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4 Fiscal policy: the institutional framework for
reconstruction increases the likelinood that the
fiscal stimulus will take place in 2018

As we have already mentioned, our growth forecasts for next year are highly dependent upon the fiscal stimulus from
spending on the reconstruction of infrastructure damaged by the El Nifio Costero, which devastated the centre-
northern coast of the country in the first quarter. In our opinion, the law creating the Authority for Reconstruction with
Changes (ARCC) is well drafted, increasing the likelihood that public spending in this area will actually materialise.

Table 4.1 Institutional design of the Authority for Reconstruction with Changes
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1. The administrative procedures required to execute the Plan will be cost free, and take a maximum of 7 working days, and will be considered approved in the event
of administrative silence.

2. People living in areas of high risks that cannot be mitigated must renounce ownership to access benefits under the Plan.

Source: Central Reserve Bank of Peru and BBVA Research

The positive features of the design of the ARCC - some of which 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) - include
(see Table 4.1): (i) creation of a new agency specifically charged with designing the reconstruction plan; (ii) an
executive chairman with ministerial rank; (iii) simple governance, with a Directorate that comprises four line ministers,
in addition to the chairman; (iv) a clearly defined structure for allocating the funds for the actions identified; and (v)
simplified contracting procedures (“fast track” mechanisms).

It should be noted that Peru's economy has no powerful, automatic stabilisation mechanisms - such as flexible prices
and wages, unemployment insurance that supports the consumption of people who lose their jobs or a wide-reaching
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income tax structure - that would help to return growth to levels more in tune with its potential growth rate. This makes
intervention through counter-cyclical policies even more necessary. In particular, a significant fiscal stimulus (note:
backed by the monetary side) is needed to end the current vicious cycle of low growth leading to low investment (why
invest if the market is not growing?) leading to low growth, etc. The serious effect of not breaking this cycle is that the
lack of short-term demand (due to low investment and low employment) impacts in the longer term on the supply side,
undermining the economy's potential growth. The ARCC's efforts will be decisive in this regard.

Whilst the positive aspects of the ARCC make it likely that public spending will ultimately accelerate, we see worrying
trends on the revenue side (see Figure 4.1). The path of fiscal consolidation announced by the government could be
complicated from 2019 or 2020, if no measures are taken to increase collections or growth remains relatively low.

Pl A e SovE i e EEs Table 4.2 Tax measures to increase collections
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Therefore, given this, we are assuming that the deficit will be as announced by the government in the period 2017-
2019 (see Figure 4.2). However, assuming no measures are implemented to increase government revenues, we
consider that the deficit will adjust more gradually in 2020-2021, and will not converge on the limit of 1% of GDP
established in the Fiscal Responsibility and Transparency Act. As a result, we expect gross public debt to rise and
approach the 30% limit set in the Act (see Figure 4.3).
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Figure 4.2 Fiscal result
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Figure 4.3 Gross national debt
(% of GDP)
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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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