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The economic adjustment programme will address short- and medium-term financial, fiscal
and structuval challenges facing Cyprus. The key programme objectives are:

o 16 ensure financial stability by securing appropriate liquidity for the banking sector,
addressing expected capital shortflls and preserving the soundness of financial
{nstitutions, inchuding restructuring and downsizing where needed;

+ to continue the om-going process of fiscal consolldation in order to comect the
excessive general government deficif, in particular through measures fo reduce
cutrent primary expenditure, and maintain fiscal disciplipe in the medium-term, in
particular through measures o inorease the efficiency of public spending within a
medinm-term budgetary framework, enhance revenue collection and improve the
funotioning of the public sector; and

& to implement structural yeforms to support corapetitiveness and sustainable and
balanced growth, allowing for the unwinding of macroeconomic imbalances, in
particular by refottuing the wage indexation system and removing obstacles to the
smooth functioning of services markets,

1. Financial sector regulation and supervision

Objectives

The banking sector has been severely affected by the broader European ecouomic and
sovereign orisis, in particular through its exposure 10, Greecs. However, masy of the problens
for the seotor are home-grown and relate to oversxpansion in the property market.
Furthermore, the financial sector is vulgerable because of its size relative to that of the
domestic economy and the handling of problems in the sector has been complicated since
banks have used gaps in the supervisory framework to delay the recognition of loan losses,
thys leading to significant under-provisioning. The hanking sector needs to become mmore
transparent, credible and robust with a view to ensuting finsmeial stability in the medium
term. To this end, the solvency of banks will be reinforced by restoring capital, theix liquidity
situation will be addtessed, the non-performing assets will be tackled, and financial
regulation and supervision, in particular of the cooperative credit institutions, will be
sirengthened along with the crisis management mechanisms,

Maintainigg liguidity in the banking sector

1.1, Asbank liquidity remains under pressure; banks are encouraged to strengthen theit
collateral buffers in a sustainable manner: the Central Bank of Cyprus, in consultation with
the BCB, will continue to closely monitor the liquidity situation of the banking sector and
stand ready to take appropriate measures to maintain sufficient liguidity in the system.

9.  Baoks will establish and submit quarterly medium-term funding plans, to be
communicated at the end of each quarter, starting from [September 2012], to the Central
Bank of Cyprus, as well as to the European Central Bank (ECB), the European Commission
(EC) and the International Monetary Fund (IMF). The plans should realistically refleot the
anticipated deleveraging in the banking sector, reduce dependency on borrowing from the
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Centrel Bank, while avoiding asset fire sajes and & credit crunch. The reporting template will
be provided by the Central Bank of Cyprus,

13.  Compliance with regulatory requirements of maintaining a foreign currency
liquidity ratio of at least 70% and 8 euro Hquidity 1atio of at least 20% allowed a concentrated
exposure of Cypriot banks to Greek sovereign debt. To avoid similar outcomes in the future,
the Central Bank of Cyprus will update the liquidity regulations by [Q3 2012], namely by
establishing minimuan requirements for: i) diversifying investments in eligible Tiquid assets
by imposing concentration limits of 25% of regulatory cepital; and if) investing at least 50%
of the required liquidity into instruments of high credit quality with & maturity of up to 3
months. Banks will be requited to comply with the new prudential liquidity regulations by
the [end of 2014} The Central Bank of Cyprus will introduce additional lquidity
requirements for deposits from non-residents denominated in the euro to enswre that those
deposits are put on an equal footing to deposits denominated in foreign currencies.

Restoriug adeguate capital buffers

1.4.  The Central Baxk of Cyprus will direct afl banking groups to increase the minimum
Core Tier 1 capital ratio from the present level of 8% to 10% by [31 Decomber 2013] and to
rmaintain this level for the duration of the programme.

15,  To further strengthen capital-adequacy requirements, the Central Bank of Cyprus
will introduce a leverage ratio, consistent with the Basel III definition, of [X]% by [31

Drecember 20131,

‘1.6, Undercapitalised credit institutions will be required to present guarterly pians to the
Central Bank of Cyprus staxting in [September 2012] explaining how they intend to fulfil the
pew capital requirements. The capital plans should be presented together with the funding
plans based on a template provided by the Central Bank of Cyprus. Capital should to the
larpest extent possible be raised from private sources including internal meastaes, asset
disposals end liability management exetcises. For institutions receiving state aid under the
programme  amounting o 1oss than 2% of tofal risk-weighted assets, privafe Sector
participation in the recapitalisation should be assured no later than by [31 Maxch 2013].
Institutions requiring a larger amount of state aid, but which are not put into resolution, will
be given tirse until [3} Janwary 20131 to raise capital from private sources.

7.  With the goal of minimising the cost to tax payers, bank shareholders and junior
debt holders will take losses before state-aid measures ard pranted. The contingent
convertible bouds issued in the past by the barks, which allow for cotversion into shares in
case of breach of regulatory capital requirements, will be converted before state aid can be
granted. For the banks that have bensfitted from state aid already, such conversions will be
required as prior action. Furthermore, the authotities will enforce a write-down or conversion
of any other outstanding Tier ! and Tier II instruments into equity for the purpose of
protecting the public interest in financial stability.

18.  Credit institutions deemed viable based on their restrusturing plans can, if other
measures do not suffice, ask for recapitalisation aid from the Stafe. The authorities will
immediately fiaise with the European Commission to ensure timely delivery of the
restructuring plans drawn up in compliance with BU state-ald rules, The terms and
repmmeration of the state aid will comply with the burden sharing requirements laid down in
the BU stato-aid rules, which alm at ensuring sufficient remuneration for the State and
avoiding the subsidisation of existing chareholders. The credit institutions benefiting from
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capital injections will be subject to specific management rules and restrictions, and fo &
restructagng process in line with EU competition and state-aid requirements. Banks that have
already received recapitalisation aid from the State will not be eligible for additional
recapitalisation aid nor will they be allowed to tramsfer assets 10 the asset mamagement
company (see below) before their restructuring plans have been formally approved under
state-nid rules, Banks that are deemed non viable will be subject to the new resolution
framework outlined below,

19.  Noting that the European Banking Authority (EBA) deadline of 30 June 2012 has
been missed by two banks and that public capital support Jas lready been provided to onc
bank, while the State itself is under financial stress, & bank support facility of BUR [X)
billion is foreseets under the PIOZIAMINE, which will also cover potential future capital needs,
determined on the basis of 2 top-down capltal exercise, as well as potential resolutien costs.
The resources of this facility will be deposited with & dedicated account held at the Central
Bank of Cyprus or any relevant securities depository. The provision of capital from the
facility will be in ine with BU state-aid rules and will be disbursed in consultation with the

HC, the ECB gnd the IMF,

Due diligenge

1.10. The Cypriot authorities will conduct an accounting and economic velue assessment
(due diligence review) of the credit portfolios of Bank of Cyprus, Cypros Popular Bank,
Hellenic Bank and 8 representative sample Tepresenting the xx largest for xx percent of assets
of] cooperative credit institutions, as well as Alpha Bauk Cyprus, and Burobank Cyprus in
order to inform their home authority. The assessment will include the Greek gperations of the
banks, notably the branches of Bank of Cyprus, Cyprus Popular Bank and Hellenic Bank.
The aim of the assessmient is to cover about 75% of assets of the consolidated Cypriot
banking system (both domestically and foreign-incorporated). The assessment will be
conducted by an external consultant who will have direct and full access to all information

frotn, the banks.

1.11. The due diligence review will be overseen by & Steering Comumittee and guided by
Terms of Reference to be agreed upon in the Steering Comunittes. The Steering Committee
will comprise representatives of the Cypriot authorities, the EC, the ECB, the EBA and the
TVF. By [¥ August 90r12], the consultant will have started the process of due diligence. The

Steering Committee will examine the preliminary results of the exercise by [31 QOctober
437 and the final results will be available on (30 Novetuber 2012].

1.12.  The due diligence review will include 2 general ledger verification: () data quality
analysis, including an appropriate jdentification of vestructured/refinanced loans and lending
1o connected parties; (i) verification of the proper classification of credits 2nd verification of
liabilities; and (iif) review of the caleulation of impeirment losses, including a computation of
the impact of an increase in provisioning requirements for both performing and non-

performing loans.
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113.  The assessment of the economic value of the asscts will incinde the appropriatoness
of loan origination, classification end atrears management to check and adjust the curvent
classification and risk parameters. The snformation obtained from the due diligence review
will be corobined with additional bank specific data, 83 requested by the consultant, from
official authorities and through direct interaction with banks as needed. In addition, &
rigorous appraisal of the fair value of collateral and foreclosed assets will be carried out by
the external consultant to complete the due diligence review.

L14. The due diligence review will form the basis for a bank-by-bank stress test, using &
baseltne and adverse macrosconomic scenatlo, with elements to bo agreed by the Steering
Committee by [date]. The stréss tests will be camied out by the Central Bank of Cyprus with
the assistance of the external consultant. This stress test will build on the top-down exercise
used to determine the overall size of the capital back-stop facility along with capital needs of
cach participating institution (banks and cooperative credit institutions) and will also use as
input the banks medium-term. funding and capital plans, which will be submitted for the first
time by [3¢F Septomber 2013). The Central Bank of Cyprus in consultation with the EC, the
IMF and the EBA, and in [inison with he EQB, will establish the specific capital needs of
each participating bank by {30 Depernber 2012] with & view to recapitalisation ot resolution,

if negessary.
Regulation and supervision for banks snd cooperative credit institutions

115. Strong efforts should be made t0 maximise bark recovery xates for non-performing
loans, while minimising the incentives for strategic defaults by borrowers. The administrative
hurdles and lepislative framework cureently comstraining the seizure and sale of loan
collzteral will be amended such that the property pledged as collateral can be selzed end
offered for sale within s maximum tne-span of 1.5 years. The procedures guiding the
repossession of cash and other fimancial assets, which are not pledged as collateral and are
held by defanited borrowers outzide the lending institution, should be appropriafely
accelerated; taking into account elso the possibility of moving these assets within and outside
the banking sector. The necessary legislative changes will be introduced by [31 Octabst

2052,

116, Non-performing loans axe fhreatening bank profitability and need to be propetly
monitored and managed in order 10 safeguard the banks' capital buffers. The Central Bank of
Cypros® guidance on the classification of loans as non-performing will be immediately
amended 1o include all loans past due by tmore than 90 days. The time series for non-
" performing loans will be published including historical observations reaching back as far as
".';.“P"ﬁsﬁib}.é. This atnendment will be sntroduced by [31 August 2012].

1.17. The Central Bank of Cyprus will also creats a central credit register listing all
borrowers, from both commercial vanks and cooperative credit institutions, to enable these
institutions to check nmew loan applications against the register. The credit register will
jdentify the borrowers Who are or wett in arrears. The legal framework for the credit register
will be set up by [31 Deseiniber 20121 and the central credit register will be operational by

130 Jung 2013]

118, After analysts of the results from the due diligence exercise, the Central Bank of
Cyprus will review, by the epd of [Q4 2012}, its current regulatory framewaork with respect to
loan origination processes, asset impairment and provisioning, and the treatment of collateral
in provisioning. Yithowt prejudice to the conclusions of this evaluation and to existing
regulatory and ancnmnting framewinrl in the BT, rogolators amordiatads will b tutioduved
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with a view to mitigating the impact of changes in collateral values on the value of impaired
asscts, The new prodential tegulations will enter into force by the entl of Q1 2013].

1.0, The Central Bank of Cyprus will introduse Supervisory mandatory structured
intervention based on capitalisation levels, drawing upon techmical assistatce provided by X,
by end [Septentbet 23], Such & tool chould also be developed for the cooperative credit
jnstitutions.

120.  The Central Bank of Cyprus will implement & unified data reporting systerm for the
banks and the cooperative credit institutions by the end of [June 2013]. The publication of the
statistical data will be extended to the cooperative credit institutions, for which the Central
Bagk of Cyptus will disclose aggxegate data coveting the samg elements as for banks,
including balance sheet itemns, income statements and prudential indicators.

121, Stress testing will be integrated into off-site bank supervision and will serve a3 an
input into Pillar 2 assessTaents.

122,  Cooperative cxedit institutlons play a significant role in the financing of the domestic
economy. Due to its ecopomic relevance and legal specificities, a8 well as fhe cxcessive risk
taking and & poer underwriting process that was widely observed among cooperative credit
institations, this segment of the financial secfor requires STONGET yegulation and supervision.
Authorities will fully harmonise the supervision of the cooperative cxedit institutions with the
standards applied 10 commercial banks. The aceounts of the cooperative eredit institutions
will be subject to en independent annual audit by an external suditing fum. [Moreover, the

tal Bank of Cyprus will become the single supervisor of A1) credit institutions in Cyprus
by the end of (2013]. The Cypriot suthorities will present, for assessmont by the BC, the IMF
and the ECB, an appropriate proposal to achieve this by the fend of Cetgber 20121] As a
PeTSIEEER, the supervision of the cooperative credit institutions will be detached from the
Ministry of Commerce, Trade and Towisn and will be conducted independently of
considerations for the development of the seotor.

Bapk resolution ﬁ:ap_,ework

123, The authorities will introduce leglslation to epsuré the application of all bank
resolution methods that are foreseen in. the proposal by the Ewopean Commission for &
framework for the recovery and resolution of credit instivutions . The Central Bak-of Cyprus
will becoms the single resolution authority for banks and cooperative credit institutions. The
new resolution legel ramework will aitn, fater alia, to sllow the Central Bank of Cyprus to
mandate the sale of some or all of the essets and labilities of an institution ynder resolution
shrough a public tender process and 1o enforce write-down of conversion of Tier 1 and Tier
instroments info equity, also in the context of & seoapitalisation with state gid. Furthermore, in
order to ensure an appropriste level of private scctor burden charing, the framework will
clarify that the shares and the subordinated debt instruments issued by the resolved instltution
will remain, under 2ll ciroutnstancss, in the entity to be liquidated. The framework will be
subjest to consultation with the EG, ECE and IMF and will enter into foree by [November

1.24. These resolution methods will be made applicable 10 individual coopetative credit
intitutions, affiliated and pon-affitiated alike, by (34 2012}

Asset managemeut company,

T
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125, In order to resolve bad assets effectively and to reduce the financial sectors
exposure to non-pecforming and non-core assets, the authorities will set up the Cyprus Asset
Management Company (CAMC). CAMC will be able to acquire loans and other clafms,
including foreign exposure, in particular Greek assets, from credit institutions in Cyprus
which bave received or will receive state aid, The scope of asset transfers will be based on
efficiency of asset work-out processes for specific assct classes. Transfers will take place at
the real (long-term) economic value of the assets established on the basis of a thorough asset
quality review process, drawing on the individual valvations used in the due diligence
exercise. These trapsfers will comply with BU competition rules, while the BCB and IMF
will be consulted. :

1.26.  The objective of CAMC will be to maximise the recovery value of assets, which will
be wound down within a medium-term perspective. As part of its funding strategy, CAMC
will have the eapacity to issue bonds that are guaranteed by the State. In exchange for the
assets, the bauks will receive a suitably small equity participation in CAMC, bonds issued by
CAMC, cash and/or high quality securities. The bonds issued by CAMC will be structured in
such a manner as to meet the conditions set out in the ECB's "Guideline on monetary pollcy
instruments and procedures of the Eurosystem".

1.27.  CAMC will function under special legislation, to be adopted by [31 Qctober 2012]
and will be made operationsl by [3] December 2012). This legislation will ensure that
CAMC has en appropriate governance sttuchue including an appointment and dismissal
procedure on a fit-and-proper besis, Internal control procedures will be devised with an
appropriate division of labour. Legal protection for the staff and directors will be ensured.
Accountability will be guaranteed by submittlog CAMC to loternal and external audits as
well as through the provision of information to the public and the Parliament, including
through the publication of financial statements. Legal autonomy will be established to avoid
interference by third parties. For the execution of its tasks, CAMC will be sble to contract
third parties such as lawyers and accountants. The treatment of profits and losses made by
CAMC will be clarified in the legislation. The budget of CAMC will be sufficient to meet its

operational ¢osts,

Monitering of corporate and household indebtedness

1.28.  The authorities will step up the monitoring of the indebtedness of the corparate and
household sectors and prepare quarterly reports, including an assessment of debt-servicing
capacity and refinancing activities. The Pinancial Stability Report, published on a yeatly
basis every June, will include an extended analysis on corporate and household indebtedness,
These enhanced monitoring actions will be put in place by {end December 2012]. Data from
surveys will be used until the credit register becomes fully operational.

[Ingreasing fisancial fransparency

1.28.  The latest MONEYVAL report, adapted in S¢pternber 2011, presented an overall
positive evaluation of financial transparency in Cyprus, but pointed to some xisks and
yulnerabilitics with respect to terrorist financing and mmoney laundering. The Cypriot
authotities should revise the AML/CTF (anti-money laundering/counter-terrorist financing)
law to provide the widest possible range of international cooperation to foreign counterparts
in line with international standards. Purthermore, the Companies Iaw and the Trustee law of
1992 should be revised in Hoe with the FATF (Financlal Action Task Force) standards to
enable the competent authorities and financlal Ingtitutions o obtain access to adequate,

6



Contains sensitive information, not for further distribution

accurate and timely information on the beneficial ownership and control of legal persons apd
on the transparensy of trusts. Trust and company service providers should also be subject to
adequate AML/CTF requirements. Finally, supervision should be stepped up to ensure that
the requirements with regard to beneficlal ownership arc cffectively implemented, in
particular for lawyers and accountants.]]

2. Fiscal policy
Objectives

Putting public finances on a sustainable path is of overriding importance in order to stabilise
the economy and to restore the confidence of companies, citizens and foreign investors inthe
longer-term prospects of Cyprus as an economically-advanced and lnvestor-friendly
economy. In this context, the objectives are: (1) to continue the on-going process of fisca]
consolidation, taking into account the worsened macro-economic conditions, in ovder to
correct the excessive general government deficit as soon a$ posaible; (2) to this end, to reduce
the government deficit to at most [EUR 700] million (4% of GDP based on cument
projections) in 2012, at most [EUR 440] million ({2.5%] of GDF) in 2013 through high-
quality permanent measures, in particular measures o reduce the growth in expenditure on
social benefits and the public sector wage bill, while minfmising the impaet of consolidation
on vulnerable groups; and (3) to maintain fiscal congolidation over the mediutn term,
reaching 1.X% of GDP deficit in 2014, and & further consclidation in 2013 in the direction of
[a balanced budgetary position], by containing expenditure growth, improving the structure
of taxatlon and undertaking fiscal-structural measures (see section 3). Over the programme
period, revenues above program projections, including any windfall gains, will be used to
reduce debt.

Fiscal policy in 2012

2.1, The authorities commit to achieving a general government deficit of no mote than EUR
[700 willion) in 2012 ([4%] of GDP). Qver the remainder of the year, the suthorities will
rigorously implement the Budget Law for 2012 and additional permanent measures with an
epd-of-year effect of EUR, 175 million (1% of GDP). These additional budgetary measures
will be presented for Troika review before submission to the Pardiament.

The consolidation package vﬁll notably include the following measures, which will be
adopted [end-September 2912, SRR Bk

D o T TR e A D AT 5

AP
o3

Expenditure measures (estimated yield in 2012 of EUR 136 miflion)

22. End the practice of COLA for the wider public sector (no additional yield in 2012 and
2013).

23. Extend the wage freeze in the broader public sector and temporary contribution on
gross earnings by two additional years until 31 December 2015. (no addidonal yield in 2012

and 2013)

24, Freeze the filling of vacant posts in the broader public seotor for two additional years
umtil 31 December 2015 and introduce measures to increase the mobility of civil servants
within and across line ministries (see section 3.11).
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2.5. Abolish the 13th salary for broader public sector employees and state officials,
(estimated yield 2012: at least EUR. 120 million per year).

26. Reduco the 13th public pension allowance in the Government Employee Pension
Scheme (GEPS) by 50% for pensioners recetving a monthly allowance of EUR 1000-1500
and by 75% for pensioners receiving 2 monthly allowance above EUR 1500, (estinated yield
in 2012: at least BUR 14 million)

24, Introduce an immediate 6% penalty on voluntary early retivement in the GEPS; the
penalty rate will be fixed permanently in an actuarially neutral way as part of a
comprehensive pension reform plan. (estimated yleld in 2012: below EUR 1 millon}

2.8, Introduce a permanent contribution towards pension entitlements for all public sector
employess, similar to the contribution introduced in the general government. (estimated yield
in 2012: helow EUR 1 miltion; 2013: EUR 3 million)

29, Bxtepd the wage fieezo and temporary contribution on gross eamnings to cover ell
state officials and permanent secretaries (129 individuals), including members of the
Parlisment, Include pensionable and tax-fice allowances of these individuals in the
caloulation of their taxable income. Introduce & contribution of 6.8% on pensionable eamings
of these individuals. Tax the hospitality allowance provided to senior government officials.
(estimated yield in 2012: EUR 1 million and st least EUR 3.5 million in 2013}

Revenue measures (estimated vield in 2012 of EUR 23 miilion)

2.10. Increase excise duties on alcoholic drinks. Introduce excise duties of EUR 47.10 per
hl on still wine, EUR 50.80 per bl on sparkling wine, and EUR 36.06 per hlon fermented still
and sparkling beverages other than wine and beer. Increase excise duties on beers by 10%
from EUR 4.78 per hi to EUR 6.00 per bl Increase exclse duties on athyl alcohol from EUR
598.01 to EUR $98.02 pet hl. (cstimated yield in 2012: at least EUR 4 million; in 2013; at
least EUR 12 million)

2.11. Increase excise duties on tobaceo products, in particular on fine-cut smoking tobacco,
from EUR 60/kg to EUR 150/kg. Tncrease exclse duties on cigareties by EUR 0.40/per packet
of 20 cigarettcs. (estimated yield in 2012: at least EUR 9 million; i1 2013: at least EUR 45

million)
212, Increase excise duties on cnergy, i.e. on oil products, by increasing tax rate on motor

fuels (petrol and gasoline) by EUR 0.08. (estimated yield in 2012: EUR 8 million; 2013
BUR 30 million)

213. Introduce 2 mechaniem for regular review of excise taxes to secure the real value of
excise tax revenus. (yield in 2012 to be estimated, expected to be small)

214, Increase tax on wealth by increasing the tax rate om deemed dividend distribution

feom 20% to 21% and the tax tate on interest accrued on deposits of local banks from 0.095%
1o 0.11%. (estimated yield in 2012; at least EUR 2 milllon; 2013: at least EUR 10 million)

Fiscal policy in 2013
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2.15. The authoritics will achicve a general government deficit of no more than [EUR 440]
million ([2.5%] of GDP) in 2013. Over 2013, the authorities will rigorously implergent the
Budget Law, which will include additional permatent measures of at least BUR 360 million
(2.5% of GDP).

i

The 2013 Budget Law will be presented for review before submission to the

Parliament [and will be adopted € e aonn cessesspee]. The
budgetary target will be part of a Medium-Term Budgetary Framework, which lays down
binding expenditure oeilings for the next free years (2013-2015) and which will be
embedded into the Budget 2013,

2.16. The following weasures will be carried out under the 2013 Budget Law [at the latest
Diegomber 2012] and wilt apply from 1 Jannary 2013, unless otherwise specified:

Expenditure measures (estimated yield in 2013: EUR 413 million)

2.17. Implement an additional reduction in the wages and salaries of the general
government in 2013, which will ensure a total reduction of the general government wage bill
of & cumulative 15% over 2012-13, including through the abolition of obsolete allowances
provided to all public sector employces (authorities to specify), (estimated vield in 2013:
EUR 166 million)

718, Ensuro a reduction in total outlays for social transfers, other than those specified in
points 2.19. and 2.20., by 10% through simplification, better targeting, climinating redundant
benefits and/or reducing the benefit level (authorities to specity). Abolish those measures
approved by the Council of Ministers in 2007, which are not targeted or are covered by other
existing schemes. (estimated yield in 2013: EUR 75 million)

719, Ensure a reduction in total outlays on the special distary allowance, the Easter
allowance and the Christmas allowance by at least EUR 15 million. Abolish the heating
allowance, since all social welfare reciplents benefit from a special scheme subsidizing the
cost of electricity. (cstimated yield in 2013: EUR 20 million)

290, Consolidate housing-related schemes by bringing total expenditure back to 2008
levels [i.e. BUR 217 million] in the 2013 budget and to 2007 levels [Le. EUR 150 milfion} in
the 2014 budget, while ensuring the protection of those at highest risk of poverty. Provide a
Jegal basls to use current income of asgisted households rather than income at the time of
application, for the calculation of recurrent housing assistance and abolish housing essistance
t0 househalds exceeding certain income thresholds by Q4-2012. Streamline housing
assistance schemes, including their administrative management, in the context of a wider
reform of the soclal protection system Q4-2013. (estimated yieM in 2013 and 2014: EUR 70

wmiltion)

291, Reduce transfers from central government 10 state-owned enterprises and semi-public
institetions. Apply the same wage policy deseribed in 2.4. and 2.17. in the broader public
sector as in the general government. (estimated yield in 2013: EUR 45 million)

022, [Take further steps to control the growth of health expenditure, yielding annual
savings of BUR 25 million (section 3.2).]

793, Ensure 2 reduction of the number of public sector staff over the period of 2013-2015
by an additional 250 per year (Le. 1250 each year in total). Define a precise plan, inchiding 2
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time schedule for recruiting one employes for every four retirements. (yield in 2013 to be
estimated)
524, Reform the shift-work syster and reduce overtime FEMUREXatoNS in the broadet

puble sectar ty 20% in 7013 and by additional 10% n 2014, In addition, the amount of
overtime paid will not increase in 2013, (estimated yied {n 2013 EUR 17 million; in 2014:

BUR 7 million)

_ Rovenue Measures gestimated yield in 2013: EURZ6 million)

2725, TIncrease e gtatutory VAT rate from 17% 10 18%. (estimated yield in 2013: EUR 50
million)

296, [Increase revenne by EUR 10 million through a2 {ncrease in the annual road tax for
Jarge and Juxary petsonal vehicles end utility cars.]

597, Increase the revenues from fees for public services, including edunation, 10 yield
around BEUR 30 million. The fees will be Yinked to associated costs and will cover at least

20% of these cagts.

22%. Ensure additiona} revenue from property taxation of at jeast EUR 20 miliion. Ensure
technical implementaﬁon of the area-besed 18% base valuation system to achieve full coverage
of the cadastre. mplement yoturTent property 18X based on the new tax pase. In this contexh
implement differentiated treatment of primary and secondary residences. (estimated yield in
2013: at least EUR 20 million)

279, Introduce & standstifl rule for all tax expenditure, blocking the creation of new items

of tax expenditure and the enlargement of existing items. The rule will apply to all winds of
tax expenditire, of a temporety Of permanent pature, at the central and local levels. -

Fiscal policy in 2014-2013
2.30. The authorities will achicve & general government deficit of no mOIC than EUR FHE

* million in 2014 (1.X% of GDP)and & Telose 0] balanced budget in 2015. The 2014 and 2013

Budget Taw fHeagures will be presented for Troika seview before submission io the
Parliament.

3 Fiscal-structuraf measures

Objectives

enjoyed above euto-area average growth rates for more than & decade and n parellel
expanded its public sectof eraployment, support and services considerably. Looking ahead, it
the public sector is to provide appropriate support for the sustainable and palanced growth of
the Cypriot economys Fgeal-struetoral reform steps 7€ peeded to ensure the long-term
sustainability of public finanees, 10 provide the fiscal space necessary 0 support the
diversification of the economy, and 1o llevinte the adverse impact on JobS and growth arising
from Cyprus's exposure 10 external SHooks. 1n this context, the objectives are: (1) 1o improve
the efficiency of public spending and the budgetary process by ‘means of 81 effective
Medium-Tesn Budgetary Framework (MTBF) that 3 Fully compliant wiith the Directive ot
requiremnents for budgetary frarpeworks and the Treaty on Stability, Coordination and
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Governance (TSCG); (2) implement further reforms of the pension system to address the
high projected increase in pension spending; (3) take fusther steps to control the growth of
healih expenditure; (4) enhance tax revenues by improving tax compliance and collection; (5)
undertake reforms of the public administation to improve its functioning and cost-
effectiveness; notably by reviewing the size, employment conditions and funetional
oreanisation of public services; (6) undertake reforms of the overall benefit structure with the
4im of producing an efficient use of resources and ensuring an appropriate balance between
welfare assistance and iucentives to take up work; and (7) elaborate a programin® for
iroproving the efficiency of state-owned and sermi-public enterprises and inifiate &
privatisation programie,

Pension yeform

3.4, While reform measures have been undertaken recently, the implementation of further
reforms of the pension system to address the high projected increase in pension spending is
necessary in order to put the pension system on a sustainable path. The following measures
will be taken to reduce the increase in pension spending and to ensure the viability of the
pension system, while addressing the imbalances in and reducing the povernment
contribution to the pension system.

%%Efiew of this, the anthorities have agreed 1o implement the following measures by 31 Mateh
13

o toform the Government Employee Pension Scheme (GEPS) so that the parametats are
the same a5 for the General Social Insurence Scheme (GSIS), allowing for 2 phase-in
period of no more than five years to avold abrupt changes in pension entitlements;
and

o adjust the penalties for voluntary early retirement cases in. the GEPS and the GSIS
(reduction of pension entitlements), The penalties should be actuarially neutral: i.e,
the reduction in pension benefits should at least counterbalanice the increase in
expenditure due to a longer pay-out period and the loss In revenue due to a shorter

contribution period.

In addition, the following measures will form part of a comprehensive reform, which should
be adopted by 31 March 2013 and implemented at the latest from January 2014 onwards:

o for the GEPS and the GSIS, devise and implement an sutomatic mechanism linking
the establishment of the statutory retirement age and the contributory perlod for a full
pension to changes in life-expectancy at the statutory retirernent agc;

o for the GEPS and the GSIS, extend the minimum contributory period from the current
10 years to at least 15 years;

v strsamline the oumber of combinable pension benefits available and introduce & cap
on the total monthly amount of pension benefits that can be received; in particular no
public sector employee should recelve more than ome pension from government

pension scheme,

e dissolve/reform the Social Security Fund (GSIS reserve fund), as it curently
represents an implicit state contribution to the pension system;

11
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» proportionately reduce or tax public sector pension levels that exceed the average

wage level.; and

conduct an actuarial study within six months of the start of the programtme to provide
additional reform options to ensure the financial visbility of the national pension
system. The actuarial study should project the scheme’s finances on a cash basis.
Given the financial susteinability focus, the study should exciude any form of
govemment contribution (i.e. the additional contribution currently at axound 4 pereent
and the interest on bonds of the reserve fund) with the exception of the normal
payment of pension contributions on behalf of its employees. The study should
analyse the impact of additional reforn options, if needed, such a3 benefit redactions,
an increase in the statutory retirement sge and increases in contribution rate increases
or combinations thereof, Preference will be given to the first two options, given the
negative impact of contribution rate increases on labour costs.

Health care expenditnre

3.2.

The authotities will come forward with concrete proposals to exert stronger control

over the growth of public healfhcare expenditure, The following steps will be considered and
presented for Troika review before their implementation [Q1-2013]:

e introduce a co-payment system for medical services and pharmaceuticals;

review the riles for prescription of drugs and complementary diagnostic ¢xams on the
basis of intemational prescription guidelines and encowrage physicians at all fevels to
preseribe generic medicines;

sirengthen the monjtoring mechanism and auditing of public healthcare expenditure,
of all public hospitals and clinics, allocate budgets to individual public hospitals and
clinics and strengthen commitment control procedures;

introduce & coherent regulatory framework for pricing and reimbursement of goods
and sepvices based on the actual level of costs incwred;

sevisit the functioning of the procurement system of medicine from wholesale
companies on the basis of experience of other Member States in order to facilitate the
availability of less expensive pharmaceuticals;

conduct health technology assessments to enable a chapge in the delivery of
healthcare, makiog it more effective and cost-efficient; and

adopt and implement = restructuring plan for public hospitals and clinies to enswre 4
proper balance across management, administrative and colincal staff and efficient
operational management, including by steps to strengthen staff mobility,

Hudgetary framework
3.3, The authorities will:

embed into the Budget 2013 law a Medium-Term Budgetary Framework, designefd in
accordance with EUJ specifications for MIBFs, which lays down binding expenditure

12
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ceiling
i

for the next three years (2013
A

s odopt a law transpo sing Cowmeil Directive 2011/85/EU o requirements for budgetary
frameworks, and provisions pertaining ©© the fiscal compast of the Treaty on Stability,
Coordination and Governaaee {TSCT) in sccordance with Artcle 3(2) of the TSCG

and on the basis of the Clommon Principles for national fiscal comrection mechanisms
1aid down in Commission Communication COM(2012)342 [Q4~2012];

+ provide for the establishment of & Fiscal Council with 2 statatory regime, functions,
normination procedures of its governing body and funding arrangements grounded in
primary legislation in line with international best practices [Q4-2012):

« complete the adoption of the essential provisions referred to above with implementing
rexts (1-2013];

o [Q3-2013]; and

¢  epsure 8 consistent approach in internal auditing throughout genersl government by
prepating cOmmon methodological guidelines compatible with international standards

(o209,

Public debt management

34. To support ihe development of an appropriate framework for the managernent of
sovereign debt, including a more pradent and independent debt mensgenent strategy
puilding on the issuance of long- ruaturity instruments znd fully assessing the fnanoial risk
contained in granting government pUALANIESs, tho guthoritles will adopt and implement 2
Public Debt Management Law, the draft of which was submitted to the parliatent in May

2012 [94:2012].
Public Zrivate-_Eartnerships
3.5. The authorities will:

e camyoutd review of major PPPs os regards: the financial risks and Labilities failing
on tae public pudget; their contdbution to the public pudget (revenue streams); the
effoctiveness of attracting private capital and expertise; the efficiency and quality of

the required service provision, inciuding possible over-provision of both quantity and
quality of fhe services in question; and their impact on market functioning. An interim
report on this review will be delivered by Qi-2013 for review and approval by the
Troika. The final report will be delivered by 32013, for the puspose of yeview and
approval by the Troika. Tn subsequent yEars, reporting on PPPs should take place in
context of the arnual budgetary procedure;

o based on the conclusions of the eview, put 10 place @ strengthened legal and
institutionat tramework for PPES, including ex-ante assessiment and monitoring of the
Snancial and fiscal 1isks of engaging in pPps and concessions & compared to othet

public investments. A proposal for such @ strengihened Jegal and institutional
framework for PPPs should be drafied by Q1-2014; and
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o comumit to not engage 10 any new PPFP agreements pefore the approval of the interiss
report and

§tate~0wned Enterprises and Privafiz ation

3.6, As regards State-Owned Enterprises (SOEs) and other eate-owned assets, the
authorities wilki

o establish an inventory of assets, including real estats, owned by central govermment,
qumicipalities and regional administrations, which to be prepared in view of possible
divestments OX yestructurings. To this end, the inventory wi indicate which State-
Owned Pnterptises could be subject 10 divestment, which could e swbject 10

restructuting and which could be £o idered for liquidation [Q32013];

o reduce the operaﬁonal costs of SOEs by &t Jeast 15% on averagé compared with 2010,
to be implemented in the 2014 budgets jneluding proposing company-speciﬁc cuts
that are consistent with & realishic economic and financial assesament (6420135

o prepare a plan to strengthen the governance of SOEs in aceordance with international
est practices and draft a report ceviewing the operations and finances of SOEs. The
report will 285653 these compaies business Prospects, the potential eXposSure of the

adopt the necessay legal changes 10 Fulfil this requirernent. No additionzl gORs will
e created umtil this yeview 18 completed [Q3«2(713]; and

o and submit to the parfigment 2 draft law 10 regulate the cpeation and the fanctioning
of SOEs st the centeal and local levels and enhafice the monitoring powers of the
cenfral admi jstration, inchuding reporting on SOE’s in context of the anpual

pudgetary procedure. [Q3-2013]-

3. The authorities will initiate & privatisation programme. This showd consider
privatisetion prospects of major state-owned and seri-public companies, inter alin Cyprus

determined on the tasis of the inventory of gssets poted above - 1o be achieved by the end of
{he programning. To this end, the following moastEe will be takemn:

¢ A concrete p;i.yaﬁsaﬁnn roadmsp, including oompany-speciﬁc timetables, will be
prepared bY (o201} '

Revenus administration and A% compliance

38 The authorities will propose @ comprehensive reform plas 10 ymptove the
offectivencss 2nd efficiency of &% collection and sdminsteation. The ceform plan will

« adopting legislation 1o attribuie personai responsibility for payment of company taxes
to those, who traly and effectively conirol @ Cormpariy and tolevy @ personal fine on
therm. In case of non-peyment;

14
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« adopting logisiation that would prohibit aljenation of any property peld by the
{axpayer, chould the testator not pay of not guarantee payment of all tax obligations,

including tax on capital RIS arising from allenation/sale of the last property;

o adopting legal changes that would limit the possibility for companies to Carmy forward
{osses i order to offset corporate company tax payraents;

« encouraging mobility of staff between different tax admainistration entities in ordet to
ensure appropriate staffing of entities with high revenue collection capacities;

» improving franyparency regarding the performanee of tax administration entities,
namely via publication of the tax gap for main rovenuc categortes (the difference
between the tax that should be paid end the amount actually callected) and

establishing clear performance objectives, &8 well a5 revenue collection results, for

each tax administration entity;

o rationalise the tax administeation, e.g. bY creating @ specialised office for high net
worth tax payers, streamlining the coordination between Customs & Excise and VAT
gervices and ceutralising and merging tax offices.

39. The aufhorities will as part of its comprehensive reform plan preparc & report on how
to optimige the BsE of information systens in the tex administration and proposing concrete
steps 5&4-261121. The report will tnclude:

o 2 proposal for {mproving IT systems in order to ensure the oompatibilityfintegmﬁon
bativeen revenue administration and t2x sourts, as well as the interconnection of

tax offices;

o concrete measutes (o forther enhance the use of e-filling of tax returnis and e-payment,
namely through &t assessment of the feasibility of discontimuing of payments in cash
and cheques in tax offices, which should be replaced by bank trangfers; and

« aproposal for improving the exchange of information between relevant authoritles for
tax collection prrposes, aking into account ptivacy CONCETIE.

3.10. Following diagnostic technical assistance, the authorities will engage in the following
yeforms F4 2013}

« take measures fo increase tax compliance, aimed at reducing informal activities and
reducing the administrative burden on businesses. The aim 15 to achieve voluntary
compliance insofar 8 possible, with & proper palance betwesn taXpaye services and

enforcement; and

e step up administrative 12X fraud mvesﬁgaﬁons and enhance the cooperation betwoen
the tax and judicial systeIns, while addressing potential bottlenecks in the 1ax 2pD
system, €.8: through the strengthening of arbitration procedurss.

Public adminigtration reform

3.11. The public sector ropresents a large share of publie expenditures in Cyprus. To ¢nsure
an efficient use of government resources, while delivering & quality service to the population;
the authotities will undertake the following reform Moasures {42012k
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» remove all impediments to staff mobility (including permanent movement of staff)
within the general government sector;

o revise working time arrangements 50 85 10 minimize the need to resort 10 overtime
payments and shift allowances;

+ streamling allowances; and

' imﬁfn;ent :1 perfonnance—bascd appraisal system and Hnk to it the salary adjustment
of staff.

In addition, the authorities will commission an {ndependent external review of possible
further reforms of the public administration. The tenms of reference wili be agreed with the

prograntme partners in 33 2012,
The review will cover the following areas:

o the appropriate size of the public sector t0 provide an efficient administration using
the fu}l potential of e~povernment,

o the appropriate remuneration and working conditions in relation to the private sectot;
o the potential for dovelopment of part time work;
o the potential for streamlining staff categories; and

o the appropriateness of the public sector pay and working conditions for senoi-
governmental organigations.

The Teview will be published in Q1-2013, The authoritles will discuss the roaln findings of
the independent yeview with the programme parmers and present @ time-bound
comprehensive action plan 10 follow up on its recommendations [Q2-2013]. The guthorities
will adopt & reform of the public administration based on the findings of the xeview and
submit it to the Parliament for approveal [(Q3-2013} in sufficlent time for the reform take
£]] effoct as of the 2014 budget implementation.

Administration of the welfare gystem

3.12. The welfate system in Cyprus encompasses a broad renge of individval bepefits
provided by different Ministries and Departments. To ensure cfficient use of public funds
within the welfare system, while 2t the same time ensutlng 2n appropriate balance betwetn.
welfare agsistance and incentives to take up work, the authorities will carry out a reform of
the welfare system. The reform will build on a full invemory of ell social transfer
programues in cash and in kind to be delivered by [Q3-2032]-

The reform will cover the following elements:

o introduce better targeting of various social cransfers, so a3 to xeduce the total number
of beneficiaries while protecting the most valnerable;
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° zbrea;ﬂine the number of benefits available through mesging and phasiog out of
enefits;

o introduce a cap on e totel amount provided to peneficiaries of multiple social
benefits;

o reconsider the approptiate levels of individual benefits and the index for adjustment
of benefit levels; and

¢ tightenthe eligibility conditions for both initial and continued access 10 benefits.

Tl’ze reforms must be consistent with the fiscal targets defined in this Mol. The authorities
will discuss the proposed ceformns with the programume partmers snd will present draft
legislation 10 seform the welfare syste by [Q1-2013),

4. Labour market
Objacﬁves

While Cyprus' labour market Was characterised DY high employment rates snd low
uneraployment in the years jeading up to the crisis, the yowinding of unsusiainable
imbalances and worsening of macroewnonﬁc conditions and prospects pave resulted in
tapidly rising unemployment and important labour market challenges Over the medium-teim.
Labour markel yeforms cent mitigate the impact of the crisis on employrent, liroit the
oecurrence of lopg-term and youwth unemployment, facilitate occupetions mobility and
cantribute to improving the future resilience of the Cypriot economy 1o the face of adverse
cconomic shocks. In this context, the objectives ate: (HHto implement & reform of the system
of wage indexation commensurate with ensuring @ SUS ingble improvement in the
competitiveness of the economy and allowing wage formation to better reflect productivity
developments; (2) to prepace and implement & comprehensive reform of public assistance in
order to achieve an appropriate palance between public assistance and incentves to take up
work, target incoms support to the most valnerable, strengthen artivation policies and contain
the public finance impact of rising LHeN; loyment; and (3) to help attenuate adverse
competitiveness and employment offects by linking any change in the intum wage 10

econormic conditions.

Cost of living adjustment (COLA) of wages and salaries
41. The sutboritics will yeform the wage-setting framework in such a W&y so as 10

jmprove real Wage adjustment, with the aim of preserving employment in the presence of

-

adverse shocks and avoiding losses 10 compotitiventss both in expansions and recessions. To
this end, the authorities will:

o end the practice of wage and salary indexation (COLA) in the wider public sector;
and

« pursuo the serrpination, of the practice of wage indexation in the private sector ina
tripartite agreement with social pariners TO4-2012) The agreement will act on
relevant elemnents of the indexation system. Within the frar_nework of this agreement,

the COLA. should not be applied during the programme period.
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Minimum wage

42. 'With a view to preventing possible adverse competitiveness and employment cffects,
the authorities coramit that, over the programme period, any change in the minfmum wage
which covers specifio professions and categories of workers will take place only if justified
by economic and labour market developments and afier consultation of the programme

partners. -
Public assistance reform and activation of the unemploved

43. The increase in unemployment underlines the need for an overall assessment of
available instruments for income support (affer expiration of unemployment insurance
benefits) and activation policies. The planned reform of public assistance should be effective
in safeguarding incentives to take up work, Therefore, the authorities will:

¢ commission an independent review on exlsting institutions and insteaments to provide
income support after the expiration of unemployment insurance benefits and activate
the unemployed, with a view to improvipg work incentives and activation. In
particular, the review will cover the cooperation between the public employment
service and the benefit-paying iustitutions in the activation of the unemployed. The
tergs of reference for the review will be submitted to programme partuers by Q3~
20T2. The review will be completed by Qd-2042. {The delivery of the review will be
accompanied by an asscssment by the authorities of the need and possibilities for re-
directing the Buropean Social Fund finances towards the objectives outlined in the
review.];

e present an action plan on activation policies; and

o consider the effect on work incentives when presenting legislation to reform public
assistance. Programme partners will be consulted on the draft legislation before its
adoption by the Council of Ministers [Q4-2812].

5. Goods and services markets

Objectives

Addressing issues of a structural pature is critical for rebalancing the Cyptiot economy,
restoring its growth potential aud improving competitiveness. Removing unjustified obstacles
in services markets can have a significant impact on growth, in particular for the services-
intensive Cypriot economy. In addition, Improving the quality and xedueing the cost of
regnlated professional services can play an mportant role for the business environment and
for Cyprus’ competitive position. Since tourism is one of Cyprug’ largest sectors and an
itportant potential driver of future growth, & xeinvigoration of the competitiveness of this
sector Is watranted, Finally, improving the regulation of administration related to the rcal
estate sector will contribute to the overall functioning of the housing market and foster
forelgn demand at a time when the prospects of this sector are severely affected by downside

risks.

Product market efficlency

18



Confains sensitive information, not for further distribution

51. The authorities will implement measures with a view to improving competition in the
aon-tradeble sector. This can be achieved by, inter alie, reducing vmwarranted rents in
regulated sectors, promoting greater efficlency in the telecommunication sector through a
reduction of costs, market-oriented pricing in the energy sector, reducing costs for licences in
the transpott sector, and abolishing fees for transfer of licenses in the retail trade sector. The
authorities will take measures to improve competition in quast-monopolistic wholesale
markets and in the construetion sector ((4-2012).

Services Directive; Sector-specific legislation

55 The authorities will adopt the remaining necessary amendments to the seotor-specific
legistation in order to fully implement the Services Directive, casing the requirements related
to entry and establishment. In addition, requirements concerning minimum tariffs should be
eliminated unless they have a clearly defined econornic justification. Amendments will be

sented fo the Parliament [Q4-2012] and minimum tariff requirements without justification

will be abolished by [(Q1-2013].

Sexviees Directive: Regulated professions
53. The authorities will:

v eliminate restrictions to the wse of commercial commurication (advertising) in
regulated professions, as required by the Services Ditective [Q4-2012]; and

o further improve the functioning of the regulated professions sector (such as lawyers,
engineers, architects) by carrying out a comprehensive review of requirements
affecting the exercise of activity and ¢liminating those that are not justified or
proportional [(J1-2013}

Housing market and immavable property regulatio

54. To cnsure market clearing of the property market, allow for efficient seizure of
property collateral, and for market-based assessmaent of property prices, s well as alleviating
the factors deterring both doraestic and foreign demand, in particular the risks of legal
disputes that may arise from Incomplete documentation of ownership and property tights, the
aufhiorities will implement the following measures:

¢ strengthen existent enforcement procedures and, if necessary, plan for additional legal
messures o ensure the issuance of the remalning outstanding Title Deeds by (-

515'13;

¢ provide a monthly review of the town-planning armnesty, and plan for additional
incentives to reduce the mejority of pending building permit certificates that are
required for the jssuance of title decds by Q3-201Z;

e jmplement consolidated electronic access the registries of title deeds, morigages,
sales contracts and cadastre by Q3-2013. Report on a possible legal basis and
regulation to produce a unified fand registry (of immovable property sales confracts,
fitle deeds, and mortgages) and a registry of indefeasible propetty rights [Q4-2012];

and
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v fully implement Directive 52/2008 EC on mediation in civil and commercial matters
and extand the coverage of the directive implementation to out-of-court settlement of
domestic disputes.

Tourism

55. Tourism is an important export sector and is of great importance to domestic value
added and employment. During recent years, toutism has experienced a gradual erosion of
both price and non-price competitiveness mainly due to high labour eosts as a result of out-
dated terms and conditions of the Collective Agreement for hotel employees and the COLA,
high electricity/energy costs, high tariffs applied for the central sewnge system and water
supplics, high cost of food and other hotel supplies, more difficult access to baxk finageing,
excessive red-tape in the granting of necessary licences and permits, as well as restrictive
provisions of the bilateral air-service agreements. To reinvigorate the corupetitiveness of the
tourism sector, the authorities will:

v support efforts to review and amend the terms and conditions of the Collective
Agreement for hotel employees to further lower hiting and employment costs, as weil
as the abolition of the application of COLA for tourism sestor employees [Q2-2013];

o following an effectiveness-of-spending review to be undertaken by end of 2012,
assese if the proposed budget of the Cyprus Toutism Otgenization for 2013-2015 is
adequate to implement the planned measures/actions of the Tourism Strategy 2011~
2015; additionsl allocations, if deemed appropriate, will be agreed with the

programume partners;
o in view of cost competitiveness considerations, support a comprehensive review of

the electricity, central sewage and water supply tariffs charged to hotels, with the alm
of streamlining the xespective tariffs with thess charged to households [Q2-2613]; and

» carry out 2 study on how to improve tho tourism sector business model, in particular,

with & view to lengthening the tourist season, promoting resident tourism during
winter time and defining niches such as medical tourism [Q4-2012).
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