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Cyprus is currently going through some of the most critical times in its history. The result of the Eurogroup on 

the 15th of March was a very bad decision, for both Cyprus and Europe. In Cyprus, the decision violates the 

state deposit guarantee of up to €100,000 and at the same time jeopardizes the whole financial services 

sector, the only sector which experienced growth in recent years. In Europe, the realization that deposit haircut 

is now a policy tool likely to be used by governments poses a destabilization risk for the banking systems of 

other countries. The international reaction against this decision has been roaring. 

Why did Europe take a decision so evidently punitive for one of its member states, which at the same time is 

destabilizing for the entire system? The most probable explanation is that a powerful group of other member 

states - with Germany as its leader – considered this a good time to bring to an end the role of Cyprus as an 

international financial centre, while at the same time teach Russians, Cyprus’ financial system’s most important 

clients, a lesson. Germany and other countries always viewed with aversion the low tax rate and the Russian 

activity on the island and all of the sudden they were presented with an opportunity to rectify the situation. 

Irrespective of what one believes about Eurogroup’s decision, it is important to understand why Cyprus came 

to be in this dire situation in the first place. Around 1990, Cyprus set as its strategic objective to become an 

international financial centre. Using as its main attraction an extremely low corporate tax rate (4.25%), Cyprus 

was able, in a relatively brief time period, to establish a substantial sector of international business. The entry 

of Cyprus into the European Union, gave it an even greater boost (despite the fact that the tax rate was 

increased to 10%). Huge capital flows were routed through Cyprus, leading to a consequent increase of its 

banking sector and its liquidity. 

This liquidity had to be channeled somehow. Banks expanded abroad and gave out loans freely, the only safety 

required being some kind of real estate collateral. The provision of ample liquidity led to continued increases in 

the prices of real estate, while intense competition for deposits drove interest rates higher and higher. 

Everybody were happy: the banks enjoyed substantial profits, businessmen in real estate kept building, 

consumers and enterprises had easy access to credit and the state benefited from increased tax revenues. 

The party ended with the eruption of the crisis in 2008. The fall in real estate prices reduced the value of the 

collateral the banks held. Investments in Greek government bonds proved disastrous, while the severe Greek 

economic crisis had a substantial impact on the loans portfolio of Cypriot banks in Greece. The banks need vast 

amounts of funds for their recapitalization, funds which the Cypriot state does not have. The recourse to a 
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support package with economic conditionality is the only available solution. The adjustment will be painful. 

Cyprus has every right to feel disappointed - even angry – for its treatment in last week’s Eurogroup. At the 

same time however, Cyprus has to acknowledge that its situation is mostly the result of its own mistakes. The 

financial sector has already been hit by the recent events and the banks are under tremendous pressure. As it 

gradually overcomes the crisis, Cyprus needs to reexamine its growth model. Cyprus has the ability to 

gradually regain its lost credibility, even to become a financial services centre again, which however will 

operate with a much stricter regulatory framework that will help Cyprus avoid past mistakes. At the same time, 

Cyprus will need to develop other economic sectors, so that it is not dependent on one sector or one foreign 

country. The discovery of hydrocarbon deposits offers a hopeful perspective, which however needs to be 

managed properly, in order to deliver the expected outcome. The challenges are many. We have a magnificent 

opportunity to rise to the occasion. 
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