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Memorandum of Under standing on Specific

Economic Policy Conditionality

The economic adjustment programme will addresstshod medium-term financial, fiscal
and structural challenges facing Cyprus. The keg@mmme objectives are:

to restore the soundness of the Cypriot bankingoseand rebuild depositors' and
market confidence by thoroughly restructuring ao@vasizing financial institutions,

strengthening supervision and addressing expedpitiat shortfalls, in line with the

political agreement of the Eurogroup of 25 Marci20

to continue the on-going process of fiscal consdich in order to correct the
excessive general government deficit as soon asilges in particular through
measures to reduce current primary expenditure naaidtain fiscal consolidation in
the medium-term, in particular through measuresd¢oease the efficiency of public
spending within a medium-term budgetary framewahkhance revenue collection
and improve the functioning of the public sectaorgda

to implement structural reforms to support compaditess and sustainable and
balanced growth, allowing for the unwinding of nweronomic imbalances, in
particular by reforming the wage indexation systand removing obstacles to the
smooth functioning of services markets.
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1. Financial sector reform

K ey Objectives

The banking sector has been severely affected bybtbader European economic and
sovereign crisis, in particular through its expesto Greece. However, many of the sector's
problems are home-grown and relate to overexpansiorthe property market as a
consequence of the poor risk management practitdmrks. Furthermore, the financial
sector is vulnerable because of its size relabvhat of the domestic economy. The handling
of problems in the sector has been complicatechbysensitivity of collateral valuations to
property prices, and banks have used certain gafigeisupervisory framework to delay the
recognition of loan losses, thus leading to sigatfit under-provisioning. The banking sector
would benefit from a considerable downsizing andtreesturing in order to restore its
solvency and viability, reinforce its resiliencedaregain public confidence.

Progressto date

The domestic banking sector, including the cooperatredit institutions, represented until
recently 550% of GDPThe necessary downsizing and restructuring of #rkimg sector is
already under way. The House of Representativeptaddegislation on 22 March 2013
establishing a comprehensive framework for thevegoand resolution of credit institutions,
drawing, inter alia, on the relevant proposal & Buropean CommissibgEC). Under the
terms of that legislation, the Central Bank of Gygp(CBC) is the single resolution authority
for banks and cooperative credit institutions alikising this new framework, the Cypriot
authorities have proceeded with (i) the carve-duthe Greek operations of the largest
Cypriot banks, (ii) the resolution of Cyprus Populank and the absorption of selected
assets and liabilities by the Bank of Cyprus anijl ffhe recapitalisation of the Bank of
Cyprus through a debt to equity conversion, withitvgt use of public money. As a result of
these actions, the Cypriot banking sector was dmedsimmediately and significantly to
[350]% of GDP and the Bank of Cyprus has been frdlgapitalised in order to regain its
eligible counterparty status for the purpose of pticipation in regular Eurosystem
monetary policy operations. Further downsizing el achieved through the restructuring of
the cooperative credit institutions. To preserve liquidity of the Cypriot banking sector,
administrative measures have also been imposed.

A. Regulation and supervision

M aintaining liquidity in the banking sector

1.1. As bank liquidity was under pressure, exceptionabsures were necessary with a
view to preventing large deposit outflows and preisg the solvency and liquidity of the
credit institutions. Cash withdrawals, electroniayments and transfers abroad were
temporarily restricted. The implementation of theseasures was designed to minimise
disruptions in the payment systems, and to ensigre@xecution of transactions essential for
the functioning of the economy. The Government cdtbech to managing the introduction
and implementation of restrictions in line with thées on the free movement of capital set
out in the Treaty on the Functioning of the Eurapémion. The impact of the restrictions

! http://ec.europa.eulinternal _market/bank/crisis am@ment/index en.htm#framework2012
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will be monitored on a daily basis with full infoation sharing with the European
Commission (EC), the European Central Bank (ECR) @@ International Monetary Fund
(IMF). The restrictions on capital movements wié gradually relaxed, after consultation
with the EC, the ECB and the IMF and will remain ptace no longer than is strictly
necessary to mitigate serious risks for the stgbdf the domestic financial system. A
Monitoring Board comprising the EC and the Cypraaithorities is being established to
ensure the monitoring and assessment of the impleten of the temporary capital
controls.

1.2. Furthermore, the Cypriot authorities will encouraganks to strengthen their
collateral and liquidity buffers. The CBC, in cottation with the ECB, will continue to
closely monitor the liquidity situation of the bangg sector and will stand ready to take
appropriate measures to maintain sufficient ligyidin the system in line with Eurosystem
rules.

1.3. The authorities will request domestic banks relymg central bank funding or
receiving state aid to establish and submit, qugrtenedium-term funding and capital plans,
to be communicated at the end of each quartetjrgjdrom [June 2013], to the CBC, which
will be transmitted to the ECB, the EC, the Eurap&ability Mechanism (ESM) and the
IMF. The plans should realistically reflect theiaipated deleveraging in the banking sector
and reduce dependency on borrowing from the ceb&maks, while avoiding asset fire sales
and a credit crunch. The reporting template andrtaeroeconomic scenario will be provided
by the CBC, in coordination with the ECB.

1.4. The lack of concentration limits in the liquidityamework for euro-denominated

assets allowed a concentrated exposure of Cypaigkdto Greek sovereign debt. To avoid
similar outcomes in the future, the CBC will updéte liquidity regulations [by December

2014], after consultation with the ECB, the EC #mal IMF.

Regulation and supervision for banks and cooper ative credit institutions




Provisional draft, 9 April 2013
Contains sensitive information, not for further distribution

1.5. Strong efforts should be made to maximise bankuwegorates for non-performing
loans, while minimising the incentives for stratedefaults by borrowers. The administrative
hurdles and the legislative framework currently stosining the seizure and sale of loan
collateral will be amended such that the propelégged as collateral can be seized within a
maximum time-span of 1.5 years from the initiatadrilegal or administrative proceedings. In
the case of primary residences, this time-spandcbal extended to 2.5 years. Based on a
report commissioned to an independent expert, twessary legislative changes will be
submitted to the House of Representatives [by mitid? and implemented [by end-2014],
macroeconomic conditions permitting.

1.6. Non-performing loans are threatening bank profitgband need to be properly
monitored and managed in order to safeguard thksbaapital buffers. The CBC’s guidance
on the classification of loans as non-performin{j be amended to include all loans past due
by more than 90 days. This amendment will be intoed [by 30 May 2013]. The time series
for non-performing loans will be published inclugihistorical observations reaching as far
back as possible.

1.7. The CBC will also create a central credit regisisgng all borrowers and beneficial

owners, from both commercial banks and cooperatieglit institutions, to enable these
institutions to check new loan applications agaits register. The credit register will

identify the borrowers who are or were in arrear@ @ill help monitor credit risk and large

exposures. The legal framework for the credit tegiwill be set up [by 30 September 2013]
and the central credit register will be operatidbgl 30 September 2014].

1.8. After analysis of the results from the due diligemxercise and taking into account
best practices in the implementation of the Inteom@al Financial Reporting Standards, the
CBC will review, [by end-September 2013], its cutreegulatory framework with respect to

loan origination processes, asset impairment aod$oning, and the treatment of collateral
in provisioning. Without prejudice to the conclussoof this review and to the existing

regulatory and accounting framework in the EU, teguy amendments will be introduced,
drawing on technical assistance, with a view tagaitng the impact of changes in collateral
values on the value of impaired assets. The newential regulations will enter into force

[by end-March 2014].

1.9. Legislation will be passed [by end-September 2@d 3ftrengthen banks' governance
by prohibiting commercial banks and cooperativeditrenstitutions from lending to
independent board members, including their condepties, and removing any board
members in arrears on existing debts to their hawk#le lending to other board members
will be prohibited above a certain threshold, whiah be calibrated by the CBC. Loans and
other credit facilities to each board member wal disclosed to the public. A majority of
directors in banks' boards will be independent.

1.10. The CBC will introduce mandatory supervisory acti@sed on capitalisation levels,
drawing upon technical assistance and internatioest practices [by end-March 2014].

1.11. The CBC will implement a unified data reporting teys for the banks and the
cooperative credit institutions [by end-June 201I3le publication of the statistical data will
be extended to the cooperative credit institutiémsyhich the CBC will disclose aggregate
data covering the same elements as for banks, dimgjubalance sheet items, income
statements and prudential indicators.

1.12. Stress-testing will be integrated into regular sifé bank supervision and will serve
as an input into Pillar 2 assessments. Supervistoegs-tests will be carried out at an annual
frequency, with the first exercise completed befered-June 2014].
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1.13. Cooperative credit institutions play a significaote in the domestic economy and
an important objective of the programme is to gjtken the cooperative credit sector. Due to
its economic relevance and legal specificitiesyall as deficiencies in risk assessment, this
segment of the financial sector requires stronggulation and supervision. The Cypriot
authorities will align the regulation and superersiof cooperative credit institutions to that
of commercial banks. Since December 2012, the sigo@n of cooperative credit institutions
is being conducted independently of considerationghe development of this sector. The
supervision of cooperative credit institutions wile detached from the Ministry of
Commerce, Trade and Tourism and integrated intcCB€ [by end-July 2013], for which
legislation will be passed [by end-June 2013]. Twpriot authorities will present, for
assessment by the EC, the IMF and the ECB, a tonedh actionable plan to achieve this
[by end-June 2013]. [By end-May 2013] legislatioitl e introduced to authorise the CBC
to instruct the current cooperative credit sectgresvisor to intervene also at the level of
individual cooperative credit institutions.

1.14. The accounts of cooperative credit institutionyvaba size to be decided by the
CBC after consultation with the EC, the ECB andIt¥&, will be subject to an independent
annual audit by an external, recognised and inddgrenauditing firm. The CBC will have
the right to overturn the selection of an auditpany cooperative credit institution.

M onitoring of cor porate and household indebtedness

1.15. The Cypriot authorities will step up the monitoring the indebtedness of the
corporate and household sectors and prepare dyaeeorts, including information on the
distribution of assets and liabilities across hbad#s, and an assessment of debt-servicing
capacity and refinancing activities. Data from sy will be used until the credit register
becomes fully operational. The Financial StabiRgport, to be published on a yearly basis
as of [December 2013], will include an extendedlysig on corporate and household
indebtedness. These enhanced monitoring actiohbevgut in place [by end-June 2013].

1.16. Measures will be taken to deal with troubled borosw following the
implementation of the resolution and recapital@atof weak banks. A framework for
targeted private-sector-debt restructuring will dstablished to facilitate new lending, and
diminish credit constraints. First, [by end-ApriD13] a directive will be circulated by the
CBC to instruct banks to provide a grace perioé®Uays to allow borrowers and banks to
restructure loans. This legislation aims to preveistuptive effects in related payments
throughout the whole economy. Second, legislatidh ve passed, if needed, to eliminate
any tax deterrents to credit institutions and awm&is that may currently be in place with
respect to loan restructurings. This will includienenation of any tax deterrents with respect
to any losses of income associated with voluntaryydoan repayments or discounts given
for such repayments to problematic but viable beems. Third, [by end-June 2013] the
Cypriot authorities will develop a framework andus legislation as needed to address legal,
administrative or other impediments affecting tlestructuring of viable borrowers, while
preserving credit discipline. The approach will based on market-based voluntary
workouts, underpinned by measures to strengthenlapal framework to support debt
restructuring. In this regard, in addition to thetal credit registry, a framework for seizure
and sale of loan collateral will be implemented.rbtiver, amendments will be introduced to
ensure the reduction of built-in costs (fees, reitges) for credit institutions and clients during
restructuring. Finally, a mediation service betwbanks and their clients to achieve fair debt
restructuring will be established [by end-June 2013
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Increasing financial transpar ency

1.17.

The anti-money laundering (AML) framework will barther strengthened in line

with best practice. While Cyprus' AML regime reaavan overall positive evaluation in the
2011 MONEYVAL report, the Cypriot authorities arenemitted to further enhancing their
standing by taking a number of measures, in lirh vacommendations made by IMF staff.

The legal framework will be further revisetb enable the provision of the widest
possible range of cooperation to foreign counteéspéincluding with regard to the
laundering of the proceeds of tax crimes involviragidulent activity), and by giving
precision to the scope of cooperation by the firanitelligence unit.

Following the completion of the April 2013 auditetfindings and recommendations
contained in the final reports of MONEYVAL and tlaeditor will be taken into
consideration in the action plan envisaged in tteg@amme, and the customer due-
diligence and suspicious-transaction reporting @doces will be enhanced following
the audit report recommendations [by Q2-2013].

Furthermore, to address concerns that Cypriot catpms and trusts might be

misused, the Cypriot authorities have committed ato action plan on entity

transparency to revise the legal framework and rengs dutiful implementation, so

that adequate, accurate and timely informationhenbeneficial ownership of Cypriot

legal persons and arrangements can be providextdmh counterparts in response to
requests related to money laundering and tax nsafferthis end, the action plan will

envisage that the Cypriot authorities will promptigvise relevant pieces of

legislation, including, inter alia, the Trust an@r@pany Services Provider law and
the Anti-Money Laundering law [by Q2-2013]. In atloin, directives and circulars

issued by supervisory authorities (CBC, Cyprus Basociation, and Institute of

Certified Public Accountants of Cyprus) will be mad to lay down clear

implementing procedures that are in line with ralgvlegislation and international

standards [by Q2-2013].

As part of the action plan, the Cypriot authoritietend to establish trust registers
with the supervisory authorities and launch a tpiadty assessment of the
functioning of the Registrar of companies. The ttnegisters will be for all trusts

established under Cyprus law, will be kept by thlevant supervisory authorities in
order to enable them to carry out their duties, aiidcontain the name of the trust
and the name and address of the trustee.

Finally, the supervision department of the CBC wadliew its off-site and on-site
supervisory procedures to further implement a baked approach to AML
supervision [by Q4-2013]. In particular, the offesisupervisory tool will include
monthly reporting by credit institutions on the &kdown by country of origin of the
main depositors and the main beneficiaries of Iqand of their beneficial owners).

B. Recapitalisation, due diligence, resolution and restructuring

% The legal framework was substantially revised ac@mber 2012.
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1.18. A Coordination Committee with representatives frita CBC and the Ministry of
Finance will be set up to oversee the implementatd the financial sector reform
programme and to monitor developments in the bangactor.

Due diligence and restoring adequate capital buffers

1.19. The CBC will increase the minimum Core Tier 1 calpiitio from the present level
of 8% to 9% [by 31 December 2013].

1.20. An international consultant has conducted an adoognand economic value
assessment (due diligence review) of the credif@ms of Bank of Cyprus, Cyprus Popular
Bank, Hellenic Bank and a sample representing al&®% of the cooperative credit
institutions' assets, as well as Alpha Bank Cymnd Eurobank Cyprus. The assessment,
which was overseen by a Steering Committee inctudiepresentatives of the Cypriot
authorities, the EC, the ECB, the EBA and the E@diembers) and the IMF (as observer),
started formally on 4 October 2012, with the sebecof the external consultant. This due
diligence review included both an accounting reviemd an assessment of the economic
value of banks' assets. Its results formed theslfasthe bank-by-bank stress tests.

1.21. The bank-by-bank stress tests conducted by the @Bdted in an overall capital
shortfall of EUR 6 billion under a baseline sceoavith a Core Tier 1 target ratio of 9% and
a shortfall of EUR 8.9 billion under the adversecnro@conomic scenario with a Core Tier 1
target ratio of 6%. These numbers include one goréiank, but do not include the EUR 1.8
billion of capital already injected by the Cypristate in Cyprus Popular Bank in June 2012,
which will be rolled over, nor do they include thapital needs of those credit cooperative
institutions that were not covered by the due diligce exercise. The specific capital needs
were communicated to each participating bank omMagh 2013.

1.22. In response to the results of the due diligenceceses Bank of Cyprus and Cyprus
Popular Bank have been intervened and restructusedy the recently-adopted resolution
law. The other commercial banks will be instrudigdhe CBC to take the necessary steps to
ensure that they meet regulatory requirements stress scenario by end-September 2013.
Cooperative credit institutions will be instructemeet capital regulatory requirements by
July 2013. If necessary, public programme fund$lvalused to recapitalize these institutions
in accordance with EU state-aid rules.

Restructuring and resolution of Cyprus Popular Bank and Bank of Cyprus
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1.23. The accounting and economic value assessment glneadtioned revealed that the
two largest banks of Cyprus were insolvent. To adslrthis situation the government has
implemented a far-reaching resolution and restrugjulan.In order to prevent the build-up
of future imbalances and to restore the viabilityhe sector, while preserving competition, a
fourfold strategy was adopted, which does not iwwadlhe use of taxpayer money. The
Cypriot authorities will closely monitor the implemtation of this strategy.

1.24. First, all Greek-related assets (including shipdoans) and liabilities were carved-
out, estimated in the adverse scenario at EURHMiBidn and EUR 15.0 billion, respectively.
The Greek assets and liabilities were acquired ibgeBs Bank, the restructuring of which
will be dealt with by the Greek authorities. Theveaout was based on an agreement signed
on 26 March 2013. With the book value of the asaeSUR 19.2 billion, the carve-out has
substantially reduced the cross exposures betwessc& and Cyprus.

1.25. With respect to the UK branch of Cyprus Popular iBaall the deposits were
transferred to the UK subsidiary of the Bank of @y The associated assets were folded
into the Bank of Cyprus.

1.26. Second, Bank of Cyprus is taking over -via a pusehand assumption procedure-
almost the entire Cypriot assets of Cyprus PopBk at fair value, as well as the latter's
insured deposits and Emergency Liquidity Assistaegposure at nominal value. The
uninsured deposits of Cyprus Popular Bank will rema the legacy entity. The aim is for
the value of the transferred assets to be highan the transferred liabilities with the
difference corresponding to the recapitalisatioBahk of Cyprus by Cyprus Popular Bank
amounting to 9% of the risk-weighted assets trarnsfe Bank of Cyprus is being
recapitalised to reach a core tier one ratio ofl@%er the adverse scenario of the stress test
by the end of the programme, which should helgstare confidence and normalise funding
conditions. The conversion of 37.5% of the unindutteposits in Bank of Cyprus into class
A shares with full voting and dividend rights prdes the largest part of the capital needs
with additional equity contributions from the legaentity of Cyprus Popular Bank. Part of
the remaining uninsured deposits of Bank of Cypmis be frozen temporarily until the
completion of the independent valuation referrethttihe paragraph below.

1.27. Third, to ensure that the capitalisation targeésraet, a more detailed and updated
independent valuation of the assets of Bank of @ymnd Cyprus Popular Bank will be
completed, as required by the bank resolution fraonke, by [end June 2013]. To this end,
no later than [mid-April 2013], the terms of refece of the independent valuation exercise
will be agreed in consultation with the EC, the E@Bd the IMF. Following that valuation,
and if required, an additional conversion of unnesudeposits into class A shares will be
undertaken to ensure that the core tier one catatglet of 9 % under stress by end-
programme can be met. Should Bank of Cyprus beddarbe overcapitalised relative to the
target, a share-reversal process will be underta@erefund depositors by the amount of
over-capitalisation.

1.28. Finally given the systemic importance of Bank ofp@ys, it is important that the
operations of Cyprus Popular Bank are quickly irdégd, operational efficiency is
improved, the recovery of non-performing loanspsimised with the work-out implemented
by the going concern entity and the funding coodsiare progressively normalised. In order
to achieve these goals and to ensure that Bankypfu§ can operate with maximum
safeguards to preserve stability and continuedilitilduring a transition period, the CBC,
following consultation with the Ministry of Financwill appoint a new Board of Directors
and an acting Chief Executive Officer until Bank@fprus' new shareholders are organised
in a general meeting. The CBC will require the Bloaf Directors to prepare a restructuring
plan defining the bank's business objectives aaditpolicies [by end- September 2013]. To
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ensure that normal business activities are noftcite institutional arrangements will be

designed [by end-June 2013] in accordance with iByfaw to insulate Bank of Cyprus from
reputational and governance risks.

Restructuring and recapitalisation of other commer cial banks

1.29. Commercial banks with a capital shortfall, whicle aleemed viable, can, if other

measures do not suffice, ask for recapitalisatidrfram the State. In order to ensure timely
recapitalisation, the Cypriot authorities shoultmsit restructuring plans for these banks to
the EC, which are drawn up in compliance with Eétestaid rules, while also informing the

ECB and the IMF, [by 30 November 2013].

1.30. Capital should, to the largest extent possible, résed from private sources
including internal measures, asset disposals amdlity management exercises. Banks in
need of aid from the State will not be recapitalibefore their restructuring plans have been
formally approved under state-aid rules. The teamd remuneration of the state aid will
comply with the EU state-aid rules, with due coesation for financial stability. The credit
institutions benefiting from capital injections vide subject to specific management rules
and restrictions, and to a restructuring processn with EU competition and state-aid
requirements, which will be scrutinised by an exaér monitoring trustee. If the
recapitalisation takes the form of state aid, fufaisthe recapitalisation of these banks will
be made available in the context of the programme.

Restructuring and recapitalisation of cooper ative credit institutions

1.31. With a view to minimising state aid, cooperativesdit institutions requiring
recapitalisation should seek private sector pg@diodn no later than [31 July 2013].

1.32. As regards the cooperative credit institutions, @BC, assisted by the current
supervisor and in consultation with the EC, the B0 the IMF, will ascertain the viability
of individual cooperative credit institutions anestgn a strategy for restructuring and
recapitalising the sector.

1.33. This strategy, including the possibility of the &pation of mergers and
restructuring, will be submitted to the EC, alstoiming the ECB and the IMF [by end-July
2013] based on an assessment of capital needsianitity to be finalised [by June 2013].
The terms of reference for this assessment wilirdised in consultation with the EC, the
ECB and the IMF [by April 2013]. The restructuripdans for the cooperatives will be
submitted to the EC [by September 2013]. Coopezatredit institutions in need of aid from
the State will not be recapitalised before theistmecturing plans have been formally
approved under state-aid rules. The terms and reration of the state aid will comply with
the EU state-aid rules, with due considerationfifwancial stability. The cooperative credit
institutions benefiting from capital injections vidle subject to specific management rules
and restrictions, and to a restructuring processn with EU competition and state-aid
requirements, which will be scrutinised by an exé¢monitoring trustee. Implementation of
the strategy should be completed [by 30 June 20dA1il the overall strategy has been
agreed, there will be no change in the structurthefsector, without prior consultation with
the EC, the ECB and the IMF.

1.34. Sufficient funds for the recapitalisation of theoperative credit institutions will be
made available from the programme following thestfiprogramme review and will be
deposited in a dedicated account with the CentealkBto boost confidence in the system.
The amounts will be injected following the iderddtion of the capital needs and in
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accordance with the agreed strategy, after approVahe restructuring plans. A new
governance structure will be established, whichocalles clear levels of continued
accountability and provides for proper incentivesavoid moral hazard, having regard to a
two-tier supervisory system applied in other EU NbemStates.

1.35. Information pertaining to articles 1.4, 1.13, 1.1432 and 1.33, will also be shared
with the ESM.
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Time span for conditionality in thefinancial sector

Mar | Apr | May |

2013

Jul Aug Sept Oct

Nov

Mar

B e S L

Funding and Submission of quaterly funding and 8-- ----------------&.--______. oo .--&.--
capital plans i
MAINTAINING pital p! capital plans (1.3)
LIQUIDITY Liquidity ratio | I end-Dec 14: Central Bank update s liquidity regulations. (1.4) l 8
Rrestrictions % L A ? i
Seizure of loan mid-2014: legislation for seizure of end-2014: implementation of
collateral loan collatral (1.5) legislation (1.5)
Non performing 31 Mav 13: lemislati d | | f d-Sep 14: ditregi : ti II (1.7)
h ay 13: legislation end-Sep 13:legislation for _Ien -Sep 14: creditregister operational (1.
loans and credit ) 4 — I_—
REGULATION ) for NPL > 90 days (1.6) credit register (1.7)
register . . |
AND L | : :
SUPERVISION o end Sept 13: review of loan origination, asset ‘*lend-MarM: implementation (1.8)
overnance i i t priovisioning (1.8
OF BANKS AND impairment, priovisioning (1.8) Iend—Sep 13: legislation on lending to board members (1.9) I
1 T
COORERSILE end-June 13: unified data - -
CREDIT Supervision reporting system (1.11) |end—Mar14: mandatory structured intervention (1.10) |
INSTITUTIONS - - . ' T
Stress tests end-Jun 14: annual. sttress te.stmtegrated in off-site d_______ S s
supervision for pillar2(1.12)
Troubled end-April 13: directive forgrace period for — ——__| end-June 13:legislation for personal finance and
borrowers borrowers (1.16) financial mediation serwice (1.16)
Core Tier 1 ratio I end-Dec2013: increase minimum of Core Tier 1 capital ratio from 8 % to 9 % (1.19) i >
26/3/13:signature of g; end-Sep 13: Board defines business activities
- and credit policies (1.28)
BoC and CPB Greekcarve-out(1.24) restructuring of BoC and CPB (1.26) : >
RESTORING X3 Iind_Apm 13: ToR valuation (1.27) end-Jun 13: institutional arrangement (1.28)
ADEQUATE i end-Jun 13: independentvaluation exercise (1.27) |
CAPITAL . I I end-Nov 13: authorities submit
BUFFERS Other;:nmkr:erual |end—Sep 13:raise private capital (1.22 and 1.30 ) |i13 restructuring plans (1.29)
| | ||
| | |
Cooperative credit |end—JuIy 13:raise private capital (1.22and 1.31) end-Sep 13: authorities submit restructuring
institutions | ? plans (1.33)
[ _
Supervisory end-May 13: legislation that coop supervisorisintegrated in CBCand 1 end-Jul 13: coop supervisorintegrated into CBC( 1.13) I
f Kk legislation that CBC can instruct coop supervisor (1.13)
COOPERATIVE ramewor : : :
CREDIT
Mergers, “ q 26 |
INSTITUTIONS R d 4i130/6/15 - impl ot
restructurl.ng an end-Apr13: ToR end-Jun13:assessment | | end-jul 13; submission end-Sep 13: authorities submit untl ftho ot 'mp QT:; ation
resolution assessment (1.33) finished (1.33) of strategy (1.33) 7 restructuring plans (1.33) of the strategy (1.33)
T T T T T T Il 1 1l
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2. Fiscal policy

K ey objectives

Putting public finances on a sustainable path isveirriding importance in order to stabilise
the economy and to restore the confidence of corapacaitizens and foreign investors in the
longer-term economic prospects of Cyprus.

In this context, the objectives are: (1) to congitile on-going process of fiscal consolidation
in order to achieve a 3% of GDP primary surplug®i?7, 4% of GDP in 2018 and maintain
at least such a level thereafter; (2) to corregtakcessive general government deficit as soon
as possible; (3) to this end, to fully implemeng tiiscal consolidation measures listed in
Annex 1 and the fiscal consolidation measures fat32listed in paragraphs 2.2 — 2.11
below; (4) to achieve the annual budgetary targetsset out in this Memorandum of
Understanding (MoU) through high-quality permaner@asures, and additional measures in
the outer years, in particular to reduce the gromtbxpenditure on the public sector wage
bill, social benefits and discretionary spendingjlezminimising the impact of consolidation
on vulnerable groups; and (5) to maintain fiscahsmidation over the medium term,
converging towards Cyprus' medium-term budgetarjeatlve of a balanced budget in
structural terms, by containing expenditure grovitiiproving the structure of taxation and
undertaking fiscal-structural measures (see Se@iprincluding the implementation of a
Medium-Term Budgetary Framework designed in acaordavith EU specifications.

The Cypriot authorities adopted a number of fisnahsures for 2012-2014 as well as initial
steps in relation to fiscal-structural reforfnsThe authorities commit to the full
implementation of these measures (see Annex If@antbnitoring the budgetary effect of the
measures taken on a monthly basis. Any deviatiom fihe projected budgetary effect of the
measures will be evaluated and addressed accoydimghe quarterly programme reviews,
taking into account macroeconomic developments.fiBical measures taking effect in 2012
were included in the amended 2012 Budget Law, whies submitted to the House of
Representatives after consultation with the prognampartners (i.e. EC/ECB/IMF).
Likewise, the budgetary measures with effect in0&re embedded in the 2013 Budget
Law after consultation with the programme partné&fge impact of the additional permanent
measures for 2014 has been embedded in the muliiahexpenditure targets accompanying
the 2013 Budget Law.

In the event of underperformance of revenues omdrigsocial spending needs, the

government should stand ready to take additionahsm@s to preserve the programme
objectives, including by reducing discretionary ragieg, taking into account adverse

macroeconomic effects. Over the programme peri@s$h crevenues above programme
projections, including any windfall gaifdswill be saved or used to reduce debt. If instead
over-performance materialises, to the extent thiastdeemed permanent, this can reduce the
need for additional measures in the outer years.

® The adopted bills amounted to consolidation messof about 5.0% of GDP for 2012-2016, in particula
0.3% of GDP in 2012, 2.3% of GDP in 2013, and 1&%DP in 2014, and %% of GDP in 2015-2016 based
on the macro-economic projections of 23 Novembdr220

4 Windfall gains associated with hydrocarbons shaan only the blocks’ licencing fees or relatechatgre
bonuses for exploration thereof. It is noted thay a&streams of revenues associated with hydrocarbon
exploitation are dealt with under section 5.6, selcoullet-point, indent 3.
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Fiscal policy in 2013

2.1. The Cypriot authorities will achieve a general goweent primary deficit of no
more than EUR 395 million (2.4% of GDP) in 2013.eT2013 deficit target may be revised
to incorporate compensation for provident and eetent funds in Cyprus Popular Bank to
ensure equal treatment with such funds in Bank gbr@s following the conversion of
deposits into equity. Given the social welfare natof provident and retirement funds, the
Cypriot authorities will use the necessary amount @f programme financing for such
compensation.

Over 2013, the Cypriot authorities will rigorousiyplement the 2013 Budget Law with
additional permanent measures of at least EUR 3Bibm(2.1% of GDP).

After consultation with the programme partners, #83 Budget Law was adopted in
December 2012. The budgetary target for 2013 wss adlopted, accompanied by elements
for a medium-term budgetary framework, in particidapenditure ceilings for the budget
years 2013-2015 for each government entity.

Additional permanent measures for 2013 will be a&eldmfter review by and consultation

with the programme partners and prior to the gnantf the first disbursement of financial

assistance (applicable to the measures outlinéd2n2.3, 2.4, 2.5, 2.7, 2.8, 2.9, 2.10 and
2.11).

To this end, the Cypriot authorities will amend 2813 Budget Law, which will contain the
additional consolidation measures, and, accordjrigly revised general government primary
deficit. In addition, the authorities will updateetexpenditure ceilings for the budget years of
2013-2015.

The additional consolidation measures will inclutde following and will, where legally
possible, be applicable retroactively from 1 Jap2fxl 3:

Revenue measur es

2.2. Ensure additional revenues from property taxatioatdeast EUR 75 million by: (i)
updating the 1980 prices through application of @ index for the period 1980 to 2012;
and/or (i) amending tax rates and/or (iii) ameigdvalue bands.

2.3. Increase the statutory corporate income tax ral16%.
2.4. Increase the tax rate on interest income to 30%.
2.5. Increase the bank levy on deposits raised by banéiscredit institutions in Cyprus

from 0.11% to 0.15% with 25/60 of the revenue eaked for a special account for a
Financial Stability Fund.

2.6. Undertake by June 2013 a reform of the tax systnmiotor vehicles, based on
environmentally-friendly principles, with a view taising additional revenues, through the
annual road tax, the registration fee and excidggesluincluding motor fuel duties. The
reform will take into account the related studytte# University of Cyprus.

2.7. Complete the increase in fees for public servicgsableast 17% of the current
values.

Expenditure measures

13



Provisional draft, 9 April 2013
Contains sensitive information, not for further distribution

2.8. Introduce measures to control healthcare expemd{age 3.2, measures a), b), c), d)
and e).

2.9. Reduce the expenditure on various housing schemes least EUR 36 million by
consolidating and streamlining the schemes for displaced and the Comprehensive
Housing Scheme, discontinuing the special grantbmuiring a first residence and ceasing
the provision of loans and loan guarantees rel@téduse construction and acquisition under
all government-administered housing schemes.

2.10. Further streamline the Easter allowance to penssobg limiting the benefit to
pensioners with a monthly per household incoméd ai@st EUR 500.

2.11. Implement a scaled reduction in emoluments of guahd broader public sector
pensioners and employees as follows: EUR 0-2.008%00EUR 2.001-3.000: 1%; EUR
3.001-4.000: 1.5%; above EUR 4001: 2.0 %.

2.12. Introduce as of the budget year 2014 structurarnefmeasures in the educational
system, notably, a reduction of the number of teexcbeconded to the Ministry of Education
and Culture, the removal of 1:1.5 teaching timér&om evening schools of general and
technical and vocational education, the eliminatdrieaching time concession to teachers
for being placed in two or more educational dissricthe elimination of mentoring
components for pre-service and in-service trainfimg newly appointed teachers and the
reduction of the cost of afternoon and evening @wgnes.

Fiscal policy in 2014

The Cypriot authorities will achieve a deficit ¢fet general government primary balance of
no more than EUR 678 million (4¥4% of GDP) in 2014.

The budgetary target and the permanent measure¥fiar already adopted by the Cypriot
authorities (see Annex |) were considered in thepsst Medium-Term Budgetary
Framework, accompanying the 2013 Budget Law. Afterew by and consultation with the
programme partners [mid-September 2013], the 2QicigBt Law will be adopted [by mid-
December 2013]. The 2013-2015 expenditure ceilimdjsbe updated for the period 2014-
2016 and will accompany the 2014 Budget Law documime presentation of these ceilings
will evolve into a full-fledged Fiscal Strategy &ment in line with the MTBF requirements
contained in Directive 2011/85/EU. Any deviatioorfr the budgetary objectives contained
in the 2013-2015 framework will be properly docuteehand reasons for such deviations
will be provided.

Fiscal policy in 2015-16

The Cypriot authorities will achieve a deficit ihet 2015 general government primary
balance of no more than EUR 344 million (2.1% ofj@nd a surplus in the 2016 general
government primary balance of at least EUR 204ionil{1.2% of GDP).

After review by and consultation with the programpaatners the 2015 and 2016 Budget
Laws will be adopted, respectively, [by mid-Decemd@14] and [mid-December 2015].

The 2014-2016 expenditure ceilings will be updated the period 2015-2017 and will

accompany the 2015 Budget Law document. Any dernatiom the budgetary objectives
contained in the 2014-2016 framework will be prdpelocumented and reasons for such
deviations will be provided. In Q2-2016, the Cypramithorities will present the programme
partners with a provisional list of measures taiata primary surplus of 3% of GDP in 2017
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and 4% of GDP in 2018. The measures required ilincluded in the draft 2017 Budget
Law.

3. Fiscal-structural measures

K ey objectives

Cyprus enjoyed above euro-area average growth i@tesore than a decade and in parallel
expanded its public sector employment, supportsemdices considerably. Looking ahead, if
the public sector is to provide appropriate supparthe sustainable and balanced growth of
the Cypriot economy, fiscal-structural reform stegg® needed to ensure the long-term
sustainability of public finances, to provide thischl space necessary to support the
diversification of the economy, and to alleviate #dverse impact on jobs and growth arising
from Cyprus' exposure to external shocks. In toistext, the objectives are: (1) to improve
the efficiency of public spending and the budgetprgcess by means of an effective
Medium-Term Budgetary Framework (MTBF) that is yudompliant with the Directive on
requirements for budgetary frameworks and the Vremt Stability, Coordination and
Governance (TSCG); (2) implement further reformsthed pension system to address the
high projected increase in pension spending; (8 farther steps to control the growth of
health expenditure; (4) enhance tax revenues byowinpy tax compliance and collection; (5)
undertake reforms of the public administration taprove its functioning and cost-
effectiveness, notably by reviewing the size, emplent conditions and functional
organisation of public services; (6) undertake mafo of the overall benefit structure with the
aim of producing an efficient use of resources ansuring an appropriate balance between
welfare assistance and incentives to take up warnd (7) elaborate a programme for
improving the efficiency of state-owned and senbpu enterprises and initiate a
privatisation programme.

Pension reform

3.1 While taking note that the Cypriot authorities haeeently introduced significant
reforms (as noted below), the implementation othfer reforms of the pension system to
address the high projected increase in pensiondgpgemay be necessary in order to put the
pension system on a sustainable path. The overgrabjectives of the reforms are: i) to
reduce the increase in pension spending, ii) tarenthe long-term financial viability of the
pension system through 2060, and iii) to limit thecal subsidy to the General Social
Insurance Scheme for credited contributions forenirand future pensioners and for the
non-contributory pension.

In view of this, the Cypriot authorities have implented/agreed to implement the following
measures:

e separate in accounting terms the non-contributaepsin benefit from the
insurance-based (contributory) pension scheme [byJ@ne 2013]. The non-
contributory part will be tax financed;

» for the General Social Insurance System (GSIS)népease the minimum age for
entitlement to an unreduced pension by 6 monthsygar to be brought in line
with the statutory retirement age; (ii) introduce early retirement penalty of
0.5% per month of early retirement so as to makéy eatirement actuarially
neutral; (iii) introduce an automatic adjustmenttioé statutory retirement age
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every 5 years in line with changes in life expectaat the statutory retirement
age, to be applied for the first time in 2018; & gradually (1 year per year)
extend the minimum contributory period in the sgstieom the current 10 years
to at least 15 years over the period 2013-17 jeglkince December 2012] ;

« for the Government Employee Pension Scheme (GHB$)crease the statutory
retirement age by 2 years for the various categaiemployees; (ii) increase the
minimum age for entitlement to an unreduced penfigné months per year) to
be in line with the statutory retirement age; (uhile preserving acquired rights,
introduce an early retirement penalty of 0.5% penth of early retirement so as
to make early retirement actuarially neutral; (iw)jtroduce an automatic
adjustment of the statutory retirement age evepedrs in line with changes in
life expectancy at the statutory retirement agdyeaapplied for the first time in
2018; (v) introduce a change of indexation of ahéfits from wages to prices;
and (vi) pension benefits will be calculated orre-fata basis taking into account
life-time service as of January 2013 [in place sidanuary 2013];

e ensure that total annual public pension benefitsptdlic sector employees and
state officials do not exceed 50% of the annuakperable salary earned at the
time of retirement from the post with the highegngionable salary of the
official's career in the public sector and broagablic sector [in place since
January 2013];

* ensure that pension entitlements that will accriteral January 2013 are
considered as personal income, thus becoming fakgble also in the case in
which they are received as a lump-sum paymenthéatsame time, employees
will be granted the option of converting all or paf the lump-sum into an
actuarially neutral annuity [in place since Januzd$3]; and

* ensure that all of the above measures aimed atG#HRS will apply also to
pension schemes in the broader public sector aperision schemes for hourly-
paid public employees.

An actuarial study for the GSIS will be carried @ud submitted for peer review in the
Ageing Working Group of the Economic Policy Commdét [by end-July 2013]. The

objective of the actuarial study is to provide déiddial reform options to ensure the long-run
viability of the national pension system.

The actuarial study should project the schemeanibes on a cash basis. Given the financial
sustainability focus, on the revenues side, thelystshould not take into account any
government subsidy (i.e. contribution that is caotiyeat 4.3% of the payroll and the return on
the accumulated notional reserves as at the dténeqrojection period) with the exception
of credited contributions and the contributions méy the government as an employer on
behalf of its employees. On the expenditures dite,study should only take into account
benefits related to contributions paid and creditedtributions, i.e. excluding the costs
related to the top-up for the minimum pension (Wh& considered to be tax financed). The
study should analyse the impact of additional mafaptions such as benefit reductions
(while considering adequacy), an increase in théusiry retirement age and increases in
contribution rates or combinations thereof takimig iaccount the impact on labour costs.

After review by and consultation with the programpeetners, if needed, a comprehensive
reform with the aim of establishing the long-rumhility of the system, will be carried out;
and, this reform will be adopted [by end-Deceml#r3} and enter into force in [Q1-2014].
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Health care expenditure

3.2.

To strengthen the sustainability of the fundingistiire and the efficiency of public

healthcare provision, the following measures waldzlopted prior to the granting of the first
disbursement of financial assistance:

a)

b)

abolish the category of beneficiaries class "B" atlldexemptions for access to free
public health care based on all non-income relaig#gories except for persons
suffering from certain chronic diseases dependimgllness severity. Introduce as a
first step towards a system of universal coverageompulsory health care
contribution for public servants and public servg@ensioners of 1.5% of gross
salaries and pensions. The measure will be revidye@2-2014 with the programme
partners. For families with three or more dependéiitren, the participation in this
health care scheme will be voluntary;

increase fees for medical services for non-bersefes by 30% to reflect the
associated costs of medical services and createpaymment formula with zero or
low admission fees for visiting general practitimmeand increase fees for using
higher levels of care for all patients irrespectiage;

introduce effective financial disincentives for nggiemergency care services in non-
urgent situations;

introduce financial disincentives (co-payment) tmimise the provision of medically
unnecessary laboratory test and pharmaceuticals; an

adopt a new decision by the Council of Ministeraga@ning a restructuring plan for
public hospitals, improving quality and optimisingpsts and redesigning the
organisational structure of the hospital manageméyt putting into practice
recommendations from the 2009 "Public Hospital Raagl".

In addition, the programme partners will review d@dconsulted on the following measures
before their implementation:

f)

9)

h)

)

K)

assess and publish, before parliamentary discugsierpotential risks and benefits of
the planned introduction of the National Healtht8gs (NHS) in an updated actuarial
study, taking into account possible proposalsrgslementing NHS in stages [by Q2-
2013];

make the award of the tender for the IT-infrastnoetconditional upon the results of
the study and the decision for implementing the NHS

review income thresholds for free public healthecisr comparison to the eligibility
criteria for social assistance while ensuring ttapayments to public health care are
set so as to protect individuals/households effelsti from catastrophic health
expenditures [by Q4-2013];

create protocols for laboratory tests and the pigsen of pharmaceuticals based on
thorough scientific evidence;

introduce a coherent regulatory framework for mgcand reimbursement of goods
and services based on the actual level of costsried in accordance with Article 7

of Directive 2011/24/EU of the European Parliamamd of the Council of 9 March

2011. An interim report will be ready [by Q3-2013];

conduct an assessment of the basket of the topbHclyureimbursable healthcare
products in terms of annual spending and prepaepart to establish an integrated
system for health-technology assessment to incrédasecost-effectiveness of the
basket of publicly reimbursed products; and, prepghe implementation of 10 new
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clinical guidelines focusing on high annual voluened high cost diseases [by Q2-
2013];

start coding inpatient cases by the system of disigrrelated groups (DRGs) with
the aim of replacing the current hospital paymeygtesn by payments based on
DRGs [by Q3-2013];

in a first step, establish working time in the HaBervice, in conjunction with
moving the starting time by half an hour (from 7.808.00) and extending the
flexibility period from a half to one hour. Withithmodification, the weekly working
hours of public officers remain unchanged, butdiséributed throughout the year as
follows: 37 ¥2 hours per week, 7 ¥2 hours per dayy dslonday to Friday): 8.00/9.00
to 15.30/16.30. The same applies for the trangtiperiod of 1.1.2013-31.8.2013 but
the starting time remains the same (7:30) and ttei€nding time is moved back by
half an hour (15:00/16:00). Following a review,ansecond step, revise the regular
working hours and stand-by shifts of healthcar,stacluding rules to increase the
mobility of staff; revise current regulations oneottme pay and fully implement
existing laws on recording/monitoring overtime payts (see 3.11) [by Q1-2014];
and

define a basket of publicly-reimbursable medicatvises based on objective,
verifiable, criteria, including cost-effectiveneggeria [by Q2-2013].

Furthermore, the Cypriot authorities will considestablishing a system of family doctors

acting

as gate-keepers for access to further l@fedare.

Budgetary framewor k

3.3.

The Cypriot authorities will:

provide for the establishment of a Fiscal Coundthva statutory regime, functions,
nomination procedures for its governing body anttliing arrangements grounded in
law [by Q2-2013];

complete the adoption of the law transposing Cdubaiective 2011/85/EU on

requirements for budgetary frameworks, and prowsigertaining to the fiscal

compact of the Treaty on Stability, Coordinatiord @@overnance (TSCG) on the
basis of the Common Principles for national fisoarection mechanisms laid down
in Commission Communication COM(2012)342, with iempkenting texts ensuring
that adopted measures are fully effective [by Q2320In particular, integrate the
presentation of the existing multi-annual budgetabjectives (MoU fiscal targets and
the rolling three-year expenditure ceilings) intocamprehensive Fiscal Strategy
Statement in compliance with MTBF requirements ke tsense of Directive

2011/85/EU to guide the preparation of the 2014getfby Q2-2013]; and

submit to the House of Representatives a draft-legél Fiscal Responsibility and
Budget System Law applicable to the entire gergmaernment sector. The draft law
will encompass, inter alia, macro-fiscal policy-nmak and budget formulation and
approval. It will address remaining gaps and ineiaacies and codify existing good
budget practices [by Q4-2013].
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Public private partner ships (PPPs)

3.4.

The Cypriot authorities will:

create an inventory of PPPs including informationtbe objectives of current and
planned PPPs and more detailed information on digrmtracts, including their
nature, the private partner, capital value, fuseevice payments, size and nature of
contingent liabilities, amount and terms of finargei In addition, an inventory of
contingent liabilities including information on theature, intended purpose,
beneficiaries, expected duration, payments madenbresements, recoveries,
financial claims established against beneficianesivers of such claims, guarantee
fees or other revenues received, indication of athand form of allowance made in
the budget for expected calls, and forecast andaeapon of new contingent
liabilities entered into in the budget year will bempiled. The inventories will be
shared [by Q3-2013] with the programme partnersofA014, the inventories will be
updated annually and included as “Statement of P& “Statement of Contingent
Liabilities” in appendices to the annual budget Evd to the annual financial report;

put in place an adequate legal and institutionaméwork for PPPs designed
according to best practices, including ex-antessssent and monitoring of the fiscal
risks of engaging in PPPs and concessions as cethpaother public investments. A
proposal for such a strengthened legal and institat framework for PPPs should be
drafted [by Q3-2013] and implemented [by Q4-20H3id

commit not to enter into any new tendering procasd not to sign any new PPP
contract before the implementation of the legal amstitutional PPP framework,
excluding any project having reached commerciaeloy end-October 2012.

State-owned enterprises and privatisation

3.5.

As regards extra-budgetary funds and entities, amtiqular the State-Owned

Enterprises (SOESs) and other state-owned asset§ybriot authorities will:

establish an inventory of assets, owned by cemfakernment, municipalities and
regional administrations, including real estate kmd. As a first step, priority will be
given to assets with the highest commercial vailoeluding at least one third of
SOEs [by Q2-2013] and the remaining SOEs [by Q33R0This inventory will
indicate which SOEs could be subject to divestnmntestructuring or liquidation.
The inventory of the largest and most valuable esthte and land assets will be
ready [by Q3-2013]. The full inventory of all ass¢BSOES, real estate and land) will
be completed [by Q4-2013]. The inventory will beadmally submitted to the
programme partners;

prepare a plan to strengthen the governance of $O&scordance with international
best practices and draft a report reviewing theatmns and finances of SOEs (see
3.11) [by Q3-2013]. The report will assess thesmmanies' business prospects, the
potential exposure of the government to the SOE$ @ne scope for orderly
privatisation. The Cypriot authorities will adoptet necessary legal changes to fulfil
this requirement [by Q4-2013]. No additional SOEH e created throughout the
duration of the Programme; and

submit to the House of Representatives a drafttawnegulate the creation and the
functioning of SOEs at the central and local levafgel enhance the monitoring
powers of the central administration, includingadimg on SOEs in the context of
the annual budgetary procedure [by Q4-2013].
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The Cypriot authorities will initiate a privatisati plan to help improving economic

efficiency through enhanced competition and enagemaent of capital inflows, and to help
restoring debt sustainability:

This plan should consider the privatisation prospeaf state-owned enterprises
(SOEs) and semi-governmental organisations (SG@elyding, inter alia, CyTA
(telecom), EAC (electricity), CPA (ports), as wal real estate/land assets. For the
privatisation of natural monopolies, an appropriagégulatory framework is a
prerequisite;

The privatisation plan will be based on the repawiewing the operations and
finances of SOEs, as well as the inventory of asskte privatisation plan will be
created after consultation with the programme pastnincluding asset-specific
timelines and intermediate steps [by Q3-2013];

In parallel, the specific legal and institutionedrhework for the privatisation process
will be drafted [by Q3-2013] and implemented [by-Q@13], after consultation with
the programme partners; and

The privatisation plan identified by the Governmeiter consultation with the
programme partners will raise at least EUR 1 hilllwy the end of the programme
period and an additional EUR 400 million by 2018t latest.

Revenue administration, tax compliance, and inter national tax cooper ation

3.7.

The Cypriot authorities will propose a compreheesigform plan to improve the

effectiveness and efficiency of tax collection aadministration [by Q4-2013], for
implementation as of the budget year 2014. Thermefehall encompass the following
elements:

attribute personal responsibility for payment ofnpany taxes to those, who -in the
case of non-listed companies- truly and effectiagtrol a company;

attribute personal responsibility to the respomsitslanager for fraudulent filing of
company taxes;

strengthen powers by the tax authorities to engqagment of outstanding tax
obligations, e.g. by having authority to seize cogte assets, prohibiting alienation
or use of assets, including property and bank adspby the taxpayer;

harmonise the legislation among tax types so tlwatpaying taxes is a criminal
offense regardless of the type of tax and thatetheran administrative appeals
process for all of these taxes before going tacthets;

increase staff mobility between different tax adistiation entities in order to ensure
appropriate staffing of entities with high reveraa#iection capacities;

where not in place, establish clear performanceeaives, including on revenue
collection results, for each revenue administragatity, and improved transparency
regarding the performance of revenue administragiotities, e.g. via publication of
the tax gap for main revenue categories (the diffee between the tax owed and the
amount actually collected);

optimise use of IT systems in the tax administratimased on: (i) facilitating

information exchange between tax administrationtiest (i) enhancing the use of e-

filling of tax returns and e-payment (e.g. by allogy payment through bank

transfers); (iii) improving the exchange of infortoa, including data on natural and
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legal persons, between relevant authorities fordablection purposes, taking into
account legal provisions for data protection; @hancing reporting capabilities in
relation to obligations under Council Directive 3048;

» enhance the efforts to reduce administrative bumierbusinesses, with a view to
reducing informal activities and achieving volugtacompliance to the widest
possible extent. In this respect, systematicallpsuee the time and cost for taxpayers
to complete revenue administration procedures agakgistration or filing;

e step up administrative tax fraud investigations antlance cooperation between the
tax and judicial systems, while addressing potériatienecks in the tax appeal
system;

* improve capacity of the Inland Revenue Departmeribliow-up on tax information
received from other countries, e.g. by permittihg tepartment to access databases
of other public entities in order to facilitate aedpedite the identification of the
taxpayer; and

« remove from the income tax law the Director's pgative to act as deemed
necessary in relation to the application of the Isgwovisions, includinghe decision
on the withdrawal of lawsuit for unpaid taxes.

3.8. The Cypriot authorities will implement reforms, whi build on the main
recommendations derived from the diagnostic te@hnassistance mission conducted in
February 2013. To this end, the authorities wdbelrate a comprehensive reform agenda and
consult with the programme partners on this ag¢ogl®2-2013].

3.9. The Cypriot authorities will safeguard the dlgn and effective exchange of
information in regard to tax matters, fully ensgrithe applicability of laws and standards
governing international exchange of tax informatibmthis respect, the Cypriot authorities
will enhance the practice of timely delivery of eehant and accessible tax information to
other EU Member States. The authorities will:

e fully transpose and implement Council Directive 2AB/EU on administrative
cooperation in the field of taxatidand abide by Art 7 of the Directive and Art 10, 19
and 21 of Council Regulation 904/2010 on administeacooperation and combating
fraud in the field of value-added tax, which prédserspecific timeframes within
which Member States shall provide information toleather;

* ensure timely access to information on beneficvh@rship of trusts and to an audit
trail of financial transactions of trustees. Tostleind, the programme partners take
note of the Cypriot authorities' intention to edib registers of trusts held by the
respective competent supervisory authority anchefrecently-introduced obligation
to have, at any given time, for trusts under Cypaws at least one trustee who is a
resident in Cyprus. Professional trustees shouldubleorised or otherwise regulated
(i.,e. as lawyers, accountants or Trust and Compaesvice Providers) and all
trustees, whether regulated or not, should be texgid (see paragraph 1.17). Trustees
should report information to their respective susars on their relation to a trust. In
addition, the Cypriot authorities will require ttass of trusts under Cyprus law to
declare their status to credit institutirehen using the financial system in Cyprus,

® The Cypriot authorities have submitted Law N. 2JJ8012 (enacted on 28 December 2012), transpdbiag
Directive, to the European Commission.
® As defined bin Art. 2.1(1) of the Third Anti-Monéyundering Directive, 2005/60/EC
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and require credit institutions established in @gpito obtain a corresponding
declaration of status from trustees of trusts extander and governed by foreign law
as a mandatory condition for using the financiatem in Cyprus [by Q3-2013];

* ensure that they have timely access to informationwho truly and effectively
controls a company established in Cyprus. To thid, ¢hey will either a) require
nominee directofs and nominee shareholders to disclose the idemiftytheir
nominator to the company and to the company ragisteb) require that all nominee
directors and nominee shareholders be authorisedtt@rwise regulated (i.e. as
lawyers, accountants or TCSPs) and maintain infoamaon the identity of their
nominator, which is to be made available to the pet@nt authorities upon request. A
record of director's or shareholder's nominee statii be accessible through the
registers under the TCSP Law, which list all retpdapersons (i.e. lawyers,
accountant and TCSPs). In the case of the trust@&s being provided by a TCSP,
the information that the TCSP is a professionaliserprovider will be accessible
through the registers under the TCSP Law [by Q33201

* ensure the systematic follow-up and use of infoiomateceived from other countries
about savings income payments received by Cypsidest individuals and savings
income payments received by entities and legalngements such as trusts under
Cyprus law, notably entities and legal arrangemémsbeneficial owners of which
are resident in other EU Member States; and

* implement the recommendations put forward in thdapth review of Cyprus' legal
and regulatory framework under the OECD Global Roron Transparency and
Exchange of Information for Tax Purposes and contonaddress any shortcomings
to be identified in the forthcoming evaluation ofglementation issues.

In the context of an effective implementation ofu@oil Directive 2003/48/EC on taxation of
savings income in the form of interest paymente @USD), the Cypriot authorities will
continue to provide to the EC all necessary andabla information/statistics extracted from
the data exchanged under the FISC153. In additioran annual basis and starting from the
tax year ending on 31 December 2013, the Cyprithaaiies will provide to the EC a
breakdown of the information provided under the BUS/ sector of activity of the paying
agents, including possible sanctions actually atairaf paying agents for their application of
the EUSD. In 2015, the Cypriot authorities will pige to the European Commission a report
on the results of audits conducted in 2014. TheriByputhorities (CBC) will provide on an
annual basis detailed sectoral deposit statistitts avbreakdown of non-resident deposits by
country.

I mmovable Property Tax Reform

The following measures will be taken to increaseeneie and to improve the fairness of the
tax burden by levying the recurrent property taxcomrent market values. An additional
objective is to reduce overhead cost in tax bas@rastration.

3.10. In view of this, the Cypriot authorities haagreed to implement the following
measures:

e implement a property price index that establishes &average property market
valuation in 2013 by square meter of habitableami&fand land plot. This index shall

" Under Cyprus law, there is no legal concept ofrimee director’, but it is used with reference tofpssionals
who provide director services.
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be operational to provide imputed market valuatidos each non-agricultural
cadastral plot [by Q2-2014], in time for its applion in the calculation of the
immovable property tax in 2014. The index shallyvaccording to location and
zoning as well as other building- and plot-relatb@racteristics. Moreover, propose
and implement a methodology for annual updatesici snputed market valuations;

implement the recurrent immovable property tax dase imputed market valuations
of land plots according to a unit tax base esthbtisby this property index [by Q3-
2014]. The tax rates shall reflect the progresgiahd revenue of the preceding
property tax. For co-owned land plots, individualners shall be taxed according to
ownership proportions as provided in the cadastre;

establish the legal basis for a mandatory annuaisadent of the property unit tax
base by a competent executive authority [by Q3-PCdrtl

in order to retain a stimulus to property demand eaduce distortions in property
prices, provide for an extension of the reductionproperty transaction fees until
2016 [by Q2-2013].

In addition, the following studies should be inéd [by mid-2013], and their
recommendations implemented at the latest fronafiudry 2015] onwards:

a study on refining the parameters of the imputeggrty market value index within
the bounds of administrative and legal simplicityparticular, the study shall assess
the feasibility of a unit tax base for individualvellings. Moreover, the study shall
report on a mechanism to dampen cyclical variatiorike index; and

a further study on the scope of consolidating thiéection and administration of the
municipal recurrent property tax and sewage taxe Jdady will also review existing
exemptions and derogations from property taxatiowill also report on the scope of
shifting revenue from transaction fees and taxesd¢arrent taxation [early 2015].

Public administration reform

3.11.

The public sector represents a large shgpeldic expenditures in Cyprus. To ensure

an efficient use of government resources, whilézdehg a quality service to the population;
the Cypriot authorities will undertake the followineform measures:

reduce impediments to staff mobility within the paland broader public sector, inter
alia, by removing restrictions arising from the Ru/Broader Public Service Laws as
to the duration and placement of secondments, disasethe need for employee
consent [by Q2-2013]; and

in a first step, as of 1.9.2013, establish workige in the Public Service, in
conjunction with moving the starting time by hatf hour (from 7:30 to 8:00) and
extending the flexibility period from a half to ome®ur. With this modification, the
weekly working hours of public officers remain uadged, but are distributed
throughout the year as follows: 37 Y2 hours per wéekz hours per day, daily
(Monday to Friday): 8.00/9.00 to 15.30/16.30. Thene applies for the transitional
period of 1.1.2013-31.8.2013 but the starting ti@mains the same (7:30) and thus
the ending time is moved back by half an hour (@4:6:00). Following part 1 of the
below review, in a second step, further reducetowerand related costs to the public
sector wage bill by making working time more fldgilso as to cover - as a minimum
- service hours from 7:00 until 17:00 in the enfméblic sector and service hours
from 7:00 to 19:00 for public sector services wigixtended operating hours
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(including, but not limited to, healthcare and gégly under regular working time.
Working hours outside regular working time shall lbaited by enforcing strict
controls, including requiring pre-approval of argnremergency work outside regular
working time (see 3.2) [by Q1-2014].

In addition, the Cypriot authorities will commissican independent external review of
possible further reforms of the public administratbased on the terms of reference already
agreed with the programme partners.

The review will comprise two parts, covering thédwing areas:
Part 1:

* examination of the role, the competences, the asgtanal structure and the size/
staffing of relevant ministries, services and irglegient authorities;

« examination of the possibility of abolishing or mi@g/consolidating Non-profit
Organisations/Companies and publicly owned enteepriand

* re-organisation/re-structuring of local government.

Part 2:

e appropriate system of remuneration and working ttmmd/conditions of
employment in the public sector (e.g. annual vacateave, sick leave, maternity
leave, working time), in relation to the privatecse and to other EU countries and
based on best practices; and

* introduction of a new performance based appraigstem in the public sector, for
development and promotion purposes, linking pertoroe with the remuneration
system/ increments.

The first part of the review will be published [1-2014]. The second part of the review
will be published [by Q3-2014]. Based on the firgsirof the review, the Cypriot authorities
will agree upon a reform after consultation witke throgramme partners, submit it to the
House of Representatives for approval and impleraeform of the public administration

(part 1 [by Q2-2014] and part 2 [by Q4-2014]).

Welfare system

3.12. The welfare system in Cyprus encompassesoadbrange of individual benefits
provided by different Ministries and Department®. d@nsure efficient use of public funds
within the welfare system, while at the same timsuging an appropriate balance between
welfare benefits and incentives to take up workf@aher specified in section 4.3 below), the
Cypriot authorities will carry out a reform of theelfare system to be implemented and
applied as of 1 January 2014 after review by antsglbation with the programme partners
(draft reform plan to be submitted [by Q2-2013]heTreform will cover the following
elements:

» streamlining the number of benefits available tiglomerging and phasing out;

» better targeting of various social transfers, sotageduce the total number of
beneficiaries while protecting the most vulnerdife

» the introduction of a common definition of incomeusces, financial assets
and movable and immovable property to be taken atoount for means-
testing, so as to ensure consistency across ditffeemnefit schemes;
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* the introduction or tightening of means-testingesira, on the basis of the
above definition, for benefit provision and congduaccess to benefits by
lowering income thresholds, accounting for wealtichs as financial assets,
movable and immovable property, and broadeningdthgeces of income to be
taken into consideration. With respect to the tates a general principle
benefits provided should be fully accounted fotha computation of personal
income;

* areview of the appropriate levels of individuahbts and the index for adjustment
of benefit levels; and

« transferring of all the relevant competences anspossibilities related to the
administration and provision of all social benefits the Ministry of Labour and
Social Security, which should be appropriately ppad in terms of financial and
human resources, reassigned from other departroéttte public administration [by
Q1-2014] (see 3.11).

The reforms must be consistent with the fiscalgtrglefined in this MoU.

4. Labour market

K ey objectives

While the Cypriot labour market was characterisgdhigh employment rates and low
unemployment in the years leading up to the criii® unwinding of unsustainable
imbalances and worsening of macroeconomic conditiand prospects have resulted in
rapidly rising unemployment and important labourkea challenges over the medium-term.
Labour market reforms can mitigate the impact o thrisis on employment, limit the
occurrence of long-term and youth unemploymentjlifaie occupational mobility and
contribute to improving the future resilience oét8ypriot economy in the face of adverse
economic shocks. In this context, the objectives @) to implement a reform of the system
of wage indexation commensurate with ensuring atagwble improvement in the
competitiveness of the economy and allowing wage#&ion to better reflect productivity
developments; (2) to prepare and implement a comgmsave reform of public assistance in
order to achieve an appropriate balance betweelicpagsistance and incentives to take up
work, target income support to the most vulneradtiengthen activation policies and contain
the public finance impact of rising unemploymentnda(3) to help attenuate adverse
competitiveness and employment effects by linking ahange in the minimum wage to
economic conditions.
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Cost of living adjustment (COL A) of wages and salaries

4.1. To ensure that wage growth better reflects deveéopsin labour productivity and
competitiveness, in both expansions and recessibasCypriot authorities will reform the
wage-setting framework for the public and privageter in such a way as to improve real
wage adjustment. To this end, the effective apfioaof the reform of the wage indexation
system (COLA) applicable to the broader public sedcs determined in the budget of 2013
and embedded in the Medium-Term Budget, must bareds This reform acts on relevant
elements of the indexation system, as follows:

* a lower frequency of adjustment, with the baseqaefor calculating the indexation
(COLA) being lengthened from the current periodsof months to twelve months.
Indexation would take place on 1st January each yea

* a mechanism for automatic suspension of applicatiod derogation procedures
during adverse economic conditions, such that thensecond and third quarters of a
given year negative rates of growth of seasonaljysaed real GDP are registered, no
indexation would be effected for the following yeand

* a move from full to partial indexation, with theteaof wage indexation being set at
50% of the rate of increase of the underlying pmoex over the previous year.

As foreseen in section 1.2 of this agreement, tigpension of wage indexation in the wider
public sector will remain in place until the endtloé programme.

A tripartite agreement will be pursued with so@altners for the application of the reformed
system in the private sector [by end-2013]. Furti@e, based on the current economic
outlook, wage and salary indexation is foreseentmdite applied in the private sector until
2014.

Minimum wage

4.2. With a view to preventing possible adverse competiess and employment
effects, the Cypriot authorities commit that, ottee programme period, any change in the
minimum wage covering specific professions and gmies of workers should be in line
with economic and labour market developments arldtake place only after consultation
with the programme partners.

Public assistance and activation of the unemployed

4.3. The increase in unemployment underlines the needarfooverall assessment of

activation policies and available instruments focame support after the expiration of

unemployment insurance benefits. The planned re@drpublic assistance should ensure that
social assistance serves as a safety net to easmi@imum income for those unable to

support a basic standard of living, while safegimydncentives to take up work, ensuring

consistency with the reform of the welfare systendescribed in section 3.12. Therefore, the
Cypriot authorities will:

* ensure that the planned reform of public assistanckides measures aimed at
activating benefit recipients by facilitating theeinsertion in the labour market,
reducing disincentives to work and imposing jobrskaequirements for continued
benefit receipt. To this end, the draft reform plam public assistance will be
submitted to the programme partners [by Q2-2018kdview and consultation;
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e provide an assessment of current activation paliihg Q2-2013]; and

* review and enhance the cooperation between thecpeimployment service and the
benefit-paying institutions in the activation oeéthnemployed.

5. Goods and services markets
K ey objectives

Addressing issues of a structural nature is ctitioa rebalancing the Cypriot economy,
restoring its growth potential and improving conifpp&tness. Removing unjustified obstacles
in services markets can have a significant impacgmwth, in particular for the services-
intensive Cypriot economy. In addition, improviniget quality and reducing the cost of
regulated professional services can play an impbrtae for the business environment and
for Cyprus' competitive position. Since tourismase of Cyprus' largest sectors and an
important potential driver of future growth, a reigoration of the competitiveness of this
sector is warranted. Improving the regulation ahadstration related to the real estate sector
will contribute to the overall functioning of theolssing market and help to foster foreign
demand at a time when the prospects of this sactoaffected by downside risks. Finally,
the exploitation of the domestic offshore naturas gpotential offers the medium- to long
term prospect for reducing Cyprus' energy imporpetelency and the security and
sustainability of energy supply. This would helpattdress Cyprus' sustained current account
deficit and high public debt. However, these pusitieffects will accrue only after
overcoming the challenges of financing and plannihg infrastructure investments,
designing effective energy markets and an adegagtdatory regime.

Services Dir ective: Sector-specific legislation

5.1. The Cypriot authorities will adopt the remainingcassary amendments to the
sector-specific legislation in order to fully imptent the Services Directive, easing the
requirements related to entry and establishmentaddition, requirements concerning
minimum tariffs should be eliminated unless theg pustified according to article 15(3) of
the Services Directive. Amendments will be presgritethe House of Representatives [by
Q2-2013] and minimum tariff requirements withoustjtication will be abolished [by Q2-
2013].

Reform of requlated professions

5.2. The Cypriot authorities will:

* eliminate any existing total bans on the use afranfof commercial communication
(advertising) in regulated professions, as requibgdthe Services Directive [Q2-
2013]; and

» further improve the functioning of the regulatedfpssions sector (such as lawyers,
engineers, architects) by carrying out a compralienseview of requirements
affecting the exercise of activity [by Q3-2013] aaliminating those that are not
justified or proportional [by Q1-2014]; and

* requirements affecting the access to the actiigllde assessed in order to repeal
those which are not justified or proportionate raffee adoption of the Directive
amending Directive 2005/36/EC on the recognitiopmifessional qualifications and
Regulation on administrative cooperation througé thternal Market Information
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System, and in accordance with the evaluation, ogetlogy and timeframe to be
defined in the said amending Directive.

Competition and sectoral requlatory authorities

5.3.

The Cypriot authorities will:

ensure the independence and enhance the effegticedning of the Commission for
the Protection of Competition and its ability tof@ee effectively the competition
rules [by Q4-2013]; and

ensure the necessary independence and power ofatlmal regulatory authorities
(NRA) and enhance their ability to exercise thesponsibilities and to carry out
effectively their tasks, including monitoring theonapetitive situation in their
respective sector [by Q4-2013].

Housing mar ket and immovable property regulation

5.4.

The Cypriot authorities will take the following nmeaes to ensure market clearing

of the property market, allow for efficient seizueproperty collateral, and for market-based
assessment of property prices, as well as allegdhe factors deterring both domestic and
foreign demand. A particular risk arises from legiaputes, which may be due to incomplete
documentation of ownership and property rights thwedslow pace of judicial procedures.

The Cypriot authorities will:

provide for mandatory registration of sales corigdor immovable property [by Q2-
2013]. [By Q4-2014], eliminate the title deed igsc&a backlog to less than 2,000
cases of immovable property sales contracts withdeed issuance pending for more
than one year. The Cypriot authorities will enhacoeperation with the financial
sector to ensure the swift clearing of encumbrancestle deeds to be transferred to
purchasers of immovable property, and implementrantaed timeframes for the
issuance of building certificates and title deeds;

publish quarterly progress reviews of the issuasfcleuilding and planning permits,
certificates, and title deeds, as well as titledé@nsfers and related mortgage
operations throughout the duration of the programnme

implement electronic access to the registriestlsf tieeds, mortgages, sales contracts
and cadastre for the financial sector and governsenvices [by Q4-2014]. Personal
data privacy legislation shall be reviewed and asedrto alleviate legal impediments
to such electronic access, in particular concertin@gprocedures for proof of legal
interest [by Q2-2013];

introduce legislation on amending the procedurethan forced sale of mortgaged
property to allow for private auctions as under thkes for immovable property
recovery under bankruptcy regulations. The Cypaighorities shall enact regulations
to provide for the conclusion of such private awasi within shortest feasible
timespans (see 1.5) [by end-2013]; and

better target the rules of court to improve theepafccourt case handling. The Cypriot
authorities shall assess the need for additionasomes — including if necessary
legislative reforms - to eliminate court backlogsemd of the programme. Moreover
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the authorities shall provide for specialized jusig&in to the rules for criminal case
handling in order to expedite the handling of cassder commercial and immovable
property laws [by Q4-2013].

Tourism

5.5.

Tourism is an important export sector and is ofgimportance to domestic value

added and employment. Since 2011, tourism has iexped a significant increase in tourism
arrivals and incomes, while the prospects for thietiouation of that upward trend in 2013
are excellent. In particular, in 2011, there wasramease of 10.1% in tourism arrivals and
12.9% in revenue growth compared to 2010, whil2da2 (latest data August) there was a
further increase of 5% and 8.5% respectively coegbato 2011. To strengthen the
competitiveness of the tourism sector, the Cymidhorities will:

carry out a study on how to improve the tourisntaelusiness model, in particular,
with a view to lengthening the tourist season,easing occupancy rates of hotels and
promoting resident tourism during winter time, depéng a multi-dimensional and
high quality tourisminter alia, by defining thematic niches such as sport, culiamd
medical tourism, developing individual tourism, prating professionalism of tourist
service providers and ensuring the disseminatiobest-practices on upgrading the
quality of the services provided, improving théerof tourism-related infrastructure
investment. The Tourism Strategy for 2011-2015 wdlreviewed and, if necessary,
revised based on the study's findings [by Q2-2013];

facilitate condo hotel projects with the aim of anbing access to financing
investment in hotel development, including the reat@f any legal impediments [by
Q2-2013]; and

in order to enhance attractiveness of the coungryaadestination, engage in a
thorough analysis of the best means of achievirnfjcent air connectivity for
Cyprus, including by negotiating new or amendinpixg air services agreements.

Energy

The Cypriot authorities will:

ensure, without delay, that the Third Energy Paelkaas been completely transposed
and fully implemented and notify the European Cossioin that the necessary
legislation has been transposed; indicate the afatkelivery of the first commercial
supply of natural gas under a long-term supply remtt thereby ending Cyprus'
derogation of an isolated energy network and itiga the application of the
emergent market derogation; and indicate the ime@nduration of the latter
derogation;

formulate a comprehensive strategy for the reamanamnt of the Cypriot energy
sector. This strategy, to be developed under tHe authority of the Cypriot
Government, should include at least the followihgeé key elements, which should
be presented to the programme partners for comismtaccording to the timeline
specified below:

1. aroll-out plan for the infrastructure required for the exploibatiof natural gas,
taking into account possible commercial uncertaghand risks. The plan should
cover: the required investments, associated cfisés)cing sources and methods,
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related major planning risks and bottlenecks; anpr@ection of the revenue
streams over time [first version by Q3-2013];

2. an outline of the regulatory regime (CERA) and market organisation for the
energy sector and gas exports, which would be coweuo the introduction and
proper functioning of open, transparent, compegi@nergy markets, taking into
account the size of the Cypriot economy, the iratgn of Cyprus' energy system
into regional markets, the principle of independesgulatory oversight, and the
EU targets for energy efficiency, renewable eneemd carbon emissions.
Specifically, the outline should include the folliog elements: the potential for
setting-up wholesale markets for gas and elegtrioit which the latter should be
open to non-producing traders; the freedom forausts to make an effective
choice of supplier; full unbundling of gas suppiend customers, in particular
electricity companies; and an appropriate salesidmork for the off-shore gas
supply (for both exports and domestic markets),edimt maximising revenues
[by Q2-2013]; and

3. aplan to establish the institutional frameworkttee management of hydrocarbon
resources, including r@esource fund, which should receive and manage the public
revenues from offshore gas exploitation. The pr&jpay phase should include the
required legal steps and their adoption. In order ensure transparency,
accountability and effectiveness, the resource fsimould benefit from a solid
legal base and governance structure, drawing arnationally-recognized best
practices. In particular, clear rules governingowk and outflows should be
established as part of Cyprus' budgetary framewgrkng due respect to the
need to develop the hydrocarbon industry, includireynecessary infrastructure,
the importance of bringing Cyprus' public debt ost@ady downward path and
the need to invest and generate value for all ssto@tsociety, including future
generations [by Q3-2013].

Since these three key elements are strongly irperdient, they need to be developed in
parallel over time. In addition, the plan shoulletaaccount of the current uncertainty over
the actual size of domestic, offshore, commerciaifple, natural gas fields and possible
changes in international gas prices and demandappibpriate data should be firmly based
on alternative world energy scenarios from an internationally-reputed organisation. Tihen

will be based on an appropriate level of technmsdistance on technical aspects in this
context.
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Annex |
Budgetary measures adopted by Cyprusin or after December 2012

Fiscal measur es with effect in 2012

Expenditure measures

.1 Implement a scaled reduction in emoluments wblip and broader public sector
pensioners and employees as follows: EUR 0-100Q:H9® 1001-1500: 6.5%; EUR 1501-
2000: 8.5%; EUR 2001-3000: 9.5%; EUR 3001-40005%it.above EUR 4001: 12.5%.

1.2 Extend the suspension of the practice of CObA the public and broader public
sector until the end of the programme (Q1-20169 ésxtion 4.1).

1.3 Extend the freeze of increments and generakviagreases in the public and broader
public sector and temporary contribution in the lmJtbroader public and private sectors on
gross earnings and pensions by three additiona$ yedil 31 December 2016.

1.4 Reduce the number of public sector employeeathgast four thousand five hundred
over the period of 2012-16 by: i) freezing the mgriof new personnel on first entry posts in
the broader public sector for three additional geartil 31 December 2016; ii) implementing
a policy of recruiting one person for every foulirees (horizontal); iii) introducing measures
to increase the mobility of civil servants withindaacross line ministries (see 3.11); and iv)
implementing a four-year plan aimed at the abalitad at least 1880 permanent posts (see
1.16).

1.5 Freeze the hiring of new hourly paid employaed enforce immediate application of
mobility within and across ministries and other gmment entities. In the case of health and
security posts, recruitment of one person for eviery retirees will be possible to meet
urgent needs.

Revenue measur es

1.6 Appropriate a one-off additional dividend inceroollected from semi-governmental
organisations.

1.7 Increase the bank levy on deposits raised mkda@and credit institutions in Cyprus
from 0.095% to 0.11% with 25/60 of the revenue eak®d for a special account for a
Financial Stability Fund.

1.8 Introduce a mechanism for a regular reviewxafige taxes to secure the real value of
excise tax revenue. Such a mechanism should beeromnHing and should, by no means lead
to an automatic indexation mechanism of excisesté@rice developments.

Fiscal measureswith effect in 2013

Expenditure measures

1.9 Ensure a reduction in total outlays for so¢rahsfers by at least EUR 113 million
through: (a) the abolition of a number of redundantl overlapping schemes such as the
mothers allowance, other family allowances and atioal allowances; and (b) the abolition
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of supplementary allowances under public assistaheeabolition of the special grant and
the streamlining of the Easter allowance for pemsis.

.10 Ensure a reduction of at least EUR 29 milliorthe total outlays of allowances for
employees in the public and broader public secyor b

I. taxing pensionable allowances provided to sergovernment officials and
employees (secretarial services, representatiod, harspitality allowances) in the
public and broader public sector;

ii. reducing the allowances provided to broaderlipud®ector employees and reducing
all other allowances of broader public sector eygpds, government officials and
hourly paid employees by 15%; and

iii. reducing the daily overseas subsistence altmgafor business trips by 15%.
Ensure a further reduction the subsistence allowariche current allowance when
lunch/dinner is offered by 50% (20% - 45% of ovesssubsistence allowance instead
of 40% - 90% currently paid).

.11 Reduce certain benefits and privileges fotestafficials and senior government
officials, in particular by:

i. suspending the right to travel first/businessssl by state officials, senior
government officials and employees with the exaepwf transatlantic travel. The
right to business class travel shall be maintafioedhe President of the Republic of
Cyprus and the President of the House of Reprethezga

i) abolishing the right to duty free vehicles femployed and retired senior public
sector officials; and

iii) extending the wage freeze and temporary cbaotron on gross earnings to cover
all state officials and permanent secretaries (12@ividuals) for 2013-2016,
including members of the House of Representativetude pensionable and tax-free
allowances of these individuals in the calculatdnheir taxable income. Introduce a
contribution of 6.8% on the pensionable earningthese individuals.

.12 Implement the following measures regarding tBevernment Pension Scheme
(GEPS):

I. freeze public sector pensions;

ii. increase the statutory retirement age by 2 gdar the various categories of
employees; increase the minimum age for entitlerteain unreduced pension (by 6
months per year) to be in line with the statutagyirement age; while preserving
acquired rights, introduce an early retirement pignaf 0.5% per month of early
retirement so as to make early retirement actupmautral;

iii. reduce preferential treatment of specific ggewf employees, like members of the
army and police force, in the occupational pengilams, in particular concerning the
contribution to the lump-sum benefits;

iv. introduce a permanent contribution of 3% ongienable earnings to Widows and
Orphans Fund by state officials who are entitled fension and gratuity. Introduce a
contribution of 6.8% on pensionable earnings bycafls, who are entitled to a
pension and gratuity but are not covered by theegowent's pension scheme or any
other similar plan;
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v. amend Article 37 of the Pensions Law to abalish provision according to which,

in the case of death of an employee, if the deckhad a wife/husband at the time of
his/her retirement and thereafter he/she remarresiher last wife/husband is

considered a widow/widower. With the abolition dfist provision, the second

wife/husband will not be considered a widow/widoveerd thus she/he will not be

entitled to pension;

vi. increase the contribution rate on the pensitmalrnings of the members of the
Tax Tribunal Council and the Tender Review Authofibm 3.4% to 6.8%; and

vii. the contributions to the Widows and Orphansndruwill no longer be
reimbursable.

.13 Implement further reform steps under the Galn®ocial Insurance Scheme by:

I. actuarially reducing pension entitlements frohe tGeneral Social Insurance
Scheme by 0.5% per month for retirements earlian the statutory retirement age at
the latest from January 2013, in line with the pkhincrease in the minimum age for
entittement to an unreduced pension to reach 656(Imyonths per year), between
2013 and 2016;

ii. freezing pensions under the Social Securityd-fan the period 2013-2016;

iii. abolishing the increase of pensions for a vilegkdependent spouse under the
General Social Insurance Scheme at the latest Jeoroary 2013 onwards.

.14 Reduce transfers by EUR 25 million from cehtgavernment to state-owned
enterprises and semi-public institutions.

.15 Ensure a targeted reduction of budgetary agpptions for a series of semi-
governmental organisations in the 2013 Budget Lsmpported by well-defined activity-
reducing measures.

.16 Implement a four-year plan as prepared byRbblic Administration and Personnel
Department aimed at the abolition of at least 188fmanent posts over the period 2013-
2016.

Revenue measur es

.17 Increase excise duties on tobacco productsaiticular on fine-cut smoking tobacco,
from EUR 60/kg to EUR 150/kg. Increase excise dubie cigarettes by EUR 0.20/per packet
of 20 cigarettes.

.18 Increase excise duties on beer by 25% from BUR per hl to EUR 6.00 per hl per
degree of pure alcohol of final product. Increazeise duties on ethyl alcohol from EUR
598.01 to EUR 956.82 per hl of pure alcohol.

.19 Increase excise duties on energy, i.e., oproilucts, by increasing tax rate on motor
fuels (petrol and gasoil) by EUR 0.07.

.20 Increase the standard VAT rate from 17% to 18%

.21 Introduce a tax of 20% on gains distributedwimners of betting by the Greek
Organisation of Football Prognostics S.A. (OPARJ #me National Lottery for winnings of
EUR 5,000 or more.
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[.22  Abolish all exceptions currently in place fmying the annual company levy of EUR
350.

Fiscal measur es with effect in 2014

Expenditure measures

.23  Ensure a reduction in total outlays for sotiahsfers by a at least EUR 28.5 million
to be achieved through streamlining and betteretarg of child benefits and educational
grants, and abolition of social cohesion benefitarjoled by the welfare services.

.24 Implement a further reduction in emolumentspablic and broader public sector
employees and pensioners by a flat rate reducfi@&won all wages.

.25 Introduce a fee on monthly transportation sai@ the use of public transportation
services by students and pensioners.

Revenue measur es

.26  Extend the application of the temporary cdmition on gross earnings and pensions
of public and private sector employees up to 31lebdrer 2016 as follows: EUR 0 — 1,500:
0%; EUR 1,501 — 2,500: 2.5%; EUR 2,501 — 3,500%3.8nd > EUR 3,501 - : 3.5%.

.27 Increase the standard VAT rate from 18% in22@119% in 2014.
.28 Increase the reduced VAT rate from 8% to 9%.

.29 Increase excise duties on energy, i.e., ompmtlucts, by increasing the tax rate on
motor fuels (petrol and gasoil) by EUR 0.05.

.30 Increase the contributions, as of 1.1.2014atdried employees and employers to the
GSIS by an additional 1 percentage point on peasi@enearnings, i.e. 0.5 of a percentage
point from employees and 0.5 of a percentage goomt employers and 1 percentage point
in the case of self-employed persons.
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