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Preface

The Cyprus Competitiveness Report 2019 was made possible through the support and funding of
the European Commission Structural Reform Support Service (SRSS), providing technical assis-
tance to the Government of Cyprus.

The report was prepared by Ecorys. The authors are Paul Baker, Michael Fuenfzig, Simone Snoei-
jenbos and Alexandros Vigkos. They were supported by Carlo Arguelles, Giacomo De Amici, Lars
Meindert, Anita Peeters, Nora Plaisier, Giorgio Rando, David Regeczi, Nick Rundberg, Claire
Selbeck, Tahmina Shafique, Anne Winkel and Sven Zondervan.

The study team highly appreciates all the efforts made by the Government of Cyprus, the Structural
Reform Support Service (SRSS) of the European Commission and other stakeholders. Without
their cooperation and valuable contributions, this report would not have been possible. We would
also like to thank the members of the Steering Committee for their valuable feedback, in particular,
Marina Jensen and Agathi Charalampidou (DG EPCD), Sofronis Clerides (University of Cyprus),
Alexandros Alexandrou (Ministry of Labour), Sotia Hajispyrou and Maria Matsi (Ministry of Fi-
nance), Pantelis Protopapas and Isidoros Kyprianides (Statistical Service), and Stratis Kastris-
sianakis (SRSS).

We also like to convey our sincere gratitude to the Economy and Competitiveness Council and its
chairman, Takis Klerides, for helpful comments and feedback. We also thank the many stakehold-
ers in the private sector, in government agencies and in academia that made themselves available
for interviews.

*k*k

This report is based on more than 150 statistical indicators, benchmarking Cyprus competitiveness
performance over time and against 12 countries as well as the European Union average. This
approach comes with several advantages: it covers a wide range of competitiveness areas, pro-
vides an objective and evidence-based picture, and allows for future updates in a consistent man-
ner.

However, there are some limitations. Most importantly, the choice of countries against which Cy-
prus is compared influences perceptions of its performance. This report compares Cyprus against
some of the best performing countries in Europe, which should be seen as a reflection of the coun-
try’s ambition to be a top-tier location to do business.
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Forewords

Foreword by the Minister of Finance

Improving the competitiveness of the economy has been one of the government’s key priorities.
Having restored the soundness of public finances and having re-established financial stability, a
series of structural reforms aims at making the economy more competitive, resilient and diversified.
Progress has been achieved on most fronts and the economy has returned to robust growth, ex-
panding at high rates, reflected also in very substantial improvements in the labour market. Markets
have acknowledged these positive developments, leading to multiple upgrades of the country’s
sovereign credit ratings, and enabling Cyprus to access international capital markets on improved
terms.

However, this success has not led to complacency. On the contrary, the government is determined
to preserve and strengthen the robustness of our economy. We know we can do even better, and
we aim to reinforce Cyprus’ potential to achieve sustainable growth rates in the long-term. For this
to happen, we need to unleash the productive potential of our economy, with less bureaucracy,
more efficiency and upgraded competitiveness.

In this effort, continuous policy development as well as monitoring and benchmarking Cyprus’ per-
formance is necessary for steering actions towards a more attractive business environment and a
more efficient functioning of the economy. In this context, the Economy and Competitiveness Coun-
cil was established by a Council of Ministers Decision in June 2018, both in response to the Rec-
ommendation by the Council of the EU for the creation of national productivity boards, as well as
in line with the government’s determination to proceed with a more systematic monitoring, inde-
pendent analysis and enhancement of policies for the improvement of competitiveness.

Just less than a year on, | am very pleased to introduce this first Competitiveness Report, which
provides a comprehensive and objective assessment of the competitiveness of the Cyprus econ-
omy, in the context of a broad definition of the term competitiveness, encompassing also social and
environmental sustainability. The report shows the progress achieved but also points to several
competitiveness issues that still need to be addressed and makes recommendations for areas
where policy actions are required to address the existing challenges.

I would like to welcome the publication of the Report and to thank the Chairman and members of
the Economy and Competitiveness Council for overseeing its preparation and to also express the
certainty that this will be a useful instrument in the hands of the Council for providing policy analysis
and recommendations to the government, but also for policy makers and analysts, as well as a
wider audience.

Harris Georgiades
Minister of Finance
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Foreword by the Chairman of the Economy and Competitiveness Council

The Cyprus Economy and Competitiveness Council, established in June 2018, aspires to effec-
tively contribute to the goal of a highly competitive Cypriot economy, with the ultimate aim of sus-
tainable economic growth and long-term prosperity for citizens. These aims are at the core of our
discussions with stakeholders and our policy recommendations to the government. Although com-
petitiveness is a complex and multidimensional concept, it is clearly related to the creation of the
right conditions for businesses and citizens to prosper not only today but also in the longer-term,
and it is thus a key criterion for assessing the sustained success of an economy.

This first Competitiveness Report for Cyprus has been prepared with the aim of constituting a useful
tool for identifying and assessing the level, drivers and outcomes of the economy’s competitive-
ness. The analysis in the report is based on more than 150 indicators and on benchmarking Cyprus’
competitiveness performance over time and against twelve benchmark countries as well as the
European Union average. It thus endeavours to offer a comprehensive, objective and detailed as-
sessment of Cyprus’ competitiveness performance that can help identify key challenges and suit-
able policy actions to tackle these. The report is also intended to serve as a baseline for future
updating and monitoring of the country’s competitiveness performance. Its readers, whether policy
makers, investors or a wider audience, can get a thorough yet concise view of the country’s com-
petitiveness profile.

It is acknowledged that, following the economic crisis, Cyprus has returned to a path of sustainable
public finances and financial stability. Decisive steps were taken in implementing a reform agenda
geared to competitiveness, improving the business environment, attracting investment, diversifying
the economy and supporting balanced growth. As a result, after three consecutive years of robust
growth, the economy continued to expand solidly in 2018 and recorded one of the strongest growth
rates in the Euro area.

Despite the progress achieved, not all structural weaknesses have been addressed fully and there
is still a need for further improvements in Cyprus’ underlying competitiveness fundamentals. Now,
more than ever is the time for further profound changes and introducing the necessary reforms to
eliminate the remaining structural weaknesses and distortions, with the aim of increasing the com-
petitiveness and resilience of the economy.

The report points to these competitiveness issues. Overall, competitiveness, as reflected in several
international benchmarking reports and indicators, is not yet satisfactory. Although progress has
been recorded over time in certain areas, Cyprus lags behind some benchmark countries and the
EU average when it comes to indicators of productivity, international trade and foreign direct in-
vestment. On the other hand, Cyprus has strong service exports, performing above the EU aver-
age. Cyprus also performs well when it comes to broad regulatory, institutional and market condi-
tions, while, in addition, many policies are in place to address competitiveness issues and support
key sectors such as ICT services and R&D. At the same time, the analysis shows that underlying
competitiveness issues include a rather weak business sector, low entrepreneurship and firm dy-
namism, relatively low rates of business innovation and adoption of digital technologies, despite
academic excellence, limited access to alternative forms of financing and, despite a highly-edu-
cated workforce, the presence of skill mismatches. The report also provides recommendations on
areas to address in order to tackle the key identified competitiveness issues. These will be taken
into account by the Council in formulating our next set of policy proposals to the Government.
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I would like to thank the Structural Reforms Support Service of the European Commission for sup-
porting this project as well as the Ecorys team for developing this report, with contributions of key
stakeholders from both the private and the public sector of Cyprus.

We look forward to utilizing this report as an analytical tool for informing our dialogue with stake-
holders and the government, in order to formulate policies and measures that can promote a strong,
resilient and competitive economy, ultimately supporting sustainable long-term growth and pros-
perity for our citizens.

Takis Klerides
Chairman, Cyprus Economy and Competitiveness Council
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Executive Summary

The Government of Cyprus has been implementing an ambitious reform program. Recognis-
ing the need for reform after the 2008 global financial crisis and the 2012-13 domestic fiscal and
banking crisis, the Government of Cyprus embarked on an ambitious reform program. Fiscal and
financial reforms introduced under the Economic Adjustment Programme and beyond have brought
down the public deficit, turning it into a surplus since 2016, thereby securing the sustainability of
public debt. The Cypriot banking sector has gone through a reformation phase and is now in a
strengthened capital and liquidity position. Meanwhile the Action Plan for Growth and the National
Reform Programme have pursued structural reforms to strengthen the economy’s competitiveness.
These include reforms to the public administration and justice system, as well as the creation of
new institutions in important horizontal areas such as competitiveness, research and innovation.
They also include programmes to improve access to finance and support entrepreneurship. Eco-
nomic growth of 4 percent was recorded in 2018, one of the highest growth rates in the European
Union. The unemployment rate dropped to around 7 percent, down from its peak of 16 percent in
2014. Cyprus’ return to investment grade in 2018 confirms the progress achieved over the last few
years.

The first of its kind for Cyprus, this report assesses the country’s competitiveness perfor-
mance and its determinants. It identifies key challenges and provides suitable policy actions to
tackle them. It is an important resource for policy makers and can be used for broader discussions.
Rather than focusing on competitiveness outcomes, this report places major emphasis on the iden-
tification and assessment of the factors that explain Cyprus’ competitiveness. To this end, the report
offers a comprehensive and detailed assessment of relevant indicators, alongside the policy con-
text and other drivers that shape the development of Cyprus’ competitiveness.

National competitiveness is understood to consist of the set of institutions, policies and
other factors that underpin and uphold value creation by enterprises within a country and,
thereby, support high and rising living standards of its citizens on a sustainable basis.
Based on this definition, competitiveness indicators are organised and categorised within a broad
competitiveness framework. The framework used in this report distinguishes several categories of
competitiveness indicators, namely:

e Competitiveness objectives. The ultimate aim of competitiveness policy;

e Sustainability conditions. Necessary for achieving and maintaining competitiveness in the
long-term;

e Competitiveness outcomes. As the yardstick for assessing competitiveness performance
through key performance metrics;

e Competitiveness drivers. A combination of production inputs as well as market and institu-
tional conditions that affect the environment in which enterprises operate and create value;
and

e Endowments and exogenous factors. Factors that affect competitiveness that cannot be
changed through public policy.

Cyprus performs reasonably well in leading international competitiveness rankings without
being a top-performing country. Cyprus ranks reasonably well in the World Economic Forum
Global Competitiveness Report, the IMD World Competitiveness ranking, and the World Bank Do-
ing Business index. However, Cyprus is hot amongst the top performing countries. Over the years,
Cyprus’ position has fluctuated considerably, and suffered a setback during the 2012-13 fiscal and
banking crisis and its aftermath.

CYPRUS
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This report benchmarks Cyprus against 12 countries. The choice of countries is based on mul-
tiple criteria, including economic size, geographical proximity (particularly if the country is a periph-
eral EU location), and competitiveness track record. These countries are Denmark, Estonia, Fin-
land, Germany, Greece, Ireland, Malta, the Netherlands, Portugal, Slovenia, the UK, and Israel, as
the only non-EU country. The choice of these mostly highly competitive countries reflects the am-
bition of the Cyprus government to catch-up with the best performing countries.

Cyprus’ productivity performance was adversely affected by the 2008 global financial crisis
and the 2012-13 fiscal and banking crisis but remains comparable to other Mediterranean
economies. Labour productivity in Cyprus is below the EU average and lags behind Northern Eu-
ropean economies, but is comparable with or exceeds labour productivity in other Mediterranean
economies. Total factor productivity in Cyprus has stabilised in recent years, after an initial decline
that was greater in Cyprus than in any other benchmarked country except Greece.

Cyprus has strong service exports but relatively weak inward FDI performance and employ-
ment creation, compared to the benchmarked countries. As a share of GDP, Cyprus’ overall
exports are above the EU average, with an emphasis on service exports. Cyprus is one of the few
countries with a negative current account balance. Foreign direct investment inflows are relatively
modest, after accounting for FDI driven by special-purpose entities. Employment levels suffered
significantly after the 2008 global financial crisis and the 2012-13 banking and fiscal crisis, though
they are continually recovering, with the employment rate reaching around 74 percent in 2018.

Of the more than 150 statistical indicators in this report, almost 100 are for competitiveness drivers
across eight broad themes. The main themes treated in the report are:

1. Market conditions and institutions, referring to how well markets function and how
well their functioning is supported by institutions;

2. Business environment and institutions, referring to the legal, administrative and reg-
ulatory environment for businesses;

3. Industry structure, specialisation and organisation, referring to the structure of the

economy, the production of goods and services, the level of economic specialisation or
diversification, how production is organised (for example, in value chains or in clusters),
and whether intermediate inputs can be sourced domestically;

4, Firm characteristics, dynamism and sophistication, referring to the size and struc-
ture of firms, the dynamism of businesses (such as new business creation and high-
growth enterprises), the level of entrepreneurship and entrepreneurial attitudes, and the
sophistication of businesses and management quality;

5. Human capital, referring to the availability and quality of the workforce;

6. Technology, innovation and knowledge, referring to public investments into technol-
ogy and innovation, the knowledge infrastructure, and the technological and innovation
characteristics of firms. These reflect the importance of technological breakthroughs
and technology-based innovations as the basis of many productivity gains;

7. Financial infrastructure, referring to the institutions that provide access to finance and
financial services;
8. Productive and physical infrastructure, referring to infrastructure such as transpor-

tation, utilities or telecommunications.

The report also presents an in-depth discussion of the ICT services sector as an example of a
particularly dynamic sector as well as an example of how the competitiveness framework can be
extended to assess sectoral competitiveness. ICT services is a developing sector in Cyprus,
with an emergent ecosystem and supportive public policies and infrastructure. It is an
emerging sector in Cyprus, with the turnover having grown from €1.1 billion in 2008 to more than

CYPRUS
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€2.8 billion in 2016. The ICT ecosystem in Cyprus is also emerging. Cypriot universities already
offer a large variety of ICT-related study programmes and host various digital innovation hubs.
There are also various incubators and accelerators, providing support to ICT start-ups.

In general, public policy is supportive of the ICT services sector. In particular, the Digital Strat-
egy for Cyprus sets out a comprehensive strategy for promoting ICT use in all sectors of the econ-
omy. Further improvements could be made in the coordination and acceleration of policy imple-
mentation, the promotion of digital skills acquisition, the promotion of foreign direct investment in
ICT services, the provision of digitalisation incentives for key sectors of the economy, and the for-
ward-looking provision of regulatory frameworks for new and game-changing technologies.

With regards to national (not sectoral) competitiveness, broad regulatory, institutional and mar-
ket conditions in Cyprus are good and are in line with those throughout the EU. Moreover, many
policies are in place or are under consideration to address competitiveness weaknesses. While
policy measures have been taken in the relevant areas, their effectiveness warrants additional
evaluation to seek further improvements. In many instances, the country requires no new public
policies, but rather more emphasis on the effective implementation and coordination of existing
ones.

The indicator analysis identifies several areas where competitiveness could be enhanced.
Notwithstanding the generally good regulatory, institutional and market conditions in Cyprus, rec-
ommendations for further improvement include:

e To promote entrepreneurship and firm dynamism, developing a holistic approach that
acknowledges the interaction of entrepreneurship with other policy areas, such as access
to finance, education, business linkages and external connectivity;

e To strengthen business linkages and interaction, supporting the integration of Cypriot
firms in the supplier networks of large international companies, and further enhancing con-
nectedness and collaboration between the business community and tertiary-level education
and research;

e To boost the adoption of digital technologies, providing digitalisation incentives for key
sectors of the economy, strengthening education and training for digital skills, and incentiv-
ising productivity-enhancing investments, especially for ICT assets;

e Toimprove access to finance, continuing the successful efforts to strengthen the banking
system, but also improving access to, and the availability of, alternative sources of finance;

e To future-proof the availability of skills and human capital, raising the number of gradu-
ates with technical and natural-science qualifications and strengthening education and
training for digital skills and entrepreneurship. Monitoring current and future skill require-
ments should also be completed to ensure that skill needs of economic sectors are met;

e To strengthen external connectivity, formulating an international transportation and con-
nectivity strategy and assessing options to incentivise international connectivity to business
partner locations.

In addition to addressing competitiveness weaknesses, a long-term vision and strategy for
competitiveness is required. This strategy should focus on the opportunities and strengths that
Cyprus can build on, so that it can continue to transform its economy towards high growth and high
value-add sectors. Opportunities and threats to both ‘traditional’ and emerging sectors also need
to be systemically identified and monitored. This continuous appraisal of developments inside and
outside Cyprus against long-term strategic objectives would be particularly helpful for identifying
promising sectors and activities, as well as for formulating policies that support and promote these
promising sectors and activities.
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Acronyms and Abbreviations
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CCB
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Context and aims

Recognising the need for reforms after the 2008 global financial crisis and the 2012-13 domestic
fiscal and banking crisis, the Government of Cyprus has embarked on an ambitious reform pro-
gram. In the context of the economic adjustment program, fiscal and financial reforms brought down
the deficit and stabilized the banking sector. In the context of the Action Plan for Growth and the
National Reform Programme, structural reforms are aiming to strengthen the competitiveness of
the economy. This includes, among others, reforms to public administration and the justice system,
or programmes to improve access to finance and support entrepreneurship.

As the first of its kind for Cyprus, this Competitiveness Report is an analytical tool to comprehen-
sively assess Cyprus’ competitiveness performance. It identifies key challenges and suitable policy
actions to tackle them, thereby providing an important input for policy makers. It also serves as an
input for broader discussion and debate. The overarching ambition of this report is to identify and
assess those factors that explain Cyprus’ competitiveness rather than to describe its outcomes. To
this end, the report offers a comprehensive and detailed assessment of relevant indicators, the
policy context and other factors that shape the development of Cyprus’ national competitiveness.

1.1 Cyprus’ competitiveness chal-
lenges

Together with Malta and eight countries of
Central and Eastern Europe, Cyprus joined
the European Union in 2004, adopting the
euro in 2008. It is the second smallest econ-
omy in the European Union, with an annual
GDP of €19.6 billion in 2017, placing it ahead
of Malta (€11.1 billion) and behind Estonia
(€23.6 billion). Cyprus has the third smallest
population in the EU, at 855 thousand, ahead
of Malta (460 thousand) and Luxembourg
(591 thousand), and behind Estonia (1.3 mil-
lion).

Cyprus is integrated into the European single
market and enjoys market access to third
countries through EU trade agreements.
Moreover, Cyprus is strategically located at
the crossroads of the European Union, Asia,
the Middle East and Africa, allowing the coun-
try to promote itself as a business gateway
between three continents. Notwithstanding
recent gas discoveries in its exclusive eco-
nomic zone, Cyprus has limited natural re-
sources and agricultural potential, with less
than 11 percent of the land area being arable.
It benefits, however, from a pleasant climate,
varied scenery and diverse cultural heritage,
which are important assets for the tourism

CYPRUS
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sector and contribute to the agreeable envi-
ronment for those that live and work on the
island.

The combination of being a small and periph-
eral, but strategically situated country with
limited natural endowments drives the pattern
of economic specialisation of Cyprus. Ser-
vices dominate the economy, with agriculture,
extractive industries and manufacturing con-
tributing only to a small extent to GDP and
employment. Export-oriented service indus-
tries, such as financial and business services,
as well as the sectors of maritime shipping
and tourism have been the mainstay of the
economy. Information and communication
services along with other professional and
administrative services have been growing in
importance. Over recent years, Cyprus has
also seen expansion in its tertiary education
and health sectors.

Given its small domestic market size, its geo-
graphic location, and the openness of its
economy, Cyprus is heavily exposed to re-
gional and global developments, both eco-
nomic and political. The economy has, how-
ever, shown considerable resilience. Cyprus
weathered the 2008 global financial crisis well
and, despite suffering because of the 2012-
13 domestic fiscal and banking crisis, the
economy recovered quickly and strongly.



Nonetheless, these crises revealed institu-
tional and structural weaknesses in the econ-
omy, which potentially hamper Cyprus’ com-
petitiveness.

The Government of Cyprus has recognised
the need for reform, and a major policy over-
haul took place as a part of the economic ad-
justment program and the Action Plan for
Growth. These resulted in policy interventions
in three main areas: fiscal, financial and struc-
tural reforms. Thus, in parallel to reforms
aimed at bringing down the deficit, reducing
the public debt and stabilising the banking
sector, the Government’'s 2015 Action Plan
for Growth focused on short to medium-term
structural reform measures to strengthen the
economy and facilitate its exit from the crisis.

The Action Plan aspires to develop a more ro-
bust, balanced and sustainable growth model
for Cyprus that would be less vulnerable to
external shocks, create jobs and improve cit-
izens’ welfare. The Action Plan’s guiding prin-
ciple is that all tradable sectors of the econ-
omy should be governed by an investment-
friendly institutional and legal framework. This
framework should help to attract resources
and investment, thus helping companies to
build scale, expertise and competitiveness at
a regional and international level. The Plan
defines actions and reforms to increase com-
petitiveness by minimising impediments to
business growth and by reducing the cost of
doing business, thereby enabling Cyprus to
become a more attractive place for busi-
nesses to invest with confidence. The Action

Plan gives emphasis to:

e horizontal, cross-sectoral measures to
improve the overall business and invest-
ment environment, encourage entrepre-
neurship, and promote e-Government;
and

e strategies for key sectors of the econ-
omy that could contribute significantly to
economic growth. These strategies
should promote a more diversified growth
model and decrease the vulnerability of
the economy to sector-specific shocks.

The 2015 Action Plan for Growth, subse-
quently updated annually, should be seen
alongside Cyprus' annually revised National
Reform Programme (NRP), which serves as
the basic instrument for the implementation of
the EU’s “Europe 2020” Strategy at a national
level. The NRP sets out major reform priori-
ties, for which the 2018 Programme specifies
reforms aimed at:

e Continuing the implementation of en-
hanced fiscal governance;

e Increasing the efficiency of the public and
local administration;

e Improving the efficiency of the judicial
system;

e Enhancing the implementation of the in-
solvency and foreclosure frameworks;

e Reducing private indebtedness and the
high level of non-performing loans;

e Boosting investment further and improv-
ing access to finance, particularly for
SMEs;

e Improving the labour-market relevance of
the educational system and the quality of
active labour market policies, particularly
for young people;

e Reforming the health-care system.

The Government authorities have demon-
strated a strong commitment to its reform pro-
gram, which has achieved positive results
with fiscal consolidation, financial stability and
structural reforms. As a result, economic
growth has surpassed expectations: After
three consecutive years of robust growth, the
economy continued expanding solidly in 2018
and recorded one of the strongest growth
rates in the Eurozone, at around 4 percent.
The recovery has been broad-based and has
contributed to the increase of employment in
almost all sectors and to the reduction of un-
employment to a five year low, having fallen
from 16 percent in 2014 to just above 7 per-
cent in the last quarter of 2018. Positive de-
velopments were also recorded in the area of
price competitiveness.

What is encouraging for the new growth
phase is that, while consumption continued to
be a key recovery driver, investment demand
also rebounded. The main factor driving the
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increase in private consumption was the rise
in household income, mainly stimulated by
higher employment, and not just wage infla-
tion. Private consumption was also supported
by the flourishing tourism sector with positive
spillover effects to other sectors of the econ-
omy.

Public finances have been consolidated to a
large extent, securing the sustainability of
public debt. Significant progress has been
made to restructure and restore confidence in
the Cypriot banking system. Cypriot banks
have come a long way and nowadays are on
a stronger footing.

The better than expected economic recovery,
along with the improved domestic fiscal and
financial conditions, have created and main-
tained an environment of improved confi-
dence, expressed most clearly with the up-
grade of Cyprus to investment grade by credit
rating agencies. In July 2018, Moody’s up-
graded the Cyprus sovereign to Ba2 from Ba3
with a stable outlook. In September 2018,
Standard and Poor’s upgraded Cyprus’ long-
term credit rating at “BBB-" to investment
grade. In October 2018, Fitch also upgraded
Cyprus’ credit rating to investment grade, to
“BBB-" from “BB+”. Credit rating agencies
have recognised, among others, as strengths
of the Cypriot economy the strong institutions
and governance, and the highly skilled labour
force.

In the light of the stable market backdrop and
the recent rating upgrades, in October 2018
the Republic of Cyprus tapped the interna-
tional capital markets for the third time after
the completion of the economic adjustment
programme, issuing a ten-year bond of €1.5
billion at a yield of 2,4 percent. Since then,
government bond yields have declined to his-
torically low levels, allowing the government
to refinance national debt on more favourable
rates and with extended maturities. On 19
February 2019, Cyprus successfully
launched a new €1 billion 15 year benchmark
transaction. Final demand of over €8.1 billion
represents the largest orderbook achieved by
a Cyprus benchmark transaction since the

CYPRUS
COMPETITIVENESS REPORT

sovereign’s return to the international bond
markets in June 2014. The success of this
transaction highlights the strong support from
the international investor base for Cyprus.

However, looking forward, Cyprus also faces
potential challenges and opportunities for fu-
ture growth and development:

e external economic conditions, includ-
ing, but not limited, the potential for a re-
curring Euro crisis, an end to low interest
rate regimes, an increase in energy
prices, uncertainty over Brexit and possi-
ble consequential shifts in trade and in-
vestment patterns;

e technological developments, notably
increasing digitalisation, offers opportuni-
ties and challenges to an economy that is
specialised in service industries, such as
professional services, tourism, or corpo-
rate and regional headquartering;

e climate change may present a signifi-
cant challenge for Cyprus, given the im-
portance of the country’s pleasant climate
and environment as a major attribute for
its important tourism sector; for example,
rising temperatures, drier conditions and
more extreme weather events could
place considerable strain on the island’s
resources (e.g. desertification, water
scarcity, coastal damage);

e regional socio-political developments
expose Cyprus to instability from the Mid-
dle East but also emphasise the country
as a safe and secure location for business
operations in the region. Similarly, eco-
nomic developments in Russia are im-
portant to Cyprus;

e natural resources, with the discovery of
significant hydrocarbon reserves in the its
Exclusive Economic Zone providing the
potential to encourage investment and
job creation in the oil and gas sector and
associated support services. This could
help diversify the economy away from its
heavy reliance on financial, professional
and other services, and tourism.

1.2 Aims and outline of the Report

The Action Plan for Growth recognises the
importance of monitoring the competitiveness



performance of Cyprus as a first step for as-
sessing progress and taking corrective ac-
tion. Accordingly, this initial Competitiveness
Report for Cyprus is an analytical tool for the
comprehensive assessment of Cyprus’ com-
petitiveness performance—using interna-
tional benchmark and other relevant indica-
tors—that identifies key challenges and suit-
able policy actions to tackle them. The Report
provides an important input for policy makers
across the Government and can feed broader
discussion and debate.

The overarching ambition of this report is to
identify and assess those factors that explain
Cyprus’ competitiveness, rather than to de-
scribe its outcomes. It seeks to enlighten un-
derstanding of Cyprus relative competitive
position and performance, its strengths and
weakness, and their causal factors. To this
end, the report offers a comprehensive and
detailed assessment of relevant indicators,
the policy context and other factors that
shape the development of Cyprus’ national
competitiveness. This first Cyprus Competi-
tiveness Report should also serve as a base-
line for future monitoring of the country’s com-
petitiveness performance.

Briefly, the structure of the report is as fol-

lows:

e Chapter 2 defines competitiveness and
provide a competitiveness framework;

e Chapter 3 provides an overview of the
structure and development of the econ-
omy of Cyprus over the past decade;

e Chapter 4 describes Cyprus perfor-
mance in international competitiveness
reports and introduces the benchmark
countries used in this report;

e Chapters 5 to 8 present a comparison of
a wide range of competitiveness indica-
tors for Cyprus and selected countries;

e Chapter 9 offers a specific analysis of the
competitiveness of ICT services in Cy-
prus, discusses current policies and pro-
vides recommendations to support im-
proved competitiveness of the sector;

e Chapter 10 identifies the key competi-
tiveness issues that arise from the indica-
tors, discusses their policy implications,
provides recommendations, and consid-
ers the possible direction of a long-term
(competitiveness) strategy;

e The two annexes provide an additional
discussion on the definition of competi-
tiveness as well as a scorecard of Cyprus’
standing in international competitiveness
rankings.
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Competitiveness definition and framework

This report defines national competitiveness as the set of institutions, policies and other factors that
underpin and uphold value creation by enterprises in Cyprus, and thereby, support high and rising
living standards of Cypriots on a sustainable basis. This definition places an emphasis on the insti-
tutions, policies and other factors that make up the environment in which enterprises conduct busi-
ness and that influence the efficiency and effectiveness of value-creating activities.

To organise and categorise different indicators and measures of competitiveness, this report’s
framework distinguishes several categories of competitiveness metrics or indicators. These are:

e Competitiveness objectives. The ultimate aim of competitiveness policy;

e Sustainability conditions. To achieve and maintain competitiveness in the long-term;

e Competitiveness outcomes. As the yardstick for assessing competitiveness performance

through key performance metrics;

e Competitiveness drivers. A combination of production inputs along with market and institu-
tional conditions that affect the environment in which enterprises operate and create value;
e Endowments and exogenous factors. The factors affecting competitiveness, while not being

changeable by public policy itself.
2.1 Defining competitiveness

Competitiveness is a complex and multidi-
mensional concept with definitions that vary
according to context, whether discussed by
academics, businesses, politicians, or the
public. When applied to the level of firms, the
notion of competitiveness is reasonably clear
and intuitive, reflecting the ability of firms to
compete in markets, obtain market share and
generate profits. However, there is consider-
able debate over the definition of competitive-
ness at a national level. The debate centres
on the factors to include in the assessment of
competitiveness performance, and even
whether the concept of national competitive-
ness is useful for formulating public policy.*
Not least, while competition among firms can
be thought of as a zero-sum game—the gain
of one firm implies a loss for its competitors—
the same does not apply at the level of na-
tions.

Although the concept of national competitive-
ness is amorphous, efforts to define and as-
sess national competitiveness—often popu-
larised by leading international competitive-
ness rankings—have coalesced around three

1 Annex | of the report introduces this debate and highlights some
of the key viewpoints on the concept of national competitiveness.
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core characteristics that define whether a na-

tion can be described as ‘competitive’:

e A successful economic performance
that supports rising real incomes, living
standards, and well-being of citizens;

e Open, free, and fair market conditions;
and

e A sustainable policy environment that
avoids the creation of imbalances that
risk compromising successful economic,
social and environmental performance in
the longer term.

Underpinning these characteristics is the
recognition that businesses generate eco-
nomic wealth and, thereby, improve the eco-
nomic well-being of citizens. At the same
time, the core characteristics defining com-
petitiveness embody the view that well-func-
tioning markets drive the efficient allocation of
resources and stimulate innovation, thus
maximising returns from production and driv-
ing productivity growth.

At its core, a competitive economy does not
focus on short-term economic gains that can
undermine longer-term growth opportunities.
Hence, national competitiveness is not just
about creating the conditions for businesses



and citizens to prosper today, but it is also
about preparing the conditions that will allow
them to prosper tomorrow. An economic sys-
tem should be resilient, able to respond to
changing circumstances and external shocks.

From a policy perspective, national competi-
tiveness means creating an economic envi-
ronment that supports value creation and
economic prosperity both now and for the fu-
ture. Thus, following the various widely-used
definitions, national competitiveness can be
encapsulated as follows:

National competitiveness is under-
stood to consist of the set of institu-
tions, policies and other factors that
underpin and uphold value creation by
enterprises within a country and,
thereby, support high and rising living
standards of its citizens on a sustaina-
ble basis.

This definition gives a starting point for under-
standing and evaluating national competitive-
ness. It places an emphasis on the institu-
tions, policies and other factors that make up
the environment in which enterprises conduct
business and that influence the efficiency and
effectiveness of value creating activities. In
this sense, countries compete by providing an
environment that better promotes the efficient
and effective use of resources (i.e. high levels
of productivity), thereby generating profits,
high returns on investments, and the creation
of well-paying jobs. A country that offers an
environment with the right conditions for
value creation is more likely to be successful
in attracting investment, whether foreign or
domestic, and to be better able to produce
and export high value-added goods and ser-
vices. In turn, these attributes provide the ba-
sis for high and rising living standards.

However, to answer whether a country is
competitive requires more than just absolute
comparisons with other countries. Considera-
tion also needs to be given to the country’s
starting situation and circumstances, includ-
ing endowments such as natural resources,
location, geography, climate, population, and

market size, which are unchangeable by pub-
lic policy. Moreover, a proper assessment of
competitiveness should be set alongside na-
tional aims and ambitions for economic
growth, living standards and well-being of cit-
izens. Such considerations contribute to de-
fining the objectives of national competitive-
ness and determining appropriate indicators
to assess progress towards these objectives.

Consider the “beyond GDP” debate, which
looks at whether a narrow focus on standard
economic indicators like GDP growth and
GDP per capita can properly measure na-
tional progress. If the aim of national compet-
itiveness is equated with the well-being of cit-
izens, rather than simply the value-creation
performance of enterprises, then it is relevant
to incorporate social and environmental di-
mensions—such as equality, happiness, and
‘green’ growth—within the evaluation of na-
tional competitiveness.

Ultimately, the real question from a public-
policy perspective is to ask whether a country
is using its competitive potential to the great-
est extent possible to achieve its economic,
social and environmental goals. And, if not,
what opportunities could be exploited better
and what actions are necessary to achieve
this?

2.2 Competitiveness framework

Alongside the many definitions and interpre-
tations of national competitiveness, there is
an abundance of frameworks—available in
international competitiveness rankings, na-
tional and regional competitiveness reports,
and in the academic and business literature—
used to describe dimensions of national com-
petitiveness. These frameworks, explicitly or
implicitly, reflect the underlying theoretical
and analytical concepts of competitiveness
employed by their authors, while giving a ba-
sis for organising and categorising different
indicators and measures of competitiveness.
The frameworks may highlight specific as-
pects and interlinkages that their authors view
as particularly important for assessing com-
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petitiveness performance or of special perti-
nence given the characteristics of the econ-
omy analysed.

The competitiveness framework used in this
report takes a neutral view towards the differ-
ent theoretical and analytical concepts of
competitiveness and the most important de-
terminants and metrics of national competi-
tiveness. Instead, the report uses a broad
framework that encapsulates various defini-
tions, concepts, and categorisations of com-
petitiveness indicators used elsewhere, par-
ticularly in national and international compet-
itiveness reports and rankings. Accordingly,
the competitiveness framework is intended as
a pragmatic tool for organising and structur-
ing the presentation and analysis of indicators
relevant for assessing national competitive-
ness.

The framework, illustrated in Figure 1, distin-

guishes six categories of competitiveness

metrics or indicators, with associated themat-
ically-linked sub-categories. Briefly, these are
as follows:

e Objectives: reflecting the overarching
aims and ambitions of national competi-
tiveness, interpreted here in terms of the
economic growth and prosperity that are
the basis for high and rising living stand-
ards;

e Sustainability conditions: covering the
constraints placed on short-term value-
creating activities and growth so that na-
tional competitiveness can be maintained
in the longer term and to ensure that
wider non-economic objectives—such as
social and environmental well-being—are
respected;

e Outcomes: which provide a yardstick for
assessing the current national competi-
tiveness in terms of key performance or
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output metrics, such as productivity,
trade, etc.;

e Drivers: covering a combination of pro-
duction inputs along with market and in-
stitutional conditions that affect the envi-
ronment in which enterprises operate and
create value. These are the areas that are
most directly within the scope of influence
of public policies and form the focus for
the policy-related analysis of competitive-
ness included in this report;

e Endowments: cover factors that can af-
fect national competitiveness but that are
either fixed or can be changed only in the
long term, such as natural resources, ge-
ographical location, and domestic market
size;

e Exogenous factors: which covers devel-
opments and conditions that can affect
national competitiveness but are essen-
tially external to the national competitive-
ness environment. These encompass, for
example, global economic conditions,
technological developments, and
changes to global social and political con-
ditions.

The interlinkages and interactions between
and within the different categories and sub-
categories of the competitiveness framework
are often complex and the categorisation of
different elements can be ambiguous. The
complex interlinkages and interactions that
affect national competitiveness mean that dif-
ference in opinion can arise over the correct
categorisation of items within the competitive-
ness framework and their interpretation.

The main categories of competitiveness indi-
cators used in the framework are described in
the following sub-sections.



Figure 1 Competitiveness framework
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Competitiveness objectives

Competitiveness objectives reflect political and
societal choices. They can be defined broadly,
as in this report, in terms of economic growth,
prosperity and well-being of citizens, or more
narrowly, for example in terms of the perfor-
mance of enterprises and their ability to com-
pete successfully in international markets. The
choice of objectives is important as it directly in-
fluences the selection of appropriate metrics for
evaluating whether a country is successful in
pursuit of its competitiveness goals.

However, whether broadly or narrowly defined,
achieving the objectives of competitiveness is
not something that policy makers can directly
control. Rather, public policy plays a role most
directly through its influence on factors that
shape and drive the competitiveness of enter-
prises, such as the institutional and organisa-
tional factors that affect the business environ-
ment, or the input factors, such as human capi-
tal or finance, that are available to enterprises.

Sustainability conditions

sustainable macroeconomic situation—whether
with balance of payments, public or private fi-
nances and debt levels, or the stability of the
banking system—is important to ensure that
competitiveness gains are not undermined by
imbalances that harm longer-term growth.

The same logic applies to the social sphere. Mu-
tually supportive synergies between economic,
social, and environmental performance are in-
creasingly important aspects of overall develop-
ment and the general well-being of its citizens.
A fair and inclusive society is not only an im-
portant public policy aim but also, by contrib-
uting to social stability and cohesion, can have
a vital role in sustaining competitiveness in the
longer term. Similarly, environmental degrada-
tion and non-sustainable resource use place
constraints on future growth opportunities and
impose costs on current and future generations.

Competitiveness outcomes

Political and societal choices influence the con-
ditions or constraints placed on how competi-
tiveness objectives are achieved. Economic cri-
ses, climate change and other environmental
concerns as well as social conflicts have helped
push concerns about the longer-term sustaina-
bility of economic growth and competitiveness
models towards the forefront of public-policy
agendas. Sometimes this has led sustainability
criteria to be added to the overall objectives of
national competitiveness. While this report
treats sustainability conditions separately from
competitiveness objectives, it concurs with the
view that a country cannot be considered com-
petitive unless short-term gains in growth and
prosperity are achieved while simultaneously
respecting the requirements of macroeconomic,
social, environmental, and resource-use Ssus-
tainability.

As recent crises have shown, economic growth
can be highly vulnerable to international devel-
opments, propagating imbalances that under-
mine macroeconomic stability. Maintaining a

CYPRUS
COMPETITIVENESS REPORT

Competitiveness outcomes represent an inter-
mediate level between the underlying factors
and policy inputs that drive competitiveness and
the overarching objectives of economic growth
and prosperity.

The selected outcome categories—Productiv-
ity, Trade & FDI, Employment & job’ and Costs
& prices—represent key metrics for the evalua-
tion of national competitiveness performance.
They reflect a mixture of the competitiveness
outcomes that drive the ability of enterprises to
compete internationally (e.g. productivity levels
and factor costs) and the fruits of this competi-
tion (e.g. trade performance, investment attrac-
tion and employment creation).

As with the competitiveness objectives, policy
makers cannot directly control competitiveness
outcomes. However, public policy has an im-
portant role in setting the conditions—covered
under the next heading of competitiveness driv-
ers—that influence the likelihood of achieving
successful competitiveness outcomes.



Competitiveness drivers

The competitiveness driver category covers the
factors and national attributes that contribute to
or influence competitiveness outcomes. In con-
trast to competitiveness objectives and out-
comes, public policy has a strong and often di-
rect influence in shaping competitiveness driv-
ers. It encompasses, to a large degree, the set
of factors, institutions, and policies that support
and sustain value creation by enterprises within
a country and, hence, national competitiveness.
The competitiveness framework distinguishes
two main subgroups of competitiveness factors:
institutional and organisational factors as well
as input factors.

The category of Institutional & organisational

factors covers, on the one hand, the institutional

(and social) context and market conditions, in-

cluding the regulatory and other conditions af-

fecting the competitive environment in which
enterprises operate. On the other hand, it co-
vers factors that relate directly to the structure,
conduct and performance (in terms of produc-
tion efficiency and innovation) of enterprises
and economic sectors. The competitiveness
framework distinguishes the following sub-cate-
gories of institutional and organisational factors:

e Market conditions and institutions are
concerned with how well markets function
and how they are supported by market insti-
tutions. This includes market competition in
foreign and domestic markets and the regu-
latory conditions affecting product and la-
bour markets.? Well-functioning markets
drive the efficient allocation of resources,
stimulate innovation and, thereby, drive
productivity growth. This places attention on
the institutions that regulate and support
markets, such as competition authorities,
consumer and labour market regulators and
other supporting institutions;

e Business environment and institutions
are concerned with the legal, administrative
and regulatory environment for enterprises
and their activities. It includes the effective-

2 Financial market conditions, which are important for Cyprus given
the position of financial services in the economy, are covered sepa-
rately under the input factor sub-category of ‘Financial infrastruc-
ture’.

ness and efficiency of the public administra-
tion and business support institutions,
alongside other factors that affect the ease
of doing business and the surrounding legal
and administrative frameworks in which en-
terprises conduct their business (e.g. prop-
erty and other legal rights, taxation). These
factors contribute to the financial and time
costs of doing business and of regulatory
compliance, and support efficient allocation
of factors of production, which influences
productivity levels and growth;

Industry structure, specialisation and or-
ganisation covers the structure of the
economy, the goods and services that are
produced as well as associated dimensions
of specialisation or diversification of eco-
nomic activities. This sub-category also co-
vers how production is organised (e.g. value
chain integration or business clusters) and
the availability of domestically sourced in-
termediate inputs. The composition and or-
ganisation of business activities in the econ-
omy has an important influence on sector-
level and aggregate productivity. Examples
include compositional effects (the relative
prominence of high or low productivity sec-
tors or activities in the economic structure),
specialisation that facilitates integration in
global value chains, or cluster develop-
ments that are a source of innovation and
productivity growth;

Firm characteristics, dynamism & so-
phistication are concerned with the size
and structure of enterprises as well as en-
terprise dynamism, such as new business
creation and the number of high growth en-
terprises. It also covers aspects such as en-
trepreneurship, the sophistication of busi-
nesses and management quality. These at-
tributes capture the quality of the overall in-
dustrial tissue of an economy. They are
shaped, however, by other competitiveness
factors such as the business environment,
market conditions and business-supporting
infrastructure (e.g. financial markets),
alongside more cultural aspects such as the
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prevalence of family-owned business and
general attitudes towards entrepreneurship.
The creation and growth of firms is a critical
source of productivity growth and employ-
ment, while entrepreneurship and high lev-
els of business sophistication also contrib-
ute to productivity growth and business re-
silience. The structure and size of firms and
their level of sophistication influence possi-
bilities for realising economies of scale and
making the investments necessary to shift
to high-value products and production pro-
cesses. Equally, high levels of entrepre-
neurship and a prevalence of smaller enter-
prises are associated with a dynamic and
competitive economy.

The category of Input factors covers production

input factors, such as human capital and labour,

technology, finance and infrastructure. The
competitiveness framework distinguishes the
following sub-categories of input factors:

e Human capital concerns the availability
and quality of the workforce. It reflects the
skills, competences, ideas and other attrib-
utes embodied in workers—individually or
collectively—that are used to produce
goods and services. Human capital is de-
scribed through indicators of education in-
frastructure and outcomes, and skills avail-
ability. Human capital contributes directly to
competitiveness by enhancing the produc-
tivity of labour through higher knowledge
and skill levels. It also contributes by helping
firms to deploy capital goods or technology
more effectively, and by facilitating struc-
tural transformation towards more produc-
tive activities. In turn, this increases workers
opportunities to secure high value-adding
jobs and correspondingly higher wages;

e Technology, innovation and knowledge
concerns the infrastructure for research,
technology, innovation, and knowledge de-
velopment, together with firms’ technologi-
cal and innovation characteristics, their in-
tangible assets, and the extent and quality
of linkages between research institutions
and the private sector. It reflects the im-
portance of technology and innovation as a
source of productivity gains, which includes
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new or upgraded products, production pro-
cesses, marketing methods, or business or-
ganisations (e.g. new ways of organising
value chains, business clusters, or other co-
operative modes between firms);

e Financial infrastructure covers financial
institutions and financial services providers
that contribute to enterprises’ access to fi-
nance and financial management. These in-
clude banks and other financial intermediar-
ies, capital and financial markets, and public
banking institutions. The quality, efficiency
and diversity of financial infrastructure con-
tributes to competitiveness through both the
provision of financial capital and services
that enable enterprises to manage their
daily financial affairs and investment activi-
ties. Not only is the availability and cost of
capital important but, also, the diversity of
financial services that are tailored to differ-
ent enterprise types (e.g. corporate bonds
for well-established firms to venture capital
for start-ups, and specialised services such
as trade credit or services for foreign inves-
tors);

e Productive and physical infrastructure
concerns the availability, extensiveness,
and quality of infrastructure that support
business activities. It includes transporta-
tion infrastructure, such as roads, ports or
airports, together with utilities, such as the
power grid, water supply, or telecommuni-
cations networks. The availability and qual-
ity of infrastructure contributes directly to
business performance, through the supply
of production inputs (e.g. electricity and
communication services, or transport of
people and goods) and by facilitating mar-
ket access. Good infrastructure improves
the efficient use of inputs, enhances inter-
national market access, lowers trade costs
and facilitates the flow of information.

Competitiveness endowments

Competitiveness endowments cover attributes
that can affect national competitiveness but that
are either fixed or cannot be changed except
possibly in the very long term. This includes, for
example, natural resources, geographical loca-
tion and climate, and market size. These attrib-
utes can strongly influence both economic



structures and the environment in which enter-

prises operate, influencing their behaviour and,

in turn, competitiveness outcomes.

While a country may have little scope to change

its competitiveness endowments,

they are

nonetheless important to understanding and
evaluating a country’s competitive position and
performance, since they can provide competi-
tive advantages or place constraints on compet-
itiveness performance.
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Overview of the Cyprus economy

After joining the EU in 2004, and prior to the onset of the global financial and economic crisis in
2008, Cyprus’ economy grew strongly. In relative terms, Cyprus weathered the global crisis well,
as its banks had no toxic assets and did not depend on interbank funding. Consequently, the fall in
GDP was less pronounced than in many other EU countries. Conversely, the economy was hard
hit by the domestic fiscal and banking crisis in 2012-13. The crisis resulted in three years of nega-
tive growth and a 10 percent contraction of the economy. However, Cyprus’ economy has recov-
ered strongly from the banking crisis, returning to growth in 2015 and outstripping growth in the EU
thereafter.

Service sectors dominate the economy of Cyprus. While Cyprus consistently runs a deficit in the
trade of goods, this deficit is, to a large extent, compensated by a surplus in the trade of services.
While headline figures indicate significant inward and outward FDI flows, some of these FDI flows
are driven by special-purpose entities. Special-purpose entities are also a strong driver of trade in
goods, accounting for between 33 and 45 percent of goods exports and between 17 and 30 per-
cent of goods imports. They are far less significant for service exports, accounting for only about 6
to 10 percent of service exports and imports.
3.1 Economic structure ‘public’ services (i.e. Public administration).
Education and Health & Social services, for

Structure and growth by economic sector which there is significant private provision in

Cyprus, collectively account for 12 percent of

Service sectors dominate the economy of Cy-
employment.

prus. Market service sectors account for more
that 60 percent of gross value-added (GVA)
creation in the economy of Cyprus, with non-
market services representing more than 20
percent. Similarly, services collectively ac-
count for over three-quarters of employment,
with a further five percent of employed per-
sons providing domestic services directly to
households. The two largest sectors in terms
of GVA are Finance & insurance and Whole-
sale & retail distribution. They are followed by
Real estate activities®, which represents
around 10 percent of GDP but only about 0.6
percent of employment. By contrast, Agricul-
ture, Mining, Construction and Manufacturing
together represent less than 13 percent of
GVA and under 20 percent of employment.
(Figure 2)

Sectors such as Financial & insurance ser-
vices, Information & communication, and Pro-
fessional services, together with Real estate
activities, account for a higher share of total
value-added than their corresponding share
of employment, indicating that these sectors
enjoy relatively high levels of labour produc-
tivity compared to the average for the whole
economy.

The development of the economy over the
past decade has tended to reinforce the
preeminent position of services in the econ-
omy. Construction and, to a lesser extent,
Manufacturing contracted sharply following
the 2008 global financial crisis and the later
2012-13 banking and fiscal crisis. Despite
strong growth in the most recent years, nei-
ther sector has yet regained the losses in
(real) value added and employment sus-
tained during the crises. Sectors with a strong

In terms of employment, the largest sectors
are consumer and tourist-oriented market
services (e.g. Wholesale & retail distribution
and Accommodation & food service’), and

% Real estate activities cover activities related to the selling or buy-
ing and renting real estate, including related activities (e.g.
appraising real estate). In national accounts the value of real
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estate activities also includes imputed rents of owner-occu-
pied dwellings. The development of building projects for build-
ings (or civil engineering works) is not included under Real
estate activities but is part of Construction.



dependence on consumer spending, such as
Wholesale and retail trade and Other ser-
vices, followed a similar if less pronounced
pattern over the past decade. (Figure 3 and
Figure 4)

Financial and insurance services, which ac-
count for around 11 percent of GVA and 5
percent of employment, have traditionally
played an important role in the economy of
Cyprus. Over the past decade, however, the

Figure 2 Cyprus economic structure, 2017

expansion of other business and professional
services—such as Information & communica-
tion services, Professional, services and Ad-
ministrative & support services—have rein-
forced the services-orientated general eco-
nomic model of Cyprus, while Education and
Health & social services are of increasing im-
portance. A boom in tourism over the past two
years has underpinned recent growth in
value-added and employment in accommo-
dation and food services.

Employment (%)

12%

10%

8%

6%

GDP (%)

Notes:  Column height represents the sector share of total value added. The column width represents the sector share of total
employment. Letters in parenthesis are NACE Rev. 2 section codes. The mining sector is not included as its value

added for 2017 was 0.12 percent of GDP.
Source CYSTAT, National Accounts.
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Figure 3 Development of real GDP by economic activity: selected sectors, 2008-2017
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Figure 4 Development of employment by economic activity: selected sectors, 2008-2017
10

-10

Employment growth rate (CARG, %)
&

-15
-20
€ © & & & & @ & & N & @ 8 ¢ @ O & ¢§
& & 2 &L ¥ P PSR & PN N <@ & °
S F @ W &N
QO L & N & > & N Cid o L S & S N & &
(9& Q\gx K ,@% &\Q\ @@ éé\- ‘\Q} ,@&b o°b %\o & N . \Q}e & q@'z’ 6% Q}e
> O S & > N < 2 @ I N
X S & & 5 & o & & N & 2 S
("’b S \\(' 'b\ < o) ’bQ & ‘-? s@f’
QO e R \Q:’ (\f’ QO <(\° S \‘6\ g ©
& 8 Q NS v ° P i Q
& S N < & % &
S S .
W ¥ \’s“\ é\\’\\\c)
&

2008-09 ™ 2010-11 m2012-13 m2014-15 m2016-17 < 2008-17

Notes:  Compound annual rate of growth (CARG). Letters in parenthesis are NACE Rev. 2 section codes. Excludes ‘Mining and
quarrying (B) and ‘Activities of households as employers (T)’
Source: CYSTAT, National Accounts: Persons employed.

CYPRUS
COMPETITIVENESS REPORT



Structure by firm size

Of the more than 50,000 enterprises in the
non-financial business economy, around 95
percent have less than 10 employees. Con-
versely, enterprises with 250 or more employ-
ees account for only 0.1 percent of all enter-
prises in Cyprus. Outside of public admin-
istrations, education and health, there are
only 75 enterprises in Cyprus with 250 or
more employees, of which nearly half are ei-
ther in wholesale and retail trade or accom-
modation and food service activities.

Small and medium-sized enterprises (SMES),
defined as enterprises with less than 250 em-
ployees, account for nearly 85 percent of em-
ployment in the business economy or around
three quarters of employment in the whole
economy (i.e. including public administration
and non-business sectors such as education
and health). The share of employment in
large enterprises (250 or more employees) is
higher in business sectors such as financial
and insurance activities, information and
communication technology, and transport
and storage, while construction has no large
enterprises. Such enterprises account for
only 15 percent of employment in manufac-
turing. (Figure 5)

Figure 5 Employment by economic activity and enterprise size (employees) for selected sectors, 2016
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Foreign controlled enterprises

Eurostat data indicate that 300 enterprises
are foreign-controlled in Cyprus, although
these data do not cover some key sectors—
e.g. water supply, financial activities and real
estate—likely to be attractive for foreign en-
terprises. The turnover of foreign-controlled
enterprises has increased steadily since
2009, suggesting a degree of resilience

CYSTAT, Business Register: Employment of enterprises by economic activity (NACE Rev. 2) and size group.

among the foreign controlled enterprises that
remained in Cyprus. (Figure 6)

In terms of the sectoral distribution of foreign
controlled enterprises, Wholesale & retail
trade, Professional, scientific and technical
services, and Transportation & storage domi-
nate. In terms of turnover, Professional, sci-
entific and technical and Information & com-
munication services are important. (Figure 7)
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Figure 6 Turnover of foreign-controlled enterprises, 2009-2016
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Eurostat, Foreign control of enterprises by economic activity and a selection of controlling countries [fats_gla_08].

Figure 7 Foreign controlled enterprises in Cyprus by sector, 2016
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3.2 Economic Developments

The global financial and economic crisis and
the domestic fiscal and banking crisis in
2012-13 have strongly influenced the devel-
opment of Cyprus’ economy over the last
decade. Nonetheless, the economy has
proven to be resilient, with a strong recovery
appearing to gather pace over the past two

CYPRUS
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years. The recovery is broad based, with pri-
vate consumption, fixed-capital invest-
ments—especially in machinery and equip-
ment—and strong exports of services being
the main drivers. The employment rate is
close to the Eurozone average and unem-
ployment has fallen consistently over the past
three years to reach around 7.5 percent by
the third quarter of 2018.



GDP level and growth

After joining the EU in 2004 and prior to the
onset of the global financial and economic cri-
sis in 2008, Cyprus’ economy grew strongly.
In relative terms, Cyprus weathered the
global crisis well, as its banks had no toxic as-
sets and did not depend on interbank funding.
Consequently, with a fall in GDP that was less
pronounced than in many other EU countries,
Cyprus’ share of overall EU GDP increased
from around 0.13 percent in 2005 to around
0.15 percent from 2009 to 2011. Conversely,

the economy was hard hit by the domestic fis-
cal and banking crisis in 2012-13.

The crisis resulted in three years of negative
growth and a 10 percent contraction of the
economy between the fourth quarter of 2011
and the fourth quarter of 2014. However, Cy-
prus’ economy has recovered strongly from
the banking crisis, returning to growth in 2015
and outstripping growth for the whole EU
thereafter. Cyprus’ achieved 4.8 percent GDP
growth in 2016 and 4.2 percent in 2017, ena-
bling real GDP to recover to near pre-crisis
levels by the end of 2017 and move beyond it
in 2018. (Figure 8 and Figure 9)

Figure 8 Real gross domestic product and Cyprus’ share of EU28 gross domestic product, 2005-2018
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Figure 9 Growth rate of real gross domestic product, 2005-2018

year (%)

Change compared with the same quarter of the previous

2005 2006 2007 2008 2009 2010

— EU28 ......

Notes:  Data for 2018 up to 2018Q3.

2012 2013 2014 2015 2016 2017 2018

Euro Area = Cyprus
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and calendar adjusted data [namg_10_gdp].

Decomposition of GDP growth

Both the dip in growth in 2009 due to the
global financial crisis and the more substan-
tial contraction that came with the domestic
fiscal and banking crisis saw significant falls
in private consumption and investment. Fur-
thermore, public consumption also negatively
contributed to growth between 2012 and
2015. A recovery in investment and strong
real private consumption growth have been
the main contributors to the recovery since
2015. (Figure 10)

Decomposing growth by the contributions of
different factors of production—labour and
capital inputs—and total factor productivity
(see Box) show a strong decline in the quan-
tity of labour from 2012 to 2014. This reflects
the contraction of employment following the
onset of the crisis. The data also show a very
limited contribution of ICT capital to growth
throughout the period, while 2015 is the only
year in which total factor productivity growth
has positively contributed to GDP since 2006.
(Figure 11)
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Although the data suggest some recent stabi-
lisation of total factor productivity following a
long decline, current investment patterns do
not appear favourable for future productivity
gains. Recent increases in fixed investment
(see Figure 19) have been driven by the con-
struction of dwellings, while gains in machin-
ery and equipment investments are partially
attributable to ship registrations—which were
particularly important in 2016 and 2017—that
are equally unlikely to feed through to im-
proved productivity growth. Meanwhile, de-
spite some signs of recent improvement, in-
vestments in ICT and other machinery and
equipment remain well below their pre-crisis
levels (see Figure 20)

Definition: Total Factor Productivity

Total Factor Productivity (TFP), alternatively re-
ferred to as Multifactor Productivity, is the residual
change in output not directly due to labour and cap-
ital inputs. TFP is often interpreted as the effect of
technological change, efficiency improvements, in-
novation, and other non-measured contributions to
output.



Figure 10 Contribution to growth of real gross domestic product, 2005-2017
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Figure 11 Decomposition of GDP growth, 2005-2017
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Measured at current prices, GDP per capita
in Cyprus increased from 87 percent to 94
percent of the EU average between 2005 and
2009, sliding back to 72 percent in 2015, with
modest improvements seen in 2016 and
2017. Adjusting for price level differences be-
tween countries using the purchasing power
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standard (PPS) measure of GDP enhances
Cyprus’ relative position. Using this measure,
Cyprus’ GDP per capita reached 105 percent
of the EU average in 2009 before falling to 80
percentin 2014, after which it has risen slowly
to 85 percent in 2017. (Figure 12)
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Figure 12 Gross domestic product per capita, 2005-2017
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Inflation

Inflation in Cyprus, as measured by the har-
monised index of consumer prices (HICP),
has broadly followed the evolution observed
in the EU as a whole, at least prior to 2013.
Since 2013, the inflation rate has fallen below
the EU and the Eurozone average and was

Figure 13 Inflation (HICP), 2005-2018
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Eurostat, Annual National Accounts: Gross domestic product at market prices. [nama_10_pc]

negative throughout 2015 and 2016, in large
part due to declining energy prices. Inflation
increased in the first half of 2017, driven by
increases in energy prices and transport
costs, but was only around 0.7 percent for the
year, less than half the rate for the whole EU
and for the Eurozone. (Figure 13)
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Employment and unemployment

Having fallen below the EU average in 2013,
the employment rate in Cyprus has improved
rapidly over the past couple of years to reach
71 percent in 2017, though it still remains be-
low the peak of 77 percent in 2007. (Figure
14) Unemployment, which had risen sharply
from below 4 percent in 2008 to 16 percentin
2014, has declined over the past three years,

Figure 14 Employment rate, 2005-2017
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to only 7.6 percent in the last quarter of 2018.
Youth unemployment rose dramatically dur-
ing the crisis period, from 9 percent in 2008 to
nearly 40 percent in 2013, before falling to
around one quarter in 2017. The long-term
unemployment rate (4.5 percent in 2017) is
only marginally above the Eurozone average,
and has fallen significantly since 2014. (Fig-
ure 15)
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Figure 15 Unemployment rate, 2005-2018
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Public finances

From 2011 to 2014, the government deficit of
Cyprus as a share of GDP exceeded the EU
average, increasing to almost 9 percent in
2014 as the economy contracted on the back
of the fiscal and banking crisis and with the
State providing €1.5 billion of capital injec-
tions to cover losses of the Cooperative Cen-
tral Bank and its subsidiaries. Since then, the
deficit has been greatly reduced, with the

Figure 16 Government balance and debt, 2008-2017
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government running a surplus in 2016 and
2017. This improvement reflects an impres-
sive recovery in the economy combined with
fiscal consolidation measures. Public debt
levels in Cyprus were significantly below the
EU average before the fiscal and banking cri-
sis. During and after the crisis they rose
above the EU average and, although falling in
2017, are still above the Stability and Growth
Pact threshold of 60 percent. (Figure 16)
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Private consumption

Cyprus has the highest ratio of household ex-
penditure to GDP among EU Member States;
77.2 percent in 2017 compared to an EU av-
erage of 54.6 percent. The ratio of household

CYPRUS
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Eurostat, Government deficit/surplus, debt and associated data [gov_10dd_edpt1].

expenditure to total GDP increased between
2009 and 2014 with more spending on food
and drink, hotels and restaurants, housing
and utilities, and health and education. (Fig-
ure 17) Private consumption has since re-
mained constant.



Figure 17 Final consumption expenditure of households by consumption purpose, 2005-2017
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Recent growth in private consumption has
been stimulated by high levels of consumer
confidence, improving wages and rising em-
ployment, while households have been run-
ning down accumulated savings to finance
consumption, resulting in negative household
savings rates. The negative savings rates
have been improving over the past four years,
after reaching a low of around 7.5 percent in
2014. However, a continuation of negative
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Source: Eurostat, National Accounts: Final consumption expenditure of households by consumption purpose [nama_10_co3_p3].

saving rates in the future could be a potential
cause of concern, if it leads to unsustainable
accumulation of household debt.

The rate of household investment (mostly of
purchases and renovation of dwellings),
which had reached over 20 percent in 2007,
fell to a level close to the EU average of
around 7.5 percent between 2013 and 2015.
(Figure 18)
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Figure 18 Household saving and investment rates, 2005-2017
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Fixed Investment

Between 2009 and 2014, investment activity
negatively contributed to growth but has re-
covered strongly since 2015, rising from 11.7
percent of GDP in 2014 to 21.1 percent in
2017. Although below its peak of 2007-08,
construction investment in the past two years
has been boosted by tourism-related demand
combined with a recovery in the residential
real-estate market, mainly driven by foreign
demand. The main contribution to growth
has, however, come through investments in
equipment,  particularly the  category
Transport equipment, which includes ships
(and aircraft) that are understood to have
contributed significantly to the major boost in
investment in 2016 and 2017. (Figure 19).

Investment in ICT equipment contracted
sharply between 2010 and 2014. It has stabi-
lised since 2014, but remains at 40 percent of
the peak level achieved in 2009-10. This
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compares with steady growth in ICT invest-
ment for the whole EU, which by 2017 was
nearly 30 percent above its level in 2010. The
decline in Cyprus’ investment in other ma-
chinery and equipment (excluding transport)
was less marked and has recently shown
signs of recovery, though in 2017 it was still
more than a quarter below its 2010 level. (Fig-
ure 20) Low investment in ICT and other pro-
ductive capital that could be expected to drive
productivity growth should be a concern.

Note: Recorded fixed investments include acquisi-
tions by Special Purpose Entities (SPEs). The ma-
jority of SPEs in Cyprus are holding companies, but
they also include non-financial companies, which
are mainly used by shipping companies to register
ships. Separate data for fixed investments made by
SPEs are not available, but the Central Bank of Cy-
prus has published data on the net international in-
vestment positions of SPEs in Cyprus. These data
are described Section 3.3.



Figure 19 Investment (gross fixed capital formation) by type, 2005-2017
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‘Machinery and equipment and intangible fixed assets’.

Figure 20 Equipment investment (gross fixed capital formation) by type, 2005-2017
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Balance of Payments

to GDP has increased over time, quite dra-

Cyprus consistently runs a deficit in the trade
of goods which, to a large extent, is compen-
sated by a surplus in the trade of services.
The ratio of both goods and service exports

matically so for service exports, increasing
from 35 percent of GDP 2007 to more than 50
percent in 2017. This partly reflects the con-
traction of GDP in the aftermath of the crisis,
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as service exports in absolute terms have in-
creased moderately. Nevertheless, it indi-
cates a high degree of resilience in Cyprus’
service-orientated business model.

The ratio of the net balance of trade in goods
and services to GDP had been deteriorating
up to 2008, but the negative balance in goods
shrank when demand for imports contracted
with the global financial and economic crisis
and the subsequent domestic banking crisis.
The net balance was positive from 2013 to
2015 before turning negative again in 2016
and 2017 as the economic recovery drew in
more imports. With the inclusion of net invest-
ment incomes and transfers—which is con-
sistently negative throughout the period—the
overall current balance has followed a similar
evolution, although remaining negative. (Fig-
ure 21)

Note: There is a break in the series of external sta-
tistics for Cyprus in 2008 that, for the sake of con-
sistency, should be considered. As from 2008, ex-
ternal statistics data are compiled in accordance
with the IMF’s Balance of Payments and Interna-
tional Investment Position Manual, 6th Edition (and

Figure 21 External balance (current account), 2005-2017
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2011

the European System of Accounts, 2010). All publi-
cations and data releases prior to 2008 are, there-
fore, not comparable as they are based on the pre-
vious manual methodology. The most important
change between the two periods is the treatment of
SPEs. The published data prior to 2008 treated
SPEs as non-residents while from 2008 onwards
SPEs are treated as residents. Concerning ship-
owning, prior to 2008, current account statistics did
not include transfer of ships whereas they were in-
cluded in GDP (i.e. leasing fees charged by SPESs).
Since 2008, SPEs are included in the current ac-
count. The economic transfer of transport equip-
ment (e.g. registration or deregistration of ships)
does not affect GDP but can have a large impact on
external accounts, which can distort the analysis of
investment and external trade. The Central Bank of
Cyprus has published data on the impact of SPEs
on Cyprus Balance of Payments. These data are
described Section 3.3.
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Eurostat, GDP and main components [nama_10_gdp] and Balance of Payments [bop_gdp6_q]; Central Bank of Cyprus,



Goods trade balance

Cyprus consistently has a negative trade bal-
ance for all the main product groupings of
trade in goods. The negative balance con-
tracted between 2008 and 2013, particularly
for Machinery and transport equipment and
Other manufactured goods, which covers a
wide range of products varying from clothing

Figure 22 Balance of trade in goods, 2008-2017

and footwear to professional and scientific
equipment, and from paper and board to met-
als. Since 2015, the deficit in Machinery and
transport equipment has increased rapidly,
from €600 million to €2 billion, matching the
strong boost in investment in equipment
shown earlier. (Figure 22)
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Composition of goods trade

In 2017, transport equipment accounted for
over a third of imports categorised as for
‘home consumption’ in Cyprus, followed by
consumer goods that stood for a further quar-
ter of imports. Over two-thirds of transport
equipment imports consisted of Ships, boats
and floating structures, which may be largely
attributable to transactions by Special Pur-
pose Entities as opposed to imports strictly
for domestic use. (Figure 23)
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Eurostat, International trade by Standard International Trade Classification product group [ext_lt_intertrd)].

For exports, the largest category is Industrial
products of mineral origin, which consist
mostly of mineral fuels and oils and is most
likely attributable to a new petroleum distribu-
tion terminal that opened in 2014. Pharma-
ceutical products dominate Cyprus’ exports of
non-food manufactured goods. The share of
raw agricultural products in total domestic—
mostly potatoes, citrus fruits and fish—has
declined over recent years, but has been off-
set to some extent by an increase in the share
of processed foods, notably halloumi cheese
and fruit juices.
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Figure 23 Imports and exports of goods by main economic category (share of total), 2008 and 2017
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Domestic exports cover goods originating in the economic territory of Cyprus that have been wholly obtained in it or
were substantially transformed by processing in it, so that the processing confers domestic origin. Domestic exports
exclude goods originally imported and having undergone only repair or minor operations (e.g. blending, packaging,
bottling, cleaning, sorting, husking and selling) which leave them essentially unchanged. Also excluded are stores and
provisions for ships and aircraft.

Source: CYSTAT, Foreign Trade by main economic category.

Notes

Diversification of goods trade

The level of product diversification of Cyprus’
trade in goods by product has remained rela-
tively steady since 2007, with only a small de-
crease during the 2012-13 banking crisis.
This suggests that Cyprus has not signifi-
cantly diversified its goods exports towards
new, non-traditional products. In comparison,
in terms of export destinations, diversification
seems to have increased after the fiscal and
banking crisis (reflected in a decline in the
concentration index), suggesting that Cypriot
exporters have sought out new markets for
their products over recent years. (Figure 24)
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Definition: Herfindahl-Hirschman Product Con-
centration Index

The Herfindahl-Hirschman Product Concentration
Index is a measure of the dispersion of trade value
across an exporter's products. The index ranges
from 0 to 1, with a higher value indicating that trade
is concentrated in fewer products, which may be in-
terpreted as a greater potential vulnerability to trade
shocks. Measured over time, a fall in the Index indi-
cates increasing diversification in an exporter’s
trade profile and, hence, lower vulnerability.



Figure 24 Product concentration index, 2007-2017
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Services trade balance

Historically, the main contributors to Cyprus’
trade surplus in services are travel (mostly
tourism), financial services and transport
(mostly shipping). Since 2013, alongside a
strong performance from the tourism sector,

Figure 25 Balance of trade in services, 2008-2017

25
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Cyprus has seen a rapid expansion in exports
of communication services, overwhelmingly
coming from exports of computer services.
The net balance for communication services
increased from €24.4 million in 2012 to
€822.7 million in 2017, equivalent to 4.3 per-
cent of GDP. (Figure 25)
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Composition of service exports

Service sector exports are substantial, with a
particular focus on transport, travel, financial
services, and communications (ICT) services.
Tourism (‘travel’) exports have expanded sig-
nificantly since 2010. Conversely, exports of
financial services contracted during and after
the banking crisis but have since recovered.
Export of telecommunication, computer and
information services almost doubled between
2012 and 2013, with rapid growth continuing

between 2015 and 2017. This may be partly
due to the relocation of headquarters of ICT
companies to Cyprus, and the invoicing of
ICT services through these headquarters.
Despite the importance of the sector, exports
of other business services are limited. This
reflects an orientation of the sector to domes-
tic clients and servicing SPEs and other FDI
investors legally, but not necessarily physi-
cally, residing in Cyprus. As these transac-
tions are between residents they are not rec-
orded as exports. (Figure 26)

Figure 26 Exports of services by main economic activity, 2008-2017
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Source: Eurostat, International trade in services (since 2010) [bop_its6_det].
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FDI balance

Foreign Direct Investment (FDI) is important to
the economy of Cyprus but its overall contribu-
tion is not easy to evaluate. Year-on-year fluc-
tuations in FDI flows are strongly influenced by
transactions of Special Purpose Entities
(SPESs). The parallel development of net inflows
and outflows over time observed for Cyprus
may be largely attributable to offsetting creation
of foreign liabilities and assets of SPEs. In 2016

and 2017, net inward FDI transactions ex-
ceeded outward transactions resulting in a neg-
ative net figure. (Figure 27)

Note: Cyprus’ FDI balance is influenced by trans-
actions related to Special Purpose Entities (SPES).
Data on FDI flows for SPEs are not available but the
Central Bank of Cyprus has published data on the
net international investment position (NIIP) of
SPEs. These data are described Section 3.3.

Figure 27 Foreign direct investment balance of transactions, 2008-2017
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3.3 SPEs in the Balance of Payments

Special Purpose Entities (SPEs) have an im-
portant influence on the external statistics of Cy-
prus. To better understand this phenomenon,
the Central Bank of Cyprus has published data
that looks to separate SPE and non-SPE related
flows and investment positions, treating SPEs
as non-residents. Analysis using these data are
presented below.

Overall, analysis of these data published by the
Central Bank show that Cyprus’ balance of pay-
ments can be properly understood only by ex-
plicitly considering the activities of SPE. The in-
fluence of SPEs needs to be accounted for

mm Net FDI outflows (assets)

2013 2014 2015 2016 2017

== Net FDI flows

Value of net FDI inflows (liabilities) for 2012 unavailable from Eurostat, shown estimate calculated as difference of net

Eurostat, Balance of Payments [bop_gdp6_q]: Balance of Payments and International Investment Position items as

when trying to draw conclusions about the com-
petitive performance of the ‘real’ domestic econ-
omy.

Definition: Special Purpose Entities

A special purpose entity (SPE) resident in an econ-
omy is a formally registered and/or incorporated legal
entity recognized as an institutional unit, with no or
little employment up to maximum of five employees,
no or little physical presence, and no or little physical
production in the host economy.

SPEs are directly or indirectly controlled by non-resi-
dents. SPEs are established to obtain specific ad-
vantages provided by the host jurisdiction with an ob-
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jective to (i) grant its owner(s) access to capital mar-
kets or sophisticated financial services; and/or (ii) iso-
late owner(s) from financial risks; and/or (iii) reduce
regulatory and tax burden; and/or (iv) safeguard con-
fidentiality of their transactions and owner(s). SPEs
transact almost entirely with non-residents and a
large part of their financial balance sheet typically
consists of cross-border claims and liabilities.

Trade in goods and services

Between 2014 and 2017, SPEs ac-
counted for between 33 and 45 percent
of goods exports and between 17 and
30 percent of goods imports. In 2017,
the value of goods imports by SPEs was
equivalent to 10 percent of GDP, while
exports were equivalent to about 4 per-
cent. Trade in goods, and hence the cur-
rent account of the economy, is affected
by the registration and deregistration of
ships (and aircraft) every year, which is
usually relatively large when compared
with the size of the Cypriot economy.
(Figure 28)

SPE’s share of trade in services is less
significant, accounting for 8 to 10 per-
cent of total service exports and be-
tween 6 to 8 percent of total service im-
ports. In 2017, the value of services im-
ports by SPEs was equivalent to over 4
percent of GDP, while exports were
equivalent to over 2 percent of GDP.
(Figure 28)
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Share of GDP (%)

International groups use SPEs in Cyprus to channel
funds between related non-resident entities, by ship-
owning companies whose economic owner is a CY
resident, that register (and deregister) ships and,
also, for worldwide invoicing on behalf of parent com-
panies. These enterprises usually have little or only
a minimal interaction with the domestic (real) econ-
omy.

Figure 28 Goods and services trade for SPEs and non-
SPEs, 2014-2017
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Balance of trade

In 2014, SPEs accounted for a small
surplus for trade in goods. When the
goods trade balance for SPEs has been
in deficit, it added to the negative goods
trade balance for the rest of the econ-
omy. In 2017, the net goods trade bal-
ance for SPEs amounted to a deficit of
€1.1 billion, equivalent to nearly 6 per-
cent of Cyprus’ GDP. In comparison,
there is a small surplus in SPE trade in
services, equivalent to around 2 percent
of GDP. (Figure 29)

Overall, the net combined trade (exter-
nal) balance for goods and services at-
tributable to SPE has moved from being
in surplus in 2014 to a deficit in 2016
and 2017. Conversely, excluding SPEs,
the overall balance of trade for goods
and services of the rest of the economy
has moved from deficit to surplus. (Fig-
ure 29)

Primary account

SPEs are responsible for a very large
proportion of primary income flows—i.e.
income flows between resident and non-
resident institutional units—in Cyprus’
current account. Between 2015 and
2017, SPEs accounted for close to 90
percent of both inward (receivable) and
outward (payable) primary account
flows. This reflects the nature of SPEs
and the channelling of large funds by
these companies, which strongly in-
crease gross figures for primary income
flows. (Figure 30)

SPEs have consistently maintained a
negative net balance during the four
years for which data are available. For
2016 and 2017, the net negative bal-
ance for SPEs was equivalent to about
1.5 percent of GDP. (Figure 30)

Figure 29 Trade balance for SPEs and non-SPEs, 2014-2017

Share of GDP (%)

Source:

Figure 30 Primary account for SPEs and non-SPEs, 2014-2017
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Source:
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Net international investment position
(NIIP)

The share of SPEs in the net interna-
tional investment position has risen from
53 percent in 2014 to 63 percent in
2017, though this is mostly due to a con-
traction in the NIIP position of non-SPE
entities. At the end of 2017, the stock of
financial liabilities of SPEs exceeded
their asset by over €15.3 billion, equiva-
lent to around 80 percent of Cyprus’
GDP. In other words, the value of SPE-
owned assets held in Cyprus (liabilities)
far outweigh SPE-owned assets held
outside the country. This is mainly due
to ship-owning companies, which have
financial liabilities (for example, loans
from abroad) while their assets are
mainly real assets (i.e. ships). In the
NIIP, only financial instruments are in-
cluded and therefore, ships, which are
real assets, are not included in the NIIP.
(Figure 31)
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Figure 31 NIIP for SPEs and non-SPEs, 2014-2017
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Introduction to benchmarking Cyprus’ competitive-
ness

Cyprus ranks reasonably well in international competitiveness rankings, such as the World Eco-
nomic Forum Global Competitiveness Report, the IMD World Competitiveness ranking, and the
World Bank Doing Business index. Over the years, Cyprus’ rank has fluctuated considerably and
has taken a particularly pronounced dip during the 2012-13 banking crisis. However, Cyprus has
also improved in recent years, rising to the 44" place in the most recent 2019 World Economic
Forum Global Competitiveness ranking.

To allow a proper assessment of Cyprus competitive performance, this report benchmarks the sit-
uation of Cyprus against 12 comparable countries. The choice of benchmark countries is based on
multiple criteria, including similarities to Cyprus in terms of economic size, geographical proximity,
or island or peripheral EU location. These countries are Denmark, Estonia, Finland, Germany,
Greece, Ireland, Malta, the Netherlands, Portugal, Slovenia, the UK, and Israel (as the only non-
EU country). The choice of these mostly highly competitive countries also reflects the ambition of

the Cyprus government to compete with the best-performing countries.

4.1 Cyprus in international com-
petitiveness reports

International competitiveness benchmark re-
ports and rankings have garnered increasing
attention, often being widely reported in the
media and serving as a reference point in
public debate on economic and industry-re-
lated policies. They also work as an infor-
mation source for investors and the business
community. While the underlying methodolo-
gies and correct interpretation of findings is
often debated (see Box), the prominence
given to these reports and rankings is witness
to their popularity as a tool for quick compari-
son of national competitiveness across coun-
tries or time.

From a policy perspective, such reports can
highlight areas of relative strength or weak-
ness or where competitive conditions are im-
proving or deteriorating. However, even if
they aim to integrate indicators that reflect
drivers of competitiveness, the rankings pro-
vide a picture based largely on the present or
recently past situation, which does not neces-
sarily provide a reliable forecasting tool for a
country’s future development.

The following sub-sections briefly describe
the competitiveness situation of Cyprus in

three of the most prominent international
comparative competitiveness publications. A
more comprehensive presentation, covering
a wider range of competitiveness indices, is
provided in Annex Il.

Methodological issues for the construction of
national competitiveness indices and rankings

Headline comparative rankings of national compet-
itiveness are typically based on composite indices
that aggregate across a number of indicators.
These Indicators may be based on quantified data
and statistical measures or, as is often the case,
findings from perceptions surveys or expert judge-
ments. The construction of competitiveness indices
and rankings poses three fundamental methodolog-
ical challenges: (1) to make an appropriate selec-
tion of suitable indicators; (2) to develop a mecha-
nism that allows indicators—often with different
units and scales of measurement—to be aggre-
gated into meaningful composite indices; and (3)
when information is drawn from perceptions sur-
veys or expert judgements, to ensure that subjec-
tive biases do not have an undue influence on the
objectivity and comparability of indicators and indi-
CEes across countries, over time, or in relation to dif-
ferent competitiveness themes. Furthermore, vari-
ations in the number of experts consulted in each
country might lead to measurement errors.
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In view of the above, when confronted by ‘headline’
rankings that aim to synthesise national competi-
tiveness within a single measure, it is important to
recognise that such indicators mask considerable
conceptual and methodological complexities and
can only be properly understood if these complexi-
ties are taken into account. Taking headline figures
at face value can easily lead to misinterpreting a na-
tion’s competitive situation and the factors that drive
its competitive performance.

WEF Global Competitiveness Index

Among the most prominent international com-
petitiveness rankings is the Global Competi-
tiveness Index (GCI) from the World Eco-
nomic Forum (WEF). This index, produced
annually since 1979 and covering almost all
countries in the world, integrates 12 competi-
tiveness pillars that address aspects such as
infrastructure, the macroeconomic environ-
ment, and business sophistication. The
Global Competitiveness Index makes exten-
sive use of an opinion survey that gathers
perceptions on a host of competitiveness-re-
lated national conditions, supported by com-
plementary indicators based on statistical
data.

Having risen to 34" position in 2009, Cyprus
slid down WEF’s overall competitiveness
ranking to reach a low of 83 in 2016, before
rising to 64" in 2017. The 2018 edition of the
Global Competitiveness Index—Iabelled GCI
4.0—brought  significant methodological
changes. The new index places Cyprus 44"
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out of 140 countries in 2018, with a revised
calculation for 2017 placing Cyprus in 43 po-
sition. (Figure 32)

Much of the fall in Cyprus' GCI ranking be-
tween 2009 and 2016 can be attributed to the
2008 global financial crisis and especially the
effects of the banking crisis. This can be seen
through the sharp decline in Cyprus’ ranking
for the pillars Macroeconomic environment
and Financial market development. Although
these shifts are primarily due to cyclical fac-
tors, the WEF rankings also show declines in
other competitiveness pillars compared to
Cyprus’ peak in 2009-10. Notably, Cyprus’
relative position in terms of Health and pri-
mary education, Higher education and train-
ing, Institutions, Business sophistication and
Innovation has worsened over the years. The
two areas where Cyprus has improved are
Technological readiness and Labour market
efficiency. (Figure 33)

Turning to the new GCI 4.0 index, the change
in methodology reduced the possibilities to
make comparisons over time, both for Cy-
prus’ overall country ranking, and its ranking
for individual pillars. Nonetheless, the overall
picture for Cyprus remains similar to earlier
versions of the methodology. The 2018 report
shows a strong position for the pillars of Prod-
uct market, Labour market, Health and Skills
but a weak position for Macroeconomic sta-
bility and Financial system. (Figure 34)



Figure 32 WEF Global Competitiveness Index Ranking of Cyprus, 2007-2018

WEF Global Competitveness Index Ranking
Adjusted Index = 1 - (Cyprus rank / Total number of countries)
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Figure 33 WEF GClI ranking of Cyprus by competitiveness pillar, 2009, 2012 and 2017

Source:
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Figure 34 WEF GCI4.0 ranking of Cyprus by competitiveness pillar, 2018
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IMD World Competitiveness Rankings

=m2018

Cyprus was only added to the World Compet-
itiveness Yearbook of the International Insti-
tute for Management Development (IMD) in
2017. The Yearbook covers over 60, mostly
developed, countries and relies on a mix of
statistical indicators and findings from a per-
ceptions survey. Its approach is broadly com-
parable to the Global Competitiveness Index.
The IMD indicators are combined into 20 cat-
egories that are presented under four broad
headings of Economic performance, Govern-
ment efficiency, Business efficiency, and In-
frastructure.

In 2018, IMD ranked Cyprus in 41st position
among 63 countries for its overall competi-
tiveness performance, down slightly from 37t
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in 2017. This headline figure masks consider-
able difference in performance across areas.
For general economic performance, Cyprus
ranked 22", scoring a high 6™ position for In-
ternational investments and Prices but trailing
in the categories of Domestic economy and
Employment, where it came in 48™ and 56
position respectively. The IMD analysis finds
that Cyprus performs relatively weakly in
Business efficiency in all categories, reaching
47" position for Productivity and efficiency
and 55" position for the category Finance.
Cyprus also performs weakly in for Techno-
logical infrastructure (60" position) and Sci-
entific infrastructure (56" position). (Figure
35)



Figure 35 IMD World Competitiveness ranking of Cyprus by competitiveness pillar, 2017
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World Bank Doing Business

While the WEF and IMD reports and rankings
offer comprehensive coverage of multiple
competitiveness themes, the World Bank’s
Doing Business Report focusses more nar-
rowly on the business environment. Cyprus
was first included in the 2010 Report, with
headline estimates given for 2009. The rank-
ing is based on 10 doing business topics,
such as the ease of starting a business, get-
ting credit, or trading across borders, with a
range of statistical indicators and surveys of
local experts used to quantify each topic,
based on standardized cases, to ensure com-
parability across countries.

Cyprus’ position in the Doing Business Rank-
ing was stable from 2009 to 2014 but shows
greater volatility thereafter, dropping to 64™
position in 2015, rebounding to 47" and 45"

4 Note: Year mentioned in the text refer to the time of collection of
data rather than the title of the report; e.g. 2018 refers to the
position in the World Bank report ‘Doing Business 2019'.

Societal framework

International trade

Domestic economy
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Tax policy

Business legislation
Economic performance (22)

Government efficiency (28)
Public finances
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Business efficiency (53)

=O==)017-18

International Institute for Management Development (2018).

position in 2016 and 2017, before slipping to
57™ position in 2018.# (Figure 36) Some cau-
tion is necessary when tracking changes over
time, as the method used to construct the
ranking have changed several times, and un-
derlying causes of changes in position can be
difficult to ascertain. Nonetheless, the data
suggest that Cyprus performs well in some
topic areas (e.g. Resolving insolvency, Pro-
tecting minority investors, Paying taxes and
Trading across borders) but has weaknesses
in other areas (e.g. Enforcing contracts, Deal-
ing with construction permits’ and Registering

property).

Smaller changes over time should not be
over-interpreted. However, the large improve-
ment in Getting electricity is noteworthy, with
Cyprus having improved from 160" position
in 2015 to 70™ position in 2018.

CYPRUS
COMPETITIVENESS REPORT

53



54

Figure 36 World Bank Doing Business ranking of Cyprus, 2009-18
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Figure 37 World Bank Doing Business ranking of Cyprus by Competitiveness Pillar, various years
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Source: World Bank, Doing Business Reports 2010 to 2019.

There are some similarities in the assess-
ment of Cyprus’ competitive performance that
arise from the three international benchmark-
ing sources described above. Notably, Cy-
prus is penalised in both the WEF and IMD
competitiveness rankings because of the
small size of the country and its economy.
This aside, the revisions to the WEF method-
ology has clearly impacted the evaluation of
Cyprus’ position for individual indicators. For
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example, Cyprus performs relatively well un-
der the new GCI 4.0 pillar Business dyna-
mism despite having slipped down the previ-
ous WEF-GCI ranking for Business sophisti-
cation. In comparison, for the performance of
enterprises, MD places Cyprus close to the
bottom of its rankings for Business efficiency
measures, which include Management prac-
tices, Productivity and efficiency and Atti-
tudes and values. Both reports also point to
weaknesses in the institutional environment,



with IMD giving a low rank for Cyprus’ Institu-
tional framework and WEF-GCI showing a
deteriorating relative performance for its Insti-
tutions pillar.

Concerning more specific elements of the
business environment, Cyprus performs rela-
tively well in business taxation, arriving in 47
position (among 190 countries) for Paying
taxes in the World Bank’s Doing Business
rankings and in 11" position (among 63 coun-
tries) for Tax policy in IMD’s Competitiveness
Yearbook.

Overall, the World Bank’s Doing Business in-
dicators related to business legislation and
administrative conditions show a mixed pic-
ture, with a strong position for Protecting mi-
nority investors and Resolving insolvency but
a weak showing for Enforcing contracts. The
closest equivalent in the IMD ranking, Busi-
ness legislation, ranks Cyprus in 25" position.

4.2 The benchmark countries

To allow a proper assessment of Cyprus
competitive performance, this report bench-
marks the situation of Cyprus against 12
countries. The choice of countries is based on
multiple criteria, including similarities to Cy-
prus in terms of economic size, geographical
proximity, or an island or peripheral EU loca-
tion. The selection criteria also include coun-
tries that are important trading partners or in-
ternational trade competitors of Cyprus,

alongside countries identified as among
those with the strongest national competitive-
ness performance. Finally, data availability
and comparability consideration were in-
cluded in the selection criteria. The final list of
benchmark countries includes Denmark, Es-
tonia, Finland, Germany, Greece, Ireland,
Malta, the Netherlands, Portugal, Slovenia,
the UK, and Israel (where comparable data
are readily available).

Key characteristics, growth and economic
structure

After Malta, Cyprus is the second smallest
country in terms of population size and gross
national income compared to the other coun-
tries in this benchmark. On an income per
capita basis, based on purchasing power
standards, Cyprus ranks in 10" position. (Ta-
ble 1)

Compared to the benchmark countries, Cy-
prus weathered the 2008 global financial cri-
sis relatively well but was hit severely by the
European debt crisis, especially because of
its links to the Greek economy. Cyprus re-
turned to GDP growth in 2015, with the
growth rate reaching 3.9 percent in 2017,
placing it alongside the fastest growing econ-
omies among the benchmark countries. (Fig-
ure 38)
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Table 1 Population and Gross National Income (GNI), 2017

Population GNI GNI per capita GNI per capita at
)
millions (rank) Euro billions (rank) Euro thousand Euro thousand
(rank) (rank)
Cyprus 1.2 (12) 23 (12) 26.8 (9) 38.0 (10)
Denmark 5.8 (7) 360 (5) 62.4 (2) 58.3 (4)
Estonia 1.3 (11) 27 (11) 20.6 (12) 35.0 (12)
Finland 5.5 (8) 278 (7) 50.4 (4) 51.7 (5)
Germany 82.7 (1) 4064 (1) 49.1 (5) 58.5 (3)
Greece 10.8 (4) 220 (9) 20.4 (13) 31.4 (13)
Ireland 4.8 (9) 301 (6) 62.5 (1) 70.6 (1)
Israel 8.7 (6) 367 (4) 42.1 (7) 43.0 (7)
Malta 0.5 (13) 13 (13) 26.9 (8) 41.5 (8)
Netherlands 17.1 (3) 894 (3) 52.2 (3) 59.5 (2)
Portugal 10.3 (5) 231 (8) 22.4 (11) 35.6 (11)
Slovenia 2.1 (10) 51 (10) 24.9 (10) 38.3(9)
UK 66.0 (2) 3024 (2) 45.8 (6) 48.8 (6)

Notes:  GNI = Gross National Income; PPS = Purchasing Power Standard; Converted from $US, €1 = $1.13.

Source: World Bank, World Development Indicators.

Figure 38 Real GDP growth, 2008-2017
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Note: Ireland (not shown) achieved GDP growth of 25.6 percent in 2015, which can largely be attributed to profit shifting
activities of multinationals (Council on Foreign Relations, 2018).

Source: Eurostat, Real GDP Growth Rate [tec00115].

Among the benchmark countries, Cyprus has
the highest share over GDP in service indus-
tries and the lowest share over GDP in indus-
try, which includes manufacturing, mining,
energy and utilities. (Figure 39)

The economy of Cyprus consists primarily of
small and medium-sized enterprises, alt-
hough this situation is not exceptional when
compared to other benchmark countries. Alt-
hough the share of employment in SMEs is

high in Cyprus when compared to the EU av-

CYPRUS
COMPETITIVENESS REPORT



erage and to larger economies such as Ger-
many or the UK, it is similar to the shares ob-
served in economies of comparable size,
such as Malta or Estonia. Cyprus stands out,
however, for its low share or employment in
larger enterprises with more than 250 em-
ployees.

Figure 39 Economic structure, 2017
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Given the role that larger enterprises can play
in shaping a country’s pattern of economic
specialisation and export potential, as well as
serving as anchors for value chain integra-
tion, the absence of larger enterprises is a po-

tential concern. (Figure 40)
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Figure 40 Employment in the non-financial business economy by enterprise size (employees), 2015
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Notes:  The non-financial business economy includes the sectors of industry, construction and distributive trades and ser-
vices. It refers to economic activities covered by Sections B to J and L to N including S95 of NACE Rev. 2. Estimates
based on earlier years for Cyprus (‘0 to 9" and ‘50 to 249’), Denmark ('10 to 19’ and '20 to 49’), Ireland (‘10 to 19, ’50
to 249’ and ‘250 or more’) and EU28 (‘0 to 9’ and ‘10 to 19’). For Portugal and Greece, the size categories ‘50 to 249’
and ‘250 or more’ are combined.

Source: Eurostat, Annual Enterprise Statistics by size class for special aggregates of activities [sbs_sc_sca_r2] and own calcu-

lation.
Performance of the benchmark countries in respectively positioned 35", 44t and 57", Cy-
international competitiveness rankings prus is similarly positioned relative to the

other benchmark countries in the IMD’s World
Competitiveness Yearbook, where it ranks
only above Greece. (Figure 41, middle) Simi-
larly, the World Bank’s Doing Business Re-
port ranks Cyprus above Greece and Malta
but it has slipped behind Slovenia and Portu-
gal, while the gap between Cyprus and
Greece has narrowed noticeably. (Figure 41,
right)

As noted earlier, the methodology of the WEF
Global Competitiveness Index changed in
2018, meaning that direct comparison cannot
be made between the latest ranking and
those from earlier years. However, for both
the old methodology for 2017 and the new
methodology for 2018, WEF ranks Cyprus
behind all benchmark countries except
Greece. Comparing 2017 with 2007 (using
the old methodology), Greece saw the largest
fall in its ranking position, followed by Den-
mark, Cyprus, and Slovenia that all slipped
nine places. The largest increase is observed
for Malta, which ranked one place below Cy-
prus in 2007 but sat 27 places above in 2017.
(Figure 41, left) However, using the new
methodology for 2018, Slovenia, Cyprus and
Greece all achieve a significantly higher rank,
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Figure 41 International Competitiveness Ranking , 2007 and 2018
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Notes:  The Global Competitiveness ranking had 137 countries in 2017, 125 countries in 2007.

The World Competitiveness ranking had 63 countries in 2018, 55 countries in 2007. Cyprus was added in 2017, Malta

is not included.

The Doing Business ranking had 190 countries in 2018, 183 countries in 2009. Cyprus was added in 2009.
Source: International Institute for Management Development (IMD), World Economic Forum and World Bank.
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Competitiveness outcomes

Competitiveness outcomes serve as a yardstick for assessing overall competitiveness perfor-
mance, and include productivity, trade and foreign direct investment, employment and jobs, and
costs and prices. Labour productivity is lagging behind most, but not all, benchmark countries.
Labour productivity in Cyprus is below the EU average and is lagging behind Northern European
economies, but is comparable or exceeding labour productivity in other Mediterranean economies.
Total factor productivity, which measures the productivity of all factors of production, has fallen in
recent years, with the decline having been greater in Cyprus than in any other benchmark country
except Greece.

Cyprus’ overall exports as a share of GDP are above the EU average, but are heavily skewed
towards service exports. Cyprus is one of the few benchmark countries with a negative current
account balance. Foreign direct investment inflows are relatively modest compared to most bench-
mark countries, after accounting for FDI driven by special-purpose entities. Employment levels
have suffered significantly after the 2008 global financial crisis and the 2012-13 banking crisis and
have yet to recover fully. Lastly, while the costs of labour and real estate are relatively low, busi-
nesses face higher than average costs for electricity and broadband internet access.

5.1 Productivity low productivity levels and growth rates com-

pared to the benchmark countries.
Productivity performance is regarded as one

of the most important indicators and main ‘in- Labour productivity

termediate’ outcomes for national competi-
tiveness. High productivity can drive exports
and attract investment, contributing to em-
ployment and higher wages while reducing
the cost of production. Productivity growth de-
termines real economic growth and, in turn,
prosperity. For this reason, it is treated by
some competitiveness reports as a proxy for
national competitiveness.®

Labour productivity, measured by adjusting
for price-level differences between countries
using the purchasing power standard meas-
ure of GDP, lags behind most, but not all,
benchmark countries. Labour productivity in
Cyprus is below the EU average and lags be-
hind Northern European economies, such as
the Netherlands and Finland. At the same
time, labour productivity exceeds what is
found in other Mediterranean economies.

However, caution is required in the interpre- .
(Figure 42)

tation of productivity indicators due to con-
ceptual and measurement issues. This ap-
plies particularly to the measurement of
productivity in service activities that are espe- Labour productivity is defined as output per unit of
cially important for Cyprus, with both the labour input. Output is typically taken to be real or
value of inputs and outputs often being diffi- current GDP or value-added, while units of labour
cult to quantify. Also, measurement of service
outputs can be affected by changes in asset or hours worked, among others.
values rather than productivity changes. Not-

withstanding this caveat, indicators consist-

ently show that Cyprus achieves relatively

Definition: Labour productivity

are variously defined in terms of number of workers

5 The centrality of productivity to the concept of national competi-
tiveness, together with its interrelation with external dimensions
of competitiveness (i.e. trade and FDI), is discussed in Annex I.
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Figure 42 Labour productivity at PPS, 2007 and 2016
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Note: Ireland’s high labour productivity might also be related to the impact of profit shifting activities of multinationals on GDP
(Council of Foreign Relations, 2018).
Source: Eurostat, Labour productivity and unit labour costs [nama_10_Ip_uic].

Availability of data on labour productivity by
enterprise size is inconsistent. In most coun-
tries, including Cyprus, productivity is lower in
smaller enterprises. Across all enterprise

UK and Finland. This lag is slightly less pro-
nounced for smaller enterprises, suggesting
that the dominance of SMEs in the Cypriot
economy and the small number of large en-

sizes, labour productivity in Cyprus is below
the EU average and is behind the best-per-
forming countries, such as the Denmark, the

terprises also affects Cyprus’ aggregate la-
bour productivity. (Figure 43)

Figure 43 Apparent labour productivity (GVA per person employed) by enterprise size, 2015
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Source: Eurostat, Annual enterprise statistics by size class for special aggregates of activities [sbs_sc_sca_r2].
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Contribution of capital to GDP growth

As described in Section 3.2, capital ser-
vices—essentially the flow of productive ser-
vices provided by (physical) assets used in
production—has played an important role in

Cyprus’ GDP growth, except during and
shortly after the 2012-13 banking crisis. How-
ever, this contribution is derived mainly from
non-ICT assets, with ICT assets making al-
most no contribution to GDP growth. (Figure
44)

Figure 44 Capital service contribution to GDP (Cyprus and benchmark countries), 2007-2016
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Total factor productivity

From 2010 to 2013, total factor productivity
growth in Cyprus was consistently low com-
pared to almost all benchmark countries.
Consequently, total factor productivity in Cy-
prus has fallen since 2006, more so than in
any other benchmark country except Greece.
Although most countries faced similar de-
clines, and the situation in Cyprus appears to
have stabilised since 2013, the depth and
persistence of the decline has been greater in
Cyprus, except for Greece. (Figure 45)

As shown earlier in this report, labour and
capital are the main drivers of GDP growth in
Cyprus, with total factor productivity often
making a negative contribution (see Figure 11

CYPRUS
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Contribution of capital services to GDP growth
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Graph showing the contribution of capital services provided by assets to GDP growth, differentiated between ICT assets

Conference Board, Contribution of Total Capital Services to GDP growth, 2007-2016.

on page 33). The causes of low total factor
productivity growth cannot be directly identi-
fied, but typically, low growth is associated
with lower rates of enterprise innovation and
lower adoption rates of digital and other effi-
ciency-gaining technologies. Partly, low total
factor productivity may reflect structural fac-
tors, such as a prevalence of small firms, and
predominance of manual, labour-intensive
service sectors. In Cyprus, investments in
ICT and other productive capital are relatively
low (see Figure 20 on page 39), which may
be attributed to constraints on access to
credit due to cautious lending by domestic
credit institutions that still hold significant
portfolios of non-performing loans, and be-
cause of stricter leverage regulations for new
investment credit lines.



Figure 45 Total factor productivity growth, 2006-2017
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5.2 Trade and foreign direct invest-
ment

The ability to export goods and services, to
enter new foreign markets and to gain and re-
tain market share are, important outcome in-
dicators of competitiveness. As is the ability
to attract and retain foreign direct investment.
However, the economic structure and busi-
ness model of Cyprus, with its strong empha-
sis on services, pose challenges for as-
sessing comparative performance in these
areas. First, for goods trade, it is important to
distinguish genuine domestic exports from re-
exports and, also, the domestic value added
to those exports. For the latter, value-added
statistics for trade are not readily available for
Cyprus.® Second, for trade in services, the
detail and reliability of data are usually lower
than for goods. With respect to both trade and

6 The OECD Trade in Value-Added (TiVA) database only reports
data for Cyprus until 2011.

FDI, as noted earlier in this report, transac-
tions by Special Purpose Entities (SPES) can
strongly influence overall recorded invest-
ment values without reflecting the underlying
competitive performance of the economy.

Trade performance

The economic structure and specialisation of
Cyprus is reflected in trade statistics. Service
exports account for a relatively large share of
GDP compared to goods. While Cyprus’ over-
all exports as a share of GDP are above the
EU average, they are relatively low compared
to other benchmark countries such as Malta,
Estonia and Slovenia. The balance between
goods and service in exports is also more
even in other benchmark countries, except for
Malta. Finally, the current account balance of
Cyprus is negative, with only the UK and
Greece among the benchmark countries also
recording a negative balance. (Figure 46)
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Figure 46 Exports and current account, 2017
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Export market survival

Estimates from the World Bank indicate that
Cyprus develops fewer products for export
and exports to fewer markets than other
countries. For new products or destinations
that began in 2010, the likelihood of it surviv-
ing for a year was only 41 percent, lower than
for all other benchmark countries. After six
years, the likelihood of this export relationship
still existing is even lower at only 34 percent.
(Figure 47) Findings for other years, not
shown here, suggest a similar pattern. This
suggests that Cypriot business may be less
successful in establishing and sustaining ex-
port relationships than their counterparts in
other benchmarked countries.

CYPRUS
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Definition: Export survival

Export survival looks at whether firms that have
started exporting specific products to new foreign
markets are able to survive in these markets. In the
absence of readily available data at the firm level,
the export survival indicator measure uses data at
the product level as a proxy. The export survival in-
dicator records the number of new product-partner
relationships (with a trade value of at least
US$10,000) in a given start year. A new relation-
ship is considered to be a product-partner relation-
ship for which there was no exports recorded in the
previous year (e.g. if Cyprus exported natural
honey to South Africa in 2010 but has not done so
in the year before, it is counted as a new product-
partner relationship). Then, in following years, the
number of these relationships that are sustained is
monitored (allowing for the inclusion of relation-
ships that resume after a short hiatus). The export
survival rate is then the percentage of new product-
partner relationships formed in the start year that
still exist in a subsequent year.



Figure 47 Export survival, 2010 to 2016
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Foreign direct investment

Cyprus shows high FDI inflows, at more than
13 percent of GDP. FDI Outflows, at almost 6
percent of GDP, are only exceeded by the
Netherlands. (Figure 48) As described in Sec-
tion 3.3, these headline FDI data include
transactions related to the activities of Special
Purpose Entities, implying that the numbers
can overstate foreign investments in produc-

Figure 48 FDI inflows and outflows, 2017
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tive activities in the domestic economy. An al-
ternative indicator of FDI, which does not in-
clude activities of SPEs, comes from the col-
lection of data on announced greenfield FDI
projects. The value of announced greenfield
FDI projects in Cyprus is relatively modest
compared to most benchmark countries.
However, leaving aside a dip during the bank-
ing crisis, the value of announced invest-
ments is similar to Malta, Estonia and Slove-
nia. (Figure 49)
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Source: World Bank, World Development Indicators: Foreign direct investment, net outflows (% of GDP)
[BM.KLT.DINV.WD.GD.ZS] and Foreign direct investment, net inflows (% of GDP) [BX.KLT.DINV.WD.GD.ZS].
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Figure 49 Greenfield investments, 5-year average between 2013 and 2017
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Source:

Foreign controlled enterprises

Foreign affiliate trade statistics (FATS) pro-
vide information on key economic indicators
of foreign-controlled enterprises and exclude
those SPEs that have no employees and no
turnover. The number of foreign controlled
enterprises in Cyprus is relatively low. In 2015
the number of foreign-controlled enterprises

UNCTAD (based on Financial Times Ltd, fDi Markets): Value of announced greenfield FDI projects.

in Cyprus, measured on a per-capita basis,
was below most benchmark countries. While
Cyprus ranks slightly above the UK and Ger-
many, their low ranking can be explained by
their large size. Furthermore, nowhere other
than in Greece is the share of foreign con-
trolled enterprises in total employment and
value-added as low as it is in Cyprus. (Figure
51)

Figure 50 Location of foreign controlled enterprises, 2015
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Figure 51 Foreign controlled enterprises, 2015
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Source: Eurostat, Foreign control of enterprises [fats_gla_ 08] and Value Added in Foreign Controlled Enterprises [egi_val].

5.3 Employment and jobs

Employment

With less than 71 percent of the population
aged 20 to 64 having employment, employ-
ment levels remain below pre-crisis levels
and are relatively low compared to most
benchmark countries. However, compared to
2014, the employment level has recovered,

with its growth rate exceeding the growth
rates of most benchmark countries in recent
years. (Figure 52) Cyprus’ low overall em-
ployment level is also reflected in a high rate
of young people (aged 20 to 34) not in educa-
tion, employment, or training (NEET). Along
with Greece, Cyprus stands out among
benchmark countries as having a NEET rate
that is above the EU average. (Figure 53)
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Figure 52 Employment levels, 2008- 2017
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Figure 53 Youth not in education, employment or training (NEET), 2017
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5.4 Costs and prices

Cost of labour

The cost of labour in Cyprus is relatively low.
Net earnings are among the lowest of all
benchmark countries and are significantly
lower than the EU average. This is due not
only to low wages and salaries, but also low
non-wage costs. (Figure 54). This is reflected
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Eurostat, Young people neither in employment nor in education and training by sex, age and labour status (NEET rates)

in a very low tax wedge on labour, which is
significantly below all benchmark countries
(see Figure 75 on page 83).

Although low labour costs can confer a cost
competitiveness advantage to enterprises,
they are potentially also symptomatic of low
levels of productivity and imply lower levels of
income and purchasing power of workers.



Figure 54 Labour costs and earnings, 2017
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Real estate costs

The cost of real estate in Cyprus is low. Apart-
ment and retail rents are among the lowest
compared to benchmark countries. (Figure
55). Data on office rents are not available, but
low commercial and residential rents would
suggest that these are similarly low. As with
labour costs, low rent costs can be viewed as
a competitive advantage. However, they can

also reflect low levels of business demand or
limited purchasing power (disposable in-
come) of households. The real estate market
in Cyprus has also been reported to be rela-
tively inefficient (European Commission,
2018a), while the World Bank Doing Business
index gives Cyprus a low score for Dealing
with construction permits and Registering

property.

Figure 55 Rental prices for apartments and retail spaces, 2015 and 2017
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Electricity costs of the country and the dependence on im-
ports of fossil fuel for electricity generation.
(Figure 56)

Electricity for non-household customers in
Cyprus is expensive, due to high energy and
supply costs. Reasons include the small size

Figure 56 Electricity price components, 2017
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Broadband costs 2017a). This matters, as internet usage in Cy-

prus is low due to a lack of take-up. An expla-
nation for the high cost is a lack of competi-
tion, with the small market size limiting the
number of providers (European Commission,

Broadband prices are higher than in most
benchmark countries, particularly for speeds
above 100 Mbit per second. (Figure 57) How-
ever, the price premium is only slightly above

. . 2017c).
the EU average for triple play offers in the 30 )
to 100 Mbit range (European Commission,
Figure 57 Fixed broadband prices, 2016
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Benchmark of institutional & organisational competi-
tiveness drivers

Institutional and organisational competitiveness drivers are those factors that affect the environ-
ment in which enterprises and economic sectors operate. This also includes those factors that
relate directly to the structure, conduct and performance (in terms of production efficiency and in-
novation) of enterprises and economic sectors. These are grouped into four themes: (1) market
conditions and institutions, (2) business environment and institutions, (3) industry structure, spe-
cialisation and organisation, and (4) firm characteristics, dynamism and sophistication.

Market conditions and institutions refers to how well markets function and how well they are sup-
ported by institutions. Business environment and institutions refers to the legal, administrative and
regulatory environment for businesses. Industry structure, specialisation and organisation refers to
the structure of the economy, the goods and services that are produced, and how specialised or
diversified the economy is. This theme also covers how production is organised, for example in
value chains or in clusters, and whether intermediate inputs can be sourced domestically. Firm
characteristics, dynamism & sophistication refers to the size and structure of firms; enterprise dy-
namism (such as new business creation and high growth enterprises); the extent of entrepreneur-
ship and entrepreneurial attitudes; and the sophistication of businesses and management quality.

6.1 Market conditions & institu- sectoral regulation and competition, and the
tions OECD Indicators of Employment Protection,
which cover the strictness of labour market
Market conditions and institutions refers to regulation.
how well markets function and how they are
supported by market institutions. This in- Trade openness

cludes how well competition functions for
products, services, and employees in both
foreign and domestic markets as well as the
regulatory conditions affecting these markets.
Given the importance of capital markets and
the importance of financial services for the
Cyprus economy, conditions in capital mar-
kets are covered separately under the theme
Financial market development.

In common with other smaller EU economies,
Cyprus displays a high degree of trade open-
ness as measured by imports of goods and
services as a share of GDP. In 2017, Cyprus’
imports of goods and services were equiva-
lent to 68 percent of GDP, slightly below the
corresponding levels for Estonia and Slove-
nia, but some way behind Ireland and espe-
cially Malta, with imports corresponding to
nearly 120 percent of total GDP.” The relative

Although a good range of indicators on mar-
position of Cyprus appears different if only im-

ket conditions and institutions is available for
Cyprus, itis unfortunate that a number of use- ports coming from outside the EU are consid-
ful OECD indices are unavailable: these in- ered, with Cyprus remaining far behind Malta
clude the OECD Service Trade Restrictive- but ahead of most other small EU economies,
including Estonia and Slovenia. (Figure 58,
Figure 59 and Figure 60)

ness index, which covers barriers to trade in
services, the OECD Product Market Regula-
tion index, which covers economy-wide and

7 Imports and exports close or above 100 percent of total GDP can ports and airports of a country, from one third country to an-
be explained by re-exports, with goods passing through the other third country.
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Figure 58 Imports of goods and services, 2007 and 2017
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Figure 59 Trade Openness: Total imports of goods and services compared to level of Gross Domestic Prod-
uct, 2017
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Figure 60 Trade Openness: Extra-EU imports of goods and services compared to level of Gross Domestic

Product, 2017
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Ease of trade

Given Cyprus’ openness to trade, particularly
for extra-EU imports of goods and services,
its weak performance in relation to certain
trade facilitation indicators may be a cause for
concern. In terms of the time and cost (ex-
cluding tariffs) associated with exporting or
importing a shipment of goods, the World
Bank Trading Across Borders index (part of
the broader Doing Business ranking) places
Cyprus below the average for high-income
countries and behind most of the benchmark
countries considered in this report, except Ire-
land and lIsrael. Similarly, the World Eco-
nomic Forum’s Executive Opinion Survey
rates Cyprus low in terms of the efficiency of
its customs procedures. (Figure 61 and Fig-
ure 62)

The above findings suggest that there may be
room for Cyprus to improve trade-related pro-

cedures. At the same time, the available indi-
cators are primarily concerned with trade in
goods and do not capture the situation for ser-
vices in trade, which is potentially of greater
relevance given the orientation of Cyprus’
economy towards the services sector.

Description: Trading across borders index

The Trading Across Borders index estimates the
time and cost (excluding tariffs) associated with
three sets of trade procedures—documentary com-
pliance, border compliance and domestic
transport—within the overall process of exporting
or importing a standardised shipment of goods. The
Index is scaled from 0 to 100, where ‘0’ represents
the lowest performance and ‘100’ corresponds to
the best, or ‘frontier’, performance. The Trading
across borders index is a sub-index of the World
Bank Doing Business ranking.
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Figure 61 Trading across borders index, 2018

—
=
s3]
=
>

o
QO
(o]
=
o
1%
1%
o
o
=
Q.
(]
=
1%
(%]
[}
o
=
(0]
o

Slovenia
Netherlands
Portugal
Denmark
Estonia
United Kingdom
Greece
Finland
Germany
Malta
Cyprus
Ireland

Israel

o

20
Source:

Figure 62 Customs efficiency, 2018
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Indicators related to domestic market compe-
tition from the World Economic Forum Exec-
utive Opinion Survey suggest that general
market competition conditions in Cyprus are
broadly comparable to those in the other
small benchmark countries. Cyprus is rated in
the middle of the distribution of perceptions of
the intensity of market competition, for which

8 See Goods market efficiency (Figure 33 on page 47) and Product
market (Figure 34 on page 48).
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there is relatively limited variation across the
benchmark countries.® Similarly, among
benchmark countries, although Cyprus only
scores better than Greece and Israel, when
compared to other smaller benchmarking
countries, there does not seem to be any ev-
idence to suggest that markets in Cyprus suf-
fer from high levels of dominance by a few
business groups. (Figure 63).



Figure 63 Market dominance, 2018
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Regulation of professional services

. . . . Description: Product Market regulation indica-
Restrictive regulation of professional services

is high for most professions, but comparable
to the EU average. Exceptions include the ac-
counting profession, which seems to be sub-
ject to very limited regulation. Conversely,
tourist guides and real estate agents seem to
be more heavily regulated in Cyprus com-
pared to the EU average. Despite these outli-
ers, the restrictiveness of professional ser-
vices is broadly comparable to the EU aver-
age. (Figure 64)

tors for services

The Restrictiveness Indicator for Professional Ser-
vices (PRO-SERYV) focusses on the regulation (ex-
clusions, restrictions and requirements) on the es-
tablishment and exercise of professional service
providers in seven professions for EU Member
States. The PRO-SERV indicator is scaled from
zero to six.

Figure 64 Market regulation for professional services, 2016
EU PROSERV Index
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Labour market flexibility

The Labour Freedom index by the Heritage
Foundation ranks Cyprus in the middle of all
benchmark countries. This index ranks coun-
tries higher that have less labour market reg-
ulation. This complicates the interpretation of
the index as less market regulation does not
necessarily imply improved competitiveness.
While less labour market regulation might re-
duce the burden faced by firms, it might also
mean less social stability and cohesion, or
less committed and motivated workers. Fur-
thermore, less labour market regulations
such as the absence of employment protec-
tion might also reduce the workers’ quality of
life. In this sense, the middle position of Cy-
prus may indicate a healthy balance between
protecting workers and serving the interests

Figure 65 Labour Freedom Index, 2017
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Source: The Heritage Foundation, Labor Freedom Index.

Consumer market functioning

The Consumer Market Monitoring Survey by
the European Commission assesses con-
sumer markets, with Cyprus being compara-
ble to the EU average (Figure 66). Notwith-
standing the usual methodological issues
with perception surveys, this would indicate
that consumer markets in Cyprus work rea-
sonably well. The survey finds only limited

CYPRUS
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of firms. Or, as noted by the Heritage Foun-
dation, “relatively flexible labour regulations
facilitate employment and productivity
growth, (but) union power is quite strong.”
(Figure 65)

Description: Labour Freedom Index

The Heritage Foundation’s Labour Freedom Index
is a composite index that measures various aspects
of the legal and regulatory framework of a country’s
labour market. It includes six equally weighted fac-
tors: the ratio of the minimum wage to the average
value-added per worker, the hindrance to hiring ad-
ditional workers, the rigidity of hours, the difficulty
of firing redundant employees, legally mandated
notice period, and mandatory severance pay.

100

D
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o)
o

variation in the performance of markets for
specific goods. In service markets, consum-
ers perceive the performance of financial-ser-
vice providers as particularly weak, which
generally illustrates the problematic state of
the banking and financial sector. In contrast,
markets related to the tourism industry, such
as hotels and restaurants or aviation, are per-
ceived well above the average.



Figure 66 Consumer Market Performance, 2015
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Description: Consumer Market Performance index

The Consumer Market Performance Index from the European Commission is based on citizen’s perception of the per-

formance of key consumer goods and services markets. The index includes five main factors determining market per-

formance: ease with which goods and services can be compared, level of trust towards retailers, extent to which markets
live up to what consumers expect, number of retailers (and thus choice in the market), and incidence and severity of
problems encountered by consumers. For some consumer markets, two additional indicators are considered: the con-

sumer’s propensity to complain in response to problems and the incidence of switching tariffs or providers in selected

service markets.

6.2 Business environment & insti-
tutions

Business environment and institutions refers
to the legal, administrative and regulatory en-
vironment for businesses.® The business en-
vironment includes the efficiency of the public
administration, the quality of institutions, the
ease of doing business, the quality of prop-
erty rights, or the efficiency and attractive-
ness of taxation. The foundations of the busi-
ness environment are legal accountability
and an equal, fair and independent legal sys-
tem, combined with political stability and re-
spect of property rights. These fundamental
rights are all guaranteed by the constitution of
Cyprus and the EU charter of fundamental

9 A distinction is made between ‘Market conditions & institu-
tions’, which is concerned with how the regulatory environ-
ment affects the functioning of specific markets, and ‘Busi-
ness environment and institutions’, which is concerned with

rights. Furthermore, Cyprus is a stable de-
mocracy, as evidenced by the resilience of its
political system in the face of the fiscal and
banking crisis, which represented a major
economic and social shock.

It is a challenge to quantitatively measure the
business environment, given the complexity
of institutions and regulations. The World
Bank Doing Business Index is among the
most popularly used business-environment
indicators, but it is also relatively narrow in
scope, looking at very specific and standard-
ized situations. This is a strength, as it allows
meaningful comparisons across countries.
However, it is also a weakness as it only cap-

the institutional environment as it affects the performance of
individual firms, regardless of the market it operates in.
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tures selected aspects of the business envi-
ronment. We thus complement the Doing
Business indicator with other indicators.

Ease of Doing Business

Although Cyprus is found to have a reasona-
bly effective government, there are certain
challenges for the regulatory and administra-
tive regime. The World Bank Doing Business
Index ranks Cyprus 57" out of 190 countries,
below most benchmark countries, including
the top performers Denmark, the UK, Estonia
and Finland. (Figure 67)

However, there is considerable variation
within the Doing Business indicator, with Cy-
prus performing well in resolving insolvency,
paying taxes and protecting investors. Cyprus
performs less well in enforcing contracts or
dealing with construction permits. This varia-
tion suggests that Cyprus does not suffer
from systematic weakness across all areas.
Rather, the variation suggests that there are

Figure 67 Ease of Doing Business, 2018
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specific areas that call for focussed attention.
(Figure 68)

The Cyprus government is actively and sys-
tematically addressing challenges to the ease
of doing business in the country, specifically
within the Action Plan for Growth. This has,
for example, brought significant improve-
ments to the insolvency framework. Remain-
ing issues relate mainly to insolvency ser-
vices as well as the effectiveness of the judi-
ciary system, but even these are being ad-
dressed (see below in the sub-section ‘Jus-
tice’).

Description: Ease of Doing Business sub-indi-
cator score

The Ease of Doing Business Score indicates the
performance for a sub-indicator using a scale from
0 to 100, where O represents the lowest perfor-
mance and 100 the best regulatory practice across
all economies and across time. Higher scores show
absolute better ease of doing business (the best
score is set at 100).

Malta I 84

0 10 20 30

Notes:
Source: World Bank, Doing Business Report 2019.
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Figure 68 Ease of Doing Business sub-indicator scores, 2018
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Property and other legal rights

The International Property Rights Index ranks
Cyprus below most benchmark countries.
This reflects, in part, the selection of bench-
mark countries, all of which are stable democ-
racies that guarantee fundamental legal
rights, embedded in an independent judiciary
and recognised property rights.’® However,
compared to the benchmark countries, Cy-
prus scores relatively weakly for property
rights, including intellectual property rights
and copyright protection. (Figure 69 and Fig-
ure 70).

10 Cyprus performs below the average of the benchmark coun-

tries for the sub-indicator judicial independence. This sub-in-
dicator is from the World Economic Forum executive opinion

Dealing with

Construction Permits

Getting Electricity

Registering Property

e—F 28

Getting Credit

e CyPrus

Significant efforts are underway to improve
property rights protection in Cyprus, and sig-
nificant improvements have been noted in the
Intellectual Property Rights Index between
2017 and 2018, with Cyprus being the fifth
most-improved economy in the index for intel-
lectual property rights for all countries and the
most-improved of the benchmark countries.
(Figure 69) The current Cypriot legislation on
intellectual property rights and copyrights,
which is fully harmonised with all relevant and
applicable EU Directives and Regulations,
provides a high level of protection. Addition-
ally, Cyprus is in the process of modernising
the legislation on trademarks with the aim of
harmonising with the latest Trade Marks Di-
rective.

survey, asking respondents for their opinion on the independ-
ence of the judicial system. But these responses might be
heavily influenced by the lack of efficiency in the judicial sys-
tem, confounding it with a lack of judicial independence.
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Figure 69 International property rights index, 2018
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Figure 70 Property rights components, 2018
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Corruption

The Transparency International Corruption
Perception Index locates Cyprus below most
benchmark countries, although not far behind

Figure 71 Corruption Perception, 2018

the EU average. Cyprus is positioned slightly
ahead of Malta and substantially ahead of
Greece. (Figure 71)
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Source: Transparency International, Corruption Perception Index 2018.

Performance of public institutions

The effectiveness of government institutions
in Cyprus is perceived as being below most
benchmark countries. Worse are only
Greece, and for the sub-indicator government
efficiency, Malta and Portugal. The gap is
particularly pronounced compared to the best
performers in Northern and Western Europe.
(Figure 72)

Cyprus performs relatively weak in e-Govern-
ment development, with a low score for e-
Government services and infrastructure and
for e-Participation. (Figure 73)

Description: Government Effectiveness and Ef-
ficiency

Government effectiveness measures the quality
of public services; the quality of the civil service and
its independence; the quality of policy formulation

and implementation; and the credibility of the gov-
ernment’s commitment to such policies. It is based
on a variety of existing indicators.

Government efficiency is taken from the World
Economic Forum'’s indicator on the efficiency of
government spending.

Description: United Nations E-Government in-
dices

E-Government Development Index (EDGI) rates
the performance of national governments based on
the average of three indices: Online Service Index,
Telecommunication Index and Human Capital In-
dex (each with a possible value between zero and
one);

E-Participation Index (EPI) rates citizens’ in-
formative and participatory services and facilities
(with a possible value between zero and one).
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Figure 72 Government effectiveness and efficiency, 2017
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Figure 73 E-Government and e-Participation, 2018
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Taxation

Tax rates in Cyprus are favourable. Cyprus
and Ireland have significantly lower corporate
tax rates than the other benchmark countries.
In contrast, the value-added tax (VAT) rate is
comparable to other benchmark countries.
(Figure 74) Furthermore, the tax wedge on la-
bour income in Cyprus is the lowest among
the benchmark countries. (Figure 75)

Figure 74 Tax rates, 2017

A low tax regime—in combination with low
wage rates and low non-wage costs for la-
bour (Figure 54 on page 69)—contributes to
reducing the cost burden on businesses and
enhances the attractiveness of Cyprus as an
FDI destination.
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Figure 75 Tax wedge on labour, 2016
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Justice

The efficiency, quality and independence of
the justice system is an important contributor
to the business environment. While the inde-
pendence and quality of justice delivery in Cy-
prus is considered to be high, the situation is
not the same regarding the time needed to
conclude civil cases. The time needed to re-
solve cases is between two and three years
on average, placing Cyprus among the worst
performers. (Figure 76) There is also a sig-
nificant backlog, with the clearance rates be-
ing below 100 percent in most years for civil,
commercial, administrative, and other cases.
(Figure 77) At the same time, Cyprus spends
relatively less—as a share of GDP—on the
judicial system and has relatively fewer
judges relative to population size. (Figure 78)
Furthermore, the justice system has not
adopted ICT in its processes and procedures,
marking it out from all other benchmark coun-
tries for which data are available, which ad-
versely affects the operations and efficiency
of the system. (Figure 79)

One principal cause of delays and backlogs,
which has hampered the effectiveness of
measures taken by the Government to rein-
force the judicial system, is the increase in the
workload of the courts due to the global finan-
cial and economic crisis and the domestic fis-
cal and banking crisis. Since 2010, there has
been a sharp increase in the number of civil
cases filed, including appeals, related mostly
to the financial sector. These cases are com-
plex and do not lend themselves to speedy
disposition.

The issues facing the judicial system have
been recognised by the government, with jus-
tice being identified as a priority area for re-
forms. A functional review of the court system
has already marked-out several areas for re-
form, providing recommendations on man-
agement structure, case management, judi-
cial time management, judicial training, and
alternative dispute resolution procedures.
The measures being taken are outlined in the
Box below.
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Justice System Reform in Cyprus
Acknowledging the need to resolve civil cases more
efficiently, the Government of Cyprus has priori-
tised the reform of the Justice System. The Ministry
of Justice and Public Order, in close collaboration
with the Judiciary and the Ministry of Finance, has
embarked on a major reform programme which in-
cludes:

e Establishment of the Administrative Court
(January 2016) taking all first instance admin-
istrative recourses, thereby enabling the Su-
preme Court to carry out more expeditiously its
second instance jurisdiction.

e Enactment of the Courts of Justice (amend-
ment) Law in July 2017, providing for the filter-
ing of the right to file an appeal in civil cases as
regards to interlocutory decisions during the
proceedings.

e Enactment of the Law for the Establishment
and Operation of the Administrative Court of
International Protection in July 2018. The new
court will enable the Administrative Court to
have more time to deal with all other adminis-
trative cases.

e Preparation of a bill to establish a Commercial
Court.

e Launch of a tender to digitize the operations of
the Courts. E-Justice is considered one of the
main pillars for the reform of the Justice sys-
tem.

e Undertaking a functional review of the Cyprus
Courts System (completed in March 2018).
Based on the study’s recommendations, a de-
tailed action plan has been prepared for judi-
cial reform, which is regularly updated. Imple-
mentation is currently ongoing.

e Appointment of a taskforce of judges to tackle
the backlog of cases, including specific judges
for the handling of financial disputes and sup-
porting administrative staff, the development of
a “mini” electronic registry and the assigning of
case management judges.

e Undertaking a review of Civil Procedure Rules.
A progress report was submitted by the rele-
vant experts in May 2018 and the final set of
rules are expected to be submitted by the ex-
perts in June 2019.



e Preparation of a bill amending the Civil Proce-
dure Law, to strengthen the legal framework
for the enforcement of judgments.

e Implementation of studies concerning media-
tion, establishment of a training school for
judges within the Supreme Court in Cyprus
and introduction of digital audio recording of
court proceedings.

e Other projects in the reform programme in-
clude the enhancement of the administrative
capacity of the Courts, the establishment of cri-
teria for the appointment and evaluation of
judges, and the separation of jurisdiction of the
Supreme Court.

Description: Clearance rate

The clearance rate is the ratio of the number of re-
solved cases over the number of incoming cases.
It measures whether a court is keeping up with its
incoming caseload. When the clearance rate is
about 100 percent or higher, it means the judicial

system can resolve at least as many cases as new
cases enter the system.

Description: Availability of ICT for case man-
agement

Availability of ICT for case management is as-
sessed using the EU Justice Score methodology,
and calculated as follows: equipment rate from 100
percent (device completely deployed) to 0 percent
(device non-existing) indicates the functional pres-
ence in courts of the device covered by the graph,
according to the following scale: 100 percent = 4
points if applicable to all matters / 1.33 points per
specific matter; 50-99 percent = 3 points if applica-
ble to all matters / 1 point per specific matter; 10-49
percent = 2 points if applicable to all matters / 0.66
point per specific matter; 1-9 percent = 1 point if ap-
plicable to all matters / 0.33 points per specific mat-
ter.

Source: 2018 EU Justice Scoreboard.

Figure 76 Time needed to resolve civil, commercial, administrative and other cases, 2010-2016
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Figure 7

7 Clearance rates for civil, commercial, administrative and other cases, 2010-2016

150%

140%

130%

Clearancerate (%)

120%

110% m=t

| s

80%

70%

60%

Q> 2 Q> & 3 S 2 2
3 N 3 & & © N N
«° & «® s & of o* W
\ 8 S
$®
Notes:  No data available for Germany or the UK.
Source: European Commission for the Efficiency of Justice (CEPEJ) (2018).
Figure 78 Expenditure on law courts and number of judges, 2016
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Figure 79 Availability of ICT for case management, 2016
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6.3 Industry structure, specialisa-
tion & organisation

Industry structure, specialisation and organi-
sation refers to the structure of the economy,
the goods and services it produces, and how
specialised or diversified the economy is.
This theme also covers how production is or-
ganised, for example, how value chains or
clusters are structured and whether interme-
diate inputs are sourced domestically. Com-
parative information on the economic struc-
ture of the benchmark countries is provided in
Section 4.2 starting on page 55.

Value chains and clusters

Increasing linkages within or across sectors,
by deepening value-chain integration or
strengthening clusters, is one approach for
improving productivity. While Cyprus’ small
size may limit the size and scope of domestic
value chains and clusters, it can also motivate
companies to internationalise. The World
Economic Forum executive opinion survey
finds that value chains in Cyprus are not very

deep, and that clusters are not well devel-
oped or deep. (Figure 80)

Where Cyprus excels, given the small size of
the economy, is the presence and connectiv-
ity of global service firms. Cyprus performs
better than Malta, Slovenia and Estonia. It
also compares favourably to Greece, Den-
mark and Finland. This provides evidence of
the considerable strength in Cyprus’ specific
niche of financial and professional services.
(Figure 81)

Description: Global Cities

The Globalization and World Cities Research Net-
work at Loughborough University classifies cities
according to their importance in economic net-
works. The classification is based on a network
model and a data set that covers the presence of
service firms such as KPMG, Saatchi and Saatchi,
Credit Suisse or Baker & McKenzie. Cities are
scored from alpha++ cities, that only include Lon-
don and New York, down to cities with sufficient
services. Nicosia is rated as a Beta city and Limas-
sol as a High sufficiency city.
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Figure 80 Business sophistication summary, 2017
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Figure 81 Global Cities, 2017
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6.4 Firm characteristics, dynamism & sophistication

Firm characteristics, dynamism & sophistica-
tion refers to the size and structure of firms,
enterprise dynamism (such as new business
creation and high-growth enterprises!?), the
extent of entrepreneurship and entrepreneur-
ial attitudes, and the sophistication of busi-

1 For Cyprus, data on firm creation and survival as well as high
growth firms are only available up until 2015. As this was still

CYPRUS
COMPETITIVENESS REPORT

nesses and management quality. These at-
tributes, which represent the overall industrial
tissue of the economy, are important determi-
nants of the competitiveness of firms, sectors
and the economy as a whole. They are
shaped, however, by other competitiveness
factors such as the business environment,

an exceptional year for Cyprus, shortly after the banking cri-
sis, this data is unlikely to provide an accurate assessment of
the situation today.



market conditions and business-supporting
infrastructure, such as financial markets.

As described in Section 3.1, small and me-
dium-sized enterprises dominate the econ-
omy. More employees work in micro enter-
prises with less than 10 employees than in
any other benchmark country. Cyprus also
has the lowest share of employment in large
enterprises (250 or more employees), alt-
hough the underlying data exclude financial
services, which are important for Cyprus. The
presence of large enterprises matters be-
cause they can serve as important anchors
by creating demand for intermediate inputs.
They can also more readily export and enter
new markets, showing the path for smaller
companies. Finally, they more readily de-
velop new technologies through more formal-
ised innovation activities.

Entrepreneurship

Although Cyprus performs reasonably well for
selected indicators, its position in the overall
Global Entrepreneurship Index ranking is rel-
atively weak compared to the benchmark
countries. This suggests that the issues are
not individual attitudes, activities or aspira-
tions, but rather the institutional support net-
work, ranging from soft factors such as soci-
etal perceptions of entrepreneurship to hard
factors such as access to finance. (Figure 82)

It appears that only a very low proportion of
employees engage in entrepreneurial activi-
ties, such as developing new products or set-
ting up new business units within their own
firms. This contrasts with a high percentage
compared to most benchmark countries that
report an intention to start a new business
within the next three years. This suggests that
constraints on entrepreneurship within firms

exist but, conversely, individuals have a con-
siderable appetite to engage in entrepreneur-
ial activities. (Figure 83)

Other factors that have been identified by the
European Commission as affecting entrepre-
neurship in Cyprus include a lack of media at-
tention, limited entrepreneurship education at
primary school and post-secondary levels,
the relatively high cost of resolving insol-
vency, and a high fear of failure (European
Commission, 2017b).

Description: Global Entrepreneurship Develop-

ment Index

The Global Entrepreneurship Development Index

(GEDI) is an annual index that measures the health

of the entrepreneurship ecosystems in 137 coun-

tries. GEDI includes three sub-indices and 14 ‘pil-
lars’, as follows:

e Attitudes includes the pillars Opportunity Re-
ception, Start-up Skills, Risk Acceptance, Net-
working and Cultural Support;

e Abilities includes the pillars Opportunity Start-
up, Technology Absorption, Human Capital
and Competition;

e Aspiration includes the pillars Product Innova-
tion, Process Innovation, High Growth, Inter-
nalization and Risk Capital.

GEDI distinguishes between institutional and indi-
vidual factors, with the former including factors
such as property rights, education or the depth of
capital markets. The latter includes factors such as
perceptions on skills or risk, or the perceived pres-
ence of strong competitors. The index is scaled be-
tween zero and one, with one indicating the health-
iest entrepreneurship ecosystem.
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Figure 82 Individual and institutional entrepreneurship, 2017
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Figure 83 Entrepreneurial activities and intentions, 2017
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Business sophistication

Although differences to other benchmark
countries are not substantial, both the World
Economic Forum and the Global Innovation
Index find that business sophistication in Cy-
prus is relatively low. Business sophistication
has worsened after the 2012-13 banking cri-
sis, at least in relative terms. This is less the
case for the internal aspects of business so-
phistication (i.e. ‘Production processes’ and

‘Delegation of authority’), and more so for the
external aspects such as ‘International distri-
bution’ and ‘Marketing’. A possible explana-
tion is that the contraction of markets follow-
ing the crisis also reduced the complexity and
sophistication of markets. For example, lower
consumer purchasing power may have re-
duced incentives for business to make invest-
ments in more sophisticated marketing activ-
ities or distribution channels. (Figure 84 and
Figure 85)

Figure 84 WEF Business sophistication rankings for Cyprus, 2011-2017

Top

20

40

60 =

WEF ranking

80

100

120
2011 2012 2013

= International distribution
—&— Extent of marketing

2014 2015 2016 2017

=& Production process
—— Delegating authority

Source: World Economic Forum, Global Competitiveness Reports: Control of Internal Distributions, Production Process So-
phistication, Extent of Marketing, Willingness to Delegate Authority.

Figure 85 Global Innovation Index (Gll) business sophistication rankings, 2017

Ranking

Netherlands ® 1
Israel mmmm 5
Finland messm 6
Ireland —— 10
Denmark s 12
United Kingdom s 13
Germany FEEEmmm——— 15
Malta s )1
Estonia Ieesssssssssssssmmm— 09
Slovenia NI 30
Cyprus I 31

Po r‘tuga| ———————— 5

Greece NI 30

0 10 20 30

50 60 70 80 90 100

Source: Cornell University, INSEAD, and WIPO (2018), The Global Innovation Index 2017.

CYPRUS
COMPETITIVENESS REPORT

91



92

Intangible assets

As a proportion of total business investment,
investment into various intangible assets in
Cyprus is broadly comparable to the EU av-
erage and the benchmark countries (Figure
86). At the same time, total investment per
employee is well below the EU average and
all benchmark countries (Figure 87). Hence,
while the overall structure of investments by
asset type is not fundamentally different from
other benchmark countries, the absolute
amount of investment per worker in Cyprus is
relatively low for both tangible and intangible
assets. On the one hand, this suggests that
investment levels need to be raised. On the
other hand, it poses questions as to whether
Cyprus should prioritise raising levels of in-
vestment or whether it should target specific
asset types, particularly investment catego-
ries, including intangible assets, which are
more likely to bring productivity improve-
ments.

Description: Intangible assets
There are various definitions of intangible assets

but generally they are considered to cover assets

Figure 86 Investment by asset type, 2017
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Figure 87 Investment intensity, 2017
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Benchmark of input factor competitiveness drivers

Input factor competitiveness drivers are those factors that directly feed into the production and
value-creation processes of enterprises. These are grouped into four themes: human capital; tech-
nology, innovation and knowledge; financial infrastructure; and productive and physical infrastruc-
ture.

Human capital refers to the availability and quality of the workforce. Technology, innovation and
knowledge refers to public investments into technology and innovation, the knowledge infrastruc-
ture, and the technological and innovation characteristics of firms. It reflects the importance of tech-
nological breakthroughs and technology-based innovations as the basis of many productivity gains.
Financial infrastructure covers the institutions that provide access to finance and financial services.
Productive and physical infrastructure refers to infrastructure such as transportation, utilities or tel-

ecommunication infrastructure.

7.1 Human capital

Human capital refers to the availability and
quality of the workforce. It reflects the skills,
competences and other attributes embodied
in workers—individually or collectively—that
are used to produce goods, services, and
ideas. Human capital is described through in-
dicators that capture the provision of educa-
tion, educational attainment and outcomes,
and the availability and quality of specific
skills.

Education system

At 6 percent of GDP, Cyprus has one of the
highest shares of government expenditures
on education among the benchmark coun-
tries, which compares to an EU average of 5
percent. (Figure 88) Furthermore, reported
private spending on education in Cyprus is
significant, in contrast to many other coun-
tries.

Cyprus also has one of the highest propor-
tions of the population that has completed ter-
tiary-level education at 38 percent. A further
38 percent have completed secondary edu-
cation. This compares to an EU28 average of
27 percent of the population having tertiary
education, and 46 percent with secondary ed-
ucation. (Figure 89)
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Moreover, Cyprus currently has the highest
share of 25 to 34-year olds with tertiary edu-
cation of all benchmarked countries, with 56
percent compared to an EU average of 38
percent. (Figure 90)

While overall tertiary educational levels are
impressive, Cyprus has a comparatively low
share of pupils enrolled in vocational second-
ary education, with only 16 percent compared
to the EU28 average value of 47 percent. The
low level of vocational education for Cyprus
presents a mirror image of the high levels of
tertiary education, suggesting that second-
ary-level education is orientated towards pre-
paring students for entry into tertiary educa-
tion, rather than equipping them with specific
skills to enter the job market. (Figure 91)

Alongside a low rate of vocational education,
among the benchmark countries, Cyprus also
has the lowest proportion of Science, Tech-
nology, Engineering and Mathematics
(STEM) graduates among 20-29 year-olds.
The country with the highest number, Ireland,
has 32 STEM graduates per thousand indi-
viduals aged 20-29, over three times the
number in Cyprus. (Figure 92)

The proportion of early-school leavers (i.e.
students that fail to obtain upper-secondary
qualification or equivalent) is 9 percent in Cy-
prus, 2 percentage points lower than the EU
average. Slovenia performed best with a rate
of 5 percent while Malta performed the worst



at 19 percent. Most of the benchmark coun- data is available, the share of enterprises

tries have seen fewer early school leavers; providing training to their employees in Cy-
however, the early school leaving rate in Cy- prus was close to the EU average, but lower
prus actually rose in the last two years. than most of the benchmark countries, with
only Greece and Malta having a lower share
In-work training is also limited, but not excep- of firms providing training. (Figure 94)

tionally so. In 2015, the latest year for which

Figure 88 Government expenditure in education, 2012 and 2016
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Figure 89 Educational attainment levels of population aged 15-64, 2017
100

80
X 70
C
2 60
©
3 50
2 40
o 30
2 2
(%]
0
> -2 ) X D > Q) > @
@@\\. \'o(\\ Q,?’ \fb(\b &é &"/ é’b(\ QQ) O(o {(\’b& \,b(\ \\Q/Q\
S O & « SN SO
P Q' b% o 9
NS <&
&

B Primary M Secondary M Tertiary

Source: Eurostat, Population by educational attainment level [edat_lfse_03].

CYPRUS
COMPETITIVENESS REPORT

95



96

Figure 90 Share of 25-34 year olds with tertiary education, 2008, 2012 and 2017
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Figure 91 Vocational enrolment as share of secondary education enrolment, 2016
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Figure 92 STEM graduates among 20 to 29-year olds, 2016
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Figure 93 Early school leavers in the young population, 2017
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Figure 94 Enterprises providing training to their employees, 2005, 2010 and 2015
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Educational performance and skills

While the education system in Cyprus is
seemingly well-funded and produces large
numbers of tertiary graduates, educational
outcomes do not match the level of spending.
Cyprus has the lowest PISA results for sci-
ence, mathematics and reading among the
benchmark countries and is behind the EU
average. Although standardised test scores
can be criticised for overly emphasizing quan-
tifiable aspects of education, Cyprus stands
out as a country with both significant expend-
itures on education and relatively weak test
scores. This suggests that improving educa-
tional outcomes may not require increased
funding but rather improved effectiveness of
the educational system. (Figure 95)

As already noted, Cyprus has a low propor-
tion of graduates in STEM subjects. More
broadly, digital skill levels in the population
are low. Among the benchmark countries, Cy-
prus has the lowest share of 16 to 74-year
olds reporting that they have above basic dig-
ital skills, with only 19 percent reporting a
basic level, compared to an EU average of 31
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All sectors excluding financial sector. Enterprises with less than 10 employees not included. Data for Ireland not avail-

Eurostat, Enterprises providing training by type of training and size class [trng_cvt_01s].

percent. At the same time, 26 percent of firms
in Cyprus report that they provide ICT train-
ing, which is slightly above the EU average
and comparable to most benchmark coun-
tries. (Figure 96)

The comparatively low level of science and
digital skills can be viewed in the context of
various indicators that point to low levels of
adoption of digital technologies in the private
sector (Figure 106 on page 108) and public
institutions (Figure 73 on page 82 and Figure
79 on page 87). Even if current demand for
STEM or digital skills is modest, the increas-
ing importance of digital technologies across
all sectors suggests that Cyprus may be at
risk of falling behind if the Cypriot workforce
and the educational system are not fully pre-
pared to adapt to new and emerging trends.

The percentage of the population in Cyprus
that self-reports knowing one or more foreign
languages is almost 90 percent; and while the
data does not indicate which foreign lan-
guages are spoken, for Cyprus it can be pre-
sumed that English is dominant among the
foreign languages spoken. (Figure 97)



Figure 95 Educational performance by expenditure, 2015
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Figure 96 ICT training and skills, 2017
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Figure 97 Share of population that knows a foreign language, 2016
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Skills mismatch

The well-funded education system in Cyprus
appears to deliver a highly educated work-
force, with a high proportion of tertiary gradu-
ates. There does seem to be a weak empha-
sis on more scientific and technical subjects,
including ICT-related skills. Moreover, alt-
hough cyclical conditions may explain overall
labour market conditions, Cyprus has high
rates of youth unemployment (Figure 15 on
page 35) and a comparatively high proportion
of young persons who are not in employment,
education or training (Figure 53 on page 68).
This may indicate that the education system
is failing a small, but not insignificant, number
of students that are unable to enter the work-
force or further pursue their education or
training.

Discrepancies between education and the la-
bour market are also apparent from estimates
of skills mismatch. Based on the proportion of
tertiary education graduates currently em-
ployed in low-skilled jobs, Cyprus has the
highest levels of over-qualification in the
workforce among the benchmark countries,
particularly in manufacturing, professional
services, wholesale and retail distribution,
and public administration. (Figure 98)

Similarly, a mismatch of horizontal skills sug-
gests many employees work in occupations
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that are unrelated to their field of education.
This mismatch not only exists in fields such
as the humanities or education, but also in
fields such as computing, science, mathemat-
ics and engineering. (Figure 99)

Taken together, these findings suggest that
the educational system is not as efficient as it
could be in delivering a qualified workforce
corresponding to market needs. This is an im-
portant competitiveness issue if it means that
employers, particularly in the private sector,
are constrained by a lack of appropriately
skilled workers. And it is obviously an issue
for those unable to find work that suits their
level and field of education. Finally, it could
also imply that employers and workers need
to pursue further training, whether through
post-education or in-house training. However,
as shown above, it appears that levels of in-
work training in Cyprus are comparable to the
levels seen in the benchmark countries.

Description: Skills mismatch

A skills mismatch in the labour markets is defined
as a situation where skills of workers do not match
the skill requirements and needs of their jobs. A
vertical skills mismatch is a situation in which the
level of educational attainment does not match the
skill requirements of the job (over and under-qual-
ification). For example, a university graduate em-
ployed as a sales clerk in retail is a vertical skills



mismatch. A horizontal skills mismatch is a situa-
tion in which the type of education does not match
the skill requirements of the job. For example, an
engineering graduate employed as a hotel man-
ager is typically a horizontal skills mismatch.

In practice, the measurement of skills mismatch is
difficult, and the data shown are produced by Eu-
rostat on an experimental basis. Eurostat defines
vertical skills mismatch or over qualification as a

situation in which employed persons who have at-
tained tertiary education work in occupations for
which a tertiary education level is not required. A
horizontal skills mismatch is defined as a situation
in which the field of education of an employed per-
son is not related to their current occupation.

Source: https://ec.europa.eu/euros-
tat/web/skills/background/experimental-statistics

Figure 98 Vertical skills mismatch per industry, 2016
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Figure 99 Horizontal skills mismatch per subject area, 2016
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7.2 Technology, innovation and
knowledge

Technology, innovation and knowledge refers
to public investments into technology and in-
novation, the knowledge infrastructure, and
the technological and innovation characteris-
tics of firms. It reflects the importance of tech-
nological breakthroughs and technology-
based innovations as the basis of many
productivity gains. It covers product innova-
tion (i.e. the introduction of new or improved
products), innovations in production pro-
cesses, new marketing methods, new organ-
isational methods, new business practices,
and new ways of organising value chains or
other forms of cooperation.

To some extent, the small size of the domes-
tic market of Cyprus could limit opportunities
for technology, innovation and knowledge
creation by both the public and private sector.
Also, structural and cyclical factors may come
into play. For example, the service-oriented
structure of the economy, the lack of large en-
terprises, any lingering effects from the do-
mestic banking crisis and constraints on pub-
lic finances that weigh on the public sector’s
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ability to maintain and expand public invest-
ments and the knowledge infrastructure. At
the same time, the relative openness of the
economy, integration with the EU, and high
levels of educational attainment are factors
that should facilitate and promote technology,
innovation and knowledge creation.

Innovation performance

While Cyprus’ performance in the European
Innovation Scoreboard ranks below the EU
average and lags particularly behind Northern
European countries, it is comparable to other
small and Mediterranean countries. The in-
dex value for Cyprus fell between 2013 and
2014, widening the gap between Cyprus and
the Innovation Scoreboard leaders. In recent
years Cyprus has improved and has started
to catch-up. (Figure 100)

Although not presented here, the data under-
lying the Innovation Scoreboard show that,
while Cyprus does particularly well in educa-
tional attainment and academic research out-
puts, it struggles to translate this prowess into
a strong innovation performance of the pri-
vate sector. One explanation comes from the



situation of the financial sector and invest-
ment conditions, with Cyprus falling behind in
areas of relevance for private-sector innova-
tion activities, namely finance and support,
firm investment, SME innovation and link-
ages.

The Global Innovation Index ranks Cyprus ra-
ther well in knowledge and technology out-
puts; a result driven by strengths in academic
research and publications, new business cre-
ation and FDI outflows. However, as shown
earlier in this report, indicators based on FDI
data need to be interpreted cautiously be-
cause of the influence of Special Purpose En-
tities and do not necessarily reflect strengths
in (domestic) technology and innovation. For
the sub-index creative outputs, the Global In-
novation Index ranks Cyprus poorly com-
pared to benchmark countries, especially in
the creation of intangible assets or creative
goods.? Similarly, Cyprus does weakly when
compared to most benchmark countries in
terms of per capita patent applications to the
European Patent Office (EPO). (Figure 101)

Description: European Innovation Scoreboard

The European Innovation Scoreboard “provides a
comparative analysis of innovation performance in
EU countries, other European countries, and re-
gional neighbours. It assesses relative strengths
and weaknesses of national innovation systems
and helps countries identify areas they need to ad-
dress.” The Scoreboard ranks countries according

12 According to the EIB investment survey, Cyprus is broadly com-
parable to the EU average in the share of intangible assets in
total investments. But the definitions of intangible assets are
not comparable, with the EIB including all intangible assets,

to 10 broad areas: human resources, the attractive-
ness of the research system, innovation-friendly
environment, finance and support, firm investment,
SME innovation, linkages and cooperation, intellec-
tual assets, employment impacts, and sales im-
pacts.

Description: Global Innovation Index (sub-indi-
ces)

Knowledge and Technology Outputs Index
Knowledge and technology outputs is a sub-index
of the Global Innovation Index, and covers
knowledge creation, impact and diffusion.
Knowledge creation includes patents or publica-
tions. Knowledge impact includes per capita growth
rates, new business creation or technology adop-
tion by firms. Knowledge diffusion includes trade in
knowledge-intensive good or services or FDI out-
flows.

Creative Outputs Index

The creative outputs index is a sub-index of the
Global Innovation Index. It covers intangible as-
sets, creative goods and services, and online crea-
tivity. Intangible assets include the creation of new
business models, organisational models, trade-
marks and industrial designs. Creative goods and
services include the creation of films, publications,
or other media products. Online creativity includes
an online presence through top-level domains, Wik-
ipedia edits or YouTube uploads.

whereas the Global Innovation Index focuses on new busi-
ness and organisational models, trademarks and industrial
designs.
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Figure 100 European Innovation Scoreboard Index, 2007-2017
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Figure 101 Knowledge, technology and innovation outputs, 2017
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Research and development expenditures

Overall investments into research and devel-
opment in Cyprus are limited. Cyprus ranks
behind all benchmark countries in R&D ex-
penditure as a share of GDP, with countries
such as Germany, Denmark or Finland
achieving shares more than five times higher
than Cyprus. (Figure 102)

About 56 percent of R&D expenditures in Cy-
prus comes from the public sector (i.e. public
administrations and universities), an excep-
tionally high share compared to other bench-
mark countries. (Figure 103) This means that,
despite being small in absolute amounts,
public R&D expenditures relative to GDP are
around the same as many other benchmark
countries. Conversely, the share of private
R&D expenditures in GDP is extremely small.
(Figure 104)

Figure 102 Intramural R&D expenditure by all sectors, 2017
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Figure 103 Intramural R&D expenditure by sector of performance, 2016
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Figure 104 Private sector expenditure on R&D, 2012 and 2017
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Knowledge institutions

Cyprus has a total of eight universities, three
of which are public. Two of the three public
universities feature in the Times Higher Edu-
cation World University Rankings lists of the
global top 1,000 research-intensive universi-
ties: the Cyprus University of Technology
(ranked between 351 to 400) and the Univer-
sity of Cyprus (ranked between 401 to 500).
Among young universities, established in the
last 50 years, Cyprus University of Technol-
ogy ranks 59" and University of Cyprus ranks
64™. This is a respectable performance given
the small size of Cyprus, and the young age
of its universities. In fact, when adjusting for
population size, Cyprus ranks among the best
of the benchmark countries. (Figure 105)

The strength of Cyprus in academic research
reflects the high share of research and devel-
opment expenditures allocated to the higher-
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education sector. It also relates to the high
share of tertiary education graduates, contrib-
uting to and reflecting the strength of univer-
sities in Cyprus. It is also the strength of uni-
versities and academic research that the
newly created Research and Innovation
Council under the Chief Scientist is seeking
to exploit.

Description: Times Higher Education World
University Rankings

The Times Higher Education World University
Rankings lists the top 1,000 research-intensive uni-
versities in the world. The ranking is based on 13
performance indicators, covering four areas: teach-
ing, research, knowledge transfer and international
outlook.



Figure 105 Number of universities in the global Top 1000 per capita, 2017
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Enterprise technology adoption and inno-
vation activity

Cyprus has low rates of technology adoption
by business. Relative to the benchmark coun-
tries, Cyprus has relatively few firms selling
online. Few companies use enterprise re-
source-planning software, electronic invoic-
ing or big data analytics. (Figure 106) These
findings are consistent with the low levels of
business sophistication highlighted earlier in
the report. (Figure 80, Figure 84, Figure 85)

The World Economic Forum Executive Opin-
ion Survey seems to confirm the assessment
that Cyprus lags the benchmark countries. It
reveals low levels of technology transfer
through FDI. (Figure 107) Also, firms in Cy-
prus do not cooperate with academia as
much as they do in other countries bench-
mark countries. (Figure 108) This suggests
that there are barriers to translating Cyprus’
excellence in academic research into innova-
tion in the business sector.

The dominance of service sectors and the
lack of large firms may contribute to the ob-
served low technology adoption and innova-
tion activity in Cyprus. When comparing the
innovation performance of SMEs, Cyprus is
much closer to, and even above, the EU av-
erage. (Figure 109)

Furthermore, a supportive legal framework
for innovation helps promote technology
transfer and cooperation. Intellectual property
rights protection—on which Cyprus continues
to improve (Figure 70 on page 80)—and legis-
lation allowing universities to create spin-offs
are, among others, all factors that influence
technology adoption and innovation activities.
At the same time, lagging technology adop-
tion in the public sector (Figure 73 on page
82) may act as a drag on private-sector tech-
nology adoption and innovation activities.

This situation is concerning, as a lack of
adoption of digital technologies does not only
affect productivity, but also reflects on the
ability of firms to adapt and take advantage of
opportunities presented by new trends and
developments.
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Figure 106 Enterprise technology adoption, 2017
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Figure 107 FDI and technology transfers, 2017
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Figure 108 Enterprises cooperating with academia, 2014
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Figure 109 Innovative SMEs, 2017
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7.3 Financial infrastructure

Financial infrastructure covers the institutions
that provide access to finance and financial
services. These include banks and other fi-
nancial intermediaries, capital and financial
service providers, insurance companies, and
public institutions such as the Central Bank of
Cyprus, the Cyprus Stock Exchange Com-
mission, and the Insurance Companies Con-
trol Service.

Cyprus’ membership in the Eurozone and the
strong impact of the 2012-13 banking crisis
are key considerations for the assessment of
the financial infrastructure. Nonetheless, alt-
hough the impact of the crisis is still being felt,
the situation has improved in recent years
and prospects are encouraging.

Findings from the World Economic Forum
(WEF) Global Competitiveness Index illus-
trate the profound impact of the domestic
banking crisis on perceptions of Cyprus’ fi-
nancial infrastructure. In 2011 and 2012, be-
fore the domestic banking crisis, Financial
market development was assessed as a
strong point of Cyprus’ competitiveness, with
the country ranked 25" out of 142 countries.
However, even after recent improvements,
Cyprus was in 108™ position out of 137 coun-
tries in the WEF rankings for 2017-18. This is
considerably worse than Cyprus’ ranking in
all other competitiveness pillars except Mar-
ket size and Macroeconomic environment,
the latter being closely linked to the situation
of the financial sector. Moreover, availability
of local equity financing and venture capital,
which were relatively poorly evaluated even
before the banking crisis, is an area of con-
cern. (Figure 110 and Figure 111)
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One important contributing factor is the very
high ratio of domestic credit to GDP in Cyprus
compared to the benchmark countries. Alt-
hough the ratio has declined from more than
250 percent of GDP to 240 percent, it remains
the highest of the benchmark countries
which, combined with important volumes of
non-performing loans, is a source of stress on
the banking system. (Figure 112)

Definition: Financial Market Development Index
(WEF)

The World Economic Forum (WEF) Executive
Opinion Survey asks respondents to rate aspects
of financial services and infrastructure using a scale
from 1 (lowest) to 7 (highest). The individual survey
questions are:

e Affordability: To what extent does competi-
tion among providers of financial services in
your country ensure the provision of financial
services at affordable prices?

e Availability of financial services: Does the
financial sector in your country provide a wide
variety of financial products and services to
businesses?

e Access to loans: How easy is it to obtain a
bank loan in your country with only a good
business plan and no collateral?

e Local equity market: How easy is it to raise
money by issuing shares on the stock market
in your country?

e Soundness of banks: How would you assess
the soundness of banks in your country?

e Securities exchange regulation: How would
you assess the regulation of securities ex-
changes in your country?

e Venture capital availability: In your country,
how easy is it for entrepreneurs with innovative
but risky projects to find venture capital?



Figure 110 Cyprus financial market development, 2010-2017
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Figure 111 Cyprus financial market development by theme, 2017
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Figure 112 Domestic credit to private sector, 2017
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Access to Finance

Non-financial corporations face higher bor-
rowing costs than many benchmark coun-
tries, with only Greece and Malta having
higher costs. Interest rates for loans to busi-
ness are more than double compared to Fin-
land, Germany and the Netherlands, for ex-
ample. These high borrowing costs could po-
tentially place a burden on firms, especially
smaller ones. However, these higher costs
need to be placed in context, as the difference
between Cyprus and the Eurozone average
is not more than 170 basis points. Inflation in
Cyprus is also slightly higher than the EU av-
erage, which also needs to be considered.
Encouragingly, the borrowing cost for house-
holds remains relatively close to the average
across the Eurozone and Cyprus scores bet-
ter than most benchmark countries. (Figure
113)

The cost of resolving insolvency are one pos-
sible contributing factor to high borrowing
costs in Cyprus. While Cyprus has made con-
siderable progress in improving its insolvency
framework, a lack of effective insolvency ser-
vices and a slow judicial system means that
Cyprus lags the EU average in terms of the
cost of resolving insolvency (European Com-
mission, 2017hb).
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Cyprus is characterised by a lack of diversity
of external funding sources used by firms. In
contrast to other benchmark countries, al-
most all external finance in Cyprus comes in
the form of bank loans or other forms of bank
finance. Most lending is collateralized. The
IMF (2017) indicates that two thirds of loans
are collateralized against real estate.

Almost no external finance comes from, for
example, issuance of bonds or equity, leasing
or hire purchase, or factoring or invoice dis-
counting. (Figure 114) Similarly, the stock ex-
change plays virtually no role in firm financ-
ing, with fewer than 10 non-financial compa-
nies being listed on the Cyprus stock ex-
change. (European Investment Bank, 2017)

Potential explanations for the reliance on
bank financing include the dominance of
SMEs or the small size of the Cypriot market.
It is not clear, however, whether the lack of
diversity results from a lack of alternative
funding offers, or because firms are not will-
ing or capable to access alternative funding
sources. However, given high borrowing
costs, it would be puzzling if firms did not seek
out alternative funding sources, which may
suggest that supply rather than demand is the
main issue. This would align with the World
Economic Forum perceptions survey, which
found that the availability of financial services



and of equity or venture capital financing had
fallen during and after the banking crisis. (Fig-
ure 110)

Figure 113 Cost of borrowing for households and non-financial corporations, 2018
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Figure 114 Firm’s sources of external finance, 2017
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7.4 Productive and physical infra-
structure

Productive and physical infrastructure refers
to infrastructure such as transportation, utili-
ties or telecommunications. It covers both
hard and soft infrastructure, and, adopting a
broad definition, also include outcomes such
as connectivity. The extensiveness and qual-
ity of infrastructure can be measured in vari-
ous ways. First, this includes the stock of and
investment in infrastructure, with the latter
also providing an outlook on the future stock
of infrastructure. Secondly, the quality of in-
frastructure can be measured by indicators
on costs, such as the cost of shipping a con-
tainer, or indicators that directly measure
quality, such as internet speed.

Transport

Measured by kilometres of road per capita,
the road infrastructure in Cyprus is relatively
extensive compared to most benchmark
countries and is perceived to be of good qual-
ity according to the WEF Executive Opinion
Survey. The high per-capita level of road in-
frastructure reflects a combination of the
small geographical size of the country, the
relatively high population density, and the
clustering of population along an axis from
Nicosia to Larnaca, and Limassol to Paphos.
(Figure 115)

External connectivity provided by ports and
airports is especially important to island econ-
omies such as Cyprus. While country size
and geographical location influence the over-
all level of external connectivity, there is some
evidence that Cyprus performs less well in
terms of external connectivity and interna-
tional transport infrastructure than some
benchmark countries with a similar reliance
on non-land-based trade connections.

In the maritime area, liner shipping connectiv-
ity for Cyprus is below that of geographically
proximate countries such as Greece, Malta,
and Israel. Furthermore, Cyprus has fallen
behind: While in 2007 Cyprus was compara-
ble to countries such as Denmark, Israel and

CYPRUS
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Slovenia, since then these countries have im-
proved, while Cyprus has worsened. (Figure
116)

In common with Slovenia, Malta, and Estonia,
Cyprus achieves a low score in terms of the
Airport Council International—Europe’s Air-
port Industry Connectivity Index. This meas-
ure is, furthermore, affected by seasonal fac-
tors, as it is based on flight data for the third
week of June which is high tourist season in
Cyprus. Country size is an important explana-
tion for connectivity, with larger countries
such as the UK or Germany better connected
than smaller countries such as Cyprus. In
fact, on a per capita basis and relative to
GDP, Cyprus is better connected than most
benchmark countries. But while this explains
low scores for air connectivity, it is the abso-
lute level of connectivity that matters for trav-
ellers, and thus overall competitiveness. Im-
portantly, these structural factors imply that it
may be hard for policy makers and airport au-
thorities to address weak connectivity. (Fig-
ure 117)

Despite Cyprus’ low air connectivity score,
over the last five years, Larnaca airport was
among the European leaders in terms of con-
nectivity improvements between 2017 and
2018. There are a large number of direct
flights, many serving the tourism industry.
Conversely, indirect connectivity, through
connecting flights via third-country hubs is rel-
atively weak compared to the benchmark
countries. (Airports Council International,
2018) Regarding the efficiency of air services,
the World Economic Forum perceptions sur-
vey places Cyprus ahead of Slovenia and Es-
tonia, but below the other benchmark coun-
tries. (Figure 117)

Compared to the benchmark countries, Cy-
prus ranks towards the bottom in the World
Bank Logistics Performance Index, only
ahead of Malta. Underlying information be-
hind this indicator identify weak spots in the
ease of arranging competitively priced ship-
ments, the competence and quality of logis-
tics services, and the ability to track and trace



consignments. This suggest that soft infra-
structure may matter as much as the physical
infrastructure for delivering improvements in
Cyprus’ overall international logistics perfor-
mance. (Figure 118)

Definition: International Logistics Performance In-
dex (World Bank)

The World Bank Logistics Performance Index (LPI)
benchmarks countries’ performance on trade logistics
across 160 countries. The LPI is based on a worldwide
survey of operators on the ground (global freight for-
warders and express carriers), providing feedback on
the logistics “friendliness” of the countries in which
they operate (domestic LPI) and those with which they
trade (international LPI). Feedback from operators is
supplemented with quantitative data on the perfor-
mance of key components of the logistics chain in the

Figure 115 Road density and quality, 2016 and 2018
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country of work. The international LPI ranks countries
on six dimensions of trade. They are:

e Customs: The efficiency of customs and border
management clearance;

e Infrastructure: The quality of trade and transport
infrastructure;

e Ease of arranging shipments: The ease of ar-
ranging competitively priced shipments;

e Quality of logistics services: The competence
and quality of logistics services—trucking, for-
warding, and customs brokerage;

e Tracking and tracing: The ability to track and
trace consignments;

e Timeliness: The frequency with which shipments
reach consignees within scheduled or expected
delivery times.
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Data for kilometres of road not available for Greece and Malta.
Eurostat, Length of motorways and e-roads [road_if_motorwa], 2016; World Economic Forum, Executive Opinion Sur-
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Figure 116 Liner Shipping Connectivity Index, 2008 and 2017
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Source: United Nations Conference on Trade and Development (UNCTAD), Liner Shipping Connectivity Index.

Figure 117 Air connectivity and efficiency of air transport services, 2017 and 2018
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AirportIndustry Connectivity Index
The Airport Industry Connectivity Index (AICI) measures the overall level to which an airport is connected to the rest of
the World, either by direct flights or indirect connections via other airports. The index is a composite of the number of
destinations, the frequency of services and the quality of connections (i.e. whether services are direct or via hubs).
Airports Council International - Europe, Airport Industry Connectivity Index, 2017; World Economic Forum, Executive
Opinion Survey, Global Competitiveness Report, 2018.
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Figure 118 International Logistics Performance Index, 2010 and 2018
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Source: World Bank, Logistics Performance Index, 2018.

Electricity

Cyprus achieves a low ranking among the
benchmark countries for the ease of getting
electricity supply, although differences com-
pared to the benchmark countries are small.
(Figure 119) Regarding the ease of getting
electricity supply, the largest difference within
the Doing Business indicator is with respect
to the number of days that are required to ob-

tain a permanent electricity connection. Tak-
ing on average 137 days, it significantly ex-
ceeds the OECD average of 77 days. (World
Bank, 2019)

Perhaps more concerning are the high costs
of electricity. As noted in Section 5.4 (Figure
56 on page 70) electricity prices in Cyprus are
among the highest of the benchmark coun-
tries, mostly due to high costs of electricity
generation.

Figure 119 Procedure, time and cost for getting electricity, 2018
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ICT infrastructure

The International Telecommunications Un-
ion’s ICT Development Index, which provides
a broad composite measure of telecommuni-
cation infrastructure that captures ICT readi-
ness, intensity and capability, ranks Cyprus
ahead of Portugal, Greece and Slovenia and
gives the country an overall score compara-
ble with Malta, Israel and Finland. (Figure
120)

With fixed and mobile phone subscriptions in
line with benchmark countries (Figure 121),
and high levels of educational attainment,
sources of weakness in Cyprus’ performance
are linked to internet and computer access
and usage. Internet bandwidth seems to be a
one problem area, with Akamai’s State of the
Internet Connectivity Report placing Cyprus

Figure 120 ICT Development Index, 2017
ICT Development index
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well below all benchmark countries. Small
market size or the peripheral location do not
seem to explain this outcome, as countries
such as Malta provide significantly higher in-
ternet speeds. (Figure 122)

The European Commission’s Digital Econ-
omy and Society Index also finds that con-
nectivity is a weak spot for Cyprus, along with
human capital (i.e. digital skills), which are
both below the EU average. (Figure 123) Po-
tentially, this creates the possibility of a neg-
ative cycle, whereby low internet speeds, low
broadband penetration and high prices create
a barrier to digital adoption and acquisition of
digital skills and, conversely, low digital adop-
tion and acquisition of digital skills constrain
demand for broadband internet and hence re-
strict incentives for suppliers to roll-out infra-
structure investments and services.

5 6 7 8 9 10

Notes:  The ICT Development Index (ICT-DI), captures ICT readiness, intensity and capability. ICT readiness includes fixed
and mobile phone subscriptions, international internet bandwidth, and the computer use and internet access in house-
holds. ICT intensity includes the use of internet by households, and fixed and wireless broadband subscriptions. ICT
capability, which is given less weight than the first two sub-indices, is proxied by the literacy rate and secondary and

tertiary educational attainment.

Source: United Nations International Telecommunications Union, ICT Development Index (IDI), 2017.
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Figure 121 Mobile-cellular telephone subscriptions, 2008 and 2017
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Figure 122 Average and average peak internet connection speed, 2017
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Figure 123 Digital Economy and Society Index, 2017
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Social and environmental sustainability

Social and environmental sustainability are important societal objectives. But they are also im-
portant preconditions for achieving and maintaining competitiveness in the long-term. Social sus-
tainability is still strongly affected by the aftermath of the 2012-13 banking crisis, with high rates of
unemployment, risk of poverty, and inequality. At the same time, at least compared to the bench-
mark countries, Cyprus is performing well in gender equality.

In comparison to the benchmark countries Cyprus’ ecosystem vitality and, to a lesser extent, envi-
ronmental health is weak. This is concerning given the implications for the attractiveness and via-
bility of Cyprus as a tourism destination. Cyprus is not in a position to affect global environmental
issues such as climate change or marine depletion. At the same time, those areas that public policy
in Cyprus can strongly affect are equally concerning: the share of renewable energy in total energy
consumption is low, as is the recycling rate and the share of waste not going to landfill deposits.

8.1 Social performance Unemployment

While unemployment in 2017 was still above
the EU average and all benchmark countries
except for Greece, it has significantly im-
proved in recent years. As described in Sec-
tion 3.2, unemployment in Cyprus has been
falling since 2014, as the local and European
economies have strengthened. The unem-
ployment rate has continued to converge to-
wards the EU28 average in 2018. (Figure

Indicators of social performance presented a
mixed picture for Cyprus compared to the
benchmark countries and compared over
time. In general, the global financial and eco-
nomic crisis and the domestic banking crisis
negatively impacted on indicators of social
performance for Cyprus, but recent economic
recovery has reversed this deterioration.

124)
Figure 124 Unemployment rate, 2017
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Risk of poverty and social exclusion

Definition: at risk of poverty or social exclusion
The share of Cyprus’ population deemed to
be at risk of poverty or social exclusion, which
rose above the EU average in 2012, was the
second highest among the benchmark coun-
tries in 2017, though it has continued to de-
cline in line with Cyprus’ recent robust eco-
nomic growth. (Figure 125).

At risk of poverty or social exclusion, abbreviated
as AROPE, refers to the situation of people either
at risk of poverty, or severely materially deprived,
or living in a household with a very low work inten-
sity. The AROPE rate measures the share of the
total population that is at risk of poverty or social
exclusion.

Figure 125 People at risk of poverty or social exclusion, 2016
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Source: Eurostat: People at risk of poverty or social exclusion by age and sex [ilc_peps01].

Income inequality

Definition: Gini coefficient
Compared with the indicator of persons at risk
of poverty or social exclusion, Cyprus scores
better for income inequality, with less meas-
ured income inequality than Greece, Portugal
and Estonia. Despite some fluctuations in in-
come inequality between 2007 and 2017,
there is also considerable improvement in re-
cent years. (Figure 126)

The Gini coefficient measures the extent to
which the distribution of income within a country
deviates from a perfectly equal distribution. A
coefficient of O expresses perfect equality
where everyone has the same income, while a
coefficient of 100 expresses full inequality
where only one person has all the income. The
Gini coefficient of equalised disposable income
measures the extent to which the distribution of
equalised disposable income after social trans-
fers deviates from a perfectly equal distribution.

CYPRUS
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Figure 126 Gini coefficient of equivalised disposable income, 2017
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Gender employment gap

In terms of its gender employment gap, Cy-
prus performs relatively well. The gap in the
employment rate between men and women in
Cyprus is below the EU average and closer to
Northern European countries than the high
levels observed in Malta, Greece and Ireland.
(Figure 127)

Figure 127 Gender employment gap, 2017
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Definition: gender employment gap

The gender employment gap is defined as the dif-
ference between the employment rates of men and
women aged 20-64 (i.e. the employment rate for
men less the employment rate for women). The em-
ployment rate is calculated by dividing the number
of persons aged 20 to 64 in employment by the total
population of the same age group.

Eurostat, Labour Force Survey: Gender employment gap [tesem060].
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Gender inequality index

Cyprus performs reasonably well under the
UNDP’s Gender Inequality Index (GlI), which
is a broader composite index of gender equal-
ity. Although behind several of the North Eu-
ropean benchmark countries, Cyprus outper-
forms Malta, Estonia, the UK and Ireland.
(Figure 128).

Figure 128 Gender Inequality Index, 2005, 2012 and 2017
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Definition: Gender Inequality Index

The Gender Inequality Index measures gender in-
equalities in three important aspects of human de-
velopment: reproductive health, measured by ma-
ternal the mortality ratio and adolescent birth rates;
empowerment, measured by the proportion of par-
liamentary seats occupied by women and the pro-
portion of adult women and men aged 25 years and
older with at least some secondary education; and
economic status, expressed as labour-market par-
ticipation and measured by the labour force partici-
pation rate of women and men aged 15 years and
older. The Gender Inequality Index ranges between
0 and 1: higher GllI values indicate higher inequali-

ties.
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Data for Demark in 2007 not available.
UNDP, Gender Inequality Index (GlI).

Notes:
Source:

8.2 Resource use and environmen-
tal performance

Overall environmental performance

The Environmental Performance Index—a
broad composite measure of environmental
health and ecosystem vitality—ranks Cyprus
24™ of 180 countries and 13™ of the 28 EU
member states. Cyprus has a global rank of
25 for the environmental health sub-index
and 43 for the ecosystem vitality sub-index.
Overall, Cyprus performs well in global terms

CYPRUS
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but is poorly positioned in comparison to
many of the selected benchmark countries.

Cyprus’ relatively low position for ecosystem
vitality is concerning given potential implica-
tions for the attractiveness of Cyprus as a
tourism destination, and the need to maintain
a balance between exploiting ecological re-
sources (e.g. eco-diversity, habitat or water
resources) for tourism purposes while pre-
serving ecosystem vitality. (Figure 129)



Definition: Environmental Performance Index

The Environmental Performance Index is a composite index measuring environmental health and ecosystem vitality.
Environmental health is assumed to rise with economic growth and prosperity. It includes indicators such as access to
drinking water, water quality and air quality. Conversely, ecosystem vitality is assumed to come under strain from
industrialization and urbanization, and includes indicators such as water resources, forestry and fisheries resources,
and biodiversity. The index is scaled to be between 0 and 100, with 100 indicating a better performance.

Figure 129 Environmental Performance Index, 2017
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Greenhouse gas emissions and energy in- These gases are aggregated into a single unit us-
tensity ing gas-specific global warming potential factors

and expressed in units of CO2 equivalents. The

Cyprus has made progress in reducing man- o _ o
indicator does not include emissions and removals

made greenhouse gas emissions per capita
and its energy intensity relative to GDP but,
nonetheless, remains in the top half of the
benchmark countries. (Figure 130 and Figure
131). A contributing factor to Cyprus’ rela-
tively high emissions has been a rapid in-
crease in energy demand. Cyprus saw the
biggest rate of increase in energy demand
among EU member states, growing 41 per Definition: Energy intensity
cent from 1.6 to 2.3 million tonnes of oil equiv-
alent between 1990 and 2015.

related to land use, land-use change and forestry,
nor does it include emissions from international
maritime transport. It does include emissions from
international aviation as well as indirect CO2 emis-
sions. CO2 emissions from biomass with energy
recovery are not included in national greenhouse
gas totals.

Energy intensity is calculated based on Eurostat
Energy Balances and GDP data, and is expressed
as gross inland consumption of energy in tonnes
Definition: Greenhouse gas emissions of oil equivalent (TOE) relative to gross domestic

o o product.
The Greenhouse gas emissions indicator shows

man-made emissions of the 'Kyoto basket' of
greenhouse gases that includes: carbon dioxide,
methane, nitrous oxide, and the so-called F-gases

CYPRUS
COMPETITIVENESS REPORT 125



126

Figure 130 Greenhouse gas emissions, 2005, 2010 and 2016
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Figure 131 Energy intensity, 2016
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Renewable energy

Cyprus’ dependency on fossil fuels for energy
is the highest in the EU. In 2016, Cyprus’ re-
newable energy share was 9.3 percent plac-
ing it in the 5" lowest position among the
benchmark countries, ahead of Ireland, the
UK, the Netherlands and Malta, but some dis-
tance behind Germany and Greece. Although
Cyprus appears on track to reach the target
(13 percent of gross final energy consump-
tion) by 2020, there may be some concern
that continued strong economic growth may

CYPRUS
COMPETITIVENESS REPORT

Eurostat: Greenhouse gas emissions per capita [t2020_rd300].
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Eurostat, Simplified energy balances - annual data [nrg_100a] and GDP and main components (output, expenditure

undermine achieving this objective. (Figure
132)

Definition: Renewable energy in gross final en-
ergy consumption

This indicator shows the share of renewable energy
consumption in gross final energy consumption ac-
cording to the Renewable Energy Directive. The
gross final energy consumption is the energy used
by end consumers (final energy consumption) plus
grid losses and self-consumption of power plants.



Figure 132 Renewable energy in gross final energy consumption for selected countries, 2005, 2010 and
2016
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Source: Eurostat: Share of renewable energy in gross final energy consumption [t2020_rd330].

Resource productivity

Definition: Resource productivity
Cyprus’ resource productivity is below the EU
average. During the period between 2012
and 2017, Cyprus achieved strong growth in
resource productivity—measured as domes-
tic material consumption (DMC) per euro of
(real) GDP—moving it from the 25™ to the 4"
ranked Member State in terms of real growth
in resource productivity since 2000. (Figure
133)

Resource productivity is measured as gross do-
mestic product (GDP) divided by domestic mate-
rial consumption (DMC). DMC measures the total
amount of materials directly used by an economy
and covers the quantity of raw materials extracted
from the domestic territory, plus all physical im-
ports minus all physical exports. The term 'con-
sumption’, as used in DMC denotes apparent con-
sumption and not final consumption.

Figure 133 Resource productivity (GDP divided by domestic material consumption), 2005, 2010 and 2017
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Waste management: Landfill

A high proportion of waste in Cyprus goes to
landfill. Nearly 60 percent of non-mineral
waste went to landfill in 2014, compared to an
EU average of around one quarter. The situ-
ation has been exacerbated by rising tourism
in recent years that have increased pressure
on waste disposal systems on the island (Fig-
ure 134).

Definition: Landfill rate of waste

The Landfill rate of waste indicator is defined as the
volume of waste landfilled (directly or indirectly) in
a country per year divided by the volume of the
waste treated in the same year. The data excludes
waste that is imported from non-EU countries. The
measurement of waste excludes mineral waste
from construction and demolition, other mineral
wastes, soils and dredging spoils. The indicator co-
vers landfilling of hazardous and non-hazardous
waste from all sectors and from households, includ-
ing waste from waste treatment but excluding most
mineral waste, and waste going into pre-treatment
activities (like sorting, drying).

Figure 134 Landfill rate of waste (excluding major mineral wastes), 2010 and 2014
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Waste management: Recycling rate

Mirroring the low landfill rate of waste, Cy-
prus’ recycling rate is also low, placing it be-
low all benchmark countries, except Greece
and Malta. At the same time, the situation has
considerably improved in recent years, with
the recycling rate more than tripling from 5 to
17 percent between 2007 and 2016. (Figure
135)
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Eurostat: Landfill rate of waste excluding major mineral wastes [t2020_rt110].

Definition: Recycling rate of municipal waste

The Recycling rate of municipal waste indicator
measures the tonnage recycled from municipal
waste divided by total municipal waste. Recycling
includes material recycling, composting and anaer-
obic digestion. Municipal waste consists mostly of
waste generated by households but may also in-
clude wastes generated by small businesses and
public institutions and collected by the municipality.
For areas not covered by a municipal collection, the
amount of waste is estimated.



Figure 135 Recycling rate of municipal waste, 2007 and 2016
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Competitiveness of the ICT services sector

Information and communications technology (ICT) services concern those service activities in-
tended to enable or fulfil the function of information processing and communication. It is an emerg-
ing sector in Cyprus, with the turnover of the sector having grown from €1.1 billion in 2008 to more
than €2.8 billion in 2016. The growth of ICT services is mostly due to computer programming and
consultancy. The ICT ecosystem in Cyprus is also emerging. Cypriot universities already offer a
large variety of ICT-related study programmes in ICT disciplines, and host various digital innovation
hubs such as the KIOS research and innovation centre. There are also various incubators and
accelerators providing support to ICT start-ups.

In general, public policy supports the ICT services sector. In particular, the Digital Strategy for
Cyprus sets out a comprehensive agenda for promoting ICT use in all sectors of the economy.
Where improvements could be made are in the coordination and acceleration of policy implemen-
tation, the promotion of digital skills, the promotion of foreign direct investment in ICT services, the
provision of digitalisation incentives for key sectors of the economy, and the forward-looking provi-

sion of a regulatory framework for new, game-changing technologies.

9.1 ICT services in Cyprus

The information and communication technol-
ogies (ICT) services sector is increasingly im-
portant to the growth of advanced economies.
Digitalisation of the economy and the availa-
bility of ICT services play a central role for
competitiveness, with investments in ICT
capital as a key driver of productivity growth.
However, the contribution of ICT services to
Cyprus’ economic performance appears to
have been limited. Although ICT investment
and adoption is low, Cyprus can point to some
success as a (regional) headquarters location
for ICT companies. There are also ongoing
efforts to promote Cyprus as a location for in-
vestments from technology companies
across a range of activities, including soft-
ware development, systems integration, re-
search and development, as well as market-
ing and sales.

The Digital Strategy and Action Plan, adopted
in 2012, identifies ICT as one of the country’s
priority growth sectors. The revised Action
Plan for Growth also emphasises the promo-
tion of e-Government, and the 2018 National
Reform Programme has several initiatives in
this direction (e.g. e-Justice, e-Health). An
ICT ecosystem of sector associations, re-
search institutes, excellence centres, incuba-
tors and other support organisations is
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emerging and should help boost development
of the sector. In this context, Cyprus is seen
to have considerable potential as a (regional)
digital hub, able to exploit its educated work-
force, developed infrastructure, business
friendly environment, and safe and secure sit-
uation.

ICT services definition

The OECD defines ICT services as economic ac-

tivities whose "products are intended to enable

and/or fulfil the function of information processing

and communication”. Under the NACE Rev. 2

classification, ICT services cover:

e ICT wholesale (full title: “Wholesale of infor-
mation and communication equipment”) - di-
vision 46.5;

e Software publishing - division 58.2;

e Telecommunications - division 61;

e Computer programming & consultancy (full ti-
tle: “Computer programming, consultancy and
related activities”) - division 62;

e Data processing & hosting (full title: “Data pro-
cessing, hosting and related activities; web
portals”) - division 63.1;

e ICT repair (full title: “Repair of computers and
communication equipment”) -division 95.1.

Metadata, available at:

http://ec.europa.eu/euro-

stat/cache/metadata/de/isoc_se_esms.htm

Source: Eurostat
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Size, structure and performance of ICT ser-
vices

There are more than 1,300 companies in the
Cyprus ICT services sector. Jointly, they gen-
erate an annual turnover of more than €2.8
billion and employ around nine thousand peo-
ple. Almost half of the ICT services compa-
nies in Cyprus are either engaged in com-
puter programming or consultancy activities,
with other ICT services and ICT facilities man-
agement adding to the overall number. Tele-
communications is the second largest seg-
ment in terms of number of companies, and
the largest in terms of employment. By com-
parison, relatively few companies are active
in ICT wholesale, ICT repair, data processing
& hosting, or software publishing. (Figure
137)

Most ICT services companies in Cyprus are
SMEs, with more than 90 percent of all enter-
prises employing less than 10 people and
99.5 percent less than 50 people. The sector
has only four large companies (with more
than 249 employees), three of which belong
to the telecommunications sub-sector and
one to the computer & programming sub-sec-
tor. The sector has a further 12 medium-sized
companies (between 50 and 249 employees).
Telecommunications is the largest ICT ser-
vices sub-sector by employment, employing
more than 3,500 people. Within telecommu-
nications, more than 2,000 ICT services em-
ployees work for the Cyprus Telecommunica-
tion Authority (Cyta). Computer programming
& consultancy, which employs approximately
3,300 people, is the second highest contribu-
tor to employment. (Figure 136)

Figure 136 Employment in ICT services by sub-sector and firm size, 2016
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Figure 137 Breakdown of number of ICT services enterprises and examples of companies with presence

in Cyprus by sub-sector, 2016
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The ICT sector in Cyprus has been on a
strong upwards growth trajectory, particularly
from 2012 onwards. Since 2008, the number
of ICT companies in Cyprus more than dou-
bled and (nominal) turnover has increased
from €1.1 billion to more than €2.8 billion. The
value added of the sector reached €787 mil-
lion in 2016. Employment growth has been
more restrained (though still healthy), in

creasing from 7,000 in 2008 to 9,000 in 2016.
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The growth of ICT services is to a large extent
led by an increased activity in the computer
programming & consultancy segment, whose
share in total turnover of ICT services rose
from 17 percent to 45 percent in the period
2013 to 2016. The telecommunications seg-
ment remains, however, the largest segment
in terms of value added, accounting for al-
most half of the total for ICT services. (Figure
138)



Figure 138 ICT services in Cyprus — evolution of key variables

Turnover
3,500

3,000

~
wn
Q
S

2,000

1,500 I I

1,000 I

-1 1100171
|

o Em  mm HE EH B

2008 2011 2012 2013

€ Million

2009 2010 2014 2015 2016

Employees

2,000

1,000

ollllllll

2008 2009 2010 2011 2012 2013 2014 2015

10,000
9,000
8,000

% 7,000

2
S 6,000
3

2 5,000

£
4,000
3,000

2016

I |CT services: Computer programming & consultancy

Source:

Compared to the total business economy,
business demographics in the ICT services
sector appear favourable. The high growth
rate of the net population of firms indicates a
healthy creation of new companies. (Figure
139) However, it remains to be seen if the

Figure 139 Net business population growth (in percent)
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present dynamism of the sector will be fol-
lowed by a successful scaling-up of opera-
tions. Survival rates for ICT service compa-
nies are similar to other sectors, with more
than half of the companies not surviving be-
yond year three.

ICT: Computer
programming,
consultancy etc

ICT: Telecommunications

Total ICT services

Total business economy

2015

Source: Business demography by legal form (from 2004 onwards, NACE Rev. 2) [bd_9ac_|_form_r2]

Labour productivity in ICT services is signifi-
cantly higher than the average for the total
business economy in Cyprus. Within ICT ser-

vices, labour productivity was higher in tele-
communications than in computer program-
ming until 2015, after which programming
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grew more rapidly, surpassing telecommuni-
cation in 2016. The high labour productivity in
telecommunications reflects both the indus-
try’s greater capital intensity and the relatively
large size of telecommunications companies.
(Figure 140) Compared to the benchmark
countries, nominal labour productivity in Cy-
prus is higher than in Portugal, Greece, Slo-
venia and Estonia. Furthermore, since 2008,

Cyprus enjoyed the second highest growth
rate in ICT services productivity, right after
Ireland and Finland and followed by the UK
and Germany. (Figure 141) Over the past few
years, there has been a disproportionate in-
crease in value added relative to employ-
ment, reflecting the high labour productivity
growth rates.

Figure 140 Labour productivity in ICT Services and selected sectors, 2008-2016
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Figure 141 Labour productivity in ICT services in Cyprus and benchmark countries, 2008- 2016
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Trade in ICT services has increased rapidly
since 2011, with imports in 2017 more than
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double and exports more than three times
their value compared to 2008. Exports of



computer services, which grew from €565
million in 2008 to €1.8 billion in 2017, have
been the major driver of this impressive ex-

Figure 142 Balance of payments in ICT services

port performance. Partly, this was offset by in-
creased imports of computer services, which
went from approximately €350 million in 2008
to €900 million in 2017. (Figure 142)
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The telecommunications sub-sector

The telecommunications sub-sector in Cy-
prus consists of 140 companies that generate
a turnover above €700 million and a value
added of approximately €360 million. The
sector is dominated by few large companies,
notably Cyta, which has an estimated market
share of 60 percent and accounts for more
than half of employment in the telecommuni-
cations sub-sector (see Box). Other major
service providers are PrimeTel, MTN, and
Cablenet.

The European Commission’s Digital Econ-
omy and Society Index for 2018 finds that Cy-
prus performs well for fixed broadband cover-
age (100 percent of households), mobile
broadband take-up (101 subscriptions per
100 people) and ultrafast broadband cover-
age (85 percent of households are covered
by Fibre to the Premises or Docsis 3.0). How-
ever, despite the improvements observed
since 2016, Cyprus remains one of the worst
performers when it comes to 4G coverage (77

13 EC (2016), Fixed broadband prices in Europe, available at:
ec.europa.eu/newsroom/document.cfm?doc_id=47094

percent of households in Cyprus compared to
91 percent in the whole EU), fast and ultrafast
broadband take-up (9 percent of homes sub-
scribing to broadband speed higher than 30
Mbit per second and 0.2 percent to higher
than 100 Mbit per second, compared to 33
percent and 15.4 percent in the whole EU).
Cyprus ranks among the three EU countries
with the highest prices for fixed broadband.*3
This can be explained, at least in parts, by Cy-
prus’ geographic location that implies com-
paratively high investment costs for the sup-
ply of high-speed broadband connectivity.

Profile: Cyprus Telecommunications Authority

The Cyprus Telecommunications Authority was es-
tablished in 1961 as a semi-public organisation. It
has remained the dominant provider of fixed and
mobile telephony as well as broadband internet.
Cyta’s range of services also includes digital televi-
sion, cloud services and other IT services. With an-
nual revenue of €372 million, more than 2,000 em-
ployees, and a market share estimated at more
than 60 percentin 2015, Cyta is a core player within
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the ICT services sector and one of the largest com-
panies in Cyprus.

Cyta’s has a crucial role in developing critical infra-
structure and promoting key pioneer innovative ini-
tiatives. The organisation’s undersea fibre optic ca-
bles network links Cyprus with Greece and Egypt,
providing high speed connection to the island and
offering the potential to become a connecting hub
between South East Europe and the Middle East.
In July 2018, Cyta launched the development of its
fibre to home network, aiming to connect up to
200,000 premises at internet speeds of up to
1Gbps in the coming 10 years.

Cyta’s attempt to expand its services in the Greek
market, which began in 2008, came to an end in
2018 with the purchase of Cyta Hellas by Voda-
fone. Privatisation of Cyta was set by the EU and
the International Monetary Fund (IMF) as a condi-
tion for the bailout programme after the banking
and fiscal crisis of 2012-13. The privatisation has
still not occurred and the uncertainty for the organ-
isation’s future state poses a challenge to planning
and strategic decision-making.

Sources: Interviews, Cyta (2016)

The computer programming & consultancy
sub-sector

The computer programming and consultancy
sub-sector in Cyprus comprises more than
800 companies, generating a turnover of €1.3
billion and employing some 3,200 people. It
has boomed during recent years, with the
turnover increasing fourfold between 2013
and 2016.

Computer programming & consultancy com-
panies in Cyprus are mostly small companies
(with less than 50 employees). Some of these
are focussed on the provision of tailored IT
solutions for public and private clients (e.g. e-
Banking software, e-Government services),
and include indigenous service providers, like
Logicom, NetU and Cytech, as well as sub-
sidiaries of large multinationals such as IBM
and NCR. Other companies are orientated to-
wards research and development, with busi-
ness models often aiming at disruptive inno-
vation. Such companies include SignalGen-
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erix, specialised in state-of-the-art digital sig-
nal processing, and large multinational com-
panies with R&D departments or teams in Cy-
prus, such as Amdocs and AVG. These com-
panies develop innovative solutions that may
be employed to improve business processes,
products or services across a wide range of
sectors, from medical services to agricultural
sectors. Companies developing proprietary
products for consumer and business mar-
kets—at national, European and global
level—include Wargaming and 3CX, which
both are foreign owned companies headquar-
tered in Cyprus.

Profile: Wargaming

Wargaming is an online game developer and pub-
lisher headquartered in Nicosia. Established in
1998, Wargaming counts more than 200 million
players (end users) for its different tittles and glob-
ally employs around 4,500 people in 15 offices. The
core management and leadership team of the com-
pany is in Cyprus, while game development and de-
sign predominantly take place in Belarus and other
countries.

The geographic location of Cyprus allows Wargam-
ing to serve their operations in Europe, Asia, coun-
tries of the former Soviet Union and North America.
Wargaming'’s strategic relocation to Cyprus took
into consideration advantages offered by the is-
land, such as political stability, EU membership, a
favourable tax regime, a modern legal framework
and a highly developed professional corporate ser-
vices sector. Other attractions included the existing
infrastructure and communications networks, the
available workforce for traditional business admin-
istration roles, and the incentives provided by Cy-
prus to attract foreign investment.

Beyond simple client-vendor relationships, War-
gaming is taking the initiative to create synergies
and linkages with the Cypriot ICT ecosystem. For
example, Wargaming is supporting a research pro-
ject on technology, solutions and virtual reality with
RISE (Research Centre on Interactive Media,
Smart Systems and Emerging Technologies). Also,
their internship program engages computer sci-
ence students from Cyprus’ universities.

Sources: Interviews, Wargaming website:
https://wargaming.com
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The overall business environment in Cyprus,
its beneficial tax regime and other incentives
have encouraged several foreign ICT compa-
nies to establish offices in Cyprus. The same
characteristics have also supported Cypriot
SMEs to flourish and expand their services in-
ternationally. Thus, maintaining the country’s
strong performance in these areas and offer-
ing additional incentives and support to ICT
companies are viewed as important elements
for attracting more international players, while
also benefitting already established ICT com-
panies. Additional incentives could include,
for example, specific tax benefits addressed
to the ICT (services) sector or other measures
such as privileged access to public services,
assistance with human resources activities
(e.g. support in finding housing of employees,
visa facilitation), organisation of events and
training (e.g. on topics such as EU market
standards and EU financing structures) and
access to developed support structures of the
ICT ecosystem.

Although important internationally orientated
computer programming & consultancy com-
panies are present in Cyprus, the extent of
their integration in the Cypriot ICT ecosystem
can be questioned. In some cases, there are
seemingly few or no synergies and linkages
between companies and other actors in the
Cypriot eco-system, such as universities.
Promoting greater collaboration within the
sector would create possibilities to share
know-how and could support indigenous
companies to reach out to global markets.

The ICT services ecosystem

The strength of the surrounding ecosystem
for ICT services is viewed as an important as-
set for the collective development of ICT com-
panies in Cyprus. As illustrated in Figure 143,
the ICT ecosystem in Cyprus goes beyond
those companies directly active in the sector,
also including other organisations that sup-
port ICT services companies in several ways.

e Universities
Cyprus’ eight universities offer 18 bachelor
programmes and 25 post-graduate pro-

grammes in ICT disciplines, such as com-
puter science, computer engineering, man-
agement information systems, informatics,
web design, as well as more specialised dis-
ciplines such as cybersecurity (European
University of Cyprus) and digital currencies
(see Box). As such, they have an important
role to play in the ICT ecosystem as a source
of a competent and skilled workforce. How-
ever, despite the fast growth of ICT services
in Cyprus and a corresponding increase in
the demand for ICT graduates, the number of
students graduating with ICT disciplines has
decreased in recent years. According to Eu-
rostat data, there were less than 200 tertiary
level graduates in ICT studies in 2016 and, in
general, the supply of ICT graduate is re-
garded as insufficient to satisfy the demand in
the job market. Stakeholders point to various
factors contributing to low numbers of ICT
students, including preferences to study in
foreign universities, ‘brain drain’ and a lack of
‘prestige’ of ICT studies and more general,
studies in science, technology, engineering
and mathematics (STEM). (Figure 144)

Cypriot universities have been successful in
obtaining EU research funding and have a
track-record in cooperating with important re-
search institutes and companies from all over
Europe. However, linkages between ICT
companies and academia in Cyprus are con-
sidered weak, with untapped opportunities for
collaboration. There are very limited exam-
ples of successful spin-offs from Cypriot uni-
versities.

One bottleneck has been the legal framework
in Cyprus, which restricted engagement in
commercial activities by public university staff
and the creation of spin-off companies. This
framework was revised in July 2018, allowing
greater freedom for the academic community
to engage in commercial activities, which
should improve conditions for collaboration
between companies—not only in ICT—and
universities. The digital innovation hubs (de-
scribed below) as well as organisations like
Cyprus Seeds, which aims to support the
commercialisation of academic research, can
play a major role in bridging the gap between
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ideas developed in the universities or re-
search centres and the market.

Blockchain developments in Cyprus

Several blockchain initiatives are already taking
place in Cyprus, paving the way for deployment of
the technology on the island. In 2018, the Govern-
ment of Cyprus established an ad-hoc working
group to investigate the potential development of
blockchain technology in Cyprus. In addition, In-
vest Cyprus has signed a memorandum of cooper-
ation with the VeChain Foundation and CREAM,
with the objective to develop a framework for the
development of blockchain initiatives in Cyprus.
This framework will focus on advising policy re-
forms and developing the necessary legal frame-
work.

Another blockchain initiative was launched by the
University of Nicosia in 2014. It initially started with
the name “Digital currency team” and focussed on
financial applications but later expanded its scope
to any type of application of blockchain. This pio-
neering initiative offers the world’s first MSc level
degree focusing only on blockchain and digital cur-
rencies. It has 500 full-time students, and also of-
fers stand-alone courses as online modules to ap-
proximately 20,000 participants.

The blockchain initiative also conducts research on
potential applications of blockchain in Cyprus (e.g.
in the shipping industry) as well as on a regulatory
framework, suitable for the technology. In addition,
the initiative organises conferences and events to
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raise awareness and create a dialogue on various
aspects of the technology. Arriving at an early
stage of the technology’s development, the initia-
tive is seen as an opportunity for the future devel-
opment of more activities in related areas.

Sources: Interviews, the blockchain initia-

tive website (https://digitalcur-
rency.unic.ac.cy/),

Invest Cyprus (https://www.investcy-

prus.org.cy/blog/invest-cyprus-welcomes-

blockchain-technology)

Best practice: Slovenia’s development as Euro-
pean blockchain hub

The Slovenian government has been successfully
promoting the development of a blockchain friendly
environment for the past few years. Some key initi-
atives are the following:

° Launch of the Blockchain Think Tank as part
of the Slovenian Digital Coalition;

o Establishment of the Blockchain Slovenia ini-
tiative to identify possible legislative gaps and
barriers to the deployment of blockchain tech-
nology and evaluate the potential adoption of
applications in the public administration.

Sources: Digital Slovenia (http://digitalna.si/block-
chain-think-tank-up-and-running-in-slovenia-03-
10-2017.html)
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Figure 143 Overview of organisations in the ICT services ecosystem
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Figure 144 Tertiary education graduates by sex, ICT studies and total number
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¢ Digital innovation hubs

Digital innovation hubs in Cyprus include the
KIOS Research and Innovation Centre of Ex-
cellence (KIOS CoE) at the University of Cy-
prus (see Box), the Research Centre on Inter-
active Media Smart Systems and Emerging
Technologies (RISE), as well as the Microsoft
Innovation Centre at the University of Nicosia.
Digital innovation hubs have been identified
by the European Commission as critical for
encouraging players within and beyond the
ICT ecosystem to grasp the full potential of
digitalisation. These hubs play an important
role by enhancing cooperation and creating
synergies and linkages in the ICT sector,
within the country and abroad. Their exist-
ence often relies on external funding (public
or private). According to stakeholders they
face difficulties in developing and implement-
ing a business model that would ensure their
autonomy and sustainability. Secure sources
of funding are identified as crucial for the con-
tinuation and development of the existing
hubs that have links to the ICT services sec-
tor in Cyprus.

CYPRUS
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Profile: KIOS

Established in 2008 at the University of Cyprus, in
2017 the KIOS Research Centre was selected un-
der the EU’s Horizon 2020 Spreading Excellence
and Widening Participation programme to trans-
form itself into a Research and Innovation Centre
of Excellence (KIOS CoE). KIOS has succeeded in
securing €40 million funds for the next 15 years by
combining EU, national and other complementary
funds. In this endeavour, KIOS has partnered with
the Imperial College, London.

KIOS currently employs some 90 people and aims
to gradually grow to approximately 250 employees.
Beyond conducting high quality multidisciplinary re-
search, KIOS plans to improve the monitoring, con-
trol, management and security of critical infrastruc-
ture systems (i.e. large-scale complex systems,
such as telecommunication networks, and power
and energy systems). Furthermore, KIOS conducts
activities aimed at enhancing the overall ICT eco-
system, including:

e Organisation of events and innovation forums,
providing opportunities for networking;

e Training programmes to improve digital skills
of high-tech and technology sectors;

e Consulting activities (e.g. support with tech-
nical roadmaps);



e  Support with intellectual property rights (early
access to licensing and patents)

Sources: Stakeholder interviews, KIOS website
(http://www.kKios.ucy.ac.cy)

e Incubators and accelerators

Examples of incubators and accelerators in
Cyprus include: The Gravity incubator, which
provides premises as well as hands-on sup-
port and mentoring to start-ups, including ICT
start-ups; Chrysalis LEAP, which promotes
innovation and entrepreneurship in clean
tech; and the IDEA accelerator, which is an
initiative by the Bank of Cyprus and the Cy-
prus International Institute of Management,
and that offers a full package of services in-
cluding funding. In addition to support to com-
panies, including the preparation for an entry
into international markets, stakeholders indi-
cate that business incubators could play an
important role in the promotion of entrepre-
neurship. This is seen as key for the creation
of indigenous innovative companies that
could drive future development of ICT ser-
vices in Cyprus.

Specifically concerning spin-offs from univer-
sities or start-ups inspired by university re-
search, as mentioned above, rules preventing
university research for the development of
marketable products and services used to be
a constraint. Several sectoral stakeholders
stressed the importance of not only imple-
menting the new legislation as quickly as pos-
sible but, also promoting entrepreneurship
within universities.

e Associations

Two sector associations are focussed on ICT
services: the Cyprus Computer Society
(CCS) and the Cyprus Information Technol-
ogy Enterprises Association (CITEA). Their
role includes taking actions for addressing the
sectors’ issues and challenges (e.g. promot-
ing IT certifications to overcome the skills
shortage), as well as the representation and
advocacy to policy makers (e.g. requesting
improvements in tendering procedures). In
addition to the ICT sector associations, the
Cyprus Chamber of Commerce and Industry,

Startup Cyprus, and other associations play
an important role. For instance, they can af-
fect the sector’s performance by working to-
wards the improvement of the business envi-
ronment in Cyprus and by promoting potential
synergies within and across sectors (e.g.
through the promotion of digital initiatives in
other sectors that may create demand and
synergies with ICT services).

e Media and events

Media and events focusing on the ICT sector
are another element of the ecosystem. Their
role and value is in bringing together stake-
holders and facilitating the flow of information
(e.g. companies, users and policy makers).
Media companies such as RiseTech Media
support the digital presence of start-ups,
while events offer important networking op-
portunities, such as, for example, the Cyprus
Information and Communication Technology
Conference & Exhibition

e Public and private funds

Cyprus benefits from several EU level initia-
tives, such as Horizon 2020 funding for re-
search activities. Nationally, in 2016 the Cyp-
riot government approved tax incentives (up
to 50 percent) for investments in innovative
start-ups. However, even though such incen-
tives are appreciated by stakeholders, the fi-
nancial infrastructure for innovation and busi-
ness development has several shortcomings.
These include difficulties of obtaining bank
loans, limited financing through the local eg-
uity market, and limited availability of venture
capital. For this reason, stakeholders point to
the need for developing a dedicated financial
support mechanism to support ICT compa-
nies, in particular start-ups and innovative
companies.
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Best practice: Netherlands Enterprise Agency
support for innovative ICT services

The Netherlands Enterprise Agency (RVO) is a
government agency that, among other activities,
supports business initiatives and provides grant
schemes. RVO provides a wide variety of services
and covers different business sectors. The agency
runs a dedicated ICT venture capital fund of €3.2
million, which targets innovative start-ups develop-
ing software for internet and application services,
enterprise applications or disclosure solutions for
existing systems. The fund is managed by people
with practical experience in the software sector.

Apart from the ICT venture capital fund, the
TechNano fund focuses on specific clusters with
great market potential. Besides nano-and high-
tech, these are cyber security, business software,
data analytics and managed IT services. In addi-
tion, the agency provides several types of funding
opportunities suitable for innovative businesses
(seed funding, equity funding) and they also target
different phases of development (e.g. proof-of-con-
cept funding).

Source: https://www.rvo.nl
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ICT sector employment and digital skills
shortage

ICT services generated 5 percent of Cypriot
GDP in 2015 which, compared to the bench-
mark countries, is the third highest share after
Ireland (9.7 percent) and the UK (5.7 per-
cent). Driven by strong growth between 2012
and 2014, the sector’s share in GDP has in-
creased by 1.7 percentage points compared
to 2008. Only Ireland experienced a stronger
growth, with the share increasing by 3.3 per-
centage points. (Figure 145)

Employment is still lagging behind the bench-
mark countries, with the ICT sector account-
ing for only 2.3 percent of employment in Cy-
prus. The disproportionately small increase in
the share of employment—0.7 percent since
2008 compared to the 1.7 percent increase in
value-added—implies that labour productivity
in the ICT services sector has risen more rap-
idly than the national average for Cyprus and
for ICT services in most other benchmark
countries. (Figure 145)

Share of ICT services in the economy, 2008 and 2015
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Source: Eurostat, Percentage of value added at factor cost [tin00074] & Percentage of number of persons employed in the ICT sector as % of the

total employment (SBS, variable V16110)

For the economy, ICT specialists - of which 8

out of 10 are male - represent 2.3 percent of

total employment, which is lower than the EU
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average of 3.7 percent and below that of all
benchmarking countries except Greece and

Portugal. (Figure 146) This reflects the limited
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growth of employment in the ICT services
sector. However, in the period of 2008 to
2017, the growth rate of the number of ICT
specialists in the economy has been higher
than the EU average. Future forecasts from
the Skills Panorama indicate an ICT services
employment growth rate of 4.1 percent, which

Figure 146
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The strong development and growth of the
ICT services sector in Cyprus and low overall
levels of digital skills explain why the ICT la-
bour market is tight. Demand for ICT special-
ists appears to exceed supply, with compa-
nies reporting difficulties finding appropriately
skilled employees. Although this ICT skills
shortage is an issue for most if not all EU
countries, it appears to be more pervasive in
Cyprus. As noted earlier, the numbers of ICT
graduates from Cypriot universities has re-
cently decreased and is not enough to cover
the sector's needs. At the same time, young
professionals are attracted by opportunities to
work abroad, while conversely ICT compa-
nies in Cyprus appear to face difficulties to at-
tract appropriately skilled foreign profession-
als. The issue of skills shortage forms one of
the main challenges for development of the
ICT services sector in Cyprus.

In addition, the 2018 Digital Economy and So-
ciety Index (DESI) indicates that Cyprus does
poorly in digital human capital, ranking 25"

is higher than the EU average of 3.3 percent
(CEDEFOP, 2018). If this is to be achieved,
actions aimed at increasing the number of
workers with ICT education and reducing the
skills mismatch will be necessary to safe-
guard the future growth of the sector.

Employed ICT specialists (all sectors), 2008 and 2017
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among all EU countries. Only 50 percent of
the population have at least basic digital skills
compared to an EU average of 57 percent,
and only 9.8 per thousand individuals aged
20-29 are STEM graduates, as opposed to an
EU average of 19 per thousand. In addition,
European Commission (2018a) indicates that
Cyprus has one of the highest share of peo-
ple who have never used the internet (17.8
percent). However, the DESI shows that Cy-
prus is also one of the most improved coun-
tries in terms of ICT skills (both basic and ad-
vanced). (Figure 123 on page 120)

Best practice: Improving ICT skills

Cyprus has initiated several actions to address the
issue of ICT skills shortages, for example, the deci-
sion to set-up the National Alliance of Digital Jobs
as part of the European Grand Coalition. The Alli-
ance brings together universities, companies and
policy makers with the aim to improve digital skills.
The Ministry of Education and Culture has also in-
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tensified efforts to improve digital skills, for in-
stance, by introducing training and free-of-charge
access to the European Computer Driving License
Certification for pupils in secondary education. The
same training and access to this certification is of-
fered to vulnerable economic groups (e.g. unem-
ployed people). In addition, the Department of Ed-
ucational Technology at the Ministry of Education
and Culture is introducing ICT technologies in the
educational system as a tool, such as through e-
Learning environments, including:

e E-epimorfosi — http://www.e-epimorfosi.ac.cy
e E-Learning — http://www.elearn.pi.ac.cy

Apart from enhancing digital skills through formal
education, certain initiatives in EU countries aim at
improving digital skills through lifelong learning and
by targeting specific groups. Some examples of
best practices include:

e The “Make IT work” project in the Netherlands
aims at upgrading IT skills of non-IT graduates.
This initiative works through partnership
agreements between the Amsterdam Univer-
sity of Applied Sciences and affiliated compa-
nies in the Netherlands. The initiative offers
students a combination of courses and paid
work experience. It has been successfully re-
sponding to urgent market demands for ICT
skills. — http://www.it-omscholing.nl/nl/

e “IT FOR SHE” organised by Perspektywy, a

Polish foundation that promotes women’s par-
ticipation in science, technology and mathe-
matics. Their activities include an annual
women’s tech-camp and pairing mentors in
leading technology companies with young
women aiming at high-tech careers. —
http://www.itforshe.pl

Sources:
https://ec.europa.eu/digital-single-mar-
ket/en/news/digital-europe-needs-digital-skills-
best-practices-around-eu

Demand for ICT services

The main markets for ICT services within Cy-
prus are the telecommunications sector, the
public administration, and companies in the
banking and financial sector, which are esti-
mated to represent a combined share of 65
percent of domestic demand for ICT services.
In recent years, however, demand from the
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banking sector has been limited as it still re-
covers from the fiscal and banking crisis. (Ski-
adopoulos, 2017)

There are an increasing number of public-
sector initiatives requiring ICT services. In
2016 and 2017 six large scale ICT projects—
with budgets from €0.5 million to €11 mil-
lion—were launched and awarded by public
entities, such as the Cyprus Port Authority,
the Cyprus Health Insurance organisation
and the Cyprus Police. Furthermore, the Na-
tional Reform Programme 2018 foresees fur-
ther advances in the implementation of Cy-
prus’ e-Government strategy.

Despite considerable public-sector digitalisa-
tion efforts over the last few years, some
stakeholders point to weaknesses, such as a
lack of quick and simple procedures for ICT
initiatives, and limited flexibility of public ad-
ministrations that would foster large-scale
ICT innovation projects. Ultimately, failure to
address these challenges runs the risk of out-
dated and low-innovation solutions.

Conversely, Cyprus’ small size and easily ac-
cessible market offer conditions that could
support controlled product or pilot testing of
digitalisation solutions for public services in
areas such as e-Health. Successful delivery
of solutions could subsequently feed new ex-
ports, with Cyprus providing tested solutions
to other countries. Exploitation of such oppor-
tunities is, however, confronted by structural
limitations due to the small size and limited
capacity of many ICT service enterprises in
Cyprus. To address this challenge, stake-
holders point to the need to develop a more
cooperative business culture and a more ro-
bust ICT ecosystem in Cyprus. In principle,
consortia of smaller companies or coopera-
tion structures with larger multinational com-
panies could unlock the potential of Cypriot
companies to successfully deliver large e-
Government projects. These projects could
also improve the ‘know how’ for improving the
delivery and provision of ICT services to the
private sector.

Apart from the demand created by the public
sector and a few selected sectors such as


http://www.e-epimorfosi.ac.cy/
http://www.elearn.pi.ac.cy/
http://www.it-omscholing.nl/nl/
http://www.itforshe.pl/
https://ec.europa.eu/digital-single-market/en/news/digital-europe-needs-digital-skills-best-practices-around-eu
https://ec.europa.eu/digital-single-market/en/news/digital-europe-needs-digital-skills-best-practices-around-eu
https://ec.europa.eu/digital-single-market/en/news/digital-europe-needs-digital-skills-best-practices-around-eu

banking, finance and professional services,
the firm structure in the rest of the economy—
characterised by a prevalence of SMEs and
very few large companies—is viewed as a
constraining the development of the ICT ser-
vices sector. Private sector technology adop-
tion and innovation activity in Cyprus is low,
implying low demand for ICT services and
limited domestic market demand stimulation
for the development and expansion of ICT
services provision. Stakeholders indicate that
low levels of digital skills within the economy,
limited incentives for enterprise digitalisation,
and a lack of entrepreneurial culture (and in
turn a lack of ambitious, outward-looking and
technologically sophisticated companies) are
all contributing factors.

9.2 ICT sector policies and other
initiatives

Cyprus authorities have identified ICT as a
critical factor for improving competitiveness
and raising economic growth. The Digital

Strategy for Cyprus, introduced in 2012 and

currently under review, sets out a compre-

hensive agenda for the period of 2012 to

2020, aiming to promote the use of ICT in all

sectors of the economy. The strategy con-

tains the following components:

e Connect Cyprus entails the improvement
of broadband coverage at an affordable
cost, as well as enhancing competition in
electronic communications and securing
key infrastructures.

e Modernising public administration and
providing public electronic services, with
the aim of improving the effectiveness
and efficiency of the public sector through
the use of innovative ICT solutions, both
internally and by providing digital services
to citizens.

e Raising digital literacy throughout society
(including vulnerable groups) and pro-
moting a wide penetration of broadband
internet, thereby ensuring inclusion of all.

e Education and learning, which envisages
the digitalisation of education in Cyprus.

e Digital entrepreneurship, with the objec-
tive of supporting ICT use in businesses

(including SMEs) and funding R&D in the
ICT sector.

The strategy foresees 21 specific measures
and detailed actions, several of which have
been implemented or have been launched.
Specific actions that are already ongoing in-
clude the implementation of free training pro-
grammes to improve digital literacy and the
ability of citizens to use public e-Services.
Similarly, a voucher scheme to subsidize ul-
tra-fast broadband connections is being im-
plemented to increase demand while encour-
aging infrastructure investment.

Responsibility for the implementation of the
strategy is shared between the Ministry of Fi-
nance (Department of Information Technol-
ogy Services) and the Ministry of Transport,
Communications and Works (Department of
Electronic Communications). The former
oversees the e-Government part of the digital
strategy, while the latter covers overall coor-
dination and implementation. The e-Govern-
ment Board with ministerial representation
was established in 2015 and combines these
ministries, together with the Digital Champion
and the Ministry of Energy, Commerce and
Industry. The board has the responsibility to
approve, prioritise and monitor e-Government
projects. However, some stakeholders indi-
cate that this structure has not brought the
hoped for extensive progress in e-Govern-
ment services and suggest that a simpler
governance model with a clear and simple as-
signment of implementation responsibilities
could help bolster effectiveness. Some stake-
holders stress the importance of handing the
responsibility to a single central entity (person
or department) with appropriate decision-
making competencies. This entity could take
the form of a deputy ministry or a temporary
structure set up for the implementation of the
strategy. If such an entity is established, it
should work in close collaboration with the
other relevant authorities (e.g. through the e-
Government Board).

Regarding existing digital services, the se-
cure gateway Ariadni has provided an essen-
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tial first step for the provision of e-Govern-
ment services. Currently, 100 public e-Ser-
vices are available, doubling the number of
services provided since 2017. In addition,
2018 marked the entry into force of the obli-
gation to submit annual tax declarations
through the online platform Taxisnet. How-
ever, while e-Government services develop-
ment objectives are seen to correspond to cit-
izens’ needs, its implementation is not con-
sidered to be optimal. Recent actions have
been taken to facilitate cooperation and trans-
fer of knowledge and documents between de-
partments and authorities. For example, the
national  e-Government  interoperability
framework (eGIF) was updated in 2017. The
2018 National Reform Programme includes
other forthcoming e-Government initiatives in
the areas of e-Justice (under preparation,
with an expected pilot operation in 2019), e-
Identity (tender announcement in 2018), and
e-Health (in the tendering phase, with an ex-
pected launch in 2021).

In 2016, Cyprus signed a Memorandum of
Understanding with Estonia, with the objec-
tive of gaining know-how based on Estonia’s
pioneering e-Government solutions (see
Box). Estonia’s approach could inspire similar
horizontal measures in Cyprus, to ensure ef-
ficiency of the e-Government framework and
providing a solution for access issues.

Best practice: Estonia e-Government services

Estonia is the European champion in e-Govern-
ment services with the highest share of users in the
EU (96 percent). Studies indicate that Estonia’s e-
Solutions platform called “e-Estonia”, has led to a
tremendous increase in productivity and improve-
ments of the business environment. Estonia ranks
third in the EU for start-ups per capita, with 31 start-
ups per 100,000 inhabitants. Several internationally
successful companies were born in this ecosystem,
including Skype, Pipedrive and Teleport. The main
building blocks of this successful structure are:

e E-ldentity, includes digital signatures and e-
Voting, as well as e-Residency for which
35,000 people have applied, many of whom
took advantage of the e-Residence to set-up
their business in Estonia.
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e Interoperability systems, referring to the “x-
road” tool which allows secure and confidential
exchange of data through all the e-Estonia sys-
tems and platforms. X-road has been “ex-
ported” and is also implemented in Finland,
Azerbaijan, Namibia and the Faroe Islands.

e Security and safety block, which aims to ad-
dress complex cyber threats by designing a
keyless signature infrastructure (KSI) based
on blockchain technology to ensure the integ-
rity and security of data while maintaining data
privacy.

e E-Health, includes an e-Patient portal that pro-
vides the possibility to create and maintain a
common record with data from different
healthcare professionals and organisations,
accessible online for the users, and authorised
medical professionals.

e Mohility services, includes activities such as
the legalisation of autonomous vehicles on
public roads, and the plan to reorganise the
public transportation system and incorporate
autonomous vehicles.

e Business and finance, including initiatives eas-
ing administrative burdens and facilitating pub-
lic services through digital solutions such as e-
Tax, e-Banking and an e-Business register.

e Education, including the e-School platform
with more than 200,000 active users, which of-
fers services such as online grades, homework
and evaluations.

E-Estonia is particularly beneficial for the country’s
ICT services sector, having created demand for the
development of state-of-art digital services and is
one of the main drivers of Estonia’s good perfor-
mance in the ICT services sector.

Source: e-Estonia — http://www.e-estonia.com

A broader issue concerning implementation
of the digital strategy are ongoing delays, of-
ten associated with public procurement pro-
cedures. Incorporating innovative elements in
public procurement is regarded as a possible
way to achieve better implementation of digi-
talisation initiatives.


http://www.e-estonia.com/

Best practice example: Public procurement of
innovative solutions

The purchasing power of the public sector can also
be used to become an early adopter of innovative
solutions. Public procurement of innovative solu-
tions supports the modernisation of the public sec-
tor and in parallel creates demand and promotes
the commercialisation of innovative products and
services. In Cyprus, there is no specific regime for
public procurement of innovative solutions. The
transposition of the EU public procurement direc-
tives, which was implemented by the adoption of
law 73(1)/2016, has brought an innovation angle to
traditional procurement and improved the position
of SMEs (e.g. by requiring the division of procure-
ment contracts into lots). However, examples from
other countries indicate more advanced steps in
this direction could bring additional benefits:

e The Small Business Research Initiative in the
UK supported the development of a long-en-
durance, unmanned marine vessel for ocean-
ographic research by an SME in 2014. Almost
£500,000 were awarded in two phases (con-
cept development and prototyping).

e In Germany, a competence centre for public
procurement was created to increase public
procurement of innovative solutions. The cen-
tre provides advice to the German public sec-
tor.

e Some EU countries set specific targets for in-
novation-targeted procurement. For instance,
in Finland, a five percent target for innovative
public procurement (out of the total procure-
ment value) was set in 2015. The same target
was 2.5 percent in the Netherlands. Non-quan-
tified targets promoting innovation and partici-
pation of SMEs in procurement were also set
by various countries (e.g. France and Bel-
gium).

e Some EU Member States use pre-commercial
procurement, with a focus on R&D. It refers to
buying R&D at high technological readiness
levels from competing suppliers at different
project phases (concept design, prototyping,
development, testing etc.) to compare the op-
tions and reduce the suppliers in the next
phase(s).

1 The strengths and weaknesses of Cyprus as a whole and spe-
cific segments such as the technology, innovation, and
knowledge category, presented in Section 7, also affect the

Source: OECD (2017)

9.3 SWOT analysis and recommen-
dations

Table 2 on page 149 presents a SWOT anal-
ysis, summarising key elements arising from
the description and assessment of the ICT
service sector presented in this chapter, and
that are relevant for the assessment of the
sector’s competitiveness position and perfor-
mance.

Several actions could be taken to stimulate
growth in ICT services and address current
bottlenecks. Furthermore, any actions im-
proving the business environment and com-
petitiveness conditions in Cyprus would affect
the ICT services sector as well. However,
there are several sector-specific issues of im-
portance for ICT services. Among the issues
to be taken into consideration when designing
future strategies and actions for ICT services
sector, the following appear to be of particular
importance:

e Ensuring clear coordination and as-
signment of responsibilities for the
implementation of the Digital Strat-
egy: Assigning clear responsibilities for
the implementation and coordination of
actions should lead to a sense of owner-
ship and increase the effectiveness and
efficiency of the actual implementation.

e Creating a sense of urgency for the
implementation of the Digital Strat-
egy: Navigating lengthy processes and
bureaucratic procedures can be particu-
larly challenging. Creating a sense of ur-
gency for implementation should be
achieved through short-term mandates
with specific, clearly defined objectives
and key performance indicators for pro-
ject managers and coordinators.

e Enhancing digital skills and address-
ing skills-mismatch: Including promo-
tion of ICT university programmes in
schools, promotion of vocational educa-

ICT services sector. However, this section focuses on those
elements that are particularly important for or specific to ICT
services.
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tion and training for adults, and promo-
tion of ICT education and life-long learn-
ing targeted to women. More broadly,
promoting the attractiveness of ICT ser-
vices as a career path.

Attracting foreign ICT companies to
Cyprus: Including re-location incentives
(e.g. with housing, support services, etc.)
and visa facilitation for non-EU citizens,
alongside maintaining an advantageous
tax regime (with potential additional ad-
vantages for R&D) and continuously im-
proving the business environment.
These are all measures that are im-
portant for attracting foreign companies
in Cyprus. Furthermore, innovative struc-
tures such as Estonia’s e-Residence
scheme could also lead to an increased
presence of international ICT services
companies in Cyprus.

CYPRUS
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Providing digitalisation incentives for
key sectors of the economy: Incen-
tives in the form of financial or other sup-
port should be provided to companies in
key sectors (e.g. tourism, shipping) for
participating in the digital economy (e.qg.
e-Commerce, smart initiatives, etc.) or
digitalising management and administra-
tive processes. Incentives could also be
provided to digital start-ups.

Providing a clear regulatory frame-
work for new, game-changing tech-
nologies: Adoption of clear rules and
conditions for the use of new technolo-
gies (e.g. artificial intelligence, block-
chain, big data, cloud computing, auto-
mated driving, virtual and augmented re-
ality) should set the right conditions for
the development of business activity in
those areas.



Table 2: ICT services SWOT analysis

Weaknesses

Strengths

Strong growth of the ICT services sector.

Presence of multinational ICT services compa-
nies’ R&D departments or (regional) headquar-
ters in Cyprus.

Newly established innovation hubs, focusing on
innovative R&D and support to innovative start-
ups.

Government awareness and policy recognition of
the importance of ICT services for growth and de-
velopment of the economy. Prioritisation of policy
measures reflecting ICT sector needs.

Availability of key telecommunications infrastruc-
tures.

Opportunities

Increasing importance and size of ICT globally.

Positive forecasts for the growth of ICT services
in Cyprus.

Leverage EU funds and initiatives for digitalisa-
tion of industry (e.g. support to digital innovation
hubs, key enabling technologies and innovative
R&D).

Potential for further attraction of activities of multi-
national ICT companies. (e.g. regional headquar-
ters)

Threats

Low domestic demand for ICT services. Limited
ambition of digitalisation strategies within the pri-
vate sector.

Shortage of ICT specialists with appropriate
skills.

Lack of availability/access to financial instru-
ments for innovative and high growth potential
enterprises.

Lack of specific incentives for ICT companies.

Slow implementation of the digital agenda by the
public sector.

Coordination issues and burdensome bureau-
cracy for the implementation of digital initiatives
(including long and heavy tendering procedures).

High broadband cost to speed ratio.

Competition from other economies in the Middle
East region (e.g. attracting regional headquar-
ters).

Continual brain-drain, due to the existence of
more attractive opportunities in ICT services
abroad.

Increase of cybersecurity threats globally.
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This chapter provides a summary of Cyprus’ competitiveness performance and identifies Cyprus’
competitiveness strengths and weaknesses. It highlights a number of key horizontal areas where
there are competitiveness issues, and points to potential areas for policy development. It also con-
siders issues for the development of a broader forward-looking policy framework, to identify and

exploit emerging opportunities for future growth.

10.1 Cyprus’ competitiveness per-
formance

The strength of Cyprus’ recent economic re-
covery has been impressive. Real economic
growth in Cyprus over the past three years
(2015 to 2017) has outstripped all the bench-
mark countries except Ireland and Malta. This
strong performance can be attributed to the
correction of macroeconomic imbalances fol-
lowing the fiscal and banking crisis, the major
policy overhaul that took place as part of the
economic adjustment program and the Action
Plan for Growth, and the resilience and
adaptability of the economy. The reforms for
fiscal consolidation and financial stability
have been complemented by efforts to create
a more balanced, sustainable and resilient
growth model. These positive developments
have led to multiple upgrades of the sover-
eign credit rating, allowing Cyprus to again
access international capital markets.

Underneath its headline growth performance,
Cyprus is generally positioned below the EU
average for competitiveness outcome indica-
tors, but is typically on a similar level or even
above Eastern and Southern EU benchmark
countries (i.e. Estonia, Slovenia, Portugal,
Malta, and Greece):

e Productivity (Section 5.1). Labour
productivity in Cyprus’ is only slightly be-
low the EU average. But, over the past
decade, ICT-related capital and other
productive investments have made only a
very small contribution to GDP growth.
Cyprus has only recently stabilised the
negative trend in measured total factor
productivity —growth. This suggests
greater investment is required in areas

15 Cyprus’ attractiveness for Special Purpose Entities is not limited
to a conducive legal framework but also reflects its strengths
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likely to boost productivity over the longer
term. Tight financial lending conditions
continue, however, to be a challenge for
business investments.

Trade and Foreign Direct Investment
(Section 5.2). Cyprus’ trade and FDI situ-
ation is influenced by the activities of Spe-
cial Purpose Entities, implying that head-
line measures do not present a clear and
easily comparable picture of the country’s
underlying performance in these areas.*®
Reflecting the small size of its primary
and manufacturing sectors, Cyprus’ ex-
ports of goods are limited and concen-
trated in only a few product areas. This is
offset by a strong export performance in
services, notably for travel (tourism), fi-
nancial services, transport and communi-
cations. While FDI is significant, foreign
investments in productive projects and
activities are modest, with Cyprus having
among the lowest shares of employment
and value-added in foreign-controlled en-
terprises of the benchmark countries.
Employment and Jobs (Section 5.3).
The employment situation has improved
in recent years and is continuing an up-
ward trend, although it has not yet fully re-
covered from the losses that followed the
global financial crisis and the subsequent
domestic fiscal and banking crisis. Issues
remain for employing younger people
and, although falling, the youth unem-
ployment rate remains above the EU av-
erage. Further, compared to the bench-
mark countries, it appears that labour
markets in Cyprus are characterised by
high levels of both vertical and horizontal
skills mismatches among younger work-
ers in certain sectors.

in maritime shipping services and specialised professional
services that support the activities of these entities..



e Costs and Prices (Section 5.4). In gen-
eral, business-related costs are low. La-
bour costs in Cyprus are below the EU av-
erage. Cyprus also has amongst the low-
est rental costs for private and retail ac-
commodation. Conversely, non-residen-
tial electricity costs and costs for high
speed broadband internet access in Cy-
prus are among the highest of the bench-
mark countries. These higher costs seem

to reflect structural factors, such as the re-
liance on imported fuel supplies and small
market size.
Taken together, Cyprus’ competitiveness out-
comes present a mixed picture, summarised
in the table below.

Table 3 Overview of competitiveness strengths and weaknesses of Cyprus

Market conditions & institutions: Open, competitive, and well-functioning markets

e Trade openness above the EU average and most
benchmark countries after allowing for geograph-
ical location and country size. (Figure 59, Figure
60)

e High levels of product-market efficiency (Figure
33) and low levels of market dominance. (Figure
63)

e  Functioning of consumer markets that is consid-
ered close to the EU average. (Figure 66)

e A good balance between labour rights and labour
market flexibility. (Figure 65)

e Relatively high costs of trading across borders
and a high burden of customs procedures for in-
ternational trade. (Figure 61and Figure 62)

some areas

Business environment & institutions: A well-functioning business environment but with exceptions in

e  Strong judicial independence, rule of law and po-
litical stability. (see Section 6.2)

e Performance in resolving insolvency, paying
taxes and protecting investor rights are at levels
equivalent to or above the EU average. (Figure
68)

e Low corporate tax rates. (Figure 74)

e Weaknesses in the overall ease of doing busi-
ness (Figure 67) and in selected areas (Figure
68), notably:

e  Enforcing contracts (Figure 37)

e Registering a property (Figure 37)

e Issuing construction permits (Figure 37)

e Government efficiency (Figure 72)

e e-Government and e-Participation of citi-
zens, even if improving (Figure 73)

e  Efficiency of the court system (Figure 76 to
Figure 79)

Industry structure, specialisation & organisation: Strong professional services, tourism and shipping
clusters, but weak cluster activity in most other sectors

e  Strong professional business services, tourism
and shipping sectors. (see Section 3.2)

e Low general development of business clusters
and low levels of value chain integration. (Figure
80)

neurial activities and support for entrepreneurship

Firm characteristics, dynamism & sophistication: Strong entrepreneurial spirit, but a lack of entrepre-

e Strong entrepreneurial aspirations. (Figure 83)

e Business make use of intangible assets. (Figure
86)

e Firm resilience and adaptability after the crisis

e Very few large firms. (Figure 5)

e Low entrepreneurial activity. (Figure 83)

e Limited entrepreneurial infrastructure. (Figure 82)

e Low-levels of business sophistication even if
somewhat improving. (Figure 84, Figure 85)
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Strengths WWEELGESES

Human capital: A well-educated work force, but lacking in science and technology-related skills

Well-educated work force, with high levels of ter-
tiary education. (Figure 89 and Figure 90)

A high proportion of the population with
knowledge of a foreign language. (Figure 97)

Low levels of graduates with science and tech-
nology qualifications. (Figure 92)

Low levels of vocational education enrolment.
(Figure 91)

Low levels of digital skills. (Figure 96)

High levels of skills mismatches and overqualified
workers. (Figure 98 and Figure 99)

Technology, innovation, and knowledge: Academic
tion or technology adoption

excellence does not translate into business innova-

High levels of tertiary education. (Figure 89)
Strong tertiary-level academic capacities. (Figure
105)

Above EU average SME product and process in-
novation. (Figure 109)

Low levels of national R&D expenditure and
weak private sector R&D activity. (Figure 102 to
Figure 104)

Low levels of inward international technology
transfer and limited cooperation between aca-
demia and business. (Figure 107 and Figure 108)
Weak innovation system performance. (Figure
100)

Low levels of creative outputs and below EU av-
erage market and organisational innovation by
SMEs. (Figure 101 and Figure 109)

Financial infrastructure: Cost and access to finance for businesses remain a problem

The financial sector has stabilised after the fiscal
and banking crisis. (Section 7.3)

Household borrowing costs in line with other
countries. (Figure 113)

Variety of bank instruments supported by the EU
and national funds available to SMEs, including
start-ups. (section 10.2)

Perceived weak financial market development.
(Figure 110)

Relatively high borrowing costs for businesses.
(Figure 113)

Limited availability of non-bank financing, such as
equity, bonds and venture capital. (Figure 114)

Productive and physical infrastructure: Limited ex
constraints

ternal connectivity and weak ICT development are

Good road infrastructure. (Figure 115)
Good ports and airport infrastructure.

Low air and maritime connectivity, but air connec-
tivity is improving. (Figure 116 and Figure 117)
Low performance of logistics services. (Figure
118)

Low ease of obtaining electricity supply and high
cost of electricity. (Figure 119 and Figure 56)
Modest ICT infrastructure and digital economy
development. (Figure 123)

Modest connection speeds and high cost of inter-
net. (Figure 122 and Figure 57)

10.2 Cyprus’ competitiveness is-

sues and policy responses

Given the wide range of competitiveness driv-
ers (and their associated indicators), it is ex-
tremely challenging to directly link specific
drivers to competitiveness outcomes or to
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overall competitiveness performance. Moreo-
ver, both competitiveness outcomes and driv-
ers are shaped by Cyprus’ endowments (e.g.
market size, geographical location, climate,
natural resources, etc.) that also affect the
country’s economic structure. Furthermore,
culture and social values, which are difficult to
capture through the available indicators, can



also have an important influence on the be-
haviour of businesses, individuals and policy
makers.

Keeping the above points in mind, the follow-
ing discussion builds on the assessment of
Cyprus’ competitiveness strengths and weak-
nesses, and describes some broad key the-
matic areas where there appear to be im-
portant competitiveness issues. While the fol-
lowing sections inevitably emphasise poten-
tial areas for improvement it should, however,
not be forgotten that the broad regulatory, in-
stitutional and market conditions in Cyprus
are good. Moreover, although the indicator
analysis shows some weakness in the busi-
ness environment, many are well recognised
by Cypriot policy makers, businesses and
wider society. Policy initiatives have already
been enacted or are under consideration to
address weaknesses (or reinforce strengths).
Nonetheless, it is reasonable to ask whether
current or proposed policy measures are ad-
equate or need further reinforcement.

Equally, while policy measures may be taken
in the right areas, the effectiveness of their
implementation and coordination warrants
consideration. In many instances, it appears
that the main issue for public policy is less the
need for new measures but rather, improved
implementation of existing ones through fur-
ther coordination, monitoring and evaluation
to enable fine-tuning.

Entrepreneurship and firm dynamism

With few large enterprises and limited foreign
investment in productive activities, Cyprus
will need to rely heavily on new firm creation
and high-growth SMEs to drive employment
creation and deliver productivity improve-
ments that go beyond cyclical adjustments.
Moreover, strong entrepreneurial capabilities
and business flexibility are crucial assets to
enable the economy to respond to external
shocks and to make structural adjustments
towards a more balanced and sustainable
growth model. However, Cyprus shows need
for improvement in entrepreneurship and firm
dynamism, including the share of innovative
enterprises. Within companies, the proportion

of employees engaged in entrepreneurial ac-
tivities (e.g. developing new products or set-
ting up new business units) is low. And, even
if indicators of entrepreneurial attitudes, aspi-
ration and intention are similar to many
benchmark countries, this does not appear to
translate into a particularly dynamic business
sector.

Weak entrepreneurship can be linked to sev-
eral underlying contributing causes. To some
extent, cultural and social attitudes—ex-
pressed, for example, through a preference
towards employment in the family business or
in established companies and the public sec-
tor providing a structured career path—ap-
pear to play a role. Also, the analysis points
to a relatively weak entrepreneurial eco-sys-
tem and support framework, limited business
community interactivity (in terms of cluster
development and value chain linkages) and a
weak interface between business, research
and academia. New, innovative and fast-
growth enterprises are also confronted by
more specific constraints that hamper early-
stage and subsequent development phases,
such as limited access to finance, especially
non-banking finance.

Cyprus has already taken steps to stimulate
and support entrepreneurship through recent
policies targeting start-ups, high-growth and
innovative firms. The National Policy State-
ment for the Strengthening of the Entrepre-
neurial Ecosystem adopted in 2015 sets out
a range of measures to support entrepreneur-
ship, including: providing tax incentives to
promote investments in innovate SMEs and
start-ups; the Cyprus Startup Visa pro-
gramme, providing visas and support to en-
trepreneurs from third countries; and an advi-
sory and mentoring facility targeting SMEs
that has been set-up, in cooperation with the
EBRD. As part of efforts to facilitate enter-
prise access to funding support, Cyprus is de-
veloping a centralised digital platform for sub-
mission and management of funding applica-
tions, with a pilot implementation covering ap-
plications for two grant schemes related to
Youth and Women Entrepreneurship com-
pleted in April 2018.
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Related private-sector initiatives include
Startup Cyprus, an organisation that aims to
create a start-up ecosystem in Cyprus, by giv-
ing support through networking, events and
trainings and by engaging in policy advocacy.
Also, financial institutions, consulting firms
and other institutions are engaged in private
initiatives to support the entrepreneurial sys-
tem in Cyprus, such as the IDEA programme
(an incubator and accelerator initiated and
funded by the Bank of Cyprus) and the ARIS
programme (a start-up service, providing in-
novating workspaces to aspiring entrepre-
neurs).

In addition, to systematically monitor and
evaluate the impact of entrepreneurship, Cy-
prus joined the Global Entrepreneurship Mon-
itor (GEM) in 2016. The aim of this initiative is
to have a holistic and in-depth analysis of the
entrepreneurial ecosystem in Cyprus (based
on international standards and methodolo-
gies), to understand the factors that encour-
age or hinder entrepreneurial activity and to
provide recommendations to policy makers
(taking also into account benchmarking with
other countries in the EU and worldwide).®

It is too early to assess the impact and effec-
tiveness of the Cypriot authorities’ multi-
pronged approach to address entrepreneurial
shortcomings. Moreover, instituting broader
changes to societal norms and attitudes will
be a long-term process. Momentum is im-
portant, as inspiring success stories of firms
and entrepreneurs engaging in new, non-tra-
ditional sectors and activities can strongly
contribute to shifting attitudes. Similarly, ex-
posure is important, as first-hand experience
with new activities or technologies is equally
inspiring.’

Similarly, raising awareness of initiatives to
support entrepreneurship, not only within Cy-
prus but also further afield, can stimulate and
encourage firms and individuals to pursue

16 See: https://www.gemconsortium.org/country-profile/145
7 The success of technology-oriented start-ups in Israel is instruc-
tive. Strong contributors to this success are the exposure of
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their entrepreneurial activities. In all these ar-
eas, there appears to be scope for develop-
ment of a promotion strategy for entrepre-
neurship, both directly by the public sector
and through increasing wider media attention.

Recommendations:

e Further encourage and facilitate investment in
high value-added and innovative activities
and sectors. In recent years, Cyprus has intro-
duced multiple initiatives to strengthen entrepre-
neurship. Efforts should continue to strengthen
activities to raise awareness and promote entre-
preneurship, and to specifically target high value-
added and innovative activities and sectors.

e Ensure continued oversight, monitoring and
evaluation of entrepreneurship performance
and actions. As foreseen by Cyprus participation
to GEM, and acknowledging the interaction
across multiple policy areas, Cyprus should con-
tinue efforts to develop a holistic approach to en-
trepreneurship and firm dynamism.

NB. The GEM country reports for Cyprus (University
of Cyprus, 2018) contain an extensive list of specific
policy recommendations to strengthen entrepreneur-
ship in Cyprus.

Best practice: Tech Park in Georgia

Georgia is far less developed than Cyprus, and is
typically ranked below Cyprus in competitiveness
indices. At the same time, reforms and policy initi-
atives in Georgia are often innovative and impact-
ful, as evidenced by Georgia rising to the sixth po-
sition in the most recent World Bank Doing Busi-
ness index.

The Tech Park in Thilisi, Georgia is a flagship pro-
ject of the Georgia Innovation and Technology
Agency, supported by the World Bank. The Tech
Park provides exposure to new and emerging
technologies, and allows young and aspiring en-
trepreneurs to experiment and to collaborate.

The Tech Park is not to be confused with more tra-
ditional science or technology parks. It does not

young Israelis to technology in the Defence Forces, and the
momentum generated by the initial success of a few high-pro-
file start-ups.



provide facilities or space to tenant enterprises, in-
cluding start-ups. Rather, the focus of the Tech
Park is to promote (youth) entrepreneurship and
familiarity with new and emerging technologies.

Facilities include incubators, training centres, la-
boratories equipped with 3-D printers and other
machines, a digital library, meetings and confer-
ence space, offices and recreational areas. The
Tech Park also organizes trainings and events, in-
cluding, for example, an SME banking conference
and trainings on the business model canvas tool.

There are comparable initiatives in Cyprus, such
as the “makerspace” at the Centre of Entrepre-
neurship at the University of Cyprus, the Youth
Makerspace in Larnaca (in cooperation with the
municipality) and the private Fab Lab Cyprus in
Nicosia. However, the Thilisi Tech Park is an inter-
esting example of how such an initiative forms just
one of several elements of a coordinated entrepre-
neurship and innovation policy. For example, in
conjunction with the opening of the Tech Park, the
Georgian government introduced a programme
that provides financial support to innovative pro-
jects.

Source: http://techpark.ge (in Georgian), and
http://blogs.worldbank.org/europeandcentrala-
sia/georgia-innovates-hidden-talents-are-re-
vealed

Business linkages and interaction

The indicator analysis suggests weak devel-
opment of business linkages in Cyprus, both
within the country and across borders. This
covers linkages among firms and industry
sectors, as well as between the business
community and other sectors, such as re-
search institutions and the education sector.
This is a potential concern because the size,
depth and quality of the business eco-system
(including suppliers of intermediate inputs,
workforce and supporting institutions) affects
the efficiency of business interactions,
productivity and resilience. Moreover, strong
business linkages, cluster development and
value-chain integration are all potentially im-
portant for driving business development by

providing opportunities for entering or ex-
panding into new activities and markets, and
by stimulating innovation. While business
linkages and interaction are typically under-
stood to be in the context of manufacturing in-
dustries, they are also important for service
industries, particularly innovative and tech-
nology-oriented service industries like ICT.

Realistically, the depth and breadth of link-
ages developed in Cyprus or connecting Cy-
prus internationally cannot be expected to
match those in larger and more diversified
economies. Nonetheless, Cyprus could do
more to strengthen linkages within the econ-
omy and internationally, in ways that could be
mutually supportive and promote greater in-
novation. To an important extent, this con-
cerns changes in business behaviour and the
breaking down of ‘silo mentalities’ so that en-
terprises cooperate more and also look out-
side their own sector-boundaries, to identify,
create and exploit innovation opportunities.
Among policy instruments available to pro-
mote and forge linkages are matchmaking or
networking events. Information portals can
also play a role, as they facilitate information
exchange, knowledge sharing and mutual un-
derstanding among economic actors. In-
creased efforts in this direction could be rele-
vant for Cyprus. For example, there does not
appear to be systematic efforts to create link-
ages between Cypriot SMEs, and between
these and larger enterprises.

In the specific area of linkages between busi-
nesses and academia, mechanisms such as
business incubators, training and workshops
are all vehicles for promoting greater interac-
tion and collaboration through increasing
awareness of shared interests as well as
commercial and knowledge capabilities.
These can be supported by the public sector
through financial instruments, such as grants
or tax incentives for collaborative efforts and
creating appropriate frameworks that provide
incentives for academics to seek out partner-
ship and cooperation opportunities with busi-
nesses. In this context, several promising ini-
tiatives and policies have been proposed or
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are already implemented by the Cypriot au-
thorities, including the promotion of collabora-
tion between academics and business
through national framework programmes, the
new legislation facilitating university spin-offs
which entered into force in July 2018, and the
proposed establishment of a central technol-
ogy transfer office at the Research Promotion
Foundation.

At a more fundamental level, it is important to
have an appropriate legal framework, includ-
ing intellectual property rights (IPR) protec-
tion that supports different modes of collabo-
ration between organisations. For example,
IPR matters for how businesses manage their
intangible assets in value chains, and the ex-
tent to which they are willing to transfer tech-
nology. Cyprus’ legislation on Intellectual
Property Rights and Copyrights is fully har-
monised with all relevant and applicable EU
Directives and Regulations. Cyprus is also in
the process of modernising the legislation on
Trade Marks with the aim of harmonising with
the latest Trade Marks Directive. While the in-
dicator analysis points to some weaknesses
in intellectual property rights protection, im-
provements are very significant. (Figure 69
and Figure 70)

Finally, with multiple existing policies and ini-
tiatives, there is a need for better coordination
of policies and their implementation. For ex-
ample, linking the promotion of academic and
business collaboration with economic diplo-
macy would enhance both efforts. In particu-
lar, it would allow enhance the international,
cross-border aspects of academic and busi-
ness collaboration, by leveraging the diplo-
matic network of Cyprus. Similarly, economic
diplomacy would benefit from being directly
linked with the academic and business com-
munity. More generally, and not limited to this
specific example, a more centralised coordi-
nation of efforts would enhance the impact of
most of these efforts.
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Recommendations

Support the integration of Cypriot firms in
the supplier networks of large international
companies. Cyprus should consider opportuni-
ties and support programs to assist local SMEs
to supply higher value-added products and ser-
vices to large international companies. Initially
this could target multinational corporations pre-
sent in Cyprus and, through this exposure, ex-
tend integration of Cyprus in global value
chains. This may build on Cyprus recognised
expertise in shipping and professional business
services to include other fields (e.g. ICT ser-
vices), while being aligned to strengthening Cy-
prus position as a regional business hub.

Such support would have to help busi-
nesses in both establishing and sustaining
linkages. This includes the monitoring of tech-
nology and industry trends, or feasibility studies,
to identify promising activities and linkages. A
matchmaking facility or trade missions, among
others, would support the creation of first con-
tacts. To create and sustain linkages, targeted
support might be needed, addressing con-
straints related to access to finance, skills, qual-
ity upgrading, among others.

Enhance connectedness and collaboration
between the business community and ter-
tiary-level education and research. Building
on reforms to enable more commercially-orien-
tated activities of academic research (including
formation of spin-off companies), Cyprus should
further promote collaboration between aca-
demia and the business community, both do-
mestically and at an international level.

Enhance coordination and exploitation of
synergies of actions promoting business
linkages and interaction. There are multiple
policies and initiatives that directly or indirectly
have the potential to support strengthening of
business linkages and interaction. Often these
appear to be implemented in isolation and there
may be opportunities to enhance effectiveness
and efficiency through improved coordination.



Best practice: Technology Demonstration Pro-
gram in Canada

The Canadian Technology Demonstration Pro-
gram supported large scale technology projects in
selected key sectors between 2013 and 2017.
This program aimed to demonstrate the feasibility
of technologies, moving them closer to a commer-
cial application. Projects were collaborative, typi-
cally included one larger lead company, and al-
ways had to include at least one SME and one uni-
versity. The Government of Canada provided
matching grants, typically covering labour costs
related to R&D, as well as materials and equip-
ment. In 2018 the Technology Demonstration Pro-
gram was merged into the Strategic Innovation
Fund.

The scale of the Canadian program would be hard
to replicate in Cyprus. Two key lessons emerge,
however. First, the program focused on specific
sectors, thereby ensuring spillovers across pro-
jects. This may be of even greater importance in
Cyprus, where limited resources may need to be
targeted to a more focussed innovation and re-
search effort. Second, the program emphasised
collaboration, forging links between larger and
smaller enterprises and universities. Given the ab-
sence of large enterprises, in Cyprus this role
could also be filled by multinational enterprises or
the public sector.

Source: http://ito.ic.gc.ca/eic/site/ito-
oti.nsf/eng/h _00837.html

Adoption of digital technologies

Low rates of adoption of digital technologies
are associated with lower productivity growth
potential and long-term growth prospects,
alongside negative spillovers from reduced
opportunities for trade and foreign direct in-
vestment attraction. Fundamentally, given the
transformational nature of digital technologies
across diverse sectors and activities, low
technology adoption engenders risks for
modernising and adjusting the structure of the
economy and its flexibility to respond and
adapt to shocks.

18 The Ministry of Finance is currently developing the appropriate
technical infrastructure for the exchange of electronic invoices

Adoption of digital technologies by firms, the
public sector and the general publicis an area
where Cyprus lags many benchmark coun-
tries. This situation is captured by a range of
indicators on the use of digital technologies
(Figure 106) and reflected in the very limited
contribution of ICT assets to GDP growth
(Figure 44). It also goes together with appar-
ent low levels of digital skills (Figure 96).

Cyprus weak digital performance can be
traced back to multiple potential sources. It
may be partly cyclical, due to the fiscal and
banking crisis holding back private invest-
ment, and ongoing problems of access to fi-
nance for business investment. There may
also be structural issues arising from the
dominance of SMEs that may lack the re-
sources and capacity — financial or human —
to invest heavily in digital technologies, or
from the composition of the economy, which
is heavily oriented towards service activities,
including tourism. High costs of internet ac-
cess are probably also a major reason for low
internet usage rates in Cyprus. Digital illiter-
acy is also a problem for Cyprus. Cyprus
ranks 19th among EU Member States for dig-
ital connectivity according to the European
Commission’s Digital Economy and Society
Index (DESI, 2018), mainly due to the low
take-up of ultra-fast broadband networks.

There are also questions arising in relation to
the diffusion of digital technologies, especially
where the returns on investment rely on at-
taining a critical mass of users; for example,
adoption of B2B electronic invoicing requires
enough firms capable of submitting and re-
ceiving electronic invoices before such solu-
tions can ‘take-off’.1® Similar considerations
apply for e-Commerce and e-Government (or
e-Governance) technologies that require suf-
ficiently developed soft ICT infrastructure and
digital skills within the general population to
make investments worthwhile.

between the private and public sector in a co-financed pro-
gramme with the European Commission. See http://www.e-in-
voicing.gov.cy
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The Government of Cyprus has multiple on-
going initiatives to support digitalisation, as
set out in its Digital Strategy, which itself is
planned for revision. These include the Gov-
ernment Gateway Ariadne, providing a range
of electronic services to citizens and busi-
nesses. Meanwhile, discussions are taking
place for the introduction of the use of e-Sig-
natures and e-Authentication, which should
further facilitate the uptake of electronic ser-
vices by both the public and private sectors.
One important initiative for business start-ups
is the development of the Platform for the Dig-
italisation of all grant schemes for enter-
prises. The system will provide the possibility
for online submission of applications, it will
support the whole procedure of managing ap-
plications (submission, review, approval/re-
jection, implementation, payment, monitoring
etc.) and it will also provide administrative in-
formation. Also, to support the adoption of
digital technologies and stimulate demand for
broadband services, the Government organ-
ises awareness campaigns, seminars and
workshops to promote digital society, to in-
form citizens and businesses about the ben-
efits of using ICT and the internet, and to
build-up the necessary trust.

Recommendations:

e Provide digitalisation incentives for key sec-
tors of the economy. Incentives in the form of
financial or other support could be provided to
key ‘traditional’ sectors (e.g. tourism, shipping)
to enable and enhance the efficiency of opera-
tions and participation in the digital economy.
Such measures may be extended to new activi-
ties and innovative start-ups beyond ‘traditional’
sectors, to support economic diversification and
specialisation.

e Strengthen education and training (all lev-
els) for digital skills. This includes the promo-
tion of existing ICT university programmes in
high schools, with the aim of increasing aware-
ness and interest in such study opportunities
among high school students. It also includes the
promotion of vocational education and training
for adults, and the promotion of ICT education
and life-long learning targeted to women. More
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broadly, promoting the attractiveness of ICT ser-
vices as a career path.

e More broadly, incentivise productivity en-
hancing investments. Fixed investment is
skewed towards construction and real estate,
with limited private investment in productivity
enhancing capital, R&D and innovation activi-
ties. Alongside efforts to improve access to fi-
nance and encourage domestic and inward in-
vestment, investment activity should be moni-
tored and additional measures to ensure an ad-
equate contribution to enhancing productivity
and competitiveness implemented if necessary.

NB: Additional recommendations relating to ICT ser-
vices are listed in Chapter 9 (Section 9.3 on page
147)

Access to finance

In general, limited access to finance can be
expected to constrain the creation and expan-
sion of businesses and investment into new
activities and technologies, which may help to
explain limited firm creation and a low number
of high-growth firms observed in Cyprus. A
lack of specialised financial services such as
trade credit can affect competitiveness out-
comes in areas like trade or foreign direct in-
vestment.

Businesses in Cyprus face a lack of afforda-
ble, accessible and sufficiently targeted
sources of finance, both generally and to
meet firm specific needs. This situation was
exacerbated by the fiscal and banking crisis,
which itself represented a symptom of under-
lying weaknesses, including a heavy reliance
on a few financial service areas, such as real
estate and collateralised lending. The indica-
tors analysed in this report suggest, not only
high borrowing costs (Figure 113), but also
limited use of equity financing and specialised
financial services such as venture capital
(Figure 110 and Figure 111). Cypriot firms’
external finance comes almost exclusively in
the form of bank loans or other forms of bank
financing (Figure 114). Findings from the Eu-
ropean Investment Bank Investment Survey
for 2017 indicate that, although firms in Cy-
prus that used external finance are, on bal-
ance, satisfied with the amount, cost, maturity



and the type of finance received, collateral re-
quirements are an important obstacle, with 21
percent of companies reporting them as a
source of dissatisfaction.

Constraints on access to finance for business
are likely to persist, for several reasons. The
small size of Cyprus’ market means that it is
not of particular interest to foreign banks and
financial services providers that could
broaden the array of financial instruments
and services available to Cypriot firms. This
is of relevance given the prevalence of small
and medium sized enterprises, which are
rarely able to access international financial
markets, even within the EU. Furthermore,
costs and risks for financial providers of ser-
vicing SMEs is typically higher than for larger
enterprises, raising the overall cost of bank-
ing activities.

There is no scarcity of studies and reports on
the Cyprus banking system, in particular with
regard to the issue of non-performing loans
and their impact on the banking system’s sta-
bility.*® Policy recommendations follow from
these reports, and include debt restructuring
and enhanced cooperation between borrow-
ers and creditors, strengthening the bank-
ruptcy framework, improving credit modelling
and scoring, prudent fiscal policies and more
generally, promoting balanced and sustaina-
ble growth (IMF, 2017). To further mitigate is-
sues around non-performing loans, in 2018,
the government enacted a series of more far
reaching laws, in the context of a comprehen-
sive strategy, to mitigate the problem. A new
sale of loans law allowed creditors to break
mortgages apart into multiple pieces and to
give loan buyers more access to data that al-
lows them to assess debtors’ ability to pay. A
securitization law was also approved. While
aimed primarily at strengthening the banking
system and reducing the burden imposed by
non-performing loans, these policies should
eventually help ease access to finance for en-
terprises.

19 The Independent Commission on the Future of the Cyprus
Banking Sector (2013), recommended improved financial su-
pervision and corporate governance, while emphasising the
continued importance of the banking sector as a component

Beyond efforts aimed at the banking sector it-
self, Cypriot and EU policy makers have long
identified the need for improving access to fi-
nance through interventions. Several initia-
tives are underway, including new legislation
facilitating major investments and the work of
collective investment funds, the Advice for
Small Business Facility with EBRD, various
grant and lending schemes such as the Cy-
prus Entrepreneurship Fund, among others
(Unit for Administrative Reform, 2018). The
provision of trade credit was previously facili-
tated through the EIB Trade Finance Facility
and is currently facilitated by the EBRD Trade
Finance Facility through commercial banks.

There are also various EU policies and initia-
tives. These include COSME (EU programme
for the Competitiveness of Enterprises and
Small and Medium-Sized Enterprises), which
aims to ease access to loans and equity fi-
nance for SMEs (though Cyprus has not used
this facility). Also relevant is the SME instru-
ment in the Horizon 2020 Framework Pro-
gramme for Research and Innovation, sup-
porting innovation projects with grants and
risk finance. This includes, among others, In-
novFin (EU Finance for Innovators) that sup-
ports innovative SMEs and entrepreneurs
with direct loans, guarantees and other prod-
ucts. Two Cypriot banks already participate in
this programme.

There are reasons to be optimistic that con-
straints on access to finance will ease over
the long-term, at least as far as more tradi-
tional bank finance is concerned. Neverthe-
less, given the range of activities by different
institutions and organisations, it is crucial that
policies are coordinated and monitored. Fur-
thermore, coordination is also needed with re-
lated policy areas, such as entrepreneurship
support, business innovation or linkage crea-
tion. This, again, would be an important role
for the new Economy and Competitiveness
Council, as an advisory body.

of the Cyprus economy. European Commission (2018b) and
IMF (2017) note a lack of progress in reducing non-perform-
ing loans and their consequential risks for the recovery pro-
cess.
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Recommendations

e Improve access to, and availability of, alter-
native sources of finance. Alongside ongo-
ing efforts to strengthen the banking sector (in-
cluding addressing non-performing loans),
measures are necessary to improve access to,
and availability of alternative sources of fi-
nance (e.g. venture capital, equity funding,
crowdfunding)

e Explore the feasibility of a national venture
capital fund, such as YOZMA, presented in
the Box below. This would entail exploring the
potential demand for venture capital, the po-
tential interest of international investors, the le-
gal and financial aspects, among others.

Best practice: Venture capital in Israel

Government policies that promoted access to ven-
ture capital were and are critical to the success of
Israeli start-ups. In 1993 the Israeli government
created the YOZMA group (Hebrew: initiative) with
a starting capital of 100 million US-dollar. The aim
of YOZMA was and is to provide venture capital by
attracting international venture capital investors in
innovative technology sectors such as ICT or bio-
technology.

YOZMA created several public-private funds and
in some cases invested directly into start-up com-
panies. The ultimate objective was to fully privatize
these funds and investments, by allowing private
partners to buy out the government share. Private
investors were primarily foreign, in particular from
the United States.

Beyond providing venture capital, YOZMA also
provided further support to start-ups. These in-
cluded efforts to improve access to finance, by di-
rectly linking start-up with foreign investors or fa-
cilitating access to other sources of finance.

Other business development services included the
promotion of linkages and cooperation with aca-
demia, research institutions, ad technology incu-
bators. YOZMA also assists by identifying and re-
cruiting management or research staff, or board
members, or by supporting in the development of
business strategies.

CYPRUS
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Source: Baygan (2003)

Human capital

Evidence from the indicator analysis, together
with stakeholder interviews, paint a mixed
picture of Cyprus’ human capital situation. On
one hand, Cyprus invests heavily in educa-
tion when measured as a share of GDP (Fig-
ure 95) and the work force is well-educated
and capable (Figure 89). There appears to be
a consensus that the general-level and avail-
ability of skills is good, particularly with re-
spect to some of the main economic sectors
that require, for example, administrative, legal
or accounting skills. On the other hand, stake-
holders point to gaps and shortages in some
key areas, notably for more technical and
specialised skills, especially those associated
with new and emerging non-traditional sec-
tors and economic activities. This is reflected,
more generally, by indicators of skills mis-
matches, both in terms of apparent over-qual-
ification of workers and the correspondence
between area of education and sector of em-
ployment. (Figure 98 and Figure 99)

These findings point to issues concerning the
quality and effectiveness of the education
system, and its alignment with more sector
specific needs, and the types of skills that can
be expected to be in high demand in the fu-
ture. While human capital does not present
an overly pressing competitiveness issue to-
day, action may be required now to prevent it
becoming one in the future. While it is beyond
this report to provide detailed recommenda-
tions for policies to promote a more forward-
looking and flexible education system, it
seems that a careful assessment and moni-
toring of Cyprus’ future skills needs would be
appropriate. The work of the Human Re-
source Development Authority is pertinent in
this respect and should be further enhanced.
The new Economy and Competitiveness
Council could play a role in bringing business,
educators and policy makers together to de-
velop a future-skills strategy and skills fore-
sight activities.



Recommendations

e Continue with the forecasting of employment
needs by the Human Resource Development
Authority of Cyprus. Potentially these efforts
can be strengthened by building on the experi-
ence of Ireland (see Box below).

e Raisethe number of graduates with technical
and natural science qualifications. This should
include efforts to promote Science, Technology,
Engineering and Mathematics (STEM) training
and education and of associated future career op-
portunities in these disciplines.

e Strengthen education and training (all levels)
for digital skills. This includes the promotion of
existing ICT university programmes in high
schools, with the aim of increasing awareness
and interest in such study opportunities among
high school students. It also includes the promo-
tion of vocational education and training for
adults, and promotion of ICT education and life-
long learning targeted to women. More broadly,
promoting the attractiveness of ICT services as a
career path.

e Strengthen education and training (all levels)
to support entrepreneurship. This includes pro-
motion of entrepreneurship courses in schools,
universities, and vocational training and life-long
learning programmes.

e Improve alignment of education and training
outputs to sector skill requirements and im-
prove educational efficiency and enhance
monitoring of trends in sector skill require-
ments and strengthen anticipation of future
skill needs. Existing skills mismatches and ex-
pected changes in future skills needs indicate a
need for realignment of education outcomes to
better meet current and future businesses-sector
skill requirements.

Best practice: Expert Group on Future Skills
Needs

The Expert Group on Future Skills Needs in Ire-
land assesses, and forecasts current and future
skills needs of the Irish economy, thereby ensuring

20 While direct flights benefit the tourism industry, business travel-
lers might benefit more from more frequent flights to major

that the education system can provide the skills re-
quired on the current and future labour market. Es-
tablished in 1997, the Expert Group advises the
Department for Education and Skills, and the De-
partment for Business, Enterprise and Innovation,
as the departments involved with the demand and
supply side of skills. The Group is supported by the
Skills and Labour Market Research Unit, providing
data and analysis on skill and maintaining the Na-
tional Skills Database. This database provides in-
formation on employment and labour market de-
velopments, information on the characteristics of
occupations and forecasts for the demand in spe-
cific occupations. The group also provides skills
foresight and benchmarking, expert advice on skill
formation through education and training activities,
monitoring of employment and educational poli-
cies.

Source: http://www.skillsireland.ie

External connectivity

External connectivity concerns the availabil-
ity, affordability, frequency and directness of
passenger and freight transportation links by
air and sea. In the digital era, it also concerns
the availability and quality of externally con-
nected digital infrastructure and service pro-
vision.

Cyprus’ limited air transport connectivity (Fig-
ure 117) can be attributed to several factors,
including its small domestic market and pe-
ripheral location, placing it at some distance
from major European air transport hubs. Ac-
cording to Airports Council International
(2018), Cyprus has considerably improved its
direct air connectivity (i.e. the number of di-
rect air services available from Cypriot air-
ports) but is lagging in hub connectivity (i.e.
the number of destinations available through
connecting through major hub airports). This
reflects considerable success in attracting
charter flights, but also indicates a need to
also improve the connectivity to major hub
airports.?°

hubs, allowing them to reach a large number of international
destinations with minimal layovers.
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For maritime transport, Cyprus has a strate-
gic location at the intersection of major inter-
national and regional shipping lanes, mean-
ing that despite its small size Cyprus has rel-
atively wide and regular maritime connections
(Figure 116). Similarly, Cyprus has reasona-
ble telecommunications and data connectiv-
ity, (Figure 120 and Figure 122) but costs are
high by European standards (Figure 57).

For a small island economy such as Cyprus
external connectivity matters. Connectivity
constraints raise the cost of exporting final
goods and services, and the cost of importing
raw materials and intermediate inputs. Given
the importance of business-related services
and tourism, constraints related to air connec-
tivity, such as high costs or a lack of direct
routes, tend to be more widely felt than con-
straints on freight transportation for physical
goods.

Nonetheless, although Cyprus appears to
have little potential for large volume manufac-
turing, its attractiveness for low-volume and
specialised high-value manufacturing activi-
ties is vulnerable to freight transportation con-
straints. This could be of increasing concern
given developments in manufacturing pro-
duction technologies and process organisa-
tion — e.g. automation, digitalisation and data
exchange, additive manufacturing (3D print-
ing), internet of things, among others — that
have the potential to facilitate the integration
of enterprises from small and dispersed loca-
tions in manufacturing value chains. As with
business-related services, a particular type of
air connectivity matters — not the sheer num-
ber of (leisure) destinations, but rather fre-
quent and conveniently timed connections to
major hub airports.

More broadly, weak connectivity, whether
physical or digital, can have a detrimental im-
pact on the exchange of ideas and technolo-

2L Currently, for Cyprus the only public service obligations route
is between Larnaca and Brussels, served by Ryanair. This
route is not restricted, and no compensation is provided to
Ryanair. See https://ec.eu-
ropa.eu/transport/sites/transport/files/modes/air/internal_mar-
ket/doc/pso_inventory_table.pdf.
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gies, and the creation of international produc-
tion, investment and innovation linkages. Fail-
ure to address connectivity issues could bring
the associated that Cyprus may be unable to
benefit from developments that could enable
productivity improvements or stimulate inno-
vation and, thereby, undermine medium to
longer term growth prospects.

The issue of connectivity is also relevant in
the context of Cyprus’ potential as a regional
business-hub. Improvements to Cyprus con-
nectivity, particularly to key business loca-
tions in nearby countries, should increase Cy-
prus’ attractiveness for regional headquarter
operations and enable it to better exploit op-
portunities arising from its strategic geo-
graphical location.

Efforts are already underway to improve ex-
ternal connectivity. In the area of digital tech-
nologies, this includes the formulation of a
Digital Strategy mentioned previously. In mar-
itime transportation, these efforts include ma-
jor investments in infrastructure and the de-
regulation and privatisation of sea ports. In air
transportation, an open skies policy has been
adopted, and the airport operator Hermes Air-
ports offers incentives for airlines developing
their business in Cyprus. Also, under the EU’s
public service obligations in air transportation,
there is the possibility to award route monop-
olies to airlines on underserved routes and
provide compensation for airlines’ operational
losses.?!

Cyprus does not have a unified national
transportation strategy covering maritime and
air connectivity, and allied to the needs of the
Cyprus business sector. This is a significant
policy gap deserving attention and further
study.?? Such a strategy should avoid focus-
ing exclusively on the infrastructure aspects
of transportation but should also consider en-
hancing connectivity as part of the promotion

22 Digital connectivity should not be completely ignored in such
a unified transportation strategy, also given how both the de-
mand for and the supply of transportation services are in-
creasingly shaped by the digital technologies. At the same
time, digital connectivity is already covered by the Digital
Strategy and other policies.


https://ec.europa.eu/transport/sites/transport/files/modes/air/internal_market/doc/pso_inventory_table.pdf
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https://ec.europa.eu/transport/sites/transport/files/modes/air/internal_market/doc/pso_inventory_table.pdf

of Cyprus as an attractive location for busi-
ness operations and investment.

Recommendations:

e Formulate an international transportation /
connectivity strategy and assess options to
incentivise international connectivity to
business partner locations. This should target
strengthening of business-related international
connectivity. (e.g. with investor and, business
collaborators locations) and enhancing Cyprus’
position as a regional business hub.

Best practice: Aviation policy in the Nether-
lands

One of the largest aviation hubs in the world, Am-
sterdam Schiphol airport has the mission to con-
nect the Netherlands, and to thereby contribute to
prosperity and well-being in the Netherlands and
elsewhere. Faced by infrastructure capacity con-
straints, the Dutch government selectively devel-
ops Schiphol’s connectivity by prioritising airlines
and routes, particularly hub operations, and high
business demand intercontinental and European
destinations.

A similar approach could be employed in Cyprus
by developing a connectivity strategy adjusted to
the wider needs of the Cyprus economy and pop-
ulation; for example, recognising both the im-
portance of tourism for the Cyprus (requiring pro-
motion of routes to bring leisure visitors to the is-
land) and, simultaneously the needs of other sec-
tors requiring connections to key business-related
destinations.

Schiphol airport is majority-owned by the govern-
ment and the municipality of Amsterdam, facilitat-
ing the implementation of this aviation policy. In
contrast, Larnaca and Paphos airport are man-
aged and controlled by Hermes Airports under a
25-year build, operate and transfer concession
agreement.

Despite being a private operator, Hermes Airports
has already taken the initiative to improve Cyprus’
connectivity, in line with government policy, and in
cooperation with the Department of Civil Aviation

and the Ministry of Communications and Work.
With a focus on connectivity as a key driver of tour-
ism, activities have raised, for example, the num-
ber of airlines from 20 to 70 in the last 12 years.
Further improvements to the Hermes Airport in-
centive scheme might aim to fine-tune priorities by
integrating an assessment of the needs of the
business community, in addition to tourism.

Source: Burghouwt (2017)

10.3 Towards a long-term strategy

The previous section described some of the
key areas where the analysis undertaken for
this report suggests that policy intervention to
support Cyprus’ competitiveness could be
warranted. These reflect findings that are
based on past developments and the current
situation. However, national competitiveness
contains a forward-looking dimension that is
concerned with sustaining growth and living
standards beyond the near-term.

Efforts to address current competitiveness is-
sues can be expected to increase the adapt-
ability and responsiveness of the economy
and, thereby, contribute to maintaining and
strengthening competitiveness in the longer-
term. By itself, a policy approach focussed on
current competitiveness issues and the im-
plementation of policies designed to catch-up
with top-performing countries does not nec-
essarily provide a sound basis for ensuring
competitiveness over the longer term. To
achieve long-term competitiveness requires
some definition of a strategic vision that pro-
vides the basis for a longer-term competitive-
ness framework. This requires looking be-
yond immediate needs and competitiveness
concerns and, instead, considering how well
Cyprus is positioned to respond to emerging
opportunities and potential risks over the
longer-term. It may also encompass consid-
eration of opportunities and constraints aris-
ing from broader long-term strategic policy
frameworks and commitments, including
those at EU and global levels (e.g. UN
Agenda 2030 Sustainable Development
Goals).
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A longer-term forward-looking strategic ap-
proach to competitiveness requires posing
and providing answers to fundamental ques-
tions about the future shape of the economy:
‘What will be the future sources of growth for
Cyprus?’, ‘Will these sources be found in ex-
isting sectors and activities or in new, non-tra-
ditional ones?’. As a starting point to answer
such questions, a full assessment of the com-
petitive strengths and weaknesses of the
economy is required. This assessment
should consider how these strengths and
weaknesses may support or hinder the devel-
opment of existing economic sectors and ac-
tivities, and how they may support or hinder
the future emergence of new, non-traditional
sectors and economic activities. In turn, the
assessment should be set against an evalua-
tion of possible future threats and opportuni-
ties and their impacts on the growth and value
creation potential of the economy, whether in
existing sectors and activities or in new ones.

A few sectors — such as tourism, professional
services, financial services and maritime
shipping — occupy key positions in the Cypriot
economy. These sectors build on the key
strengths of Cyprus, while influencing the
country’s strong performance in specific com-
petitiveness areas. For example, the busi-
ness environment has evolved in response to
the needs and demands of some professional
services and is geared to supporting these
services. Cyprus’ recovery from the banking
crisis and its strong recent growth perfor-
mance demonstrates the viability of its pat-
tern of sectoral specialisation and supporting
business environment for key sectors.

Itis apparent, nonetheless, that some sectors
face limits to their growth potential and exter-
nal threats that could significantly affect their
viability. Tourism, for example, has long been
a cornerstone of Cyprus’ economy and con-
tributed substantially to the recovery of Cy-
prus after the banking crisis. At the same
time, because of its high labour intensity,
tourism is a sector where it can be difficult to

23 Industry 4.0 can be defined as the next phase in manufacturing,
driven by deep-seated technological transformation, including
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realise productivity gains. It is also vulnerable
to a host of external factors largely beyond
the control of the sector itself or Cypriot au-
thorities; these include competition from other
tourism destinations, changes in demand pat-
terns, a contraction in overall demand due to
economic, social or geopolitical events, and
negative impacts of climate change and des-
ertification.

Elsewhere, other key service sectors face
similar challenges arising from limited room
for productivity improvements or vulnerability
to external shocks; for example, financial ser-
vices could be challenged by a resurgence of
the Euro crisis, while growth in professional
business services and maritime shipping are
linked closely to regional and global macroe-
conomic and socio-political developments
and cycles.

In contrast to many of the ‘traditional’ sectors
occupying key positions in the Cypriot econ-
omy, ICT services — explored in more detail in
Chapter 9 — is a relatively new but growing
sector in Cyprus. It offers significant growth
opportunities, whether through high-value
employment, productivity gains — both in the
sector itself and in other domestic sectors —
or exports. ICT services present important
opportunities for growth and there are several
competitive strengths that the sector can
build on, such as Cyprus’ access to the EU
Digital Single Market or the high levels of ed-
ucational attainment of Cyprus’ workforce. At
the same time, there are weaknesses — com-
mon across ICT and many other sectors —
that affect Cyprus’ competitiveness in ICT
services. These include many of the factors
already described in this report: access to fi-
nance limitations, lack of specific skills, poorly
developed business connections (i.e. link-
ages, clusters and value chains), etc.

Manufacturing, of limited importance of Cy-
prus’ economy today, is another sector that
faces a paradigm change. Developments
such as Industry 4.022 offer new opportunities

new technologies such as digital connectivity, big data, addi-
tive manufacturing (3D printing), advanced robotics, among
others.



to smaller countries with a limited current
manufacturing base, especially in combina-
tion with a strategic location and a well-edu-
cated work force. Similarly, the increasing im-
portance of digital services and digital trade
offers opportunities, building on existing
strengths such as the strong cluster in profes-
sional services or the well-educated work
force. Other sectors such as health or educa-
tion also show strong potential but might re-
quire careful management and support to
continue to grow in the future.

Table 4 offers a first assessment of some of
the critical factors that could be built into a for-
ward-looking strategic assessment of Cyprus’
competitive situation, presented in the form of
a SWOT (Strengths, Weaknesses, Opportu-
nities, and Threats) analysis. The shown

Table 4 SWOT analysis

Strengths

e  Strategic geographical location

e EU membership and strong relations with coun-
tries of the former Soviet Union and Middle Eastern
countries

e Strong clusters in professional services, shipping
services, and tourism

e Good general business environment

e Well-educated work force and strong tertiary edu-

e Increasing mobility of multi-national enterprises
and their headquarters

e Increasing importance of digital services and digi-
tal trade

e  Global value chains, industry 4.0, increasing inte-
gration of services and manufacturing

WWEELGERNES

cation sector e Limited external connectivity.
Opportunities Threats ‘

strengths and weakness summarise some of
the key aspects of Cyprus’ competitive en-
dowments and drivers described earlier in
this report, as well as findings from other anal-
ysis. The opportunities and threats are mainly
generic, in the sense that they are neither
specific to Cyprus nor to sectors or activities.
Eventually, such an analysis should be un-
dertaken at a more detailed level, allowing the
strengths and weaknesses, and opportunities
and threats of relevance to specific economic
sectors and activities to be identified. This, in
turn, would allow a fuller assessment of which
sectors or activities offer the greatest promise
for future growth, value creation, and job cre-
ation. And, those sectors or activities that are
potentially most exposed to future shocks and
adverse circumstances.

Small domestic market

Small manufacturing sector

Absence of large firms

Lack of dynamism and innovation

Lack of diversification of sources of private fi-
nance

Moderate (lagging) innovation and technology
adoption

External shocks to key sectors such as tourism,
professional services, financial services, or mari-
time shipping

Resurgence of the euro crisis or similar macroe-
conomic disturbances

No deal withdrawal of the UK from the European
Union

Global trade wars and/or increase in non-tariff and
investment barriers

Climate change and desertification.

Set against the outcomes of a more compre-
hensive analysis of strengths, weaknesses,
opportunities, and threats at a more detailed
level, a forward-looking competitiveness
strategy would place emphasis on those com-
petitiveness drivers expected to be of great-
est relevance to take advantage of future

growth opportunities. This implies accompa-
nying policies to target both strengthening of
competitiveness drivers and, at the same
time, policies to allow transformation of the
economy towards high growth and high value
creating sectors and activities. The overarch-
ing aim would be to enable the creation of a
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national ‘business model’ that builds on un-
derlying strengths, recognises underlying
weaknesses, but that is focussed on enabling
the economy to adapt and respond to emerg-
ing and potential future opportunities and
threats.

Development of a forward-looking competi-
tiveness strategy does not imply prescribing
specific sectors and activities, but rather ask-
ing whether Cyprus could provide an environ-
ment to nurture their development and what
kind of policies would be required to provide
a legal, institutional and incentive framework
that allows the organic exploration and dis-
covery of new, promising sectors and activi-
ties by market participants. In essence, this is
the philosophy behind the concept of smart
specialisation (see Box)

Smart Specialisation Strategy (S3)

Smart Specialisation Strategy (S3) is a key com-
ponent of the EU 2020 innovation plan and the EU
cohesion policy, supporting cluster formation
through the identification and prioritisation of stra-
tegic areas. Smart specialisation fundamentally is
based on a process of entrepreneurial discovery.
Entrepreneurs in a broad sense (firms, higher ed-
ucation institutions, independent inventors and in-
novators) are in the best position to discover the
domains of R&D and innovation in which a region
is likely to excel, given its existing capabilities and
productive assets (Foray, David and Hall, 2011).

While S3 is typically focussed on innovation and
R&D, it can be extended to embrace a broader in-
terpretation for identifying and prioritising strategic
areas of development covering all aspects of com-
petitiveness, from the business environment to hu-
man capital. A broad-based Smart Specialisation
Strategy approach is relevant., not only by linking
to the EU-level policy approach, but also by
providing a framework for the development of for-
ward-looking competitiveness strategies and pol-
icy priorities.

While some degree of sector targeting may
be inevitable, a forward-looking competitive-
ness strategy would not necessarily aim to
change the sectoral make-up of the Cyprus
economy but, rather, would aim to develop
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and promote those sectors and activities that
can drive strong future growth, by exploiting
and capitalising on Cyprus’ competitive ad-
vantages. This might mean promoting exist-
ing sectors, by reinforcing existing strengths
and addressing weaknesses to enable the
sector to transform and upgrade itself. But it
might also mean addressing weaknesses that
act as barriers to the emergence of new and
non-traditional sectors and activities. In either
case, policy would recognise that the factors
underlying Cyprus competitive advantage or
disadvantage are not immutable but can be
shaped by appropriately directed policy
measures.

Identifying the conditions necessary and ap-
propriate for promoting growth is difficult for
sectors and activities that are not present in
Cyprus and may be at a nascent stage even
outside of the country. This requires an un-
derstanding of needs and drivers of competi-
tiveness of these sectors and activities, which
comes through interactions and exposure. In
the case of emerging or nascent sectors and
activities, it would include the repeated inter-
actions between entrepreneurs, business as-
sociations and policy makers. This entails an
ongoing process, which can continuously re-
main open to the discovery of opportunities.

Recommendations:

e Develop and maintain a long-term competi-
tiveness strategy. Cyprus should consider the
formulation of a long-term strategy and vision for
sustainable competitiveness. This should incor-
porate an assessment of opportunities and
strengths to build on, to enable the transfor-
mation of the economy towards high growth and
high value creating sectors and activities.

e Systematically monitor and identify opportu-
nities and threats to both ‘traditional’ and
new or emerging sectors and activities. This
should support the continuous appraisal of long-
term strategy goals and assessment of appro-
priate policy development needs to exploit op-
portunities in promising sectors and activities
and to counter emerging threats.



10.4 Competitiveness institutions

The preceding section sketched out some of
Cyprus’ key competitiveness issues and out-
lined some considerations for the develop-
ment of a long-term competitiveness strategy.
In this context, the recognition by Cypriot pol-
icy makers that there is a need for major
structural reforms implies that many relevant
reforms and policies are already being imple-
mented or are under discussion. However,
such significant activity places considerable
demands on coordination and implementa-
tion capacities. This particularly applies to
horizontal policies, spanning a variety of pol-
icy areas under the responsibility of multiple
institutions.

Stakeholders interviewed for this report fre-
quently expressed concerns about a per-
ceived lack of policy coordination and moni-
toring, resulting in poor or delayed policy im-
plementation. Moreover, while many areas in
which reforms and policies are already imple-
mented are relevant and important, the ab-
sence of a high-level strategy and articulation
of a longer-term vision for Cyprus’ economic
development were pointed-out as major
shortcoming. These observations support the
rationale for the creation of the Economy and
Competitiveness Council (ECC) in June
2018.

The success of the ECC will depend on many
factors, but evidence from similar institutions
elsewhere points to some key success fac-
tors. A competitiveness council should be de-
tached from day-to-day policymaking and the
pressures of the electoral cycle, allowing it to
take a long-term, strategic perspective. A
council needs the analytical capacity to pro-
vide strategic thinking and planning, and the
requisite political influence to access policy
makers and steer policy debates. It should
also be able to oversee policy coordination
and monitoring. Lastly, a competitiveness
council needs broad political and societal
support, across government departments,

24 Competitiveness proofing, as implemented by the European
Commission, is a reinforced analysis of the impact that new

and stakeholders, including businesses,
trade unions, academia, and civil society.

The ECC does not start from scratch. Cyprus
has a history of institutions that meet some of
these criteria. These include the Planning Bu-
reau and its successor, the Directorate Gen-
eral for European Programmes, Coordination
and Development (DG EPCD). It also in-
cludes the Unit for Administrative Reforms,
which initially oversaw the creation of this first
Cyprus Competitiveness Report, with assis-
tance from the European Commission’s
Structural Reform Support Service. The Re-
port itself should contribute to a greater insti-
tutionalisation of competitiveness analysis
and policy formulation by providing evidence
on Cyprus’ competitiveness standing, and by
highlighting areas in need of attention. Fur-
thermore, if regularly updated and main-
tained, the Cyprus Competitiveness Report
can serve as a tool for monitoring the coordi-
nation and implementation of competitive-
ness policy.

Recommendations:

e Entrust the ECC with monitoring ongoing
and proposed policies and initiatives. The
ECC could take both a broad view of the over-
all coherence and coordination of policy initia-
tives and measures and their effectiveness.
Further, it could support or undertake the
“competitiveness proofing”?* of new policy pro-
posals.

e Given its independence and advisory role,
the recommendations and advice of the
ECC are not binding. It would thus be prudent
to evaluate after one or two years to what ex-
tent the recommendations and advice of the
ECC have been taken into account or imple-
mented by government authorities.

policy proposals will have on the competitiveness of enter-
prises.
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Annex I. Competitiveness definitions and con-
cepts

This Annex provides a brief introduction to the concept of national competitiveness,
taking as its starting point some of the more widely known definitions of national com-
petitiveness and summarising their common elements. It then looks at two of the main
conceptual views of national competitiveness: the first based on a broad view of com-
petitiveness that treats it as synonymous with national productivity, the second which
take a narrower view that considers national competitiveness in terms of the ability to
compete successfully in international markets and in attracting investment into produc-
tive activities. The section concludes with an overview of some of the identified key
determinants of competitiveness (or productivity).

What is national competitiveness?

Definitions of national competitiveness

Competitiveness is a complex and multidimensional concept that is difficult to define,
summarise and measure. However, the questions and issues at the heart of the con-
cept of national competitiveness are basically those that policy makers and economic
theorists have been trying to address for hundreds of years: a better understanding of
the issues that are central to improving economic well-being and the distribution of
wealth between and within nations (Cambridge Econometrics, Ecorys-NEI and Martin,
2003). However, even though improving a country’s competitiveness is frequently pre-
sented as a central goal of economic policy, arguments abound as to precisely what
this means. This is reflected through a multiplicity of definitions of competitiveness,
each with their own nuances, and reflecting different understanding and interpretation
of competitiveness and its determinants and outcomes; see Box 1 for some examples.

Box 1. Examples of national competitiveness definitions

“A nation’s competitiveness is the degree to which it can, under free and fair market
conditions, produce goods and services that meet the test of international markets
while simultaneously expanding the real incomes of its citizens. Competitiveness at
the national level is based on superior productivity performance and the economy’s
ability to shift output to high productivity activities which in turn can generate high
levels of real wages. Competitiveness is associated with rising living standards, ex-
panding employment opportunities, and the ability of a nation to maintain its interna-
tional obligations. It is not just a measure of the nation’s ability to sell abroad, and to
maintain a trade equilibrium.” The Report of the President’'s Commission on Com-
petitiveness (1984).

‘[Competitiveness] may be defined as the degree to which, under open market con-
ditions, a country can produce goods and services that meet the test of foreign com-
petition while simultaneously maintaining and expanding domestic real income”
OECD (1992), Programme on Technology and the Economy.

“An economy is competitive if its population can enjoy high and rising standards of
living and high employment on a sustainable basis. More precisely, the level of eco-
nomic activity should not cause an unsustainable external balance of the economy
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nor should it compromise the welfare of future generations.” European Competitive-
ness Report (European Commission, 2000).

‘[Competitiveness is] the set of institutions, policies, and factors that determine the
level of productivity of an economy, which in turn sets the level of prosperity that the
country can earn.” World Economic Forum (WEF).2%

‘[Competitiveness is] the ability of a nation to create and maintain an environment
that sustains more value creation for its enterprises and more prosperity for its peo-
ple.” International Institute for Management Development (IMD).2¢

Looking across the various definitions of national competitiveness illustrated in Box 1,
three common elements can be identified that underpinning what may be regarded as
the ‘consensus view’ of national competitiveness:

e A successful economic performance, typically judged in terms of rising living
standards or real incomes, but which may include wider societal and environmental
goals;

e Open, free, and fair market conditions for the goods and services produced by
the nation in question. Such that there should be effective competition — actual or
potential — from non-domestic producers;

e A sustainable approach such that short-term ‘competitiveness’ gains should not
create imbalances that compromise a successful economic performance in the
longer term. This can be viewed in terms of ‘traditional’ macroeconomic balances,
such as the sustainability of current account deficits, or having supportable levels
of public and private debt. Beyond these, sustainability may encompass broader
environmental and social perspectives; for example, in terms of use of natural re-
sources or preserving social cohesion.

Leading views of national competitiveness

Underpinning the various definitions of competitiveness, Ketels (2016) identifies two
main views on the question of what is (national) competitiveness. These two views are
outlined briefly in the following paragraphs. It is worth noting that although these views
remain largely unreconciled in the literature, both can ultimately be translated in an
understanding of competitiveness that places productivity centre stage.

Equating national competitiveness to national productivity

It is clear from the various definitions of national competitiveness (see Box 1) that
productivity occupies a central role of in the concept of ‘the consensus view’ of national
competitiveness. Under a ‘productivity-based view’ of national competitiveness, com-
petitiveness is synonymous with national productivity, as reflected in the statement by
Michael Porter that:

“The only meaningful concept of competitiveness at the national level is productiv-
ity.” Porter (1990)

This assertion reflects an understanding that the level of productivity achieved by an
economy is the primary determinant of prosperity and, if the judgement on national
competitiveness is based on national prosperity (e.g. living standards, real incomes),
the notion of national competitiveness is linked inextricably to productivity. High

25 See: http://reports.weforum.org/global-competitiveness-report-2015-2016/methodology.
26 See: https://www.imd.org/wcc/world-competitiveness-reflections/the-global-competitiveness-report.
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productivity — i.e. a high addition of value per unit of labour, capital and natural re-
sources employed in production — supports high wages, attractive returns on capital,
and a strong currency, and with them a high standard of living.?” So a competitive
economy is one that can achieve high levels of productivity; where productivity de-
pends both on the value of nation’s products and services and the efficiency with which
they are produced.

Linking the somewhat-amorphous concept of competitiveness with the more clearly
defined concept of productivity, allows for analysis of the factors that affect national
competitiveness to draw from the wealth of theoretical and empirical literature analysis
of the determinants of productivity and productivity growth. The question of “what fac-
tors determine competitiveness?” becomes a question of “what factors determines
productivity?”. This reformulation ties in to those definitions of competitiveness — e.g.
as used by the leading international competitiveness rankings of IMD and WEF- that
equate national competitiveness with the environment a country provides for value cre-
ation (by its enterprises), which essentially concerns the institutions, policies, and other
factors that influence productivity.

Equating national competitiveness to international trade (and investment) per-
formance

One problem with focussing on national-level productivity is that it drives a wedge be-
tween the concept of competitiveness and its international dimensions of trade and
foreign investment. Growth in national productivity — and hence, under a productivity-
based view, improved national competitiveness — can result from productivity improve-
ments in non-traded sectors, without necessarily inferring anything about the ability of
the country to produce and sell products and services in international markets, or to
attract foreign investors.?® Thus, at alternative view of national competitiveness — often
motivated by concerns over macroeconomic balances, particularly the ‘external’ cur-
rent account balance — is to emphasise its international dimension of competitiveness,
by equating competitiveness with the ability of a country’s enterprises to compete suc-
cessfully in international (global) markets. And, by extension, for a country to success-
ful compete in attracting investment into productive activities.

The view of national competitiveness as an extension of the performance of its enter-
prises in international markets — labelled by Ketels (2016) as the ‘the cost-based’ or
‘the market-share-based’ view of competitiveness — has been criticised on several ac-
counts. Partly, because it is rooted in concepts of firm rivalry that equate competitive-
ness to competition in a ‘zero-sum game’, which does not recognise that prosperity in
one country brings benefits for others whether through trade or other relations. Partly,
also, because it tends to be associated with an emphasis on unit cost levels as a de-
terminant of international competitiveness, which can motivate the pursuit of policies
that drive down costs to stimulate exports but in so doing lower prosperity.

Both companies and policy makers have valid reasons to ask what determines the
ability of enterprises to compete in international markets, and undoubtedly costs are
an important factor. However, the real issue is what is the amount of domestic value-
added embedded in exports of products and services. Such a view is taken by Robert
Atkinson who states that:

27 See Porter et al. (2008), Ketels (2016).
28 To the extent that productivity increases in non-traded sectors reduce the costs of (non-traded) inputs used by firms in traded
sector then this would have a spillover effect on their productivity and competitive position in international markets.
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‘[National] competitiveness is the ability of a region [country] to export more in value
added terms than it imports.” Atkinson (2013)

Once again, however, by focussing on value added the discussion is drawn back to
the relationship between competitiveness and productivity, since productivity is a
measure of the addition of value generated by each input factor (e.g., labour, capital,
technology) used in production. The essential difference from the ‘productivity-based
view’ described previously is that what counts here is achieving high productivity levels
in traded goods and services sectors, rather than the level of productivity across all
sectors of the economy. Such a viewpoint is reflected in the definition of national com-
petitiveness used by Ireland’s National Competitiveness Council:

“Competitiveness refers to the ability of firms to compete in markets. Ireland’s na-
tional competitiveness refers to the ability of the enterprise base in Ireland to com-
pete in international markets” Irish National Competitiveness Council?®.

Setting the objective of national competitiveness

One conclusion that can be drawn from the preceding discussion is that arriving at a
‘correct’ definition of national competitiveness cannot be separated from the overall
objective(s) ascribed to competitiveness in terms of desired outcomes. If the objective
of competitiveness is defined widely, in terms of raising living standards of the popula-
tion as a whole, then competitiveness can be equated with the level and growth of
overall national productivity. Alternatively, if the objective of competitiveness is defined
more narrowly, in terms of improving the ability of a country — or rather the enterprises
based in a country — to compete in international markets, then national competitiveness
can be equated with productivity in those sectors for which international markets for
their products and services exist. Of course, gains in productivity in sectors subject to
international competition — under open and fair conditions — will affect the overall na-
tional productivity and, hence, national competitiveness under its wider definition.

The importance of the distinction between the wide and narrow definitions of competi-
tiveness is not independent from the size and openness of the economy. For large
countries with correspondingly large domestic markets, trade typically accounts for a
lower share of overall economic activity than is the case for small countries, and hence
differentiating between national competitiveness (i.e. overall national productivity) and
the international dimension of competitiveness (i.e. productivity in traded goods and
services sectors). However, for smaller economies with small domestic markets, par-
ticular those with limited natural resources and where trade typically accounts for a
high share of economic activity, the international dimension of competitiveness will play
a greater role in determining overall national productivity and accordingly national com-
petitiveness. This is increasingly the case as globalisation opens-up more economic
activities to international trade.

What determines national competitiveness?

It may be convenient to define competitiveness with reference to its objectives or de-
sired outcomes (e.g. rising real incomes, living standards, or prosperity). The real
question for analysis of competitiveness, remains to identify those factors that explain

2% See: http://www.competitiveness.ie/about-us/our-work
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competitiveness rather than to describe its outcomes. Given the centrality of produc-
tivity to the notion of competitiveness, this requires addressing the question of the fac-
tors that determine and raise productivity? Before addressing this question, it is per-
haps worth cautioning against allowing an undue focus on productivity to obscure the
issue of translating productivity gains into higher wages and profits and, in turn, the
analysis of institutional arrangements and market structures through which this occurs
(Cambridge Econometrics, Ecorys-NEI and Martin, 2003).

As mentioned earlier, productivity measures how efficiently production inputs (e.g. la-
bour and capital) are used to produce a given level of output; as such, productivity is
commonly defined as a ratio of a volume measure of output to a volume measure of
input use.® There are various measures of output but for present purposes, it is con-
venient — and arguably more relevant — to consider output in terms of value added
(rather than gross output or turnover/revenue). Hence, productivity equates to the
amount of value added generated for each unit of input used in production.

Determinants of productivity and productivity growth

The basic factors that combine to determine productivity levels — or short-run / static

productivity performance — can be categorised as follows:

e Inputs: the cost and quality of production factors (e.g. labour, capital, intermediate
goods, or technology inputs), together with that of any ‘infrastructure’ that supports
production activities (e.g. physical infrastructure, productive infrastructure (e.g. util-
ities, logistics) or financial infrastructure (e.g. banking);

e Processes: the efficiency of production activities (e.g. production process that
transform inputs into outputs), including also the quality of management functions,
support services, supply chain organisation etc. and, more broadly, the industrial
structures that influence production efficiency (e.g. through economies of scale or
scope);

e Outputs: the value of production — as determined by the prices that products (and
services) command on open markets — which, in turn, depends on aspects such
as gquality and specialisation, but also on non-tangible aspects (e.g. branding, in-
tellectual property) and on overall market demand and supply conditions.

More difficult to categorise, are the factors that determine productivity growth over time
— or long-run / dynamic productivity performance — for which the literature is ever ex-
panding.®! Essentially, at a national level, there are two ways of increasing aggregate
productivity levels:

e Increase the intensity of production factor use: increase the utilisation of fac-
tors of production; for example, by having a higher level of employment (i.e.
higher share of the population in work) or higher hours worked, or by having a
higher rate of capital utilisation;

e Increase the output produced by each production factor: increase the output
produced by each unit of production factors used; in other words, raising the
productivity of labour, capital, and other production factors, such that total
productivity (i.e. accounting for all production inputs) is increased.

While policy makers are concerned about both, particularly when low employment
rates and capacity underutilisation make it important to increase the intensity of factor

30 OECD (2001).
31 See for example, Ketels (2016), OECD (2015).
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utilisation, it is the second that constitutes the main focus of attention for improving
prosperity or standards of living in the long run.

At a national level, productivity growth occurs not just through aggregate productivity
growth. It can also result from a shift from low to high productivity sectors, i.e. higher
productivity sectors account for an increasing share of the economy over time. From a
policy perspective, this implies that national productivity growth is not just about raising
productivity across the board or within sectors. It can also be about enabling resources
to move from low productivity sectors into higher productivity sectors. In other words,
there is a role for a ‘structural transformation’ element within ‘competitiveness’ policies
aimed at raising national productivity.

To understand which factors determine productivity growth, it is often analysed using
growth accounting frameworks that provide a decomposition by production factor in-
puts (labour, capital, and others).2? While useful for observing the changing structure
of the economy and identifying the factors that change productivity growth, growth ac-
counting does not explain in itself how those factors work.2? In fact, there is lack of a
comprehensive framework that covers the multiplicity of factors that affect productivity
and how these factors work. Various authors, including many of the international rank-
ings and national competitiveness reports described in the Cyprus Competitiveness
Report are underpinned by efforts to identify and categorise factors that determine
productivity growth. As a starting point, the decomposition of productivity growth by
production factors, indicates several broad themes: the contribution of human capital
points to themes such as education, health or labour market efficiency; the contribution
of capital points to themes such as investment behaviour, access to finance (to facili-
tate capital investment), and physical infrastructure; while the contribution of technol-
ogy points to themes such as research and development, technology adoption and
innovation behaviour. Further, attention to the efficiency of production activities and
exploitation of value creation possibilities point to factors such as factor market effi-
ciency, firm sophistication, industry linkages and clusters, business environment and
competition conditions.

Through a literature review, Isaksson (2007) identifies human capital (education and
health), infrastructure, input availability through imports, institutions, openness, market
efficiency, access to finance, geography as prominent factors behind high levels of
productivity. In addition, innovation and research & development contribute to produc-
tivity growth in industrialized, but not developing countries. Similarly, also through a
literature review, Syverson (2011) identifies clusters and firm sophistication (e.g. man-
agement practices), competition, both domestically and through trade, regulation, and
the efficiency of input markets such as labour markets, as key factors driving higher
levels of productivity. Within its productivity framework, the UK government identifies
five drivers of long-term productivity performance: investment, innovation, skills, enter-
prise and competition; see Box 2.

Box 2 UK Government’s five drivers of long-term productivity performance

The UK Government’s productivity framework identifies five drivers that interact to
underlie long-term productivity performance:

32 See for example, Oulton (2004).
33 Office of National Statistics (2007).
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Investment is in physical capital — machinery, equipment and buildings. The more
capital workers have at their disposal, generally the better they are able to do their
jobs, producing more and better quality output.

Innovation is the successful exploitation of new ideas. New ideas can take the form
of new technologies, new products or new corporate structures and ways of working.
Such innovations can boost productivity, for example as better equipment works
faster and more efficiently, or better organisation increases motivation at work.

Skills are defined as the quantity and quality of labour of different types available in
an economy. Skills complement physical capital, and are needed to take advantage
of investment in new technologies and organisational structures.

Enterprise is defined as the seizing of new business opportunities by both start-ups
and existing firms. New enterprises compete with existing firms, with new ideas and
technologies, thereby raising competition. Entrepreneurs are able to combine factors
of production and new technologies forcing existing firms to adapt or exit the market.

Competition improves productivity by creating incentives to innovate and ensures
that resources are allocated to the most efficient firms. It also forces existing firms
to organise work more effectively through imitations of organisational structures and
technology.

Source: Office of National Statistics (2007)

Determinants of trade and investment competitiveness

Turning to the factors that determine trade competitiveness (i.e. the ability to create
value through exports of products and services) and investment competitiveness (i.e.
the ability to attract foreign investments in value creating productive activities), produc-
tivity remains of central importance and the productivity-related themes mentioned
above remain relevant. Summarising and condensing a rich literature, the World
Bank’s Trade Competitiveness Toolkit (Reis and Farole, 2012) identifies a range of
relevant broad themes — market access, the incentive framework, factor conditions,
and trade promotion infrastructure. These are further divided into more narrow themes,
as follows. Market access is a stand-alone theme, covering tariff and non-tariff barriers
faced by exporters. The incentive framework is concerned with trade and investment
policy, and other supporting policies such as competition policy or business regulation.
Factor conditions mostly cover productivity-related themes, that is, access to finance,
human capital, market efficiency, the presence of clusters, and trade facilitation and
logistics. Lastly, trade promotion infrastructure covers export and investment promo-
tion, standards and certification, special customs regimes such as special economic
zones, industry coordination and support, and innovation.

There is a rich literature on the determinants of Foreign Direct Investment (FDI), alt-
hough empirical work is hampered by the fact that FDI has different motivations, and
that these motivations are hard to discern from the data.* Consequently, only broad
themes such as geography, market size and access, and some aspects of the busi-

34 The typical distinction is between resource-, market-and efficiency-seeking FDI. Resource-seeking FDI is mainly driven by the
availability of natural resources or cheap labour; market-seeking FDI is driven by market size and access; and efficiency-
seeking FDl is driven by factors such as productivity, human capital, innovation or institutions (Dunning and Lundan, 2008).
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ness environment (lack of corruption and the ease of doing business) can be consist-
ently identified as determinant factors of FDI (Blonigen and Piger, 2014; Eicher, Helf-
man and Lenkoski, 2012). As an alternative approach, the survey-based Global Invest-
ment Competitiveness Report (World Bank, 2018) identifies political stability and se-
curity, the legal and regulatory environment, market size, macroeconomic stability, hu-
man capital, and physical infrastructure as they key factors driving FDI.

Implications for Cyprus

Competitiveness challenges differ across countries. The competitiveness challenges
for Cyprus will be different from the challenges faced by larger countries such as the
UK or Germany, from centrally located countries such as the Netherlands, or from
transition economies such as Estonia. As a small and open heavily services-orientated
economy, at the periphery of the European Union, but at the crossroads of three con-
tinents, Cyprus faces unique challenges. The unique and fundamental characteristics
of Cyprus and the challenges it faces have to be taken into account when defining,
assessing, and evaluating the country’s competitive position and performance.

An analysis of competitiveness focussed on productivity alone would have only limited
relevance from a policy perspective, particularly if it failed to recognise the unique char-
acteristics of Cyprus. Given the small size of the domestic market, the fact that Cyprus
is an island, and its geographic location, outcomes such as trade and FDI performance
deserve a prominent position in any assessment of the country’s competitiveness.
Moreover, for an economy that is highly orientated to services, a productivity focussed
analysis would inevitably be confronted by the inherent difficulty in defining and meas-
uring productivity in service industries. In this context, for the Cyprus Competitiveness
Report, a rather generic definition of national competitiveness is used, which does not
rely on a strong theoretical underpinning but allows for exploration of a wide scope of
potential competitiveness factors or drivers.
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Annex Il: Competitiveness scorecard

Latest
Index 2018 2019 S Source
change

Global Competitiveness Report (2019 edition) 43/136 44/140 -1 WEF

Global Competitiveness Report 58/144 65/140 83/138 64/137 WEF

World Competitiveness Report 37/63 41/63 41/63 \Y|»)

Ease of Doing Business 64/190 47/190 45/190 53/190 57/190 World Bank

Corruption Perceptions Index 33/174 33/168 47/176 42/180 38/180 Transparency International

Economic Freedom Index 41/177 46/178 45/178 48/180 44/180 Heritage Foundation

Global Information and Technology Report 37/148 36/143 40/139 WEF

Digital Competitiveness Index 53/63 IMD

Travel and Tourism Report 36/141 52/136 WEF

Logistics Performance Index 59/160 45/160 World Bank

Global Innovation Index 34/141 31/128 30/127 29/126 INSEAD, WIPO

Global Entrepreneurship Index 46/130 49/132 49/132 32/137 GEDI

Global Talent Competitiveness Index 32/109 30/118 37/119 33/125 +4 INSEAD

Note: Cyprus rank/Number of countries: The year refers to the publication date of the report, and not necessarily the date the data was collected.
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This is the first competitiveness report for Cyprus, providing
an in-depth assessment and analysis of Cyprus’ national
competitiveness. Presenting more than 150 statistical indica-
tors, the report provides an overview of the Cyprus economy,
an assessment of the drivers of competitiveness across eight
broad themes, and an assessment of social and environmen-
tal sustainability. Based on this analysis the report provides
policy recommendations and identifies policy priorities. An in-
depth assessment of the sectoral competitiveness of ICT ser-
vices as an emerging and growing sector of the Cyprus econ-
omy is supplementing the analysis of national competitive-
ness.
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