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4. Fiscal policy: the major challenge continues to be
Increasing government revenues

The fiscal deficit increased in 2017 to 3.2% of GDP (2.6% the year before). The increase in the deficit was due mainly
to the fall in tax revenues (as a percentage of GDP, see Figure 4.1). This fall was in spite of the improved performance
of domestic demand and the improvement in the terms of trade, as a result of which revenues from mining increased
(see Figure 4.2), and is related to the measures put in place to make the formal economy more attractive (for example
the introduction of the tax regime for micro and small firms and the “fair IGV” (general sales tax)), which have had a
negative impact on tax revenues, at least in the short term.

Figure 4.1 Current revenues of the central government

Figure 4.2 Tax revenues from mining and export prices
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For 2018 we project that the government deficit will increase temporarily to 3.4% of GDP. This will be the highest level
in eighteen years. The increased fiscal deficit that we expect is consistent with the increase there will be in the
spending for the reconstruction of the infrastructure damaged by EI Nifio Costero (US$950 million more than the year
before), the construction of infrastructure for the 2019 Pan American Games (US$635 million more) and the
acceleration of work on the major public infrastructure projects (increase of US$640 million), particularly on the second
line of the Lima Metro. This means that non-financial public sector expenditure will increase by nearly 6% in real
terms, a more conservative boost than that projected in our previous report for the reasons explained above.

Turning to revenues, we estimate that they will start to recover (as a percentage of GDP) due to the fact that domestic
demand will continue to strengthen, metal prices will be higher on average than in the previous year (that of copper in
particular), and tax refunds will start to return to normal (having peaked at the beginning of last year and since having
stabilised and even started to fall). Moreover, this year there will be no downward effect from the “fair IGV” scheme (its
impact having been temporary by its very nature when it was introduced). All these factors will more than offset the
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additional personal income tax deductions that will start in 2018 and the fact that our projection does not envisage
exceptional revenues such as those of last year (execution of the Southern Gas Pipeline operator's bond and tax
amnesty for declaration of funds and income from abroad).

The government has committed to start a process of fiscal consolidation from 2019. Although this commitment will
require effort, it seems realistic as long as the increase in the public spending in 2018 will be mainly by way of
investment and of a temporary nature (reconstruction of infrastructure, Pan American Games); added to this is the fact
that revenues will have ceased to decline as a percentage of GDP and tax refunds are starting to return to normal.
This trend towards consolidation of the fiscal accounts has been factored in to our baseline scenario. However, in our
scenario the pace of consolidation is less ambitious than the government’s. We are more conservative as regards
expenditure, allowing a little more flexibility for infrastructure spending, and also for current spending although the
adjustment here is less marked); on the revenue side, we assume that the tax measures put in place in 2017 to make
it more attractive for firms to enter the formal economy will have only a limited effect on tax revenues. Thus the fiscal
deficit will start to narrow from 2019 (see Figure 4.3) and will stand at around 2.0% of GDP towards 2021. It is
important to mention that the trend towards consolidation of the fiscal accounts from next year, together with gross
public debt which we think will stabilise at around 29% of GDP in the medium term (below the maximum limit of 30%
of GDP established in the Fiscal Transparency and Responsibility Act; see Figure 4.4), are essential for maintaining
the credibility of the Peruvian State and hence its sovereign credit rating.

Figure 4.3 Fiscal result Figure 4.4 Gross public debt
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We do not rule out the possibility of the government’s implementing measures (or reinstating some of those it has
removed in recent years) to raise the level of tax revenues, which as a percentage of GDP have fallen by five
percentage points since 2012. The recovery of revenues will be important for ensuring that the fiscal deficit is reduced
and that public investment (a less rigid component of public spending than current expenditure) is not squeezed. It will

also be an important contributory factor in ensuring that the country’s sovereign credit rating is not revised downwards.
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DISCLAIMER

This document, prepared by BBVA Research Department, is informative in nature and contains data, opinions or estimates as at
the date of its publication. These derive from the department’'s own research or are based on sources believed to be reliable, and
have not been independently verified by BBVA. BBVA therefore makes no guarantee, either express or implied, as to the
document's accuracy, completeness or correctness.

Any estimates contained in this document have been made in accordance with generally accepted methods and are to be taken as
such, i.e. as forecasts or projections. Historical trends in economic variables (positive or negative) are no guarantee that they will
move in the same way in the future.

The contents of this document are subject to change without prior notice, depending on (for example) the economic context or
market fluctuations. BBVA does not give any undertaking to update any of the content or communicate such changes.

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

Neither this document nor its contents constitute an offer, invitation or solicitation to acquire, disinvest or obtain any interest in
assets or financial instruments, nor can they form the basis of any contract, undertaking or decision of any kind.

In particular as regards investment in financial assets that could be related to the economic variables referred to in this document,
readers should note that in no case should investment decisions be made based on the contents of this document; and that any
persons or entities who may potentially offer them investment products are legally obliged to provide all the information they need
to take such decisions.

The contents of this document are protected by intellectual property law. The reproduction, processing, distribution, public
dissemination, making available, taking of excerpts, reuse, forwarding or use of the document in any way and by any means or
process is expressly prohibited, except where this is legally permitted or expressly authorised by BBVA.
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