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1 Summary

Peru's economy will grow by 2.2% this year and rebo  und to 3.9 in 2018, dependent on spending to rebuil  d and
refurbish the areas of the country affected by floo ding, and faster progress in infrastructure constru ction . We
estimate that GDP will grow in 2017, but at the slowest rate since the 2009 international financial crisis, against a
backdrop in which the "El Nifio Costero" weather effect caused havoc in several parts of the country (flooding), and
infrastructure construction has not managed to fill the gap left by falling copper production as the driver of activity.

The growth forecast for this year is consistent with a second half in which weather conditions will be muc h
more normal and work will start to repair some of t he infrastructure damaged by the El Nifio Costero . Against
this backdrop, we expect domestic demand to perform more strongly than in th e first half of 2017 . Public
expenditure will tend to normalise following the fiscal adjustment at the end of last year. Part of this will be used for
repair work in the north of the country. Spending by households and companies will also see a certain improvement,
but this will be limited. This stronger performance by domestic demand in the second half of 2017 will be offset by
slower progress on export volumes, particularly for mining products. We therefore expect GDP to grow at rates similar
to those seen in the first half of the year (between 2.0% and 2.5%). Looking further ahead, when reconstruction
work begins in 2018, and depending on work on the | argest infrastructure projects - Line 2 of the Lima Metro
and the 2019 Pan-American Games - economic activity  will pick up to around 3.9% . On the expenditure side, the
public sector will once again lead growth, whilst demand from households and companies will continue to recover. By
sectors, Construction and Non-primary Manufacturing will return to growth after several years, whilst Trade and
Services will be weaker: all of this will foster job creation.

As the forecasts for economic growth in our baseline scena rio are strongly dependent on the fiscal stimulus
from reconstruction spending for infrastructure dam aged by the EI Nifio Costero , it is important to mention how
we believe that this spending will crystallise. We take a positive view of the mechanism (the Autho rity for
Reconstruction with Changes, or ARCC) for planning and implementing this spending : (i) a new agency has
been created that is specifically charged with, and focused on, designing the reconstruction plan; (ii) this agency is
headed by an executive chairman with ministerial rank; (iii) ARCC's governance is simple, with a Directorate that
comprises four line ministers, in addition to the executive chairman; (iv) the structure for allocating the recovery funds
is clearly defined; and (v) contracting procedures have been simplified (“fast track” mechanisms). Some of the
features of the design of the ARCC are similar to those of other bodies set up in response to natural disasters, such as
the successful experiences in Mexico (1985) and Colombia (1999). Whilst there will of course be risks in implementing
the expenditure, the agency has political support, an appropriate structure and the funds to carry out its mission -
largely from fiscal savings. This suggests that the reconstruction expenditure will ultimately take place.

Turning to local financial markets, these have performed positively so far this year, despite political noise and some
deterioration of fiscal robustness. This has given rise to a context in which international prices for the metals exported
by Peru - such as gold and copper - have remained high. In addition, the gradual pace of monetary adjustment in
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more developed economies has continued to inspire a strong appetite for Peruvian financial assets among
investors . Risk premiums have been compressed.  The local currency has appreciated by around 4% so far
this year . However, our projection is that it will continue to depreciate in future, although more slowly , ending
the year above 3.35 soles per dollar (around 3.45 in 2018). This forecast is in keeping with the expectation that in the
coming quarters capital inflows to emerging economies will tend to slow in an environment where the FED gradually
raises interest rates and starts to reduce its balance sheet, and the central banks of other developed countries start to
taper their quantitative easing, whilst monetary policies in emerging economies — particularly Peru — become more
flexible. Against this backdrop, risk premiums will tend to correct upwards . The increase in the exchange rate will
be limited because the smaller gap between local-currency and foreign interest rates will be softened by the surplus
on the trade balance.

On the price side, the speed of the retreat of infl  ation as a result of the normalisation of food pric es following
the El Nifio Costero has been a surprise . Inflation has returned to its target range, currently standing at 2.7% . We
are likely to see inflation fluctuating between this level and the ceiling of the target range (or perhaps slightly higher
than this) over the coming months, before slowing again in the fourth quarter . Demand pressures on prices are
contained, the depreciation of the local currency we expect to see over the coming months is limited, and we do not
expect a marked recovery in oil prices. Absent any significant shocks from foodstuffs, inflation is likely to end the
year around the middle of its target range , with perhaps even a downward trend at the start of 2018. The inflation
outlook is relatively benign

Considering the current panorama for activity (weak ), the downward trend we expect for inflation and t  hat
most of the spending for reconstruction in the nort h of the country will only impact activity during t he coming
year, monetary policy will have to bear the weight of countercyclical efforts at present . Against this backdrop,
the Central Bank has started to relax its monetary position through cuts in its base rate, which it cut by 25 bp to 4.0%
in May. Our baseline scenario includes two further 25 bp cu ts in the base rate this year, one in the third
quarter and one in the fourth . It also includes an additional cut at the start of 2018, when inflation is close to the floor
of its target range and reconstruction spending in the north of the country is still only starting to kick in.

Our forecasts of economic growth for 2017 and 2018 are subject to certain risks . On the international front,
these include financial vulnerabilities in China and the pace at which the FED will adjust its monetary position. Locally,
there could be additional delays in infrastructure construction , friction in implementing public expenditure on
reconstruction in the north of the country and falling confidence among businesses and consumers because
of increasing political noise and social conflicts, for example.
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DISCLAIMER

This document has been prepared by BBVA Research Department. it is provided for information purposes only and expresses
data. opinions or estimations regarding the date of issue of the report. prepared by BBVA or obtained from or based on sources we
consider to be reliable. and have not been independently verified by BBVA. Therefore. BBVA offers no warranty. either express or
implicit. regarding its accuracy. integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be
considered as forecasts or projections. Results obtained in the past. either positive or negative. are no guarantee of future
performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic context or
market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss. direct or indirect. that may result from the use of this document or its contents.

This document and its contents do not constitute an offer. invitation or solicitation to purchase. divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract. commitment or decision
of any kind.

In regard to investment in financial assets related to economic variables this document may cover. readers should be aware that
under no circumstances should they base their investment decisions in the information contained in this document. Those persons
or entities offering investment products to these potential investors are legally required to provide the information needed for them
to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction. transformation. distribution.
public communication. making available. extraction. reuse. forwarding or use of any nature by any means or process. except in
cases where it is legally permitted or expressly authorized by BBVA.
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