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The Cyprus problem is a long pending problem which constitutes the greatest barrier obstructing 
the economic and social development of the Cypriot people as a whole. If there is a single common 
understanding of the Cyprus problem within the Greek Cypriot and the Turkish Cypriot commu-
nity, this is the firm conviction that its long unsettlement is restricting the country in a state of 
protracted temporariness.

The persistence of the Cyprus problem and of the dividing line across the country is undoubtedly 
presenting the single most important obstacle to the developmental potential of the island. This is 
why both communities share the vision for the reunification of the country and its people.

In the past decades negotiations failed to deliver an agreement on a just and viable solution of the 
Cyprus problem. A new round of negotiations is currently underway and once again the hopes of 
our people are revived.

The ongoing process of negotiation has led to the development of many initiatives. Each one of 
these initiatives, depending on its ideological characteristics, has the ambition to intervene in the 
public debate with the aim either to support the process and encourage the negotiators to make 
decisive steps forward, or attempt to discredit the process using historically flawed arguments and 
deliberately untenable demands.

The public debate, both in the Greek and Turkish Cypriot community, focuses on the difficult issues 
of security and guaranties, the necessary territorial adjustments and the properties. The resolution 
of these issues is undoubtedly of immense importance; it will determine to a great extend the via-
bility of the solution, as well as the degree of satisfaction of our people’s sense of justice. It will thus 
determine the people’s willingness to accept and work creatively towards the consolidation of the 
solution.

However, the viability of the solution will be also greatly conditional to a further bundle of issues, 
which are overshadowed by the emphasis of the public debate relating to the above difficult issues. 
These are the issues that relate to social and economic cohesion in the envisaged reunified state 
of Cyprus. Any solution will namely be judged also on its capacity to lead a growth model for fairly 
apportioning and sharing prosperity, where all social classes and groups in both the Greek and the 
Turkish Cypriot community would enjoy, in a state of prosperity and security, the products of their 
toil and labour.

The project “The future of our country matters: social actors have their say” sought to respond to this 
great challenge of social and economic cohesion, by addressing and responding to the questions: 
a) what economic growth model should we strive for in the context of reunification for shaping 
social and economic cohesion? and b) what social and economic institutional framework should 
we pursue in the context of reunification to secure that prosperity becomes a reality enjoyed by all 
communities, citizens and inhabitants in the envisaged reunified state of Cyprus.

The project addressed the first question by conducting the present study “Cyprus: what economic 
growth model in the context of reunification?” which presents for public debate a model for fairly 
apportioning and sharing prosperity.
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The particular aims of the study were to examine: 
i.   the state of the Cypriot economy in the two parts of the island, 
ii.  the identification of imbalances and structural problems that have to be resolved in a context 
      of reunification, and 
iii. the proposition of a common economic growth regime that can attract large popular 
     support in the perspective of reunification.

The study offers an economic overview of the two parts of the island and it provides an analysis 
of existing economic growth regimes and structural characteristics of the two communities’ 
economies. It examines possible gains of an integrated economy as a result of reunification of 
Cyprus and provides parameters for an equitable and sustainable economic growth regime. Given 
that economic and structural policies applied on both sides of the island follow a common 
neoliberal pattern, and since global experience shows that mainstream neoliberal policies of 
increasing inequalities become socially and economically untenable, we propose a path toward 
an equitable, sustainable, and democratically controlled export-led growth regime as a basis for a 
successful and viable reunification.

Data for Turkish Cypriot Community (TCC) economy are from the State Planning Organisation, 
while data for the Greek Cypriot Community (GCC) economy originate in the online database of 
Ameco (retrieved in August 2014) based on datasets of the Cyprus Statistical Service. Data on the 
minimum wage in northern Cyprus were collected from Turkish Cypriot trade unions. The terms 
“southern Cyprus” and “northern Cyprus”, used in the present study, refer to geographical locations 
without prejudice to the issue of status.

Finally, the project addressed the second above mentioned question by placing emphasis on 
the mobilisation of our country’s social forces. In collaboration with the bi-communal “All Cyprus 
Trade Unions Forum” (ACTUF) the action “The ALL Cyprus Trade Unions Forum in dialogue with the 
society for the future of our country” was implemented. The action constituted a structured 
and democratic dialogue process, which unfolded within the framework of seven bi-communal 
conferences. The conferences addressed issues of necessary social and economic institutional 
arrangements to be embedded in the envisaged reunified state of Cyprus so as to secure social and 
economic cohesion. Beyond the 18 member organisations of ACTUF, further 14 social organisations 
were engaged in the process enhancing the significance of the thematic memoranda unanimously 
adopted with the completion of each conference. The thematic memoranda in Greek, Turkish and 
English were published as a separate brochure. It is available in print format at the offices of the 
project’s partners or in digital format on the project’s website. 

The project’s partnership is thankful to the Financial Mechanism of the European Economic Area 
(EEA Grants) and the Republic of Cyprus for their support to the project.

Pavlos Kalosinatos
General Director of the Cyprus Labour Institute – PEO 
and co-ordinator of the project.
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During the years 1983–2012, the average rate of GDP growth was 6.5% but economic growth was 

not uniform in time. As depicted in figure 1, four stages of GDP growth can be observed: 

1. During the initial stage, 1982-1990, the fundamental characteristics of the TCC economy were 

set and fast economic growth took place. Real GDP in 1990 was 60% higher than in 1982 and it was 

achieved through labour productivity1  increases and more employment (figure 1). Average annual 

rates for productivity and employment were +3.1% and 2.9% respectively (resulting in +6% growth 

in GDP). 

1 Labour Productivity is GDP at constant prices per employed person.

 During this initial stage of take-off of the economy, many public and semi-public enterprises were 

created with Turkish aid in activities that the private sector was unable to assume. The state had 

the overall direction of the economy, created the so-called free economic zones to attract foreign 

investors, invested in infrastructure and introduced legislation concerning taxation, the labour 

market, competition and other regulations of the product markets. Still, the aim of these actions 

was to create a liberal, export-driven economy, less dependent of Turkish aid and state 

intervention. This policy was successful and real gross product increased dramatically (figure 2) 

in industry (+99%), construction (+150%), transport and communication (+111%) and financial 

services (+90%). Public services expanded by approximately 40%. The unemployment rate 

declined and in 1990 it was 50% lower than in 1982.
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Methodological note 1
Labour Productivity                         is              where   

is real GDP and employment.  The time series of 

employment has been adjusted since the origi-

nal data (State Planning Organisation) presents 

a break in 2004 when a new methodology has 

been adopted leading to big differences in the 

number of employed persons (-11.9 thousand) 

and unemployed persons (+8.3 thousand). In 

order to restore the continuity of the series we 

made the following assumptions: Firstly, the old 

methodology produced errors concerning the 

level of employment and unemployment but it 

contains correct information for the annual rate 

of change of these variables. Secondly, the rate 

of change of employment and unemployment 

in 2004 was equal to the rate of change 

between 2003 and 2002. This is a rational 

assumption since 2003 and 2004 were two 

consecutive years of the economic boom 

(2003-2007). Sensitivity analysis shows that this 

assumption is not critical.

2.  The initial stage of growth was then followed by a period of twelve years of extensive growth 

that is expansion of the existing productive system keeping roughly unchanged both technology 

and forms of labour organisation. Under these conditions labour productivity stagnated during the 

twelve years from 1991 to 2003. The stage of extensive growth (1991-2003) is depicted in figure 1. 

Real annual GDP growth during this stage of growth was 3.1%; it was achieved through the expan-

sion of employment by 38.2% and an increase in labour productivity by only 4.5% in twelve years.  

The expansion of the economy on the same technological and organisational base did not bring 

dramatic changes in the structure of the productive system, although small but not insignificant 

changes occurred: the contribution of industry and public services to GDP decreased by 3 percent-

age points while business and personal services more than doubled their weight in GDP (from 4% 

to approximately 9%) and the contribution of construction increased further (+3 percentage points 

of GDP).
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3. The stage of extensive growth has been followed by a stage of intensive growth (2004-2007) 

during which productivity increased through technological or/and organisational progress. 

The transition from extensive to intensive growth occurred as high non-residential fixed capital 

investment accelerated labour-saving technological or/and organisational change. Statistical 

evidence of the transition is presented in figures 3 and 4. As shown in figure 3 the rate of 

accumulation of non-residential fixed capital remained fairly stable from 1982 to 1996 hovering 

around the level of 0.5%. Since 1997, though, the rate of accumulation increased to the level of 

3% and then during the years 2004-2007 peaked at historically high levels (10% maximum, 5% 

average). As depicted in figure 4, high rates of non-residential fixed capital accumulation led to 

higher capital intensity (that is higher capital / labour ratio) through faster capital-labour substi-

tution, and thus higher labour productivity (figure 4). Real GDP growth rose during the stage of 

intensive growth by 50% mainly due to the steep rise in labour productivity (+37.6%) but also to 

9.5% employment growth (figure 1).
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Methodological note 2
The Rate of Fixed Capital Accumulation is the 

annual % change in Net Fixed Capital Stock.  Net 

Fixed Capital Stock, that is accumulated stock of 

fixed capital, is   

where            is gross fixed capital investment 

and rate of consumption of fixed capital. For 

we assume it is 3.33 times the GDP starting 

from the assumption that in 1982 the capital / 

output ratio was 3.33, which is a magnitude of 

the ratio usually found in countries of average 

development. In advanced economies the capi-

tal /output ratio ranges between 4 and 7 (Piket-

ty 2014, figure 5.3), it is 3 in Turkey (Sumru et al. 

2008), 2.3 in India 2.3, and 2 to 2.5 in Bulgaria 

(IMF 2010). Fixed Capital Intensity, that is capital 

/ labour ratio, is           .
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Methodological note 3
The Labour Force series has been adjusted 

using the adjusted series of employment and 

unemployment. The Unemployment Ratio 

has been adjusted using the adjusted series of 

labour force and unemployment. 

Concerning unemployment, it was believed that during the years 1982 to 2003, northern Cyprus 

was suffering shortages of labour since during this period of time employment and unemploy-

ment were estimated following a certain methodology2  showing that the unemployment rate was 

constantly less than 2% of the labour force. Since 2004 the estimation of unemployment is based 

on Household Labour Force Surveys and as a result enormous differences have been registered 

relative to the old methodology. While using the old methodology the number of unemployed in 

2003 was 1375 persons, it was 9678 persons in 2004. The corresponding jump in the unemploy-

ment rate was from 1.4% in 2003 to 10% in 2004 without any observable reason.

The Marginal Labour / Capital Ratio (figure 6) 

is                    and shows the ability of the economy 

to increase employment as fixed capital 

accumulates.

2 Until 2004 employment was
estimated according to value add-
ed and registered average unem-
ployed. For the following years 
figures are based on Household 
Labour Force Surveys. 



12

This break in the series can be fixed partly by making rational assumptions concerning changes in 

employment and unemployment between 2003 and 2004 and adjusting accordingly the data from 

1982 to 2003 under the assumption that the annual rate of change in the number of unemployed 

in the “old series” (1982-2003) recorded correctly the state of the labour market. It goes without 

doubt that if the 1982-2003 data do not contain any valuable information, fixing the break in the 

series can lead to mistaken conclusions. Assuming that the data in the old series do actually contain 

the correct information, and under rational assumptions3 we take figure 5 showing the drivers of 

unemployment. It follows from the adjusted time series of data, shown in figure 5, that unemploy-

ment was at high levels in 1982 but it was reduced approximately by 50% during the initial stage 

of take off of the economy.

3  See methodological box.
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During the stage of extensive growth and until 1999, employment and labour force were increasing 

at the same pace keeping thus the unemployment rate roughly stable at the level of 8%. It was then 

the recession of 2000-2001 that pushed unemployment much higher (12.5% of the labour force). 

During the stage of intensive growth, the unemployment rate remained at high levels (10%) as the 

main driver of growth during this period was labour productivity. The crisis of 2008-2009 pushed 

the unemployment rate back at the level of 12.5% and the subsequent recovery to the level of 10%. 

The years 2004-2012 appear thus as a period of roughly constant unemployment rate which is the 

result of opposing forces: capital-labour substitution and the recessions of 2000-2001 and 2008-

2009 on the one hand and GDP growth on the other.

Methodological note 4
The Output / Fixed Capital Ratio is      

and is a proxy for effectiveness in the use of 

fixed capital. Long term movements of the 

ratio show structural change and changes in 

Capital Productivity. Short term movements 

show changes in the capacity utilisation rate.
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It is not quite clear as to whether the ability of the economy to increase employment has decreased 

since 2004 or not. The marginal labour / capital ratio, as depicted in figure 6, decreased from 1.7 in 

the stage of take-off to 1.2 in the stage of extensive growth and to 0.5 during the years of intensive 

growth and crisis. Still, during recovery (2009-2010) the marginal labour / capital ratio increased 

to the level of 1 indicating that more demand and growth can increase significantly employment 

by reducing idle capacity. Taking the output / capital ratio as a proxy for capacity utilisation in the 

short and medium run, we find that during the crisis and even during the recovery of 2011-2012, 

capacity utilisation remained at low levels and a protracted period of demand growth would be 

able to bring back full utilisation of productive capacity and a substantial rise in employment.

The persistence of high rates of unemployment in a context of employment rising at rather high 

rates shows the importance of changes in the labour force. Firstly, It is found that even after 2003 

the labour force was growing at rates close to the corresponding growth rates of employment. This 

can be attributed, at least partly, to a rather loose but not insignificant relation between changes 

in employment and changes in the labour force (figure 8). Figure 8 shows that changes in employ-

ment are followed by changes of the same sign in the labour force. Increasing (decreasing) employ-

ment encourages (discourages) supply of labour. Rising (falling) employment is a signal of more 

(less) job opportunities and more (less) people are encouraged (discouraged) to enter the labour 

force. Therefore, a period of sustained employment growth tends to produce a corresponding rise 

in the labour force. This phenomenon of encouragement / discouragement is common to most 

of the Mediterranean countries. Another factor associated with the sustained rise of the labour 

force is population engineering in northern Cyprus based on migration. According to Trimiklini-

otis, Ioakimoglou and Pantelidis (2012) there were three waves of migration after 1974. The first 

wave occurred during the five years after the de facto partition and approached fifteen thousand 

persons per year moving from Turkey to northern Cyprus; this first wave sharply receded to about 

one thousand per year in 1980–1984. The second wave started in the mid-1980s to late 1980s and 

peaked in 1995–1999 with ten thousand persons per year. During the recession of 2000–2001 it 

receded to about three thousand persons per year. It then began to rise again, in that is described 

as the third migration wave of the 2000s and was connected to the neo-liberal policies in mainland 

Turkey, unemployment and ongoing conflict in Turkey’s southeastern and eastern regions, and 

opportunities to work in the booming construction industry of northern Cyprus (gross real product 

of the construction industry in 2006 was two times higher than in 2002). According to Mehmet 

(2007) work permit applications in 2005 were 46 thousand that is four times the corresponding 

applications of 2004.

The stage of intensive growth (2004-2007) was sustained by demand for residential construction, 

tourism and business and personal services (figure 2). It was mainly construction and tourism to a 

lesser extent that subsided since 2008, pushing the economy into recession (Oguz, 2008, Güryay 
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2011). At the origin of intensive growth (2004-2007) there was investment spending in residential 

construction  which boosted domestic demand on the one hand, and investment in non-residen-

tial fixed capital (infrastructure, machinery and transport equipment) which created conditions 

favourable to labour productivity on the other hand. The combination of these two factors is 

shown in figure 9. The construction boom was in large part triggered by speculative demand for 

real estate arising from the submission of the Annan Plan (Yorucu and Keles 2007). In its turn, the 

construction boom triggered growth in manufacturing, transport, business services and trade. 

Guven Lisaniler (2010) refers that increased labour demand arising from the boom in production 

did not lead to wage increases in the private sector; on the contrary, there was “a decrease in hourly 

wages, worsened  working conditions and widened wage gap between public and private sector”. 

These development are explained, probably, by the high unemployment rate of the 1980s (figure 

5, adjusted series for employment, labour force and unemployment).  The decline in real estate 

after 2007 produced a slump in demand and the economy in northern Cyprus entered a recession 

(2008-2009).

The recession of 2008-2009 was much deeper than in 2000-2001 and the drop in activity 

approached 10% of GDP. The corresponding fall in employment during the years 2007-2009 was 

only 0.2% (figure 10) while labour productivity declined by approximately 10% (figures 1 and 4). 

Capital accumulation (figures 3 and 9) was slowed down but remained positive (even assuming 
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faster depreciation of fixed capital), capital intensity increased further and capacity utilisation 

dropped at very low levels as indicated by the fall in the output / capital ratio (figure 7). These 

developments indicate that during the recession the adjustment of the economy to the slump of 

demand came through a decrease in activity while keeping rather intact the productive powers of 

northern Cyprus; in other words, incurred losses in terms of fixed capital and labour force seem to 

be limited. It is probably the short duration of the recession that protected enterprises from large 

losses in capital and labour.

The labour force increased by 3.5% in 2009 and as a result the unemployment rate soared to 12.5% 

(figure 5). The rise in the labour force in face of reduced job opportunities, which would normally 

discourage workers to remain active, indicates that worker households tried to keep stable their 

income by supplying more labour. 

The smooth adjustment of the economy to depressed demand, as described above, had a consid-

erable impact on the rate of return on fixed capital. This conclusion is made under the assumption 

that enough time was not given to wages to adjust under the pressure of increased unemploy-

ment. Such an assumption is necessary in order to have an estimation of profitability since data on 
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annual average compensation of labour is not available for northern Cyprus (see corresponding 

methodological note for assumptions made).

As figure 11 shows, there was a general tendency of profitability to rise, especially during the stage 

of take-off (1982-1990) and during intensive growth (2004-2007). Moreover, the level of the rate 

of return of fixed capital seems to be generally high. This conclusion is based on fragile estima-

tions of the net fixed capital stock; still, sensitivity analysis shows that the conclusion is reasonable 

and justified.  During the years of recession and recovery (2008-2012), the rate of return dropped 

to approximately half of its level of 2006 under the assumption that wages do not adjust in the 

short term. If wage adjustment took place then the decline in profitability probably returned to the 

average level of 1991-2003. In any case, the rate of return remains at high levels in international 

comparison.

Since 1982 and until 2012, the economy in northern Cyprus was growing at a long term rate of 4% 

(figure 10). The counterpart of fast GDP growth was a current account deficit fluctuating around 

an average of 4 percentage points of GDP. As depicted in figure 12, there is an inverse relation 

between GDP growth and the current account deficit as a percentage of GDP. The inverse relation 

is highlighted by the opposite movement of the two moving averages (MA-4). The current account 

deficit has been financed by Turkey permanently since 1982. In 2010, Turkey decided to drastically 

reduce funding4 and the authorities imposed austerity measures. This plunged the economy into 

further recession and the economic crisis precipitated social discontent leading to mass mobilisa-

tions.  

These incidents on the one hand, and analysis on the other, show that the economy was able to 

grow at the historically average rate of 4% only at a cost that was paid until recently by Turkey. Its 

decision to cut the funding of the twin deficit (current account and public balance) adds a new 

structural constraint to existing constraints: northern Cyprus economy can no longer grow at a 

high rate and create enough jobs to cut unemployment unless it becomes an open competitive 

economy.

4  Unilateral transfers from Turkey financed, in average over the period 1982-2012, 90% of the budget deficit.
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Methodological note 5
The Rate of Return on Fixed Capital, a measure 

of profitability, is                                                where   

                           are rate of return, GDP, net fixed 

capital stock, labour share and rate of fixed 

capital consumption. The output / capital ratio 

(         ) has been estimated as indicated in pre-

vious methodological notes. The rate of fixed 

capital consumption ( ) was assumed to be 

6%, which is a rather low value in internation-

al comparison, since the weight of residential 

fixed capital in northern Cyprus’s capital stock 

is increased. The share of labour compensation 

in GDP (labour share) was assumed to vary 

between 50% and 65% based on the observa-

tion that it is rather improbable for a country to 

have a labour share outside the range of 50%-

65%. We estimate thus an upper and a lower 

limit for profitability depending on the value of 

the labour share (50% and 65%). 
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During the 1990s, the tourism industry (which is mainly the accommodation, hotel, travel and 

restaurant industries) was the growth engine of the economy in southern Cyprus. The number 

of visitors was increasing until the year 2001, exports of services were rising, imports followed 

domestic demand, and the current account deficit was sustainable. This stage of tourism-led growth 

came into an end in the year 2001 (figure 13). In 2002 economic growth in southern Cyprus slowed 

down reflecting a long term process of exhaustion of the tourism-led growth regime that created 

the “economic miracle” of the 1990s.

There were two reasons for slowing growth in southern Cyprus during the years after 2001: 

Firstly, returns to tourism, which is the largest industry, are diminishing. Diminishing returns are a 

typical characteristic of exhaustible natural resources. High returns in the initial stage of exploita-

tion are accompanied by low returns at final stages. 

Secondly, advanced European economies constitute a technological frontier which southern Cyprus 

tends to reach by adopting technological and organisational methods already used with success in 

the leading economies in tourism, construction, finance, business services, manufacturing etc. The 

embodiment of these advanced technological methods in the fixed capital stock during the 1980s 

and the 1990s boosted productivity and growth. Growth rates exceeded by far the correspond-
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ing rates in the leading European countries that have less potential for growth since they operate 

at their technological frontier. Faster growth in the South of Cyprus produced real convergence 

that is a catch-up process leading to a narrowing of the difference between the level of per capita 

GDP in southern Cyprus and that of the leading European economies. Generally, both convergence 

and divergence are likely to occur in a country where labour productivity is lower compared with 

more advanced economies. The result of the two counteracting tendencies (to convergence or 

divergence) depends on the conditions in which they are developing. In the case of southern 

Cyprus, the tendency to convergence has prevailed and real convergence occurred due to the 

high quality of the labour force and its ability to use new technologies and organisational methods 

embodied in fixed capital investment. The convergence index, that is GDP per head of population 

in southern Cyprus as a percentage of the corresponding average in EU-15 (in Purchasing Power 

Parities), was 82% in 1997, 88% in 2004 and 92% in 2008. Still, the returns of real convergence 

were diminishing. The closer we are to the technological frontier, the slower we run towards it. 

Thus slower productivity growth results from diminishing returns on tourism and the exhaustion 

of the potential of real convergence. The slowdown in productivity produces then several effects: It 

affects real wages, private consumption and demand, and via a multiplier-accelerator mechanism 

it reduces investment and GDP growth.
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The exhaustion of tourism-led growth is portrayed in Figure 14. The number of visitors was growing 

during the 1990s and it reached its historically high level of 2.7 million people in 2001. Since then 

the number of visitors is hovering around the average value of 2.4 million and while its average 

annual rate of change before 2001 was approximately 5% it collapsed to roughly 0% during the ten 

following years. Some recovery in the number of visitors seems to be under way since 2012.

As depicted in Figure 15, GDP growth until 2008 was correlated to the growth rate in the number 

of visitors. During the crisis, the correlation has disappeared and GDP growth is determined mostly 

by changes in the financial system and the construction industry. A partial recovery of the tourism 

industry during the years 2011-2014 (figure 14) did not produce results compensating for the 

slump in construction, financial industries and manufacturing (figures 15 and 16).
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During a short period of transition (2002–2003), a shift from tourism-led growth to domestic 

demand-led growth occurred. During the five years 2004 to 2008, production was boosted 

by the rise in credit and private consumption on the one hand, and fixed capital investment in 

construction (housing and public works) on the other hand. Both consumption and residential 

construction were fuelled by low interest rates and easy borrowing following financial 

liberalisation. Thus the change of growth regime from an export-driven to a domestic demand-

driven economy was the result of financialisation and low-interest borrowing from international 

markets as southern Cyprus economy gained confidence in view of its participation in the 

Eurozone. Tourism was not anymore the engine of growth; new engines were mostly residential 

construction, banking and business services. As shown in figure 16, the construction industry 

took the lead during the transition period 2002-2003 as the only growth engine. In 2004 the 

economy entered a stage of financialisation and credit-led growth.
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During the five years of credit-led growth (2004-2008), GDP increased at an average rate of 4% 

annually. The resulting euphoria and mystification of financialisation kept out of sight the 

continuing decrease in the contribution of tourism to GDP growth. As shown in figure 17, exports 

of goods and services (mainly tourism exports) contributed less and less to GDP growth. As 

financial excitement, mystification of banking and monetary illusion prevailed in business and 

politics, the tourism industry was left on its own devices to fight against its long term decline 

(obviously without any success).
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Equally mystified was the fact that domestic demand–led growth was generating huge increases 

in imports. Since 2004 mounting current account deficits accumulated and ended up in 2008 at 

the highest level of approximately 12 percent of GDP. These developments were strong signs of 

deteriorating competitiveness but were largely ignored at the time by most economists, business-

men and policymakers. Soaring imports and sluggish exports were strong signs that the current 

account was not sustainable at the high level of income generated by the economy during the 

years of financialisation. Still, decision makers ignored that the economy had to adjust to a lower 

level of GDP at which the external trade of goods and services would be balanced (or at least sus-

tainable), or alternatively, that they should undertake an effort to improve the structural features of 

the productive system in order to enhance structural competitiveness (see next chapter for detail). 

Financialisation, credit, residential construction and high GDP growth masked the reality that 

southern Cyprus economy can’t follow a sustainable high growth path unless the tourism industry 

(or any other export oriented industry) is able to secure a sustainable current account in the long 

term.
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This is portrayed in figure 18, which shows an inverse relation between the current account deficit 

and GDP growth. As shown in the figure, during the years 1998-2001, a high growth rate of 4.5% 

was leading to a sustainable current account deficit of 3.5% of GDP as tourism exports were still 

increasing. On the contrary, the average GDP growth rate of 4% during the years of financialisation 

led to a huge current account deficit of 12% of GDP. It is thus evident that the economy cannot 

achieve high growth rates unless tourism industry and other export oriented activities become 

structurally competitive and able to compensate for imports induced by GDP growth.

Since the beginning of the crisis, the demystification of finance and credit has revealed the weak 

point of southern Cypriot economy and shows that there is an urgent task to promptly and 

effectively deal with the crisis of tourism industry which finds itself faced with cumulative negative 

effects, on the one hand, of a decline in international demand for tourism services as a result of the 

crisis, and on the other hand, of old-fashioned, inadequate structure of the industry. For this rea-

son, a priority must be put on significantly improving structural competitiveness5  in the tourism 

industry. In this frame, the economy must move away from the mass tourism model based on low 

quality services, precarious labour, and environmental hazard, toward a higher-quality services and 

ecological tourism in what we refer to as the high road to competitiveness (see for detail in next 

chapter).

  5  Non-price competitiveness.
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Summing up, all the ingredients of a structural crisis were already present in southern Cyprus 

before the banking crisis. As shown in figure 17, the contribution of domestic demand to the 

increase of GDP was rising until the beginning of the crisis in 2009 while the contribution of tourism 

was decreasing: the economy had moved from an export-led growth regime to a domestic demand 

regime creating large, unsustainable, current account deficits.

The switch from one regime to another was accompanied by a deceleration in the productivity 
of labour (figure 13). Productivity of labour was increasing during the export-led growth regime 
as capital accumulation in the tourism industry generated scale economies. On the contrary, 
productivity in residential construction was not increasing due to a rise in the ratio of unskilled-
to-skilled labour (related to immigration), lower level of education of workers compared to the 
corresponding level of education in the economy as a whole, lower capital intensity resulting from 
lack of mechanisation and the craft nature of many jobs in residential construction, and the use 
of pre-fabricated components produced by manufacturing in which the productivity gains are 

recorded. 

It was thus increasing employment and keeping labour productivity at a rather constant level 
that the construction industry expanded its output (figure 13). As a result, between 2002 and 
2008, labour productivity in the economy as a whole progressed by only 4.5% while employment 

increased by 22.0%.

The construction industry has important backward and forward linkages with manufacturing 
and services and is thus able to mobilise national resources as shown by input-output analysis 
(Bon 1988, Pietroforte, Bon and Gregori 2000, Ilhan and Yaman 2011). Therefore, the construction 
industry can assume the role of a growth engine dragging other economic activities into recovery: 
the output of services has been boosted since 2004 (following also the development of financiali-

sation) and there was a revival of the manufacturing sector (figure 14). 

During the years of credit-led growth, although it was the boom in residential capital accumulation 
that generated a general rise in the level of output, non-residential fixed capital investment picked-
up in 2006 (figure 19) and labour productivity increased for a short period of three years until the 
burst of crisis in 2009. Higher labour productivity occurred as a consequence of the rise in non-
residential fixed capital intensity6 (figure 20) itself a result of the acceleration of non-residential 
capital accumulation.

Still, the total increase in productivity of labour during the years 2006-2008 was very modest (5.6%) 

and as a result progress in potential output remained sluggish. In the face of the general and 

rapid increase in domestic demand, the economy inevitably ended up with overheating

 (figure 21), soaring imports and a huge current account deficit (figure 18).
6  Fixed Capital Intensity is the fixed capital / labour ratio. Rising fixed capital intensity is an index of mechanisation 
  and technological progress.
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Private consumption during the boom of 2004–2008 increased at high rates although the 

average real wage remained essentially constant. The contradiction was resolved through 

borrowing of workers’ households: Until 2003, demand was driven by real wage growth linked to 

labour productivity growth; with financialisation, growth relied on debt and asset price inflation. 

Fatally, at the end of this period (2009), after five years of stagnating real wages, profitability was 

high, income inequality had increase, workers’ households were highly indebted, private consump-

tion was approximately 20% higher than in 2004, residential investment and banking profitability 

were at historical highs, and the current account deficit was unsustainable. Recovery and boom of 

2004–2008, exploding profits and financial euphoria, were achieved at the cost of historically high 

current account deficit, real wage stagnation and high debt burden of worker’s households. 

In 2009, the international financial crisis prevented further overheating as the real estate bubble 

burst, construction contracted, domestic demand decreased and the economy became debt-

saturated. A smooth process of adjustment with constant real wages, slow growth and exploding 

unemployment, disruptions to credit intermediation, private sector deleveraging, decreasing 

imports and diminishing current account deficits started in 2009. The economy entered a stage 
of crisis and structural adjustment following though a path of smooth adjustment of macroeco-

nomic imbalances.

The adjustment process accelerated and deepened when the banking crisis burst in 2012-2013. 

During the first years of Greek debt crisis, southern Cyprus private banks had been investing heavily 

in Greek bonds due to wrong expectations and following bad advice from the Central Bank. 

As a result, banks became exposed to high risk and have been repeatedly downgraded by 

international markets. Finally, the two largest banks of the country (Cyprus Popular Bank and 

Bank of Cyprus) were resolved and merged, and the new Bank of Cyprus was fully recapitalised 

(Deutsche Bank 2013, Natixis 2013, J.P. Morgan 2013). A Memorandum of Understanding on 

Specific Economic Policy Conditionality has been signed between the government and the troika 

to restore the soundness of the banking sector, to impose a process of fiscal consolidation mainly 

through measures to reduce current primary expenditure, and to implement structural reforms in 

particular by reforming the wage indexation system and the labour market. 

As a consequence, the economy plunged into deep recession, and fierce structural adjustment 

begun: 

During the three first years of crisis, which were years of smooth macroeconomic adjustment 

driven mainly by market forces, GDP and employment were stagnating. As soon as the banking 

crisis started and policy-driven adjustment has been imposed by the government and the troika, 

GDP and employment plummeted (GDP by 12.2% and employment by 13.2% in 2014 versus 2011) 

(Figures 22 and 13).
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The smoothness of macroeconomic adjustment during the years 2009-2011 is visible in several 

figures: Except stagnant GDP and employment, the value added of services and industry (excluding 

construction) did not decrease (figure 16), non-fixed capital accumulation rate remained 

positive (figure 19), non-residential fixed capital intensity increased showing that the adjustment 

was taking place without much destruction of fixed capital although operating at lower 

capacity utilisation rates (figure 20), labour productivity remained broadly unchanged showing 

that the decline in demand was distributed between existing firms (figures 20 and 13), and the 

current account deficit decreased from 12% to 7% of GDP. 

The fierce macroeconomic adjustment that followed the banking crisis plunged the economy in 

deep recession: Except GDP and employment that decrease promptly (figures 22 and 13), the value 

added of all sectors of activity is plummeting (figure 16), the contribution of domestic demand 

to the increase of GDP is negative (figure 17), the current account deficit vanished (figure 18), 

disinvestment (figure 23) leads to a contraction not only in residential but also in non-residential 

fixed capital stock (figure 19), the capital / employment ratio starts falling as capital is destroyed 

(figure 20), and actual GDP is now around 7 percentage points of GDP lower than potential output 

(figure 21).
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Surging unemployment is reaching now 20% of the labour force after decades of full employment 

(figure 24). During the stage of tourism-led growth and the credit-led boom of 2004-2008 the un-

employment rate remained roughly stable at the level of 4%. It was the slowdown of 2009-2011 

that pushed unemployment higher, around 7.5% of the labour force. Deepening crisis in 2012-2014 

pushed the unemployment rate to new historical highs, around 20%. 

The rise in unemployment during the years of smooth adjustment (2009-2011) was not the result of 

falling employment since the rate of change in the number of employed persons was roughly zero 

(figures 22 and 24). It was due to changes in the labour force, which kept rising during the crisis. 
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The persistence of high rates of unemployment in a context of stagnant employment shows the 

importance of changes in the labour force. Before the crisis, the labour force was growing at rates 

close to the corresponding growth rates of employment thus keeping the rate of unemployment 

around 4% (figure 24). Just like in the case of northern Cyprus and other Mediterranean regions, 

this can be attributed, at least partly, to a significant relation between changes in employment and 

changes in the labour force. Figure 25 shows that changes in employment were followed by chang-

es of the same sign in the labour force following a correlation line AA’. As already explained in the 

chapter on northern Cyprus, increasing (decreasing) employment encourages (discourages) supply 

of labour. Rising (falling) employment is a signal of more (less) job opportunities and more (less) 

people are encouraged (discouraged) to enter the labour force. Therefore, a period of sustained 

employment growth (decline) tends to produce a corresponding rise (fall) in the labour force.

It was though during the crisis that the correlation between employment and labour force changed 

and two consecutive shifts in line AA’ occurred. During the years 2009-2011 the correlation line 
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shifted upwards to BB’ and in the second phase of crisis (2012-2014) it shifted even more to ΓΓ’. 

These upward shifts show that during the crisis there is persistence of increased labour supply 

albeit meagre employment opportunities. In other words, workers remain in the labour market 

searching for employment, even in the face of reduced opportunities. The reason for this behav-

iour, is stagnating real wages (as in 2009-2011) or falling real wages (as in 2012-2014). As depicted 

in figure 26, the average real wage was increasing roughly in line with labour productivity until 

2010. It was roughly stable during 2009-2011 but since then real earnings have been disconnected 

from labour productivity and have been reduced by 12.5% during the three years 2012-2014. In 

face of the stagnating or falling purchasing power of their wages, the unemployed remained active 

in the labour market, in search of a job, even in conditions of extreme discouragement. Further-

more, those in employment supply more hours of work in order to compensate for lower hourly 

earnings with more hours of work.
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Thus the crisis acts on both sides of the labour market (supply and demand): it creates the 

conditions for increased labour supply on the one hand, and decreased employment on the other, 

leading to soaring unemployment rate. 

The cause of real wage decline is high unemployment, which undermines the bargaining power of 

workers and their unions, so the decline in the purchasing power of the average wage is an imme-

diate outcome of the crisis. We observe an inverse relation between real wage and unemployment 

rate that is portrayed in figure 27: The average real wage was following labour productivity until 

2010 as long as the rate of unemployment was kept under the level of 6%. In 2011, the rate of un-

employment reached 7.5% and then soared to 19.2% in 2014 undermining the bargaining power 

of workers to such an extent that the average real wage collapsed to the level of 1998 in three years 

(2011-2014). 
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Since real wages do not follow labour productivity anymore and their decline reaches historical 

highs never seen before in peace time in developed countries (except for Greece during the period 

of structural adjustment 2010-2014), the share of labour in GDP declines dramatically (figure 28) 

and the share of profit rises correspondingly (see Methodological Box 6 for definitions). The abrupt 

decline in the labour share and the symmetrical surge in the profit rate compensate for the fall in 

the output / capital ratio during the crisis due to a fall in capacity utilisation rate.

Thus, what is lost because of low demand and production is gained by increasing profit margins. In 

simple words, during the crisis, what is lost for capital in terms of sales is gained in terms of profit 

per of unit of product; firms sell less units of product but each unit of product contains more profit. 

As a result, the Rate of Return, a measure of profitability, declined only slightly during the crisis and 

it seems that it is still hovering around its historical average (figure 29).
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Methodological note 6
The Labour Share that is the share of GDP 

allocated to labour income, is              where    

          are wage, employment, GDP price and 

GDP. The Labour Share is the measure of prima-

ry distribution of income, before tax and public 

transfers.

 

The Share of Profits that is the share of GDP 

allocated to income of capital, is             .

The Rate of Return on Fixed Capital, a measure 

of profitability, is                                   where   

                          are rate of return, GDP, net fixed cap-

ital stock, labour share and rate of fixed capital 

consumption. Put in words, the Rate of Return 

depends on the profit share on the one hand, 

and on the Output / Capital Ratio on the other.

The Output / Fixed Capital Ratio is              and 

is a proxy for effectiveness in the use of fixed 

capital. Long term movements of the ratio 

show structural change, technological progress 

and changes in Capital Productivity. Short term 

movements show changes in the capacity 

utilisation rate.
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The discussion on reunification until now has been confined in narrow limits setting aside several 
important aspects of macroeconomic and structural policy. 

The gains of reunification from the point of view of business 
opportunities, GDP growth, fixed capital investment and settle-
ment costs, have already been described and analysed in a rather 
extensive way7. 

Still, this is not enough and the debate on reunification must include the description of a common 
growth regime for Cyprus in north and south. This growth regime should properly refer to 
income distribution between workers and firms, pensions, health expenditure and social transfers 
from the state to worker households, economic policy priorities (full employment, price stability 
etc.), structural and industrial policy (product market reform, determination and enhancement of 
engines of growth etc.), the institutional framework of the labour market (bargaining, minimum 
wage, unemployment benefits etc.), the ways to achieve higher competitiveness (price or structur-
al competitiveness), and other social aspects as central aspects of the growth regime. 

Furthermore, omitting these aspects from the discussion on reunification tends to form a business 
oriented project representing only the particular interests of business and associated professionals 
and not the general interest; it is thus a project that cannot attract large popular support and 
become a politically hegemonic strategy. 

Reunification could create the conditions for fast and sustainable growth in both constituent states 

but the idea that GDP growth automatically creates wealth and income for everyone is a fallacy. 

Income distribution does not depend on reunification but on balance of power and policy. 

Therefore, it is high time now, for trade unions and workers, to introduce the missing aspects of 
macroeconomic and social policy in the discussion on reunification since neoliberal austerity 

policies and social re-engineering in both south and north tend actually to recast economy 

and society in order to establish a new economic paradigm, namely an economic paradigm of 

neoliberalism and market fundamentalism. 

Based on analysis presented in chapters 1 and 2, we propose in this paper a discussion of some 

missing macroeconomic, structural and social aspects as components of a strategy for shared 
prosperity in which the satisfaction of essential worker interests is a condition sine qua non for 

the promotion of the general interest and therefore can be taken as a basis for a social and political 

alliance for an equitable and sustainable economic growth regime in both south and north.
7  We will not reproduce here the undeniably long list of business opportunities of a Cyprus settlement as the 

compilation of these opportunities has already been done by Mullen, Apostolides and Besim (2014), Antoniadou 
Kyriacou, Oguz and Mullen (2008), Mullen, Oguz, Antoniadou Kyriacou (2009), Noe and Watson (2005), Eichengreen, 
Faini, von Hagen and Wyplosz (2004), Vassiliou (2003), Ministry of Finance of the Republic of Cyprus (2003). Nor we 
will reproduce propositions on structural reform, since dominated by the neoliberal mantra of labour market flexibil-
ity and public sector hypertrophy they contain very little analytical value added (the 2006 report by World Bank on 
northern Cyprus is an outstanding example).

Important aspects
of macro policy

are missing from
the discussion on

reunification.
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High GDP growth rates are essential to a strategy for shared prosperity and equitable growth 

because low growth tends to increase income inequality. As explained by Piketty (2014), stagnating 

GDP leads to a rise in the capital / output ratio with the consequence of reducing profitability, 

investment and employment. With rising unemployment, the workers are not able to resist real 

wage cuts and profit share increases. Profitability is thus restored at the expense of the income 

of labour (Goodwin 1982). In other words, in times of slow GDP growth the same rate of profit is 

obtained with lower labour income share (that is higher profit share) in order to compensate 

for lower output / capital ratio. As shown in figures 28 and 29, and explained in chapter 2 this is 

currently the case for southern Cyprus.

Therefore, high growth rates are essential to a strategy 
aiming at shared prosperity, low income inequalities, full 

employment, and a social state offering to its citizens high 

quality public services.

Furthermore, in a context of reunification, north and south 
should adopt the same growth regime, a common strate-
gy for shared prosperity, in order to avoid antagonistic relations between the two communities. If 

for example in one region domestic demand expands while in the other austerity prevails, the latter 

is applying a “beggar thy neighbour” policy, which is a policy increasing exports of one country or 

region while reducing reliance on imports, at the expense of its trading partner. This can be achieved 

by currency devaluation, which will make exports to other regions cheaper, but also by austerity 

reducing domestic demand and imports while exports can benefit from the expansion of markets 

in the “neighbour” country. This kind of policy can lead to a “race to the bottom” antagonism, 

austerity, recession and unemployment, easily invested by nationalist sentiment. It is therefore 

necessary to avoid antagonistic relations between the two communities by adopting a common 

growth model of shared prosperity.

The Annan plan (Lordos 2009) introduced the idea of a bi-communal advisory council dealing with 

macroeconomic policy but having no authorisation to take binding decisions. The adoption of a 

common growth model would require much more than such an advisory council: competences 

and functions of the federal ministry of finance should be defined and strengthened in a way to 

ensure that the ministry implements a common growth strategy, that policies applied at the level 

of the two constituent states are not mutually inconsistent, and that they do not result in the 

development of antagonistic relations between north and south. Obviously, under exceptional 

circumstances, the constituent states should be endowed with the power to impose temporary 

deviations from the common growth strategy.

Why do we need  a high 
growth model common in 

north and south?
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The economy of the Turkish Cypriot Community (TCC), in the north, is smaller and more narrowly 

based than the Greek Cypriot Community (GCC) economy in the southern part of the island. 

Growth has been achieved until now under several structural constraints: relative isolation from 

international markets, a small domestic market and an unrecognised political regime. These 

constraints lead to scale diseconomies and a particular structure of the economy (Guncavdi and 

Kucukcifci 2008) operating only at the cost of a current account deficit constantly financed by 

Turkey under monetary union conditions8. The TCC economy is thus integrated in the national 

economic space of Turkey; it is relatively isolated from international markets as if its natural borders 

and geographical position were similar to those of a rather remote region of the Turkish mainland. 

The resulting link to the Turkish economy is strong: banks are closely related to turkish banks9  and 

monetary policy, Turkish low-wage labour affects the state of the labour market, northern Cyprus 

economy is vulnerable to currency shocks from Turkey, and Turkish inflation is imported. Exports 

are very low and Turkey is practically the unique export market for TC goods and services.

Obviously, the isolation of TC economy from international markets, international recognition of 

political status and smallness of domestic market are constraints that would be lifted in a context 

of reunification. Still, low competitiveness (Turkish Cypriot Chamber of Commerce 2014) and poor 

export performance of the TC economy would keep inducing a large current account deficit. It is 

thus an imperative to increase export performance alongside openness to international markets 

(assuming that financing of the twin deficit by Turkey will come to an end). Increased contribution 

of exports in GDP growth will be essential to the internationalisation of the TC economy in the 

context of reunification. To be more precise, export performance and competitiveness define limits 

to growth: in the long term, under conditions defined in a more detailed way below, a country’s 

current account equilibrium growth rate equals the rate of growth of export volume divided by 

the income elasticity of demand for imports (McCombie and Thirlwall 1994), which means that 

northern Cyprus cannot grow faster than GDP growth rate consistent with current account 

balance (unless Turkey can finance endlessly TC deficits). There is a limit to the external deficit to 

GDP ratio, beyond which financial markets lose confidence and countries are unable to borrow 

(Milios, Sotiropoulos and Lapatsioras 2013). Persistent net capital inflow in northern Cyprus should 

reflect improvement in competitiveness and export performance. An injection of massive transfer 

of public capital would increase domestic demand and upward pressures on the real exchange 

rate would be the immediate outcome impeding exports and investment in export activities and 

development of the tradables sector. These are the reasons why export orientation and increased 

export performance are the central piece in the TC economic puzzle.

8  Northern Cyprus relies on the Turkish Lira (TL), the central bank has no authority to issue money and the twin deficit  
  (public and current account) is financed by Turkey.

9  When Turkey following IMF instructions tightened its monetary policy in December 1999, banks in northern Cyprus 
   had been affected and the weakest among them collapsed.
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As shown in chapter 2, current account deficit is central also for the economy in the south. 

Southern Cyprus economy can’t follow a sustainable high growth path unless the tourism industry 

(or any other export oriented industry) is able to secure a 

sustainable current account in the long term. Since 2004 

mounting current account deficits accumulat-

ed and ended up in 2008 at the highest level of ap-

proximately 12 percent of GDP as a result of high 

increases in domestic demand. Deteriorating 

competitiveness, soaring imports and sluggish exports 

were showing that the current account was not sustainable at the high level of income generated 

by domestic demand increases; finally adjustment was achieved by lowering GDP at a level con-

sistent with current account balance. Therefore, structural policy enhancing structural compet-
itiveness (often referred to as non-price competitiveness) and export performance has to be, 
also in the south, the central piece of the economic growth regime to come. 

The analysis in chapters 1 and 2 shows that the Cypriot economy in the 2010s was able to grow 

at historically high growth rates only at the cost of external deficit that was financed in the north 

by Turkey and in the south by debt. Cyprus economy can no longer grow at a high rate and create 

enough jobs to cut unemployment unless it becomes an open competitive economy. In a more 

detailed way, the rate at which the Cypriot economy grows is subject to an external constraint 

stemming from the country’s obligation to maintain its current account well-balanced in the long 

run.

In an ideal situation, the economy of Cyprus would produce enough to keep unemployment at low 

levels and the flow of goods and services created at this production level would ensure balance in 

the current account10. In such an ideal situation the economy is characterised by high structural 
competitiveness. If the current account presents a large deficit as the economy grows at full 

capacity (thus at low unemployment rates), then correction will come either by adjusting wages 

and prices or by adjusting the level of domestic production at lower levels. In the latter case, 

growth should slow down to bring GDP at a low level where balance in external trade is achieved. 

Under these circumstances, the TCC and the GCC, will face the same or similar macroeconomic and 

structural policy imposed now by the Troika to southern Cyprus and known under the name of 

internal devaluation.

Since both south and north must engage to the establishment of a common export-led economic 

growth regime, then question arises in what way competitiveness can be enhanced and how the 

proposed economic growth regime can attract large popular support.

What common ground for 
a common economic 

growth regime?

10  When capital flows are considered, the growth rate must be consistent with its overall balance of payments (Thirlwall 
    and Hussain 1982).
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Small island economies cannot pursue import substitution 

policies because of the small size of their domestic market. 

Exports only can remove constraints on scale economies (Ales-

ina and Spolaore 1997) and boost GDP growth (Streeten 

1993). Therefore competitiveness in the case of small island 

economies refers mainly to exports. Competitiveness advantages 

revealed by international trade, in the case of Cyprus are concentrated obviously in the accommo-

dation industry, restaurants and other activities aggregated into the tourism industry, education 

and health, and some manufacturing and agriculture activities. It is thus to these tradables sectors 

that applies the question how to boost export performance.

As the southern Europe experience has already shown (Greece, Spain, Portugal, southern Cyprus), 

an adjustment of a large current account deficit through internal devaluation leads always to a 

painful recession, dramatic loss of labour income, mounting unemployment, deconstruction of the 

social state, loss of productive capacity and destruction of skills.

Therefore, a policy for the improvement of structural competitiveness (or non-price 

competitiveness) in Cyprus, south and north, and the enhancement of export performance 

(Shoham 1998) is urgently needed in order to shield the economy from further painful 
adjustment through internal devaluation. The question is how the economy can improve its 

structural competitiveness. 

From a macroeconomic point of view, structural competitiveness appears as the unemployment 

rate that is necessary to achieve a balanced or sustainable current account deficit under conditions 

of constant price competitiveness11 and profit margins12. A large number of social, technological, 

historical and political factors contribute to the structural competitiveness of a country or a 

region, such as the level of technology used, the size of production units, the educational level of 

the labour force, the rate of replacement and modernisation of mechanical equipment, the rate 

of capital - labour substitution, the number and type of products in which there is a competitive 

advantage, the country’s historical relations with the international and domestic economy, access 

to markets, important commercial transactions with growing or/and big markets, industrial 

relations, work organisation at the firm level, the institutional framework of  work relations, product 

quality and fame, etc. A policy for the improvement of structural competitiveness and export 

performance induces changes in the above factors in order to produce new and higher-quality 

goods and services, to align domestic supply to the changes in international demand and 

How to boost export 
performance?

11  Alternatively, constant real effective exchange rate.

12  Alternatively, constant income distribution.
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consumer tastes in export markets. In other words, a policy for the improvement of structural 

competitiveness aims at increasing the income elasticity of demand for exports. If structural 

competitiveness of a country (or region) is improved, then a lower unemployment rate is necessary 

to achieve a balanced or sustainable current account deficit under conditions of constant price 

competitiveness and income distribution.

A policy for the improvement of structural competitiveness and ex-

port performance is thus a policy aiming at raising the productive 

powers of a country or a region at a level consistent with full employ-

ment, price stability, balanced current account and high living stand-

ards. This kind of policy is urgently needed in Cyprus in order to shield 

the economy from further painful adjustment through internal deval-

uation or any other kind of neoliberal social re-engineering policy downgrading the work and lives 

of workers.

There is a low road to competitiveness that is internal devaluation, a policy aimed at reducing 

prices through painful recession, mounting unemployment, huge inequalities, dramatic reduction 

of wages, pensions and unit labour costs, and there is a high road to competitiveness, which is 

the restructuring of the productive system in order to produce new and higher-quality products, 

to adapt domestic supply to changing international demand, to meet new tastes of consumers in 

export markets etc. An improvement of structural competitiveness is possible only if the 
abundant and high quality labour force of Cyprus is valorised, which implies constant income 

shares of labour and profit (that is real wages progressing with productivity increases), reduced 

income inequalities, and good quality social services (health, education etc.).

That would require a U-turn in the labour force management paradigm that prevailed during past 

decades. In southern Cyprus, during the 2000s and even before, since 1990, a change of immigra-

tion policy occurred and opened up the gates to migrants, as a result of rapid economic growth 

emanating largely from the expanding tourism industry. Ever since the immigrant population has 

become an important component of the labour force in southern Cyprus.

Numerous studies illustrate the positive contribution of migrant workers to the economy. Also, 

a number of studies have shown that there is no relation between the presence of third-country 

migrant workers and unemployment (for Cyprus see Pashardes, et. al., 2002). Nevertheless, during 

the 2000s, migrant workers in the accommodation industry and in the construction sector have 

been used as a labour reserve army; they have been exploited as cheap docile labour to undermine 

unions and the system of collective agreements. The result was the deregulation of labour relations 

and the gradual abolition of collective agreements, the failure to implement laws and regulations 

Beyond the labour 
reserve army 

strategy.
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and the creation of two or three segments of workers in the accommodation industry (Ioannou 

2012). During the stage of frenetic financialisation, residential construction and credit-led growth 

(2004-2008), segmentation of the labour force and partial deconstruction of the system of collec-

tive agreements, combined with a significant rise in the unemployment rate, resulted in stagnating 

real wages (figures 26,27 and 28) and a fall in the labour share from 60% to 53% of GDP.

We find the same strategy of labour reserve army in northern Cyprus applied in a rather continuous 

way through Turkey’s demographic engineering. The migration issue in the northern part of 

the country is directly connected to super-exploitation of irregular and precarious workers in a 

very loosely regulated capitalism. There were three waves of post-1974 migration to the north, 

which reflected the political and socioeconomic reality in the northern part of Cyprus and Turkey 

(Kurtulus and Purkis 2012, Hatay 2008, 2007).This is often described as a colonial population policy 

on the part of Turkey but it seems more to a successful modern biopolitical strategy. Even during 

the stage of intensive growth (2004-2007) that was sustained by demand for residential construc-

tion, tourism and business and personal services (figure 2), high growth rates were accompanied 

by persistently high unemployment rates and very low female participation rate (Lisaniler 2010), 

which are strong indications that the TC economy was in a state of excess supply of labour. The 

presence of abundant labour reserves undermined the bargaining power of workers; hence, 

wages remained close or at the lowest level of wages as defined by the statutory minimum wage. 

The presence of abundant labour reserves and the sustained rise of the labour force is associated to 

population engineering in northern Cyprus based on migration: migration reached a peak of 20000 

persons annually in 2006.

It is high time now to abandon the strategy of labour reserve armies and boost export performance 

by means of improving structural competitiveness based on the abundant high quality labour force 

of Cyprus.

High GDP growth, increased export performance, a strategy for improved structural competi-

tiveness, and valorisation of labour force, hang together as components of an export-led shared 

prosperity growth regime.

Focusing on the export of goods and (mainly) services in which competitive advantages are 

revealed, a reunified Cyprus should raise international competitiveness in order to overcome the 

problem of small domestic market and scale diseconomies. There are two options: a low road to 

competitiveness based on mass tourism and a high road to competitiveness based on modern, 

sustainable, ecological and thematic tourism. 
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The cheap-labour mass-tourism low-road to competitive-

ness strategy adopted by GC tourism industry in the 2000s as a 

response to diminishing returns, exhaustion of natural 

resources, environmental downgrading, strong currency, fierce 

competition from low-cost Mediterranean countries, has now 

reached its limits in southern Cyprus (and the north should not 

follow the same path of development than the south).

Therefore, it is time now to take the high-road to competitiveness: sustainable tourism and 

ecotourism, high quality tourism services, diversified products, environment friendly installations 

and sustainable natural resource exploitation, extension of high season, fragmentation of holidays 

in more and shorter periods, partial shift of focus from the sea to the mainland and other modern 

tourism practices offer new opportunities to the industry of tourism. To grasp these opportunities a 

strategy of structural change has to be defined. The improvement of structural competitiveness 
requires policies for changes in the mix of tourism products offered by the country so that tourism 

services are produced with higher income elasticities of demand (which means that a 1% increase 

in world demand for tourism services would induce a steep rise in the volume of Cyprus exports). 

For example, geographic re-orientation of exports can increase the share of world demand for 

tourism services that is addressed to Cyprus tourism producers. Improved product quality and 

differentiation would also raise income elasticity of demand. A large array of policies can induce 

similar results. The northern part of the island could be the place par excellence for the 

development of new tourism activities of sustainable tourism and ecotourism.

By improving structural competitiveness, reunified Cyprus can obtain an advantage in the produc-

tion of tourism services with a high income elasticity of demand and boost thus exports and 

GDP. 

Demand for tourism services addressed to Cyprus depends on relative prices, world demand 

for tourism services, income elasticity of demand for exports, and price elasticity of exports. An 

increase of income elasticity thanks to the alignment to major trends in tourism demand and 

the development of sustainable tourism and ecotourism (in other words to improved structural 

competitiveness) will boost exports, and Cyprus will obtain a competitive advantage in 
higher quality, sustainable tourism. Furthermore, exports of high quality tourism services, 

offered to higher income clientele are less sensitive to price changes, which means that a 1% 

increase in relative prices will result only in a small decrease in demand for Cyprus. Cypriot tourism 

industry obtaining higher prices for quality products will be able and willing to pay higher wages 

for higher quality of work. Higher real wages would form the basis for the motivation of qualified 

labour in the effort to improve structural competitiveness. 

Sketching out a shared 
prosperity export-led 

growth regime for 
reunified Cyprus.
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The boost of exports would cause GDP to rise to a higher level at which labour productivity would 

be higher for a number of reasons: initial investment in fixed capital investment, autonomous 

disembodied technical progress, capital / labour substitution, economies of scale, learning by 

doing, accelerator effect for fixed capital investment inducing successive waves of investment. In a 

shared prosperity growth model, increases in labour productivity should translate into higher real 

wages. A shared prosperity rule should be adopted by firms and workers (and their correspond-

ing unions and organisations) according to which the primary distribution of income between 

firms and workers would remain constant. In other words, the average real wage should grow at 

the rate of labour productivity (which means the labour share in GDP would remain constant). Thus, 

annual percent increases in productivity accompanying improvements in structural competitive-

ness would translate into annual real wage increases of the same magnitude. Further arrangements 

could be made; for example, the initial value of the labour share (and its corresponding profit share) 

could be equal to the corresponding figure in the EU-15 or other group of countries and revised 

after a fixed number of years. 

Higher real wages would then interact with labour productivity in several ways (Storm and 

Naastepad 2013, Vergeer and Kleinknecht 2007, Hein and Tarassow 2010): 

• firms react by investing in more capital intensive methods accelerating capital / labour’s

  ubstitution and thus labour productivity (Layard, Nickell and Jackman 1991), 

• workers’ enhanced motivation leads to improved contribution of workers to the production   

  process (this case in often referred to as the efficiency wage theory (Peach and Stanley 2009, 

   Akerlof and Yellen 1986, 1990, Akerlof 1982),

• higher real wages increase domestic demand, GDP, investment via the accelerator, and thus 

  labour productivity (Setterfield and Cornwall 2002, Naastepad and Storm 2010).  

As a result, a virtuous cycle would be established generating successive increases of labour produc-

tivity and real wages while the income shares of labour and profit would remain unchanged.

The growth regime should also include a current account balance rule for reasons already 

explained. The simplified shared prosperity export-led growth regime we describe here, is sketched 

out in figure 30. Under the assumption that in the long term the real effective exchange rate will 

remain constant, it can be shown that real GDP will settle at a level depending on income elasticity 

of demand for exports, the income elasticity of demand for imports, and international demand for 

tourism services. Therefore, any progress in increasing the income elasticity of demand for exports 

and decreasing the income elasticity of demand for imports will translate into higher equilibrium 

level of income, higher productivity and higher purchasing power of wages.
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We think that this sketch of a Shared Prosperity Export-Led Growth Regime offers the basis for a 

renewed discussion on the gains of reunification including important macroeconomic aspects that 

have been set aside until now. Even in its present simplified form, the growth model shows that the 

discussion on reunification should from now on consider at least wages and income distribution as 

essential components of Cyprus settlement.

Furthermore, the questions involved in the construction of the growth model, are not socially 

and politically neutral, in the sense that reunification can be achieved under the hegemony of 

neoliberal social and political forces or under the hegemony of an alliance for equitable and 

sustainable growth, in north and south. At the current historical moment, two different strategies 

for economic and social development in the context of Cyprus settlement exist. These strategies 

are antagonistic to each other and the strategy that attracts large popular support will prevail; it 

will be the hegemonic strategy. The first strategy is AKP’s neoliberal islamic populism which covers 

all aspects of a growth regime after being tested successfully as a hegemonic project in Turkey 

(Bozkurt 2013a, 2013b, Moudouros 2013). The second strategy is a strategy presenting private 

capital interests as the general interest: the gains of reunification in terms of business 

opportunities and GDP growth are compiled and proposed ignoring several macroeconomic 

aspects that we highlighted in our report. These omissions are probably strong signals of an un-

derlying ideological prejudice that considers prosperity of business as a necessary and sufficient 

condition for general prosperity. This business oriented project represents only the particular 

interests of business and associated professionals and not the general interest. It is thus a project 

that cannot attract large popular support and become a politically hegemonic strategy unless it 

includes the macroeconomic and structural aspects we highlighted in this report.

We presented the growth regime in a concise form. In its developed form it should properly 

refer not only to income distribution between workers and firms, but also in pensions, health 

expenditure and social transfers from the state to worker households, economic policy priorities 

(full employment, price stability etc.), product market reform, the institutional framework of the 

labour market (bargaining, minimum wage, unemployment benefits etc.), and other social aspects. 

The full development of the model would require a separate, detailed study.
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