govarnwnt'r budget 

50 Operatioar of lendiae i n r t i t u t i o n r  

The prce at which l k p o r i t  Money Bankr expanded their t o t a l   a r r e t e   i n  
both 1980 and 1981 remained at about 20 per cent v i r t u a l l y  the ram a r  
i n  1979, but the cmpoaition changed (Table 27). Advancer and loam, 
whore rlure i n  t o t a l  arret. f e l l  ftom 71  par  cent i n  1979 to  67 per cent 
i n  1980, and to   63 per cent by end-Septaaber 1981, tooe   in  1980 by 13.5 per 
cent ,   or  8 percentage  point8 1.80 tb8n  the year b f o r e ,   t o  a level  of 
CC 403 r i l l i o n ;  in  tho year to ond-Slptwber  1981  they roo. by 14.2 per 
cont to EC 430 U l f o n .  €bldlr\gr of Treuury  billr,  on tho othor hud, 
wihich hd doclfned by OC 2 dl l loa  darisg 1978-79, roo. durisg 1980 by 
LC 13.5 r i l l i on  o r  7f per coat to level o& EC 31.6 ril l ion, and dwilrg 
$h first _+as -tho of 1983 &p r;lq.al of .ZC 3.1 f iUon,  i l l u r t r r t & n #  

1= 
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rk di rWr8ta   dar r l -~ t r  in  crodit to thr pr l tn t a  8nb pUrbIiC r O C t O r 0 .  
h aarllor decline in  tho rat. of raprumion i n  foroign a m t o  continwd 
i n  1960 and 198l amountin# t o  I)- 11 mr cant and a m  14 per cent,  
r o r p c t i r r l y ,  camprrd with 26.5 per can t   i n  1979. By contrar t ,   carh 
and brl8ncor wlth tho C.ntr.l Bank continual  to rim at an incroaring 
rat., froe 13.3 por c o a t   i n  1979 and 11.5 mr coat i n  1980 t o  85.7 par 
coat i n  tho year oudiag i n  Soptambar 1981,  roaching a t  that ti- 
€C 123.7 8 f l l f 8 U  a d  lomia(l thr kaltr vory l iquid.  

Data on tho  aoctoral   dirtr ibution  of Dopeait Honey Bankr' sdvancor 
and laor rbw that loan rxparuion d o c l i n d   r o o t   l r r r h d l y  to tho  roctor 
of foroign a d  d m r t i c  trado. and i n   a p o r m n d  loanr." tarar to  foroi#n 
and dowrtic t r d o  which hd rima a t  a rata of l o ~ l  21 pot  cont  duriag 
1979  roaa by 12 por  cont in  1980 and by  7.7 plr coat  during  tho pa r  ond- 
im i n  I k p t a b o r  1981, ro f loc t im   tho   ~pecu la t ivo   k r i ld -up  of imtantorior 
bofore  rid-1980 and tho  rubmqrwnt  dortoclsia#  during  tho par  of the 
r t ab i l i t a t ion   p rog ru .  By contrart,  docline  in  loan  exp8nrion to th r  

lorr pronouncod, rofloctilrg i n   t h o   f o m o r  care tho  continuin8 n e d   t o  
r o t t l e  rofugaor. 

bu i ld iw  8ad C O C U t ~ C t i O l l  Hetor 8ad to 8fUiw and MLWf8CtWfng Ylt8 

Total 8 C W t @  of "other  fiu8nci.l  inotitutiono" &/ roo. by 16.1 per 
cont i n  the  p a r  to Ikcembor 1980 (Table 29),  about the  0- amount a0 i n  
1979, but down rub r t an t i r l l y  f r a  t h e  rater of 24 par cent   in  1977 and 
420 pot cont   in  1978. In the  yur to  Sopt.nb.r  1981,  exp~nrion  mounted 

3='to no -re than 8 per cent. While during 1977 lendiag by there   inr t i tu-  
&- tfonr  outpaced  lending by the  Depooit Money hnlsr, the  rewrre appl ier   to  

t h e   y e a n  of 1978 to  1981. In part t h i o   r e v e n a l  is due to   the   re la t ive ly  
*more  rapid  axpanoion of credit to   tho tourirt rector i n  part icular ,  which 

accouatr for a tiring rharo i n  tots leading of the Deporit Money Bankr, 
while t o t l l  loam of the fiu8nci . l   inr t i tutfoar   conrir t ,   to   about  50 per 
cent, i n  lo8ar to the  krildisg and coartruction aoctor whore rate of 
oxp.nrion rlc~wmd conriderably i n  1980. The rove rod  i o  fur ther   a t t r ibu t -  
able to tho fact that the  rurge in  bank loadin# durisg  the  year md a half 
to  rid-1980, i n  connection  with  tho  build-up of inventorier and the  rire in 
conrumption expenditurer, h u  been  mainly  accounted for by the  Deporit 
Money Bantu. Tho new FiVe-Year Plan fo r  1982-86 envirqger  inccntiver t o  
innovation i n  which the Cyprur Development Bank i n   p a r t i c u l a r  might  play 
an important role, perhapr rh~riug the   r i rk   involved   in   po ten t ia l ly  
highly productive  invertment  projectr. 

In the calculat ion of ronet6ry aggregate. only deporitr with Deposit 
Money Bmkr (DMBm) are currently  included. Deporitr wlth  the  Co-operative 
Central Bank"which i o  8 IXE"are included while thore of other  cooperative 
financial ino t i tu t ionr  euch .s credit roc i e t i c r  (CSr) and ravisgr bank0 
(SBr)-for which no bahnce  rheota are availab1e--md  tho8e of "other 
f inancial  %artitutip%,a" (OFIr) are not  included . A t  the end of 1980 

Tha krtg8go B8uk of Cyprur, I&?. Lorbard Banking, Ltd. , and the 
' &@ OaQd-nt IkUk, Ltd* 
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aotd drporitr with Dwbr nrchd €C 463.5 . i lUon rhil8 drpooitr wlth 
OFIr, Cgr lad 880 ylre €C 173.8 mllllon. Thus, total b p o ~ l t r - i n c l u d l ~  
an unldentlfid rrouat of double countiu# between tho Co-operatin a n t r a l  
I).alt 8nd c8r .ad " a t  the .ad of 1980 -re t C  639.3 mflUoa  with  thr 
aham of depooltr mot lncludd In nonatary a#gry.ter to total depooitr 
kin# 2705 per cellt. To ertabllrh 8n hirtot1c.l ncord & the rerpectfve 
growth in them km #roupr it  lr noted that In 197& 1973, 1968 and 1962 
tNr ratio war re#pectlvely, 29.5 per a u t ,  31.1 per cant, 25.6 per 
cent, and 14.4 per cent. Tbur, them -8 an increare i n  the ahare of 
.the#@ deporlta vl~-&vir deporltr  with 0)tbr throughout the 196- and the I 

" u r l y  197Oa followrd by 8 decline throughout the lIAdle and late 1970~  
which appeat, to cgaalnw t o  date. 

I ,- I - 
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