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Main messages and recommendations from the Fiscal Council

The social, economic and health crisis has meant a strong deterioration of public finances, with a
structural deficit that would reach double digits this year, net debt rising to its highest levels in three
decades, and a significant reduction in the Public Treasury Assets. Given the above, it is essential to
initiate a demanding and credible convergence plan, otherwise there are serious risks of additional
setbacks in credit ratings and eventually new increases in the cost of financing for households,
companies and the State, with the consequent negative effects on employment, investment and
economic activity.

The results of the model for fiscal sustainability analysis of the Autonomous Fiscal Council
(hereinafter, indistinctly, "CFA" or "the Council") show that, without the required consolidation in
the near future, either on the expenditure or tax revenue side, in a few years the net debt could
reach levels incompatible with the sustainability of public finances. Indeed, without a significant
reversal of the transitory measures for the pandemic in 2022 and a slow reduction of the structural
deficit for subsequent years (0.25% of GDP per year), the net debt could reach levels of around 100%
of GDP over a 15-year horizon. In these cases, interest expenses would be above 3% of GDP in a 10-
year horizon, even reaching 5% of GDP in the next two decades, which contrasts with the 1.0% of
GDP they represented in 2020, taking spending space away from public policy priorities. The above
without considering the sensitivity that also exists between the sovereign spread and, therefore,
the cost of financing, and increasing levels of public debt.

The foregoing is relevant because, as Chile is an emerging economy, market demands for low
financing costs are higher than in the developed world. In fact, the recent downgrades in risk rating
experienced by Chile have among their determinants the deterioration of fiscal accounts and lower
economic growth, the latter being an aspect in which the country was below the average of
economies with a similar credit rating in the period 2015-2020. Added to the above is Chile's lower
degree of relative development in relation to said economies and its dependence on raw materials.
Therefore, if an adequate convergence plan is not started and if a sustained increase in debt
continues, the country would regress in the main aspect that currently sustains its low cost of
financing, which is its fiscal strength.

Chile has stood out for decades for its commitment to fiscal responsibility; in fact, this allowed it to
have savings and access to low-cost financing to face the current crisis. It is necessary to reinforce
this commitment, so that in adverse times fiscal policy can continue to act as insurance for social
protection and economic reactivation policies. In the future, the countries that achieve a
convergence process that guarantees fiscal sustainability will be those that will be better able to
face future crises and improve the welfare of their citizens.

In recent years, as a result of the social, economic and health crises, the country has activated de
facto escape clauses (i.e., established by force of facts) in its fiscal policy. Although there was a
political and technical consensus on the need for a compensatory and countercyclical fiscal
expansion during the contraction stage and the early recovery phase, the Council currently
considers it essential for Chile to begin implementing a realistic but demanding fiscal normalization
process that safeguards the sustainability of public finances and corrects its recent pro-cyclicality.



This assessment is based on the evolution of public finances in 2021 and the analysis of the medium
and long-term projections of the various alternative scenarios presented in this report.

In this context, the CFA reiterates the following recommendations:

1) Government should update the fiscal targets for 2021-2022, and specify them in the decree that
establishes the bases for fiscal policy. The criterion for setting the new structural balance targets
should be realistic, but demanding, in defining a fiscal consolidation path.

2) It should begin progressively, as of 2021, the reversion of transitory fiscal measures and
concentrate extraordinary aids on the population groups that most require them, giving continuity
to these definitions in the Public Sector Budget Bill for 2022.

3) In the event that new support measures are required, as the health situation evolves, these
should be financed with reallocations. Likewise, a transition from direct fiscal support policies to
those aimed at strengthening formal employment should be considered, in order to support
economic recovery and avoid further inflationary pressures.

4) Government should monitor and manage in the short term the risks associated with contingent
liabilities that may be triggered as a consequence of the social, economic and health crisis —such as
the Risk Coverage Funds of the National Development Corporation (CORFO, for its acronym in
Spanish), the Guarantee Fund for Small Entrepreneurs (FOGAPE, for its acronym in Spanish) and/or
the State Deposit Guarantee—, due to their possible additional impact on both the deficit and public
debt.

5) Considering the financial conditions, government should maintain at least a minimum level of
sovereign funds, particularly the Economic and Social Stabilization Fund (FEES, for its acronym in
Spanish), to ensure access to liquidity in case of new emergencies. Furthermore, it should develop
a plan that estimates an adequate level of prudential savings and gradually implement actions to
achieve it.

6) The incoming administration in 2022 should continue a credible fiscal consolidation process,
consistent with the sustainability of public finances, and this should be reflected in the Decree that
will establish the basis for its fiscal policy.

7) In order to reduce the structural deficit, increases in permanent sources of financing should also
be considered, either through higher trend growth, new tax revenues, reallocations and/or greater
efficiency in spending.

8) Government should strengthen the fiscal institutionality, complementing in the short term the
Structural Balance rule with a fiscal anchor, defined as a prudent and sustainable level of net debt
for an emerging country like Chile. Additionally, it should incorporate formal escape clauses, which
should be accompanied by subsequent convergence rules. In this framework, it is also suggested to
explicitly establish that the Structural Balance targets must be met ex-post, so that eventual
deviations of the Structural Balance from the targets must be corrected.

Finally, the Council insists on the need to generate cross-cutting political consensus on fiscal
consolidation and strengthening of the institutional framework, in order to give them stability and
credibility over time.



