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6 Financial markets remain positive, but correction
expected

Low risk premiums and continuing appetite for domestic assets, although we expect
some correction going forward

Local financial markets performed positively in the first half of the year. Risk indicators remain contained and on a
positive trend, despite local political tensions in the initial months of the year and a degree of deterioration in the
robustness of Peru's fiscal position. Country risk indicators for Peru, such as the 5 year CDS and the EMBIG-Peru,
are stronger than at the end of the first quarter, with the former having fallen by 14% and the latter by 3% since the
end of March (see Figures 6.1 and 6.2).
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In this regard, the Peruvian currency has remained relatively stable, with local financial assets revaluing. This is
supported by the prices of the metals Peru exports - such as gold and copper - which have remained high, and the
strong appetite of foreign investors for local financial assets. The latter is reflected in holdings of sovereign bonds by
non-resident investors, which have increased by around 80% (14 billion soles) in the last year, to 42% (34% one year
ago, see Figure 6.3). The yield curve has also shifted downwards this year (see Figure 6.4). As a result, yields on the
most heavily traded sovereign bonds are below their average for the last few years (see Figure 6.5).
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Figure 6.3. Holdings of sovereign bonds by non residents Figure 6.4. Peru: Sovereign bond yield curve
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The local currency has remained relatively stable, despite domestic political noise and a degree of deterioration in the
fundamentals of the Peruvian economy (such as reduced fiscal robustness and a slowdown in productivity). We
therefore consider the Peruvian currency to be somewhat overvalued. We expect a reversal over the coming quarters.
This is apparent from the decrease we are discounting in the terms of trade in 2018, the increase in the interest rate
spread between soles and dollars (Peru will cut its monetary policy rate, whilst the FED will increase its), and the
reduction in the size of the FED's balance sheet. However, these will be counterbalanced to an extent by Peru's
continuing balance of trade surplus. On balance, we expect a slight correction in the prices of local financial assets,
such as sovereign bonds, and a gradual depreciation of the local currency over the coming quarters. Consequently,
our baseline scenario provides for an exchange rate slightly in excess of 3.35 at year-end 2017, and around 3.45 in
2018, see Figure 6.6.

Figure 6.5. Peru: Sovereign bond yield 2023 Figure 6.6. Projection of the USDPEN
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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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