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Executive summary

The fast pace of growth in the part of Cyprus north of the dividing line since 2002, the
partial convergence of property prices and per capita incomes on both sides of the
divide, and the current operating conditions for product and services markets raise
important questions about economic policy management in the path towards
reunification of the island. These issues were the subject of the 2nd Annual Conference
of the Cyprus Centre of the International Peace Research Institute, Oslo (PRIO) held in
cooperation with MFC S.Platis, at the Holiday Inn, Nicosia on 22nd November 2006.
The conference was held under the auspices of the Finnish EU Presidency and was
supported by the British High Commission, the Embassy of Sweden, the Embassy of
Denmark and the Embassy of Switzerland, with Phileleftheros newspaper as media
partner. Speakers included the Minister of Finance, Dr Michalis Sarris, economists and
monetary policy experts and business representatives from both sides of the divide.
The Conference Co-ordinator was Dr Tim Potier, Assistant Professor of International
Law & Human Rights, Intercollege, Nicosia.

Delegates were also presented with the paper by S.Platis ECONOMIC RESEARCH,
the economic research unit of MFC S.Platis, published in November 2006 by the PRIO
Cyprus Centre: The Property Regime in a Cyprus Settlement: A reassessment of the
solution proposed under the Annan Plan, given the performance of the property markets
in Cyprus, 2003-2006.

Delegates discussed the recent performance of the economic and property
markets on both sides of the divide and the conditions under which such growth could
be sustained, both today and in a future reunified island. The pros and cons of a
“unilateral” adoption of the euro in the north on the same day as in the south (1st
January 2008) were also discussed, with the consensus view leaning towards the notion
that switching to the euro would benefit Turkish Cypriots and help reunification.
Delegates learned that economic growth north of the dividing line has averaged 10-
11% in the past three years, compared with an average of just 3% in the south, and
that both incomes and property prices are converging rapidly. It was argued that this
rapid convergence would help to reduce the costs to Greek Cypriot taxpayers of
reunification—something which was a big issues in the run-up to the referenda on the
UN-backed “Annan Plan” in 2004. However, it was also stressed that convergence
seems to be happening through the obvious development of two different institutional
infrastructures, that are drifting apart, and may be difficult to reconcile under a
solution. The Minister of Finance expressed optimism about the economy’s ability to
manage reunification from a fiscal point of view, though noted that outside help would
be needed.

It was also argued that primarily as a result of the European Court of Justice
decision in 1994, the economy in the north has shifted from being an open market
economy primarily trading with European countries to a more closed economy that still
depends very heavily on public spending to grow and depends on Turkey to fund the
very large budget deficit (30% of GDP) and debt (more than 100% of GDP). Green
Line trade also faces a range of obstacles, the most serious being on the issue of VAT,
where the European Commission has sole jurisdiction and has so far not been willing to
consider Cyprus as a special case.



Introduction

The 2nd Annual Conference of the Cyprus Centre of the International Peace Research
Institute, Oslo (PRIO) held in cooperation with the research and training organisation,
MFC S.Platis, at the Holiday Inn, Nicosia on 22nd November 2006 was attended by
approximately 160 people.

One notable feature of the conference was the broad spread of attendees
and speakers who represented what one can safely assume was a wide range of
views. There were Cypriots and non-Cypriots from both sides of the divide, economists
and non-economists, officials, professionals, diplomats and non-governmental
organizations. A significant number of the attendees were participants in the technical
committees that prepared some of the proposed legislation that accompanied the UN
Plan (Annan Plan) that was put to twin referenda in April 2004.

The Proceedings that follow are organized as follows. All speeches that were
submitted to us in full have been edited for language and reproduced in full, in the
order in which they were presented at the conference. Since the number of full
speeches accounted for all but a very small number of speakers, we have also done
our best to give a full account of other speeches. In particular, we responded to the
very favourable comments from the audience of the speech and comments given by
the Minister of Finance of the Republic of Cyprus, Dr Michalis Sarris, and have
therefore reproduced his verbal speech and comments in full (as far as acoustics
allowed). We have also included where possible statistics included in slide
presentations.

| would like to take this opportunity to repeat our thanks to all those who
supported the conference by sponsoring, speaking and attending and we hope that
these Proceedings can be the basis of further fruitful discussion and a better
understanding of the economics of reunification.

Fiona Mullen
Director Sapienta Economics Ltd
& Associate Economist of MFC S. Platis



We know that historically there has been widespread emigration by Turkish
Cypriots as well as immigration primarily from Turkish settlers that is a phenomenon
that characterises the non-government controlled areas. High inflation has been
associated with the de facto monetary union with Turkey. Again there are important
improvements associated with greater macroeconomic stability in Turkey but all this
leaves the economy of the north with significant budgetary and balance of trade
deficits (15-20% of GDP). These are covered of course by Turkey but that is not
sustainable in the long term. And again it is worth noting that this association with the
economic fortunes of Turkey is one that can be a source of economic instability when
coupled with a poor economic system.

As | said earlier the economy is characterized by the presence and the size of
the “public sector” with no apparent budgetary constraints and that is catastrophic
because without it you cannot establish priorities, you cannot keep a sensible balance
between the different expenditures, and what is wasteful is encouraged and what is
economically sensible is not seriously considered.

| mentioned earlier the de facto monetary union with Turkey in terms of
stability of the currency and the impact it has on the inflation rate. There is lack of
market transparency. The fact that the functioning of markets is disguised by significant
budgetary transfers from Turkey is not a good thing and the fact that there is no sense
of urgency because the deficits are being covered means that the commitment to fiscal
discipline is weak.

So that is a rather brief and perhaps insufficient account of what we see in the
non-government controlled areas but | believe it is a fair representation of reality.
Clearly if the convergence which we are all hoping for is going to happen there is a
lot of work to be done.

Now moving onto the economics of reunification, | have already talked about
the goal of getting into the euro. Clearly the monetary and fiscal framework that
comes with the adoption of the euro and the stability and the convergence criteria that
every European country has to abide by will be a significantly positive framework and
will guide whatever needs to be done on a reunified island. It will also demystify a lot
of issues. | was talking to a Turkish Cypriot friend who was telling me about the
technical discussions in the early rounds of the technical committees set up in 2003-04
to prepare details of the UN Plan put to twin referenda in April 2004 about the
currency and the Central Bank. They were very pleasant at the technical level but got
bogged down when it came to making a decision. In future there will be no need to
talk about the currency and the Central Bank is going to do very little, so the euro can
be a contribution towards the day after.

Those of you who have studied economics at any level will not be surprised
about how an economy of Cyprus’ size can perform with the free movement of factors
of production. We are seeing proof of this as we speak. There are complementarities
of factors of production. Imagine how much greater these complementarities can be if
the economies and markets are reunified. There are of course important economies of
scale that can be achieved. Provided we are sensible we would avoid duplication of
infrastructure and the provision of services. This fiscal framework that comes from
membership with the EU will also dictate what we can and can’t do as we try to solve
the Cyprus problem.

Clearly the solution will have a fiscal impact but it will have to be manageable
and | say manageable because it has to be managed. | said earlier that we hope that
we will have a balanced budget and a surplus towards the end of the decade as we
look towards a solution we will have the opportunity to run deficits up to 3% of GDP if
we have to and still remain in good standing for this particular period though foreign
assistance will be needed.
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Also there can be no doubt that the rules about debt will have to be clearly
worked out so that they don’t affect macroeconomic stability. | talked already about
growth potential that can arise from the stability of a united Cyprus. The reason why
we are balancing the budget now is because the economy is growing so fast that our
budget receipts are growing fast. In a reunited Cyprus, if we are sensible about
controlling spending, we can have a robust economic growth rate which will underpin a
stable economy and | think complementarities in the labour market and in all sectors.

To conclude it is important that economic reform everywhere proceeds at a fast
pace to minimise the gap and minimise the costs of transition. It is a principle that we
all have to do our best to achieve.

We also believe that fiscal consolidation room will give us room for dealing
with the transitional costs. We will of course need help from outsiders to assist the
stability a solution. | want to emphasise again that membership of the euro area will
provide a good framework for creating a sustainable policy.

And | want to end with a strong message: that only through the reunification of
the island and the economies and the peoples and the partners in a solution can we not
only hope to reach full convergence with European averages but | am convinced that
we can do much better than most European countries.

Thank you very much.
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Discussion

(0]

(0]

One member of the audience commented that economic interaction is probably
more significant than at first sight and that in certain cases the two areas could
be said to be acting like one economy. For example, many Turkish Cypriots
have flown through Larnaca airport. In addition, there are a lot of sales of
pharmaceuticals south to north. Dr Sarris replied that we already have clear
signs of what could be achieved if this economic interaction was allowed to
blossom. He added that private economic interests can lead the way to
change, as they have in the European Union, and that historically, where there
is pressure from economic interests, politicians follow.

Another audience member welcomed the optimistic outlook in terms of economic
benefits of reunification but also asked about the costs, given the experience in
other areas of the world where separate geographical units have been unified.
Dr Sarris replied that we should not underestimate the costs, we should think
about what kind of external support outside financial help would be needed
and the costs would need to be thought about sensibly. He added, however,
that because we are looking at such a superior welfare outcome, that “if we
allow turbulence to cloud our vision about our goal, we make a mistake”. If we
manage it together and if we have a common interest in having an economy
that works, then it can be managed. “If the Germans can do it, we can do it”,
he said.

Another audience member suggested that since the budget in northern Cyprus
had been covered for decades by Turkey it was not a problem. He also
commented that during the run-up to the Annan Plan there was an issue in the
technical committees about the financing of the budget, since, although Greek
Cypriots were supposed to contribute more (as the richer pariner), much of the
tax income he said would come from Turkish Cypriot labour. He also asked if
the Finance Minister was in favour of convergence before or after reunification.
Dr Sarris replied that you can live on borrowed money forever but that history
shows that there is normally a moment of rude awakening. If you work on the
assumption that the Turkish Cypriot economy will always be a ward of the
Turkish economy then may or may not be able to sustain it. Dr Sarris said that
he was all in favour of convergence and he wanted to encourage it, that this
was constrained by other factors, such as property, but that he didn’t want to
spoil the atmosphere by going into details. However, it would be a pity if we
don’t take advantage of the opportunities we already have.
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Block 1: Economic growth and development

Presentation by Mr Manthos Mavrommatis

President
Cyprus Chamber of Commerce and Industry

The contribution of inter-communal business co-operation to
growth, prosperity and rapprochement

It is a proven fact that business relations and co-operation contribute to bringing
people together, to conflict avoidance, and to the promotion of peace and prosperity.
The business language is a language that is common to all nations, ethnic groups and
territories and is undoubtedly a language of co-operation for mutual benefit.

Our Chamber sincerely believes that business relations and co-operation can
make a substantial contribution to bringing the two communities in our divided island
more closely together and this is our main aim, I’'m sure our common aim, which is none
other than the re-unification of our country.

For this purpose the Chamber has established for many years now close
relations with the two Chambers of the Turkish Cypriot community, namely the Turkish
Cypriot Chamber of Commerce and the Turkish Cypriot Chamber of Industry. We are
in continuous dialogue with them in an effort to promote the business relationships
between the business people of the two communities.

The present economic situation in the Republic of Cyprus as was indicated by
the Minister of Finance is quite satisfactory and | will not repeat it. There is no doubt
that our economy is doing well, but we are suffering from what | call the symptom of
success. Because our government has improved dramatically its tax-collecting abilities
and therefore deficits have come down, we have the tendency to think that things are
going very well and that there is nothing more that we should do, which | strongly
disagree with.

Our economy faces very serious structural problems. If we do not tackle them
soon, it is only a matter of time, irrespective of our tax-collecting abilities, before the
strains will show in our economy. These strains will come in the form of the loss of
competitiveness which is already more than evident.

That refers to all of us. We have to realise that a more reflexive labour market
is absolutely necessary. We have to realise that we need spending on R&D, innovation,
on increasing productivity in order to create new high value-added products and
services. The public sector needs to realise that important structural changes are
needed, like handling the issue of the social security and pensions systems. This is really
a time-bomb for our society which needs to be tackled with political courage. The
government needs to stick to its commitments, and not to give pay rises to public-sector
employees who refuse the extension of the retirement age from 60 to 63, which is the
first and the most necessary step to take. Although some public sector unions would not
accept that, they are nevertheless given wage increases this year at levels that we as
a Chamber find unacceptable.

The challenges are ahead of us and we do not aspire to the notion that “if it
ain’t broken, don’t fix it”. We know that if it is broken, it will be much more difficult to
fix it in the future than to fix it now.
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Cyprus is going to adopt the euro in less than 14 months. Cyprus is presently
meeting all the criteria and is expected to continue meeting them when its economic
performance will be evaluated in the first few months of 2007 with a view of
affirming its Eurozone accession on 1st January 2008. It will have beneficial effects for
all of Cyprus. For Cyprus it will be the de jure currency in the south and the de facto
currency in the north. And there is nothing anyone can do to change that from
becoming a reality.

In the recent years, mainly as a result of the opening of the Green Line and the
partial lifting of the restrictions of the free movement of goods and persons, we have
witnessed an improvement in the economic situation of the Turkish Cypriot community. It
is worth mentioning that an estimated 6,000 Turkish Cypriots are currently employed in
the area under the control of the Republic of Cyprus. This factor alone, indicates the
benefits that arise from the two communities coming closer together with the aim of
course of the eventual re-unification of our country.

Of course, all these are half-measures because the real economic benefits are
realised only through the re-unification of our island through a comprehensive and
viable settlement of the Cyprus problem that will give us the possibilities to realise the
full potential and maximise the economic benefits.

In the meantime however, we need to try to do whatever is possible within our
powers. As the Chamber of Commerce and Industry we are involved in the Green Line
trade that is governed by the Council Regulation (EC) 866/2004 of 29th April 2004
which defines the terms under which the provisions of EU law apply to the movement of
goods and persons across the line between the areas of the Republic of Cyprus in
which the Government of the Republic of Cyprus exercises effective control and the
areas in which it does not.

This regulation is a poor substitute but it is mainly what was decided by the EU
itself. We as Chambers are trying to use the possibilities offered by the Regulation.
But it is not possible for the Republic of Cyprus as a member of the EU not to abide by
the rules of EU legislation concerning cooperation. We cannot isolate the provisions of
the regulation from the provisions of the acquis communautaire. That is the reason why
only after reunification that the economic and business integration can be fully
materialised.

One important reason that prohibits the Green Line Regulation from being
more effective is the issue of VAT. | don't want to get into technical details but | can
assure you that if this problem is not solved, the Green Line regulation trade is
condemned to low figures. We as a Chamber tried to raise the issue with the European
Union because they are the ones responsible, and we were treated extremely
negatively, and even in a hostile manner. We were told there are no special cases
because if we open the door then everyone will rush through, whether this applies to
the northern part of Cyprus, or San Marino, or Andorra etc. And the European Union is
extremely sensitive about this sacred cow. And if we do not manage as both
communities to tackle it one way or another then we cannot realise the full potential of
the Green Line regulation.

There are of course other issues in the Green Line regulation which we have to
deal with such as: laboratory testing for the products concerned; phytosanitary
regulations; food hygiene regulations; product marking and labelling; vehicle licensing
and so on. And of course there are a number of issues that are not related to the
acquis but are due to other reasons, such as long-term prejudices; organised interest
group objections (e.g. truck drivers, dockers); difficulties with advertising; practical
difficulties with bank payments and so on.

We are trying to do our best and we know that it is not enough and we cannot
promise big steps forward. But even small steps can be helpful in this direction.
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On the other hand, | have to say that | am sorry the some possibilities that
existed to make the Green Line regulation more beneficial to the Turkish Cypriot
community these past years through the export of citrus and potatoes via the Limassol
port did not materialise. | can say that the authorities of the Republic of Cyprus took
all the necessary measures to realise this transaction that was eventually cancelled by
the exporters themselves.

This is a pity because from independent sources it was estimated that the cost
to the Turkish Cypriot community of the cancellation of the potato export was in the
region of USD 13 mln in foreign exchange. This is a substantial amount if you take into
consideration that annual exports are around USD 65 min dollars, so it amounted to
about 20% of annual export earnings.

Despite the above limitations however, trade across the Green Line (even
though not at the desired levels) has been increasing. Turkish Cypriot sales increased
from CYP 683,583 in the period May-December 2005 to CYP 1,174,419 in the
period January-September 2006. Greek Cypriot sales rose from CYP 146,055 to CYP
472,345 during the same period.

It is our aim to do whatever possible within our jurisdiction to make it more
successful. We hold regular meetings with two Chambers in the Turkish Cypriot
community in an effort to overcome the difficulties as much as this is possible and
further promote trade across the Green Line for the benefit of both communities.
Among the issues that are actively discussed are ways to overcome prejudice; ways to
facilitate health checks inspections and conformity assessment; ways of overcoming the
banking and payment difficulties; ways of facilitating the contact between
businesspeople from the two communities; ways of creating business networks; ways of
informing / creating awareness among both the Greek Cypriot and the Turkish Cypriot
business community; and ways of establishing mechanisms for information exchange
and more effective problem-solving through proper licison with the competent
authorities.

It is also worth mentioning that our Chamber has submitted a successful project
proposal together with the Turkish Cypriot Chamber of Industry to the United Nations
Development Programme (UNDP) that aims at boosting the business relations between
the two communities through the creation of producer networks, and through the
conduct of joint seminars and related market surveys. We view this project as a step in
the right direction and we hope that we will proceed with its materialisation in the near
future.

We also believe that the entry of the Republic of Cyprus into the eurozone and
the adoption of the euro as its currency will certainly prove to be conducive in the
efforts for re-unification as the “currency conflict” and the “Central Bank conflict” will
no longer be an issue. We have already offered to inform our Turkish Cypriot
colleagues about the transition to the euro and the measures that are necessary in this
direction.

We are more than confident that the future of Cyprus and the materialisation
of the expectations of its people (Greek Cypriots and Turkish Cypriots alike) for a
better future lies within the European Union. The European Union can and should act as
a catalyst to the efforts for re-unifying our country. It is only through re-unification that
prosperity for all Cypriots will be secured and economic and social integration will
take place. The EU provides both the framework and the guarantees for this. Respect
for human rights, equality and non-discrimination are among the main principles of the
European Union, if not the foundations on which the Union is built. | am more than
confident that we too, can build our common future on these foundations that will allow
us to explore our full potential and progress even further in a balanced and
homogeneous manner.
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Although one may expect that economic reasons should be enough on their own
for ordinary people to make decisions | am sorry to say that reality is not like that. It is
a much more complex issue and | strongly believe that even if the slightest positive
political development on this island is realised it will create a momentum for business
people to make the best use of those possibilities. | still believe that if the technical
committees can start their work and have a breakthrough then the business communities
can come forward to create common economic stakeholders for the ultimate solution of
the Cyprus problem.

Thank you.
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Presentation by Mr Erdil Nami

President
Turkish Cypriot Chamber Of Commerce (TCCC)

Achieving reunification through economic parity

| would like to thank PRIO for inviting me to speak here today, though really | am not
sure when the next time is we can see each other given the recent regulations in the
south part of the island relating to the penal code. It is only partly a joke because | am
not sure what the outcome of these regulations will be. | also heard a sad story today
that some Turkish Cypriot students were attacked at school today which is also a very
worrying development.

Today | will talk about achieving reunification through economic parity. | focus
on parity because to my mind the achievement of parity is a pre-condition for
reunification. Because if we somehow achieve reunification before achieving parity in
the economy, the whole thing may fall down, and we have many examples of this in
the world, even inside the European Union. If we can achieve parity before
reunification, the Turkish Cypriots will pay the cost of achieving the parity (with the
help of Turkish aid), without being a tax burden on the Greek Cypriot side. This is
important because | always hear from my Greek Cypriot counterparts that the cost is
very heavy. At the time of the Annan Plan, some of my very distinguished friends in
business who | was working with changed their minds because they heard costs were
something like CYP 10 bin' and although the Greek Cypriot economy is doing well it
could not sustain this heavy burden. So if we achieve this parity, then | think everybody
will be able to pay his own way.

What is parity?

If we want to clarify what is meant by economic parity, | mean a “level playing field”
or equalized income per capita, for all Cypriots, Turks and Greeks, so they can enjoy
comparable living standards share equal tax burden and firms can compete on an
equal basis in a liberal economy at home, in the EU and the rest of the world.

| envisage that the time-phase for achieving parity consists of two parts. In the
pre-settlement phase the Turkish Cypriot economy catches up through an investment
strategy stimulating growth, productivity and competitiveness. In the post-settlement
period we would need a joint federal macroeconomic policy to sustain parity in a
bizonal United Republic of Cyprus.

As has been mentioned, our average growth rate in the north is above 10%
per year versus around 3% in the south, so if this is sustainable, | estimate that the two
economies would converge in about 15 years although another speaker said that they
could catch up with each other in 2014, which is even more optimistic. Once we do
catch up, the important thing is to converge development in such a way that both
economies proceed to grow at almost the same speed. This is very important, otherwise
we will see an opening the other way round which is also not good for the whole
economy.

What are the existing disparities and the economic consequences? Income per
capita today is 2 to 1 (Greek Cypriots versus Turkish Cypriots), or roughly USD
20,000 versus USD 10,000. Five years ago it was 4 to 1 (Greek Cypriots vs. Turkish

! Editor’s note: this cost was disputed, infer alia, in Vassiliou et al.: “The Economics of the Solution Based
on the Annan Plan”, Nicosia 2003.
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Cypriots). There is rapid growth in the north (with Turkish aid) but also the divergence
of the two economies. We also have an impasse as regards political re-unification.
Turkish Cypriots desire a solution based on the Annan Plan whereas the Greek Cypriot
position is to Europeanize and gain political leverage.

There is also economic damage and cost of trade restrictions/ Flights via
Turkey are costly and time-consuming and harm the competitiveness of the northern
Cyprus economy, especially the tourism and services sectors. Indirect imports to the
port of Famagusta cost about 30% more, because they come via Mersin in Turkey,
which leads to higher consumer prices and production costs. These higher costs create a
comparative disadvantage for Turkish Cypriot firms, especially small and medium-
sized enterprises.

Because of the 1994 European Court of Justice (ECJ) ruling and the subsequent
export ban on citrus trade and textiles, Turkish Cypriots shifted trade to Turkey and
this creates additional trading costs for them. A little while ago the Minister correctly
said that the Turkish Cypriot economy is more attached to Turkey but this is not the
Turkish Cypriot choice. If we study the statistics, before 1994 most of our trade was
with the UK and Europe and it was after the European Court of Justice ban that we
were obliged to turn our face to Turkey in increasing numbers every day.

Some advantages are that imported goods of Turkish origin have a
competitive edge and could give us a competitive edge versus our friends in the south.
However, these goods cannot be transhipped to the south on the pretext of having
entered by an “illegal port of entry”. The Green Line regulation acts therefore as a
non-tariff barrier linked to suspension of the acquis communautaire.

In other words, the suspension of the acquis in the north must be a temporary
arrangement because everyone keeps telling the area in the north, the whole of the
island, is a European area and we the Turkish Cypriots are also Europeans. But then
everything stops at that moment. When it comes to being treated by the Europeans we
are not being treated as Europeans regarding imports, exports, direct flights and all
the rest. Then we ask why there is such a big economic disparity between the two
economies! This is why we are insisting that the playing field must be levelled if
everyone wants to see our real achievement. The Turkish Cypriot Chamber of
Commerce fully supports Turkey’s action plan which calls for the simultaneous trade
liberalization (opening all airports and harbours in Cyprus and Turkey).

This isolation continues unfortunately in the education system as well. The
discrimination under the EU Socrates, Erasmus and Bologna programmes. Our
universities are members of the European Universities Association EUA) and the
International Universities Association (IUA) but our students do not enjoy the benefits of
exchange programmes or transfer of academic credits. The same discrimination
continues unfortunately in sports in lack of access for Turkish Cypriot athletes in
international events. The authorities are prepared to participate under a neutral flag
in these events. Sport is an international language and a humanitarian right.

Political isolation extends to travel restrictions, passport problems, indefinite
suspension of the acquis. There must be some kind of deadline for this suspension. This is
also causing an asymmetry for Turkish Cypriots when approaching the UN vs. the EU. In
the UN we see the same distance but in the EU we don’t see this same neutrality.

How to achieve parity

The Turkish Cypriot Chamber of Commerce’s position on how to achieve convergence
or parity is that there should be no aid from EU beyond the existing funds of EUR 259
million. However, Turkish Cypriots do expect to benefit from EU technical assistance,
structural and regional funds, and to have access to international capital markets for
low-interest project development financing. We are not asking for any fiscal transfers
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from Greek Cypriots. The removal of restrictions is sufficient and direct flights are a
critical requirement. In other words, we believe that if we are left fo do our own job
freely, without restriction, we can manage this receiving substantial help from our
friends in the south. We do not want to be a tax burden on Greek Cypriot tax payers
in this process.

Conclusion

How do we manage a federal monetary policy within a bizonal, bicommunal United
Republic of Cyprus? First a common monetary union within the eurozone which already
the minister has mentioned and a jointly managed central bank of the URC.

In order to implement a federal macroeconomic policy in a bizonal,
bicommunal URC, we need joint federal macroeconomic policy and a macroeconomic
stability pact between the federal and constituent states in order to ensure price
stability, a balanced budget and full employment island-wide. We need a
cooperative federal fiscal policy to ensure comparable tax burdens and comparable
public goods and services (assuming there is parity). Constituent states should be
responsible for their current and capital expenditure budgets. The exclusive state
[meaning federal URC competences in economic policy after a settlement should
include land titles, registration of ownership and zoning; industrial licensing including
industrial estates and investment approval; occupational and professional licensing;
education, culture and sports; agriculture, construction and tourism. All the residual
powers will belong to the constituent state such as religion, local government and other
areas.

In conclusion | want to thank Manthos Mavrommatis for making some very
valuable remarks. | want to answer something on the issue of potatoes: there was no
restriction from the Turkish Cypriot Chamber at all and this has been proven.

Discussion

O During the discussion it was asked how the business representatives from both
communities thought that Greek Cypriots could benefit economically from a
solution. It was estimated that via the opening of ports, the Cypriot merchant
fleet could earn more than USD 1 billion per year via transit trade from the
Baku-Tbilisi-Ceyhan pipeline which runs from the Caspian to the Turkish
Mediterranean coast. Since Turkey has a population of 72 million people,
tourism in the south would clearly benefit and Greek and Turkish Cypriots
together could take advantage of the USD 120 billion per year which Turkey
spends on imports. Currently Republic of Cyprus exports to Turkey amount to
only EUR 0.5 mlin.

O In response to what the business representatives would ask their leaders to
change, it was suggested that joint ventures should be encouraged immediately
and the VAT issue should be resolved.

0 Concern was expressed by a member of the audience about the marine
environment. It was noted that the United Nations Development Programme
(UNDP) was funding a joint project in this area.
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Block 2: Contemporary economic issues

Presentation by Dr George Kyriacou?

Assistant Manager

Department of Economic Research
Central Bank of Cyprus

& Member of the Euro Team3

Adopting the euro: Challenges and opportunities

1. Introduction

Following EU accession on 1st May 2004, the introduction of the euro in Cyprus,
envisaged to take place on 1st January 2008, constitutes one of the most important
and pivotal milestones in the recent history of Cyprus. The achievement of this goal is
expected to have an overall positive impact on the economy of Cyprus, but also to
contribute to the improvement of the general climate, within which efforts towards the
political solution of the Cyprus problem could have better prospects for success.

The introduction of the euro in Cyprus is certainly a multidimensional and
demanding process, both in terms of the practical aspects of the changeover: that is,
the process of introducing the euro notes and coins and withdrawing the Cyprus pound
notes and coins, as well as in terms of changes in the general framework, within which
economic policies will be undertaken. As such, the whole process involves a number of
challenges that need to be addressed in order to achieve a smooth transition and to
set the stage for improving the prospects for economic prosperity in the island.

The structure of this presentation is as follows. In the next section some general
background information on Economic and Monetary Union (EMU) is briefly presented,
with references to the three stages of the creation of the EMU, to the eurozone and to
the Maastricht criteria. Next, the advantages and challenges of the introduction of the
euro in Cyprus are presented, including a brief discussion on the particular political
benefits which are involved in the case of Cyprus. A discussion on some aspects of the
introduction of the euro in Cyprus follows, including a reference to the role of the
Central Bank of Cyprus in the process. In the final section some concluding remarks are
presented.

2. Main characteristics of Economic & Monetary Union (EMU)

The parameters and characteristics of EMU have been introduced by the Treaty of
Maastricht, which was ratified by all EU members in 1993. Some landmark dates and
major events leading to the creation of EMU, which was successfully launched in 1999
with a gradual three-stage process, are presented in Box 1.

2 The views expressed are those of the speaker and do not necessarily reflect those of the Central Bank
of Cyprus or the European Commission.

3 The Euro Team is a network of independent public speakers from both the private and public sectors,
co-ordinated by the European Commission with the aim of informing the public on the euro and EMU.

21



one currency géi) .
A many opportunities

Box 1. Three stages to EMU

Members of euro area

European Central Bank Introduction _Of
_ Exchange rates fixed notes and coins
Maastricht 1998

Treaty . . Slovenia
1992 Madrid Council adopts the

1995
Single . Greece joins euro
9 Stability and IT0) ETCR 2007

Market
Growth Pact
1993 ienssd 2001

First stage: Second stage: Third stage:
Free movement of European Monetary Introduction of the
capital Institute euro

Convergence

Dr George Kyriacou, Central Bank of
Cyprus, Euro Team member

Source: Presentation by George Kyriacou

The most notable feature of EMU is the creation and the adoption of a common
currency, the euro. The euro was introduced on January 1, 1999 in an accounting form
and on January 1, 2002 in a physical form. All Member States of the European Union
participate in EMU, but only 12 have adopted the euro as their currency. The United
Kingdom and Denmark have opt-out clauses, exempting them from an obligation to
adopt the euro. The remaining 11 Member States, Sweden and the ten new Member
States, have a conventional obligation to adopt the euro as soon as they fulfil the
relevant economic and legal criteria, the so-called Maastricht convergence criteria.

As mentioned, the eurozone or euro area: that is, the EU area comprising the
Member States that have adopted the euro, currently consists of 12 members: Austria,
Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands,
Portugal and Spain. On 1 January 2007, Slovenia will also join the euro areaq, as was
decided a few months ago by the European Council. The euro area represents a
population of over 310 million consumers, a sufficiently large number to underline the
prospects of the euro being firmly established globally and increasing its role as a
major international currency.

Of course, the role of the euro in the international economic arena is mainly
determined by the decisions and actions of the institute responsible for monetary policy
in the euro areaq, that is, the European Central Bank (ECB). The ECB constitutes a second
major feature of EMU. According to the provisions of the Maastricht Treaty, its prime
responsibility is to maintain low inflation. In its few years of existence it has maintained
its credibility in the markets, which has helped the eurozone to become an area of low
inflation and low interest rates.

The fact that euro is the common currency of an area which is not politically
unified raises important issues of economic policy co-ordination. This challenge is
addressed in the context of EMU, which includes features that aim to tackle this issue.
The Stability and Growth Pact is one such feature of EMU that provides a framework
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for monitoring and safeguarding fiscal prudence and discipline, with the aim of
maintaining macroeconomic stability in Europe. Under this Pact, Member States are
obliged to pursue fiscal rules that aim to bring public finance balances to sustainably
low levels, taking into account the economic situation in each country.

As mentioned earlier, in order for Member States to adopt the euro, they have
to fulfil certain criteria, the so-called convergence or Maastricht criteria. These criteria
cover both legal and economic convergence and are presented in Box 2. At this point,
it should be mentioned that Cyprus is in a very good position to satisfy these criteria at
the time of assessment, which will be around mid-2007.

BOX 2 : THE CONVERGENCE CRITERIA

Price Stability: The twelve-month inflation moving average of the country under
assessment should be lower than the three best performers of the EU-25 plus 1.5
percentage points.

Sound and Sustainable Public Finances: Budget deficit should be lower than 3% of
GDP. Government debt must be less than 60% of GDP or declining at a satisfactory
rate.

Financial Stability: Nominal interest rates of the 10-year government bond in the
country under assessment should be lower than the average of the respective interest
rate plus 2% of the three best performers in terms of inflation.

Exchange Rate Stability: Participation in the Exchange Rate Mechanism |l for at least
two years without serious tensions.

Legal Convergence: Compatibility of national legislation, especially the statute of the
Central Bank.

3. Why introduce the euro in Cyprus?

As mentioned earlier, Cyprus has a conventional obligation to join the eurozone: that is,
it is a member of EMU with a derogation as regards the adoption of the euro.
Nevertheless, this is not the only reason why the authorities have set the target to
adopt the euro by 1st January 2008. Joining the eurozone will also bring significant
economic, but also some political, benefits for the country, which are expected to more
than balance the costs and challenges associated with the introduction of the euro in
Cyprus.

3.1 Economic benefits

The economic benefits of adopting the euro in Cyprus mainly relate to the fact that
monetary union is undertaken with a currency which is globally credible and provides
security and stability within the increasingly interrelated and integrated global
financial markets. In this context, and also against a background of increased price
transparency, it is envisaged that a stable environment of low inflation and low interest
rates will be cemented in Cyprus on a sustainable basis. In addition, other economic
benefits relate to the abolition of foreign-currency conversion costs and exchange-rate
risk for transactions with eurozone countries, as well as to the enhanced economic
prospects stemming from the dynamism that the membership in a large unified market
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is expected to inspire in the economy. More specifically the following benefits are
envisaged.

High degree of price stability and low interest rates

The conduct of the single monetary policy by the European Central Bank is
acknowledged to be credible and successful. The euro is a stable and credible
currency, establishing an environment of price stability in the euro areaq, also exerting
influence on inflation expectations and inflation risk premiums, leading to low levels of
market interest rates. These benefits of euro area membership will also apply to
Cyprus fully after joining the eurozone.

It should be noted, however, that, to some extent these benefits already have
been realized in Cyprus, given the macroeconomic policy framework that has been
applied in recent years, in view of the overall strategic goal of joining the EU and of
adopting the euro. For instance, the monetary and exchange-rate policy framework
pursued by the Central Bank of Cyprus as well as the recent successful steps towards
fiscal consolidation and discipline in the context of the Stability and Growth Pact
framework have led to subdued inflation and lower interest rates in Cyprus. In the case
of housing loans, for example, interest rates have fallen from 9% in 2001 to about
6% in 2006, whereas in the eurozone these rates are currently about 4.5%.

More price transparency

With the adoption of the euro, payments will be made with the same currency in all
countries of the euro areaq, rendering trade and travelling across these countries easier.
Price transparency is beneficial for consumers since the easy comparison of prices
makes it possible for consumers to buy from the cheapest supplier. Therefore, price
transparency created by the single currency also helps to maintain inflation under
control.

In addition, it should be noted that increased competition owing to price
transparency contributes to the more efficient and effective allocation of available
productive resources, buttressing economic production and spurring intra-euro area
trade in a dynamic manner. This, ceteris paribus, can be helpful and supportive to
employment and growth.

Reduction of currency conversion costs and exchange-rate risk

The adoption of the euro in Cyprus will eliminate foreign-exchange conversion costs for
transactions with eurozone countries. This will lead to considerable savings, both for the
economy as a whole as well as for the individual consumers and entrepreneurs, who
travel, do business with, or import goods and services from, eurozone Member States.
With the introduction of the euro, exchange-rate risk for transactions within the
euro area will also be eliminated. These exchange-rate costs and risks constitute, in
general, an obstacle to trade and may hinder trade and competition across borders.
One can point to one sector which can be affected by the introduction of the euro and
is particularly important for Cyprus, namely, tourism. Tourists from eurozone countries,
such as Germany and Greece, will no longer suffer the conversion and exchange-rate
risk related costs, with beneficial impact on them, but also the tourism sector in Cyprus.

3.2 Political benefits

In general, the existence of the euro contributes to the building and fostering of a
European identity. By adopting the euro, Cyprus becomes a more integral and
dynamic part of Europe and participates more actively in the process of European
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integration. This is for the benefit of not only Greek Cypriots, but also Turkish Cypriofs,
who also have European-oriented aspirations. In this context, the process of European
integration can also facilitate or improve the climate for steps leading to further
efforts for the reunification of the island, which can be promising.

In addition to the aforementioned argument about the possible impact of the
euro on the process or efforts of reunification, which is perhaps theoretical and
general, there exist another, more practical and direct, channel through which the
adoption of the euro facilitates the efforts for reunification. It is well known that the
discussions on the issue of the common currency in the envisaged “United Cyprus
Republic” proved to be very difficult and practically remained unresolved in the 2004
negotiations sponsored by the UN. Therefore, and given a working assumption that
reunification is a common goal for both sides, the adoption of the euro in Cyprus, as it
is envisaged to be introduced on 1st January 2008, automatically removes one
important obstacle that has been encountered before in the efforts to find a solution to
the political problem in Cyprus. Indeed, this is one very concrete example that
demonstrates how the European framework and institutions can be catalytic in the
efforts to find a solution and to reunify the island in ways that can be agreeable and
beneficial to all parties involved.

3.3 Economic costs and challenges

The costs and challenges associated with the introduction of the euro in Cyprus can be
distinguished in two categories. On the one hand, there exist short-run costs related to
the transitional period and the changeover, that is, the process of introducing the euro
notes and coins and withdrawing the notes and coins of the Cyprus pound. On the
other hand, there exist medium- and longer-term challenges associated with the fact
that adopting a common currency implies giving up two important instruments of
economic policy, namely, monetary and exchange rate policy.

Transition and changeover related costs

The task of introducing the euro notes and coins in Cyprus and at the same time
withdrawing the Cyprus pound cannot be underestimated. Indeed, it is an enormous
task, for which the authorities would need the cooperation of all. Besides the
demanding co-ordination required and the monetary cost involved, there is also the
issue of possible confusion and exploitation of the situation by some, through
unjustifiably increasing prices during the transition period. Even though this risk is real,
it should be reminded that the strategy and plans designed by the Authorities in
Cyprus to face these challenges are based on the practical experience and
knowledge of older eurozone members. Also, it should be reminded that, when the
euro was introduced in its physical form in 2002, Europeans naturally had no
familiarity with the new currency, which, of course, in the case of Cyprus today, is not
true. Today, five years after the introduction of the euro, 80% of Cypriots have seen
and used the euro.

One of the most important concerns of the public in Cyprus associated with the
transition period is that the process will lead to unjustified price increases, as it
happened in some cases, for instance, in Greece. Indeed, the impact of the introduction
of the euro on inflation has been the focus of much attention from the Commission,
Member States, consumer organizations and other interested parties. Various analyses
indicate that the euro changeover in the countries that adopted the euro in 2002 led to
some price increases in specific sectors, such as restaurants, cafes and hairdressers, but
that the overall effect on prices in the euro area was limited, ranging between 0.1 to
0.3%. Nevertheless, due to the visibility of those categories of goods and services as
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they usually constituted frequently purchased consumer goods and services, the effect
on public opinion may have been exaggerated. This may have contributed to the
creation of public perception of a higher inflationary effect than that indicated by
official data.

Even though the concerns of the public are understandable, it should be
reminded that the introduction of euro notes and coins in Cyprus will exercise a
downward impact on consumer prices in the medium term due to the aforementioned
price transparency and the overall low-inflation environment of the euro area.
Furthermore, the public information campaign which will be intensified during the
transition period is expected to ameliorate the problem of unjustified increases in
prices.

Challenges related to the loss of independent policy instruments

As noted earlier, the adoption of the euro, which is a common currency, implies loss of
autonomy in the implementation of monetary and exchange-rate policies. As it is
argued below, even though this loss of autonomy constitutes a challenge, both the
structure and past economic policy in Cyprus suggest that there are sufficient reasons
to suggest that this challenge can be successfully addressed.

It is true that the loss of autonomy for independent monetary and exchange
rate policies reduces the flexibility of policy making and could render the achievement
of macroeconomic stability more challenging. This challenge is particularly relevant for
countries vulnerable to country-specific shocks.

Nevertheless, it should be noted that historically, the exchange rate was never
used as a tool to counter cyclical movements in Cyprus nor to improve competitiveness,
i.e. the Cyprus pound was never devalued. Both the structure and the openness of the
economy in Cyprus warrant a policy of stable exchange rate which would contain
inflation. In this context, it should be noted that due to the historically significant ties
with Europe, Cyprus business cycles are relatively synchronized with those of the
eurozone.

To address the handicap of losing the above policy tools in Cyprus, the
emphasis should be geared towards further reforming, harmonising and integrating the
economy with that of the eurozone, in order to mitigate the impact of these shocks to
the greatest possible extent. A significant share of the burden for responding to
country-specific shocks falls on fiscal discipline and structural reforms, especially in the
labour market.

4. Adopting the euro in Cyprus: Preparations and Challenges

The economy of Cyprus in recent years has been characterized by intensive
preparations to join, firstly, the European Union, a target which was achieved in May
2004, and secondly, the eurozone, which is targeted for 1st January 2008. For Cyprus
to be able to join the euro area it must fulfil the nominal convergence criteria set out in
the European Union’s Treaty and also achieve a high degree of sustainable
convergence. In this respect, the current situation is as follows.

The latest 12-month average rate of inflation is 2.3% (October, 2006), which is
below the reference value stipulated by the Treaty and, on the basis of all available
information, this rate is not expected to change significantly in the coming months. In
2006 Cyprus is forecast to have fiscal deficit of around 2.0% of GDP which is, again,
below the reference value. The general government debt-to-GDP ratio declined to
70.3% in 2005 and, according to our Ministry of Finance, is forecast to decline further
to about 65% by the end of 2006. Although the above ratio remains above the 60%
reference value, it is on a sufficiently declining trend. When joining ERM I, in May
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2005, the central rate for the Cyprus pound was set at 0.585274 Cyprus pounds per
euro, with a standard fluctuation band +15%. This central parity was the same rate at
which the Cyprus pound was linked to the euro unilaterally back in 1992. Within the
mechanism, the Cyprus pound has continued to trade close to its central rate on the
strong side of the standard fluctuation band and exhibited very low volatility. When
the two years of ERM 2 membership expires in May 2007 and, provided that the
overall environment and policies remain broadly the same, the relevant criterion will
also be satisfied. Lastly, the level of long-term interest rates is currently at 4.2% and,
thus, stands below the 6.1% reference value for the interest-rate criterion. Overall, it is
envisaged that if current policies continue, Cyprus will be in a position to achieve a
high degree of sustainable convergence and unless an unforeseen and/or an
extraordinary development occurs, it is expected that it will satisfy the criteria and
meet its target of joining the euro area on 1st January 2008.

As mentioned earlier, an eminent challenge facing the authorities in view of the
adoption of the euro is to adequately address all potential difficulties and problems
of the transition period. One of the critical success factors for the smooth changeover to
the euro is the implementation of an effective information campaign, which will address
the information needs of the public. In connection to this, the Ministry of Finance and the
Central Bank of Cyprus have jointly drafted a comprehensive strategic communication
plan for the adoption of the euro in Cyprus. The Central Bank of Cyprus’s euro
information campaign constitutes an inherent part of the national information campaign
for the adoption of the euro.

Box 3: Adopting the euro in Cyprus <™=

Stages for adopting the euro by the new Member States

‘PRE-INS’ Convergence Reports

Accession to EU:
Adoption of Treaties
and legislation on
EMU

Joining ERM 11
(Cyprus joined Commission Proposal

29.4.05)

Council decision:
MEMBERS OF EMU 2 years Abrogation of
derogation —
adoption of fixed

Meet convergence
exchange rate

criteria

Changeover: member
of euro area

Dr George Kyriacou, Central Bank of
Cyprus, Euro Team member

Source: Presentation by George Kyriacou

As a member of the European System of Central Banks and in line with the
prescriptions of the European Central Bank, the Central Bank of Cyprus attaches
particular attention to certain aspects of the changeover, such as the provision of
information on the visual appearance and the security features of euro banknotes and
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coins and the timing and the procedures of obtaining euro cash. The Bank will also
highlight the conversion rate of the Cyprus pound to the euro with a view to
familiarising the public. In addition to the seminars on various aspects of euro adoption
which were attended by several thousand bank employees and students during 2006,
the Central Bank of Cyprus will embark on a series of specialized training seminars for
bank cashiers and cashiers from the broader financial sector, as well as other
professional cash-handlers, so that they can adjust to this change which radically
affects their profession.

In addition to the above, the Government is determined to undertake specific
measures that will prevent or minimize any upward adjustment of prices due to
rounding during the transition period. These measures include, among others, the
intensification of information campaign about the euro, the dual display of prices for
several months before and after the introduction of the euro and the close monitoring
of any changes in the prices of goods and services in order to identify any increases
that cannot be attributed to the current economic fundamentals. Furthermore,
companies will be strongly advised to avoid price increases for a certain period prior
and after the introduction of the euro.

5. Concluding remarks

The introduction of the euro in Cyprus constitutes an historic event which widens and
enhances the economic prospects for the island but also raises challenges that need to
be addressed, particularly during the transition period, with the cooperation and
contribution of all.

To this end, the information campaign undertaken by the Ministry of Finance
and the Central Bank of Cyprus will have to intensely address issues of concern to the
public so as to achieve a smooth transition. Of course, the involvement and alertness of
the public itself is also required.

The short-term challenges and costs involved with the introduction of the euro
are counterbalanced by significant benefits that apply to both individuals and the
economy as a whole. In addition, besides the economic benefits stemming from the
adoption of the euro in Cyprus, largely of medium- and long-term nature, it can also
be argued convincingly that political benefits also exist. The introduction of the euro
will remove one of the main obstacles we faced during the negotiations in the run-up to
the referendum on the UN Plan in 2004, namely reaching an agreement on the
currency of the reunified country. In addition, within the process of European
integration in which Cyprus would be engaged more actively after the introduction of
the euro, the whole environment could be more conducive to facilitating and supporting
efforts towards reunification.
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Presentation by Mr Vargin Varer

Economist

Contemporary economic issues in the Turkish Cypriot
economy

My subject is contemporary economic issues in the Turkish Cypriot economy. Adopting
the Euro is also one of the economic issues that is increasing debate in the north,
however this is not my topic of today. My presentation will focus on other economic
issues, in particular the widely debated issue of the recent performance of the
economy in the north and its sustainability.

During my presentation, | will try to add my thoughts on Mr. Sarris’ comments on the
North Cyprus economy. The object of my presentation is to give an account of
economic performance before and after the Annan Plan. | focus on the Annan Plan
period since | believe that the Annan Plan and its process contributed significantly to
the latest economic growth in the northern part. Firstly, | will try to emphasize the role
of the public sector in economic growth in the north, and then | will describe the
sustainability of growth, since that is the central issue in discussions. After | identify the
factors that plays role in making the growth sustainable, | will list the options available
to our policy-makers in sustaining this robust economic growth.

You can see from Table 1, the strong economic performance of North between 2001
and 2005.

Economic Performance In the last
four years

GDP Growth Rates 2000-2005
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Table 1, source: Presentation by Vargin Varer
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There has been a very high growth rate, particularly after the financial and exchange
rate crisis in 2001. The average economic growth rate in this period is just about 10%.
| must admit that this performance has happened despite my earlier comments that the
economy can not grow so fast, before meeting certain conditions!

Before we discuss whether this is sustainable or not, | would like to draw your attention
to the performance in the 1990s (Table 2), when economic activity in the north was
very volatile with an average growth rate of about 3%. So the question is: what
happened in the economy to make it grow so fast in early 20002 And which picture—
the first or the second—reflects reality, when you take into the account the economy in
Northern Cyprus and its resources?

Economic Performance during 90’s

GDP Growth Rates 1990-1999
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Table 2, source: Presentation by Vargin Varer
What has changed to cause a sharp rise in economic activity?

Before coming to that | want to talk about what has changed to bring about the sharp
rise in the growth of economic activity in the northern part of Cyprus after 2001. First
of all, we enjoyed stronger macro economic stability such as, falling inflation and
interest rates and most importantly more stable exchange rates. Of course, these
factors occurred not because of our good economic management but because of a
more stable macro economic environment in Turkey, since we have the same currency
as Turkey.

These factors also played a huge role in boosting domestic demand in our economy
which led to higher growth rates. After two consecutive crises—the banking crisis and
then the exchange rate crisis the following year—consumer confidence increased and
led to higher consumer expenditure. Increased public expenditure also played a huge
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role, as did the remittances of those working in the south, which we had never
experienced before. These also boosted domestic demand in our side.

In addition to these major factors which boosted domestic demand in the north, we can
say that external factors also had a role in economic growth. First of all, there was
increased demand for housing, particularly from British residents. Tourists crossing from
the south also created strong demand in the economy. Our economy also had a rising
number of students, especially compared with the previous periods. Overall,
therefore, we can say that the major factors causing fast economic growth was strong
demand in the economy, rather than supply-side factors. Therefore, when | ask you to
choose the right picture that reflects reality, | assume that you would choose the second
one—the economic performance of the 1990s— since it seems more realistic when we
know the factors that caused recent higher economic growth. However, it is not the real
picture either. Because in both pictures public sector has substantial role in boosting
economic activity, without public sector the economy would have poor performance in
the1990s’ as well as in the last four years.

The role of the public sector

When we look at the role of the public sector, both in the previous period and in the
current period, we see that public consumption and public investment grew faster than
GNP growth (Table 3). Public expenditure has therefore boosted demand in the north
and has been a major factor in higher growth rates. | don’t have any complaints about
the increase in public investment, because it also enhances physical capacity and
infrastructure, however large public consumption as a major factor behind economic
growth has negative consequences in the long run.

According to the mechanism that was established by our “wise” politicians, government
increases its expenditure through out wages paid to the public employees and
economic and social transfers paid to the different parties that causes domestic
demand to rise, thus resulting in higher economic growth. Is this mechanism feasible? It
is feasible in our case. If so, how are these expenditures financed? The answer is quite
simple: with financial aids from Turkey. Therefore, the second table of poor
performance in the 1990s is not also real picture, since the economy has not grown by
using its own resources but with high public consumption and spending which are
financed by Turkish aids. Without financial aids, | assure you that the economic
performance in the 1990s and the early 2000s would be much worse.
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The role of the public sector in the
north Cyprus economy

1990-2000 |2001-2005 2003 2004 2005
GNP Growth % 3.0 2%10.4 % 11.4 % 15.4 | % 10.6
Public % 4.2 % 14.5 % 29.8 % 40.6 % 11.8
Consumption
Private % 1.8 % 8.0 % 4.3 % 16.9 | % 13.8
Consumption
Public % 3.4 % 24.8 % 23.2 % 18.9 | % 16.1
Investment
Private % 2.7 % 20.3 % 22.9 % 9.0 % 15.0
Investment

Table 3, source: Presentation by Vargin Varer

How to sustain economic growth?

What factors are needed to sustain economic growth in the north? When we look into
small economies, we see that major factors causing sustainable growth s
macroeconomic stability that contains low and stable inflation, manageable public
deficits and public debt. A second major factor is adequate infrastructure. Existence of
human capital and its efficiency is another one. But the most important one, particularly
for a small economy, is openness in the exports of goods and services. We cannot
expect any small economy to grow fast on the basis of the domestic economy alone.
When we observe successful small economies, we see that they are highly open to the
world economy in terms of their exports of goods and services.

The question, therefore, is whether the North Cyprus economy exhibits these factors? As
regards to inflation, the economy has experienced a period of very high inflation. It
also has a very high budget deficit. The north is unique in having a very high budget
deficit to GNP ratio of more than 30% of GDP. Public debt is also very high, at more
than 118% of GDP. From the Maastricht criteria we know that a manageable budget
deficit is around3% of GDP and a manageable public debt is 60% of GDP. There is
also inadequate physical infrastructure in the north which leads to power cuts and
water shortages. The ports and telecommunication systems are the other weaknesses in
infrastructure.

Investment as being another factor in sustainable growth is also far behind targeted
level. The Northern Cyprus economy cannot attract sufficient foreign direct investment
(FDI) due to the political situation in the island. Moreover, private investment, which
comes mainly from the local entrepreneur, is below 14% of GNP. It is believed that to
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grow fast an economy needs a ratio above 20%. Taking all these factors into
consideration, we can say that we don’t have the necessary factors in our economy to
sustain strong growth. | believe we have adequate human capital but we can not
efficiently utilize it owing to other issues. Opening the economy in the North to the rest
of the world would create great opportunities to use this potential.

Diminishing openness ratio

Among these factors, the most important one is openness, particularly openness of
exports of goods and services. But when we look at the economy in the North, instead
of being open to the world economy, the northern Cyprus economy has actually
experienced marginalization during this period (Table 4). In the early 1990s, total
service export was about 50% of GNP, while total tourism income was about 40%. But
since then the openness ratio has declined. The economy became more and more
closed to the world economy which makes impossible for an economy to grow fast on a
sustainable basis. There has been limited recovery since 2001, with a slight rise in the
openness ratio mainly because of remittances from workers in the south, which are
included in services exports. But it is still not sufficient to sustain economic growth. What
are the obstacles to openness? There is limited access to the international markets,
particularly to European market. The reason | believe is economic isolations and as
long as we have economic isolations the northern Cyprus economy cannot maximize its
potential.

Openness in Good and
Services

 Towards
marginalization
Openness Ratio 1990-2001

60,00%
50,00% 1

40,00% 1 ————
30,00% 1

20,00%

oo | S————0—0—0—0—9, , o ¥

0,00% T T T T T T T T T T T
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

‘ e Total GOOGS EXPOIt in GNP sl Total Tourism Income in GNP Total Service Exportin GNP ‘

Table 4, source: Presentation by Vargin Varer
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Policy options

What are the policy options under these circumstances? Of course there are some
obligations of the policy-makers to sustain economic growth in the north. The usual
policy instruments are monetary policy and fiscal policy. But being in a currency union
with Turkey, there is no room to manoeuvre in monetary policy. As for fiscal policy,
there is also very little room to manoeuvre with high budget deficits and public debt
stock. The only possible option is financial aids mainly received from turkey - if it
increases economic growth can also rise. Other policy choices available for sustained
economic growth are the implementation of fiscal and macroeconomic reforms. There
are some reforms going on but not at the level required. The other thing that has to be
done is to improve the quality of the infrastructure. New projects have started to
improve the energy infrastructure but again not at the level required to deliver strong
growth in the long run. However, the most important measure, as | have ftried to
emphasize, is achieving wider market access for goods and services. There is not much
we can do for our policy-makers because these decisions are taken by the markets. As
long as we cannot achieve market access by eliminating economic isolations, even if we
achieve internal economic reforms and improve the quality of the infrastructure, it will
not be sufficient to sustain economic growth in the north.

Conclusion

| believe that economic development in the north can contribute to reunifcation because
it will eliminate the gap between the Turkish Cypriot and the Greek Cypriot side. And
it will eliminate the concerns of the Greek Cypriots, who of course want to avoid the
costs of reunification. Therefore we have to work harder to lift the isolation so that we
can give the opportunity to the northern Cyprus economy to sustain this economic
growth.

Discussion

O It was asked whether the Central Bank of Cyprus would name and shame
companies that engaged in price abuse after the introduction of the euro. It
was noted that consumer associations and euro abservatories would play this
role.

0 There was a long debate about how appropriate it would be for the euro to
be adopted in northern Cyprus at the same time as it is adopted in the south
(due on 1st January 2008). It was noted that since northern Cyprus is outside
the acquis communautaire it was not possible to do it in any official way but
that unofficially it could be done and that it could have important stabilising
effects on the economy. The main questions were whether Turkey would be
willing to continue subsidizing an economy that was using a different currency
and how it would affect relations with the EU.

O In response to a question about tax collection in northern Cyprus it was noted
that the tax to GDP ratio is 28% of GDP.
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Block 3: Real estate and economic developments

Presentation by Dr Stelios Platis

Director
MFC S.Platis

Presentation of economic research results from both sides of
the diving line

I would like to present to you today some of the results of the research project
undertaken by the economic research arm of our company, S. Platis ECONOMIC
RESEARCH, on behalf of PRIO. You have also been given the entire published results in
book form*. What our aim was in working on this project was mainly to understand as
much as possible and present the dynamics of convergence and property markets in
Cyprus under the only detailed solution plan that was available at the time.

The purpose of our research was also to invite suggestions and comments—I|
have already heard some comments here today and | am very grateful about that—in
order to embark again on a dialogue on the subject. We want to bring forward real
economic analysis to ensure that next time round we sit down and discuss a possible
solution to the Cyprus problem, we will have hard economic facts in front of us and not
just ideas and fears about how things could have worked or couldn’t have worked. So
the driving force behind our research has been to assess the dynamic nominal economic
convergence between the two economies by recording, for the first time, the actual
property price increases in both markets.

As it has been mentioned, the economy south of the dividing line is a more
mature European market economy, open and quite liberalized, internationally-active
economy. By contrast, the economy north of the dividing line is a very fast-developing
but closed economy, dependent on, and internationally active through Turkey and at a
high cost, as we have heard by our distinguished speakers here today.

However, and despite these characteristics, economic output in the north
appears to be converging with the south. And this is happening very fast.

Whereas the north has been growing at close to 11% over the past five years,
the south has been growing at an average of about 3%. In other words, growth in the
north has been nearly four times as fast. As a result, we can see that “GNP” per capita
in the north as a percentage of GNP per capita in the south started from less than one-
third in 2002 to nearly 50% today. Based on current growth rates we may see
complete nominal income convergence before 2014 — This is, of course, probably
unlikely (growth rates cannot persist at these levels, as it was argued today), but
never-the-less this comparison goes to show the speed of convergence and the
dynamism currently on the ground.

4 The Property Regime in a Cyprus Settlement: A reassessment of the solution proposed
under the Annan Plan, given the performance of the property markets in Cyprus, 2003-
2006, Stelios Platis, Stelios Orphanides and Fiona Mullen, S.Platis ECONOMIC RESEARCH
(Editor: PRIO 2006).
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MACROECONOMIC

PERFORMANCE 2002- 1995-
2000 2001 2002 2003 2004 2005 2005 2005

Real GNP growth

(%)a

South 24 4.7 2.9 3.8 21 4.6 3.3 3.6

North -0.6 -5.4 6.9 114 154 10.0 10.9 5.4

GNP per head

(CYP)ab

South 7,744 8,280 8,600 9,208 9,406 9,834 9,262 7,937

North 3,157 2,811 2,677 3,055 3,762 4,866 3,590 2,837

as % of South 40.8 33.9 311 33.2 40.0 49.5 384 35.2

Real GDP growth

(%)c

South 5.0 4.1 21 19 3.9 3.8 2.9 3.7

North 0.0 -5.4 6.2 10.6 14.2 135 11.0 5.8

GDP per head

(CYP)b

South 8,183 8,701 8,968 9,428 9,804 10,169 9,592 8,148

North 3,157 2,807 2,656 3,008 3,666 4,632 3,769 2,793

as % of South 38.6 32.3 29.6 31.9 374 45.5 38.3 33.8

a 2004 GNP data are Economist Intelligence Unit (EIU), Cyprus Country Report, Sep 2005 estimates.
b Derived from respective statistical office population figures.

cd 2004 GDP data are authors' estimates.

Sources: ROC Statistical Service, Turkish Cypriot administration's Planning Organization.

Source: Presentation by Stelios Platis

Real estate markets

Despite the fact that the north is still being funded hugely by Turkey as was mentioned
earlier, in recent years we have seen a structural change in the economy. In fact, in
both economies the real estate and construction sectors appear now to be the main
drivers of growth. And for the economy north of the dividing line, this has been the
main driving force of convergence. In terms of asking prices for housing units based on
the (only) available data, our research showed that asking prices rose by 46% in the
north compared with a 17% rise in the south, between the first half of 2003 and the
first half of 2006. As a proportion of prices in the south, housing prices have
converged from 37% to 46% in this period.
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Overall asking price increase of housing units
(2003 1st half - 2005 1st half)

46%

50% 4
40% -
30%
20%
10%-

0%
North South

Source: Presentation by Stelios Platis

In terms of land, you cannot even compare. The average rise in the north was 417%
(four hundred and seventeen per cent) compared with 30% in the south, and there are
some places on the northern coast where there are records of a 700% increase — you
may see some of these cases in the paper given to you.

Overall asking price increase of land
(2003 1st half - 2005 1st half)

417%

30%

North South

Source: Presentation by Stelios Platis

Overall, as a result of that, convergence of land prices in the north rose from 9% of
those in the south in 2003 to 36% in 2006. However, actual convergence is estimated
to be much closer, when all factors have been considered. Specifically, given any
developments in the property issue on the island, as regards the outcome of the recent
legal battles in international courts or solution proposals, we have noticed that
property prices in the north change notably. Furthermore, we have noticed that
properties with similar locational characteristics are differently priced depending
whether the owner has a Republic of Cyprus title deed, or whether the owner is a
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Turkish-Cypriot or a settler. For example, we saw the general price effect of a specific
form of legal uncertainty when the Orams case was first launched in early 2005 by a
Greek Cypriot against a British couple who had built on his land in the north. To take
these factors into account, we have estimated what we call the “legal uncertainty
discount”. This legal uncertainty discount means that for two properties with the same
locational characteristics, you would expect to pay less, overall, for a property in the
north than in the south simply because of the current political situation (the title deed
given by the administration in the north is not recognised internationally) — the level of
which depends on a variety of other factors, for example, the presence of a Republic
of Cyprus title deed or who the current owner is etc. We estimate that this discount is
now at around 30-40%, on average. And as long as there is no solution, this will
continue to exist, albeit it can never be a constant figure, as it is very responsive to
changes in the political (and specifically the property) scene. So the actual
convergence of property prices, instead of being in the region of 40%, is probably
more realistically closer to 60%-70%.

This dynamic situation on the ground, in the two separate economies constitutes
both a threat and an opportunity. It could be used clearly as a catalyst towards a
solution, because it is obvious that economic parity puts less pressure on reunified
economy. But at the same time we have to be equally careful as an obstacle to solution
attempts could result from this dynamism on the ground. There is a risk that two
different and irreconcilable institutional infrastructures are being created as we speak.
If we don’t sit down and try to find a solution to the Cyprus problem as soon as
possible we will at some point discover that it is very difficult to glue the two parts
together institutionally.

Now, | give the floor to members and representatives of the business family of
the two communities, in the hope that they will take this challenge and turn it into an
opportunity.
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Presentation by Mr Mustafa Aroglu

On behalf of

Mr Hasan Sungur

President

Turkish Cypriot Employers’ Union

Good afternoon participants, esteemed colleagues and all friends who contributed this
research and important work. First of all, | would like to greet respectfully all the
participants. | also would like to congratulate Dr. Stelios Platis and his team who made
this valuable report and thank PRIO for organizing this platform. Furthermore, | would
like to express my pleasure in meeting the head of Cyprus Employers’ and
Industrialists’ Federation Mr Michalis Pilikos.

| will do my presentation based on three stages. First, | will assess the Platis et
al report on Annan 5. Then | will comment on real estate prices in the north between
2002 and 2005. Finally, | will talk about the importance of co-operation between
employers in the north and south before a solution.

Comments on the Platis et al report

It is very important to understand how the real estate market will work under the
Annan Plan. | am not an economist and | have read the Platis report with a perspective
of a businessman and an employer. As an expert in the area of the real estate issues
in the north, | regret to say that there might have been more realistic data in this
report. My aim is not to criticize the report, on the contrary to give some data from our
database in order to contribute to obtaining more accurate results. Besides, | strongly
believe that this report will be very beneficial for the peace process. | will mention the
headings of some particular issues which are important discuss, especially with Mr.
Platis.

We, as Turkish Cypriot employers, have a strong wish to contribute to
improvements in the data from our database of prices in the north. | also have doubts
about advantages to Turkish Cypriots after Annan Plan with regard to property issues.
There also needs to be discussion of the benefits of the property board net holdings
for both north and south.

One of the effects of the provisions of the Annan Plan is that it does not allow
companies and/or organizations except family firms to regain one-third of properties;
instead they obtain bonds in return for their property left in the south on the
percentages of the Turkish Cypriot lands. There is also a problem with the difference in
the documents in north and south about the properties of the Evkaf and the Church and
its effect on the proportion of the lands in the whole island.

The advantages and disadvantages in choosing a newspaper with the
circulation of 900 instead of consulting the real estate agents union while reviewing the
values between 2002-2005 should be discussed. While the data of the south consist of
1,619 lands and 6,215 houses, the data of the north consist of 203 lands and 507
houses. Therefore we strongly suggest our help in order to obtain more accurate
results.

While giving values to the lands left by Turkish Cypriots in the south at CYP
663 per donum in 1974, the lands in the north which were left by Greek Cypriot were
valued as CYP 1,346 per donum. It is necessary to check the database from the land
registration offices in the north and the south in 1974.

When the debates about the Annan Plan stated in 2002, property prices in the
north were the lowest prices in the Mediterranean sea because of non-recognition by
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the international community. After that, the hopes for peace, the lifting of the isolations
and related promises triggered stronger activity in the property market as well as
other sectors. However, the Annan Plan was rejected by 76% of Greek Cypriots while
was accepted by 65% of Turkish Cypriots and because the promises about lifting
isolation etc were not kept there was disappointment. Therefore, with the exception of
the tourism sector, investments slowed down and despite the result of Orams case, the
property market has remained slow.

The second triggering point on the real estate issue is the change, which
prescribed the establishment of the compensation board for processing claims by
Greek Cypriots and the legislation which provides for expropriation of the properties
according to current values. This situation is still valid. There are also some activities in
the north which are triggered by the Turkish Cypriot environmentalists. These activities
have resulted in orders from the authorities to slow down and/or stop the real estate
constructions in some particular areas in the north (for instance in the case of Kyrenia
2). It has been said that this situation will continue until the establishment of a master
plan in 2007.

It is clear for everyone that the land prices will decrease because of these
regulations but that prices will increase in the property that has already been built. In
order to analyze the prices in the north, therefore, we need to analyze two subsectors:

1. The real estate which will probably stay within the new borders of
the north as the result of Annan Plan or any other possible peace
solution.

2. The real estate which would under the Annan Plan form part of the

Greek-Cypriot State as the result of the Annan Plan or any other
possible peace solution.

The lands which would under the Annan Plan form part of the Greek-Cypriot State
gained in value between 1 and 20 times (except Varosha), while, surprisingly, the
Turkish Cypriot-titled lands within these areas gained in value by only 1 to 5 fimes.
This is surprising because before 2002 the valuable properties in the north were the
Turkish Cypriot-titled properties before 1974. Nevertheless, as the period of reaching
a solution relying on Annan Plan or another project gets longer, investments in these
areas will develop and land prices will subsequently increase.

Employer co-operation

We, the employers in the north, believe that the solution will come through the co-
operation and good behaviour of employers both in the north and the south rather
than restrictions, isolation and distrustfulness. We believe that the co-operation of the
employers from both sides will be the first blood cells of the peace and the reunified
Cyprus. | would like to point out that we also have the responsibility to enrich such
organizations and meetings and help other sectors to interact and exchange views and
data.

The economic difference between the employees in the north and south and the
fact that the Cyprus is a small island prevents employees from interacting easily and
contributing the peace process. There are approximately 7,000 employees who go to
the south while there is no record of any Greek Cypriot going to the north as an
employee. Although we have the will and are prepared to exert the effort in bringing
employees to the north, employees keep away from this idea since there is a fear that
they may face with trouble when coming back to the south. But, my dear colleagues,
the biggest role belongs to us in this case because we have the power to gather and
work with a mutual understanding.
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The environment

Because of the lack of available land in the south, although there is a serious effort at
city planning and the vertical growth of constructions, the second home market is slowly
shifting to the other Mediterranean countries because prices are increasing. In the
north, on the other hand, there have been attempts to find solutions for the period
after the solution and to protect the green environment. But, at the same time, because
of the market that was activated after the Annan Plan, there is a big risk of losing
progress. Another reality in the north is that because of the horizontal growth there is
still no vertical growth. This causes big and unnecessary consumption of land by the
buildings constructed. It is our duty to analyze the structures in the north and the south
so that we can keep this beautiful island as “the green island” by working together
with a mutual understanding in the property market and also in other sectors.

From a scientific point of view, it is clear that the neo-liberalist approach
cannot provide the desired solution for the whole island, nor can it create a balance of
free demand and supply. There is no doubt that there are restrictions on capital and
on the fluidity of the labour force; that capital cannot handle religious and nationalist
roles; and that the northern part of the island is closed to the free market. All these
negativities are derived from isolations that are not in conformity with EU regulations
and it was promised before the referenda that they would be abolished. It is
extremely important to understand that the isolations need to be abolished in order to
solve the problems of the status quo.

With a neo-functionalist approach or new constructive attitude, co-operation in
areas such as the construction sector, tourism, education and shipping business can
bring the two communities closer. We believe that if there is commercial, legal and
functional pressure from the levels below on the political levels above this may have a
positive effect on the peace solution process.

It is a known fact that there are possibilities for co-operation in the island, lots
of opportunities for investment and untouched areas. Turkish Cypriot businessmen are
open to any kind of projects and believe that they will strengthen their capacity with
co-operation. It is also known that in case of the abolition of the isolations there may
be an increase of trade with Turkey via the north; that the costs may be decreased;
that new projects may be created, especially in the field of construction in Turkey; that
they may co-operate for the transportation of the petroleum from Iskenderun and that
all these may activate the slowing Greek Cypriot shipping business.

| believe that even though solid results are not obtained in such meetings, such
organizations allow businessmen from both sides to know each other more, freely
discuss their ideas, point out the mutual issues and test the increase in the potential of
working together. More interaction brings deeper understanding, mutual inspiration
and opens avenues for development. | would like to state some business fields that
may be dealt together.

Potential for business co-operation

1. It is really important to create a common movement to protect our
nature. It is our world’s inheritance and we need to improve some
other works as Cyprus deserves. It is the responsibility of all of us, as
the employers from both sides, to do construction in a way that
respects natural beauty. This would be a catalyst for a better future
peace on the island. Establishing a facility which produces
Mediterranean and endemic Cyprus plants and keeping them under
protection will help to make the island greener and create a better
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surrounding in the island. Such facilities which are good for the
nature may also work as economically viable businesses.

Another facility that can be established is an industrial base to
process Organic Folkloric Cypriot foods and pastries and supply
products with the contribution of both sides. This may lead to other
projects that can be useful in the future.

The companies in the north and south may develop formulas also in
conformity with the legislation in the south to make such investments.
The cost of a construction employee in the north is CYP 370 per
month and the cost of a construction master is CYP 460. These are
clearly cheaper than the costs in the south.

The joint companies (north + south) may create associated
construction projects in Turkey and Greece. There is a big potential
for construction, especially in Turkey.

There are many qualified employees in the north who work in the
field of traditional handicrafts but they have a problem in selling
their products. These products may be produced in the handicrafts
industrial site which could be established in the Green Line zone and
therefore the field of folklore handicrafts will improve with the
market capacity of the south. Thus, the businessman in the north and
south will win.

Revival of the sector of the ready-made clothes, which used to have
a capacity of 9,000 qualified employees in the past, should be
done with co-operatives projects.

Improving organic agriculture by bringing water from Turkey with
co-operative projects is also important for a better peace in the
future.

Co-operative management of the mining and extraction industry
(sand bowl, limestone, gypsum, marble mines, mosaics etc) which is
generally in the north. Extracting products together from this industry
is really important. It will improve this industry and help to create a
mutual understanding that will be useful in the peace process.

An education centre could be established on the Green Line with the
opening of a joint office of north and south employers’ associations
to offer courses on all sorts of disciplines in order to create qualified
personnel with EU standards. The same centre could be used for
bicommunal meetings and seminars.

Thank you for giving me time to express my views. | sincerely hope that we can meet
again in the near future. | strongly believe that the more we get together the more we
increase the possibilities of increasing mutual benefits.
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Presentation by Mr Costas Christofides

On behalf of

Mr Michael Pilikos

Director General

Cyprus Employers and Industrialists Federation (OEB)

Good afternoon ladies and gentlemen. It is a pleasure to participate in today’s event,
and | would like to thank the organizers for giving me the opportunity to express the
views of the Cyprus Employers & Industrialists Federation (OEB) on issues related to
Business and Economic Perspectives in Cyprus as a path towards reunification of the
island.

| am sure that everybody agrees that at some time, hopefully in the near
future, the Greek and Turkish Cypriots will be living harmoniously in a reunited
European Cyprus. Believing in that goal, the businesspeople as the core economic
players within our communities are able and have to play a decisive role in facilitating
the eventual integration of people who have been living apart for many years. For by
living separately the two Cypriot communities have inevitably developed differences
in their economies and in the structures of their economic and social systems.

The OEB has always supported the enhancement of business relations between
the two communities. Long before the restrictions on movement between the two sides
were partly lifted, we managed to identify and approach our Turkish Cypriot
counterparts. Our aim was to develop close co-operation with our Turkish Cypriot
colleagues in order to improve the social and economic relations and build the
necessary trust between the two communities. It is our belief that the development of
economic activities between the two communities such as trade will contribute to the
creation of an atmosphere of mutual understanding and trust and will generate
common tangible interests among the people of Cyprus.

Such a development as a strong prerequisite, will prepare the necessary
positive climate to reach a permanent and viable solution to the political problem.
Otherwise, the development of separate economies and separate trade relations is
likely to promote different interests that will strengthen the tendency for partition. We
believe that the future and the interest of the two communities is not best served
through division. It is best served through a solution that will lead to the true
reunification of Cyprus at all levels: social, political and economic.

For the past two and a half years, Cyprus has been a full member of the
European Union and part of the greater European family. It is regrettable that Cyprus
has joined the EU with its political problem unsolved, and a great deal of effort and
energy is being spent on the political issue instead of working collectively to lead
Cyprus and its people towards economic growth and prosperity. Although the Turkish
Cypriots do not carry out many of their obligations as Cypriot and European citizens
citizens, they still enjoy benefits like the rest of the European citizens, such as:
possession of a European Cypriot passport, free movement and the right to work in EU
countries, free medical care at public hospitals within the Republic of Cyprus, reduced
tuition fees in European universities, etc.

The routine crossing of the Green Line by thousands of Cypriots every week
and the possible opening of new crossing points are certainly positive signals. But these
developments cannot in any way substitute for a comprehensive settlement of the
Cyprus problem. We strongly believe that the development of co-operation between
the two sides on business and economic levels will be more to the benefit of the Turkish
Cypriots, and will gradually close the economic and social gaps between the two
communities on the island.
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Restrictive measures on trade such as taxation on commodities moving from the
government-controlled side pose great obstacles and discourage enterprises from
developing two-way trade based on equal terms. Such measures are only slowing
down the implementation of the European Union regulation on trade through the Green
Line. As far as exports and imports to and from other countries are concerned, it is
clear that these must go through ports which are legally operating in accordance with
European and international rules and legislation.

On 1st January 2008, Cyprus is scheduled to become part of the eurozone,
adopting the euro as its currency. Entry into the Monetary Union constitutes a great
development for our economy and will facilitate even more the trade between Cyprus
and the rest of Europe. During the short period since its introduction, the euro has
proved to be a strong, stable and reliable monetary unit, therefore we have the right
to believe that the economic stability sustained by the Cyprus pound throughout the
years will continue after the adoption of the euro.

However, the extensive use of the Turkish lira by Turkish Cypriots had caused
many upsets to the Turkish Cypriot economy, such as very high inflation and interest
rates. The Turkish lira has recently gained relative stability compared to the past.
Although its value has not declined significantly in the past four years, the Turkish
economy is still vulnerable due to the huge deficit in its current account as well as to
other structural weaknesses such as its dependence on foreign capital flows.

For many years now, the Turkish Cypriots, parallel to the Turkish lira, have
been using the Cyprus pound, counting on its strong performance in order to ensure
economic stability. We believe that now they will gradually adopt the euro and
broadly use the euro as well. By doing so they will be able to keep up with the growth
in the Republic of Cyprus and sustain macroeconomic stability. Furthermore, adoption
of the new currency will promote trade and further economic activities between the
two sides and will prepare the ground for a unified economy when a permanent
political solution is reached.

Today, the main issues concerning the Turkish Cypriot economy are the huge
fiscal deficit, oversized public sector, low productivity, dependence on foreign aid and
limited access to foreign markets. However, the Cyprus economy in the government-
controlled area is doing relatively well, satisfying the Maastricht criteria, with
promising economic growth rates and enhanced social benefits. It is our belief that
developing economic and business relations between the two communities will
eventually lead to further boost the economic and social well-being within the whole
island. The Greek Cypriot enterprises can play a catalytic role in this effort provided
that Turkish Cypriots are really willing to co-operate and are also allowed the
freedom to do so by their authorities.

Concluding, | would like to convey my organization’s sincere suggestion that
until the politicians come to an agreement and solve the Cyprus problem, the
businesspeople from both communities must intensify their efforts for co-operation and
prepare the Turkish Cypriot enterprises and their employees to gradually apply the
European “acquis communautaire” in order to ease the reunification of the island and
the entry to the single market of all Turkish-Cypriot products and services. The OEB is
at the disposal of any interested person to facilitate business cooperation between
Turkish and Greek Cypriot entrepreneurs as well as to offer its know-how and
experiences to any Turkish Cypriot business organization.

Discussion

O During the discussion, which was short owing to time constraints it was suggested
by an audience member that the construction sector accounted for 3% of the
10-11% GDP growth in the north in 2004. An estimated 1,000 units per year
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were sold, amounting to CYP 50-100 min per year, which is equivalent to the
money flowing from south to north.

It was also noted that in the south, construction has overtaken tourism in terms of
contribution to growth.

It was also remembered how much property prices have changed over the
years. Before 1974 Paphos was the cheapest and northern Cyprus was the
most expensive. That situation has now been reversed.
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Conference close

Closing speech by Dr Stein Tennesson

Director
Peace Research Institute Oslo (PRIO)

Your excellencies,

Distinguished guests,

“What is the cost economically of a non-solution?” asked Michael Mgller, Special
Representative of the UN Secretary General, in the first session today. “If the Germans
can do it, we can do it,” declared Dr. Michael Sarris, Minister of Finance in the
Republic of Cyprus.

P.R.I.O. stands for International Peace Research Institute, Oslo. PRIO is a multi-
national research institute with offices in two countries: Norway and Cyprus. On behalf
of PRIO and the PRIO Cyprus Centre (PCC) | would like to thank the economic research
and training centre MFC S. Platis for organizing this conference on Economic
perspectives in Cyprus: The Path towards Reunification together with us, thus allowing
Michael Mgller to ask such a good question, and Michael Sarris to make such a good
declaration of intent. | would also like to express my gratitude to the Finnish EU
Presidency, the British High Commission, and the Embassies of Sweden, Denmark, and
Switzerland for lending their support to the endeavour. And | would like to thank Dr.
Tim Potier for moderating today’s conference with such a gentle hand. Isn’'t this
conference an eminent testimony to how easy it actually is to speak constructively
together if one only shows a certain restraint in using provocative terms, and in not
allowing oneself to be provoked if the others use terms one understands but does not
accept or use oneself. North and South Cyprus have been referred to in many
different ways here today, but no one has chosen to take offence, and | think Tim
Potier’s style of moderation has contributed to the positive atmosphere.

I'm proud that we were able to launch PRIO Report 2/2006 today under the
long, but precise title: The Property Regime in a Cyprus Settlement: A reassessment of the
solution proposed under the Annan Plan, given the performance of the property markets
in Cyprus, 2003-2006. It has been written by Stelios Platis, Stelios Orphanides and
Fiona Mullen as Associates of S. Platis Economic Research. They have made a
comprehensive analysis of the dynamics of convergence in the property markets in the
two economies, and of the only solution scenario that is available thus far: the property
regime proposed in the Annan Plan. The report is quite optimistic as to the economic
effects of implementing a property regime of this kind. Economically speaking, a
solution to the Cyprus issue would no doubt be beneficial for both communities.

PRIO’s mission in Cyprus is to contribute to an informed public debate on key
issues relevant to an eventual settlement of the Cyprus problem. We hope to achieve
this by disseminating information, providing new analyses and facilitating dialogue.
We wish to stimulate research cooperation and debates between Greek Cypriots and
Turkish Cypriots, as well as within each of the two communities, and also between them
and representatives of the international society. In order to achieve our aim, we seek
to establish joint research groups, with both Turkish Cypriot and Greek Cypriot
participants, and to develop new venues of inquiry among researchers on either side
of the communal divide. Our project on the property issue, which will soon also lead to
the publication of another PRIO Report, written by Ayla Girel and Kudret Ozersay, is
just one example of what we are trying to do.
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Trade and investments have a major role to play in peace-making. They do not
always lead to peace. Immanuel Kant’s expectation that increasing trade and mutual
dependence would lead to a perpetual peace has not yet been fulfilled. In today’s
globalized world disputes over trade in goods and services still have a potential for
generating large-scale conflicts. Yet it is my firm belief that we are moving towards a
more peaceful and unified world, where shared problems and joint challenges will
gradually assume more and more of our attention and reduce our preoccupation with
conflicts over territory and property. But this requires that conflicts over territory and
property be resolved one way or another, with the full use of human creativity and
good will. Although my country Norway is not a member of the European Union, |
venture to say that the EU has played an essential role in resolving conflict on the
European continent, and unleashing the constructive creativity needed to foster a future
of peace and regional unity. There are similar positive tendencies in some other world
regions.

So let me end by expressing my hope that Cypriots will use their creativity to
find ways of trading more and more with each other, making fruitful and environment-
friendly investments everywhere in this beautiful island, and remove all the obstacles to
the full and complete integration of a unified Cyprus in the European Union.

Thanks to all of you for your contribution to this conference. And let us do what
Mustafa Aroglu suggested on behalf of himself and his friends: Meet Again Soon.
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