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The Autonomous Fiscal Council ("CFA", for its acronym in Spanish, or "the Council"), in
accordance with the provisions of Law No. 21,148, which creates it, is intended to
contribute to the responsible management of the Central Government's fiscal policy.
Specifically, the law provides that among the functions of the CFA is to carry out studies,
analyses and reports on the matters within its competence according to legal mandate.

By virtue of the above, and in the context of the process of drafting a new Chilean
Constitution, the Council has considered it relevant to gather conceptual background and
international evidence that allow contributing to the analysis of constitutional matters
related to fiscal sustainability and responsibility. Additionally, the Council has held a series
of meetings with experts on this matter, to gather opinions and incorporate them into the
analysis®.

Thus, with this document the CFA seeks to provide theoretical and practical background on
the principles of fiscal sustainability and responsibility, and the need to incorporate them
into the new Constitution.

To this end, the first section defines what fiscal sustainability is (and what it is not); the
second addresses the relevance of sustainability for citizens; the third section briefly
presents the recent history of fiscal sustainability in Chile; the fourth part identifies the
relationship between fiscal sustainability and the Constitution; the fifth section presents
general principles related to sustainability that could have constitutional rank, including
those of intergenerational equity and fiscal responsibility; the sixth section summarizes
more specific aspects of regulations and institutional arrangements related to fiscal
sustainability and responsibility; and finally, the seventh section presents the Council's
conclusions on fiscal aspects in the Constitution.

Lpresentations by the invited experts can be found on the CFA website: https://cfachile.cl/publicaciones/presentaciones-
de-invitados/aspectos-fiscales-de-la-nueva-constitucion. However, the opinions expressed in this report are the sole
responsibility of the CFA.
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1. What is fiscal sustainability?

Fiscal sustainability is the ability of a State to pay its debt within the committed deadlines.
In this sense, it is a concept associated with the State's "solvency."

The solvency of a State is at risk when its policies fail to generate primary balances (fiscal
revenues minus fiscal expenditures, excluding interest on debt) sufficiently positive to
stabilize debt as a percentage of Gross Domestic Product (GDP). In other words, solvency
implies that the State complies with its intertemporal budget constraint when the present
value of its current and future surpluses allows it to pay its debt (European Commission,
2019).

From a practical point of view, entities analyzing fiscal sustainability refer to a definition
according to which, "public debt can be considered sustainable when the primary balance
needed to at least stabilize debt in both the baseline and realistic shock scenarios are
economically and politically feasible, so that the level of debt is consistent with an
acceptably low rollover risk and with the preservation of potential growth at a satisfactory
pace" (IMF, 2013).

In this sense, fiscal sustainability is not a principle that presupposes a certain size of the
State, but must be present regardless of its size. For example, countries such as Norway,
Denmark, and Sweden have harmonized a larger size of the State in a sustainable manner.
On the other hand, there are cases of countries with a smaller State (in terms of public
spending), but fiscally unsustainable. Thus, for example, considering IMF data and
calculating the average public spending and gross debt as a percentage of GDP for all
countries, a large part of the African continent is below the average spending ("small"
State), but well above the average debt ("unsustainable" State), examples of this being
Sierra Leone, Zambia, Zimbabwe, Angola, among others.?

At the same time, fiscal sustainability is not synonymous with an austerity policy either and,
in fact, it is compatible with increases in public spending, provided that they are duly
financed with permanent revenues.3Such is the case of most Latin American and Caribbean
countries in the 2000s, which were able to boost, at the same time, an increase in public
spending and economic growth that helped improve revenue (IDB, 2018). Additionally,
there is evidence of countries that have financed their spending increases via tax reform
(Hollar and Cubero, 2010) without generating unsustainability. Thus, for example, in the
1990s Chile financed a significant increase in social spending through reforms to the tax
system, in accordance with Law No. 18,985 that "Establishes rules on tax reform." Similarly,

21y addition to these cases, evidence shows that there are countries with fiscally sustainable "small" States, as well as
countries with fiscally unsustainable "large" States (IDB, 2018).

3permanent revenues are understood as those of a recurrent nature, i.e., not one-time or transitory in nature.
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during the 2000s, a series of tax changes, such as those introduced by Law No. 19.738 on
"Rules to combat tax evasion", also made it possible to expand the scope of social spending
in our country. A third, more recent example is Law No. 21,210 "Modernizing Tax
Legislation," whose enactment in 2020 made it possible to finance the increase in the
solidarity pension pillar.

In a similar line, fiscal sustainability should not be interpreted as a limitation to the
establishment of social rights. On the contrary, it is necessary to finance them in a lasting
way, and even to deepen them, avoiding cuts in situations of forced adjustment.

Finally, it should be noted that fiscal sustainability is necessary regardless of the existing
government system, be it a presidential, semi-presidential or parliamentary regime. Thus,
fiscal sustainability plays a central role in ensuring and improving the population's welfare,
as discussed in greater depth below. However, the specific tools required to safeguard the
sustainability of public finances may vary depending on the current government system, so
it is advisable to carefully analyze the alternative regulatory instruments and opt for those
that are most efficient and effective for the form of State that is defined.

2. Why fiscal sustainability is important for the citizenry

The benefits associated with fiscal sustainability are divided into those related to the
macroeconomic sphere and those linked to the microeconomic dimension. Among the
former are the positive effects on inclusive economic growth with limited volatility; low
and stable inflation; and a greater capacity for fiscal policy to react to emergencies. Micro
aspects, in turn, include stability and increased social spending; the development of social
rights; poverty reduction; and access to better borrowing conditions. Thus, fiscal
sustainability is not only beneficial for the country as a whole, butit also brings
advantageous conditions for each individual citizen. All this can be seen through a series
of factors that we detail below:

a. More stable growth of the economy, employment and wages: Empirical evidence
shows that high levels of public debt as a percentage of GDP*have negative effects on
economic growth and its stability (Checherita-Westphal and Rother, 2012). From the
macroeconomic point of view, continuous safeguarding of fiscal sustainability is an
important tool to identify the sources of risks and vulnerabilities in the macrofiscal structure
of a country, and allows the delineation of appropriate policies to avoid macroeconomic
crises and their effects on society (Pradhan, 2019).

*The CFA, in the Report on the exercise of its functions and powers, submitted to the National Congress in September
2020, provides methodological background and makes a preliminary estimate of a level of net debt as a percentage of
GDP that ensures, with a high probability, the sustainability of public finances over time.
https://cfachile.cl/publicaciones/informes/informes-al-congreso/informe-al-congreso-n-3-informe-del-consejo-fiscal-
autonomo-sobre-el-ejercicio
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Likewise, evidence suggests a relationship between fiscal sustainability and
economic growth: an unsustainable fiscal path, resulting in a rise in long-term
interest rates of sovereign bonds, combined with a low credit rating, can impact
macroeconomic stability, creating a vicious circle of increasing debt and reducing
the growth potential of the economy, as funds and resources must be transferred
from investments to debt repayment (OECD, 2013).°Both developed countries,
upper-middle-income, lower-middle-income, and underdeveloped economies show
that the lower the level of debt/GDP, the higher the growth rate of the economy
(Eberhardt and Presbitero, 2015).°

Additionally, growth stability is crucial to achieve sustained employment expansion
(Brown, 2001). Indeed, less volatile economic growth is associated with more stable
employment expansion, both in advanced and emerging economies (Easterly et al.,
2000), which translates into less fluctuating wages, especially for the young
workforce, temporary workers and the self-employed (Venn, 2011). Finally,
achieving fiscal sustainability is a necessary, but not sufficient, condition for
achieving inclusive growth, in the sense of encouraging economic growth to be
distributed fairly and equitably in society, creating opportunities for all citizens
(OECD, 2020).

Lower interest rates: Fiscally sustainable states can borrow at lower interest rates,

which implies lower spending requirements to finance such debt and greater possibilities
of accessing financing to implement and sustain their priority public policies. In the Latin
American context, for example, episodes of a close relationship between fiscal deficits and
higher interest rates have been documented in Brazil.” In contrast, lower interest rates
result in lower financing costs for the State, but also for families and companies, which
favors economic growth, employment generation and household income. For example, in
the case of the real estate sector, this is reflected in lower mortgage rates (installment
payments) for families and lower credit rates for companies in the sector. The same
happens in other sectors of the economy. Moreover, a lower sovereign risk allows

>See Figures 1 and 2 in the Annex.

8in particular, in the case of Chile there is a positive relationship between GDP growth and fiscal balance (see Figure 3 in
the Annex). It should be noted that fiscal balance is calculated on the basis of fiscal revenues and expenditures, which, in
turn, depend on GDP (the former, for example, through tax revenues, and the latter, through the Structural Balance fiscal

rule).

7AkemannandKanczuk(2005).
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stimulating foreign investment, as countries with an "investor grade" rating are more
attractive for it.2

c. Higher level of social spending: Fiscal sustainability also allows a greater space for
stable public spending over time devoted to public policy priorities. Thus, a fiscally
sustainable country allows for greater welfare, both for present and future generations.
This is because higher interest expenditure to pay the debt takes away resources for primary
public spending and, therefore, for social public spending (which includes education, health,
pensions, among others).’In this sense, fiscal sustainability generates more space for social
spending, as shown by the Chilean experience, where in the early 1990s, with gross debt
reaching nearly 37% of GDP, interest payments represented almost 10% of public spending;
in contrast, in the period of lower gross indebtedness (between 4% and 7% of GDP during
2005-2009), interest payments fluctuated only between 2% and 4% of spending.

d. Protection of social spending: In addition to its importance for the level of social
spending, fiscal sustainability is relevant for maintaining and deepening social programs
over time. This is because a scenario of fiscal unsustainability combined with a volatile
product makes it difficult for States to meet their fiscal commitments (Barnhill and Kopits,
2003). For example, in Chile, during the 1980s, the fiscal adjustments required to launch the
recovery after the 1982 financial crisis led to significant cuts in social spending. Thus, while
by 1982 such spending reached 23.9% of GDP, it had to be cut back later to 15% of GDP by
the end of the decade. In particular, pension spending remained at around 8% of GDP, while
both education and health spending contracted, the former from 5% to 3% of GDP and the
latter from 4% to 2% of GDP. Another relevant example along the same lines is that of
Greece after the Eurozone crisis. While in the health sector public spending went from
almost 7% of GDP in 2010 to 4.8% of GDP in 2017, pension spending stopped its growing
trend in 2012, when it reached a magnitude of 17.1% of GDP, after which it stagnated at
16% of GDP, in a context of increasing life expectancy.

e. Low and stable inflation: The literature also identifies that the sustainability of
public finances has a benign impact on inflation (Futtwiler, 2007). On the contrary, a
situation of fiscal unsustainability materialized in, for example, an expansion of fiscal
spending that generates or deepens the fiscal deficit, could lead to inflationary effects as a
result of an excessive increase in domestic demand and overheating of the economy.

8"|nvestment grade" corresponds to the highest set of credit ratings to which a country can aspire. Ratings that are lower
than these levels are called "speculative grade".

°In addition, there is a negative relationship between the probability of fiscal insolvency and primary public spending (see
Figure 4 in the Annex).
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For example, during the 2000-2010 decade, Chile stood out for its commitment to a
structural balance fiscal rule,®which contributed to the Central Bank's goal of
stabilizing inflation around the 3% annual target. In contrast, in the current context
of inflationary pressures, the Central Bank has pointed out that the reduction of
these is directly related to the return to a credible convergence path of fiscal
spending (Central Bank, 2021). At the same time, countries with high levels of public
debt denominated in domestic currency may be less reactive to increases in
inflation, as these allow improving the real debt stock situation (Berkovich et al.,
2021), which is colloquially referred to as "liquidating the debt."*!

a. Greater capacity to react to emergencies: a country's strategy for dealing with
emergencies (such as the Covid-19 pandemic) depends on the fiscal space available. In turn,
such space is the result of past fiscal sustainability efforts. At the current juncture, Chile has
been able to apply a de factoescape clause?>*3 to its fiscal rule and offer a broad package
of economic measures (higher spending, lower revenues and financing), thanks to the
sustainability of its public finances, reflected in savings in its sovereign wealth funds and its
low level of debt, as a result of its fiscal performance in recent decades.*The sustainability
of Chile's public finances also made it possible to face emergencies of various kinds in the
recent past, such as the global financial crisis (2008-2009), the 2010 earthquake and the
2019 social crisis.

In view of all of the above, it can be concluded that, as long as the country manages to
maintain fiscal solvency and prudent levels of public debt, it will be possible to finance social
demands in a sustainable manner and without setbacks, and generate greater stability for
families, allowing future generations not to face an excessive fiscal burden caused by an
excess of debt incurred by present generations.

3. Fiscal sustainability in Chile

10g4ructural balance corresponds to an estimate of the Central Government's balance if copper price were at its long-term
level and economic activity were at its trend level.

M is important to note that, in the case of Chile, the possibility of liquidating the debt is more limited than in other
countries, since a significant part of the debt is denominated in "Unidades de Fomento" (inflation-indexed units of
account) (44% of the total domestic debt in 2020).

12Escape clauses are mechanisms that allow the temporary deviation of fiscal targets in response to serious and transitory
events exogenous to the government (e.g., natural disasters or a major external crisis). In the current economic, social and
political crisis, Chile has applied a de facto escape clause.

Brhe concept of de facto escape clauses is usually used to refer to those that are activated by the force of events alone,
without duly regulating their causes, the institutions or authorities that intervene in the activation process, or the way in
which the correction mechanisms that will allow establishing a path of fiscal consolidation or convergence will
subsequently operate.

14During 2020, Chile was able to elaborate fiscal packages that amounted to an executed expenditure equivalent to 4.5%
of GDP, while, as of October 2021, it has reached an executed expenditure of 6.1% of GDP. Other countries with
sustainable fiscal accounts, such as Germany, also stand out in this regard.
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In the last three decades, Chile has been characterized by its fiscal sustainability, which has
allowed it to have access to financing on favorable terms, provide economic stability for its
citizens, and cope with unexpected negative shocks through a significant injection of fiscal
resources.

However, since the global crisis of 2008-2009, a sustained increase in public debt has been
observed, together with a significant decrease in the financial assets of the Public Treasury,
generating deterioration in the fiscal position and a growing consensus on the need to
strengthen the country's fiscal institutionality.

It is important to bear in mind that as Chile is a small, emerging and commodity-dependent
country, the demands it faces to obtain financing under favorable conditions are greater
than for developed economies. Thus, economic performance and the fiscal situation have a
more significant relative weight in the evaluation of the credit conditions faced by the
country, compared to developed countries.®

According to estimates by the Budget Office (Dipres, for is abbreviation in Spanish), in the
last ten years, gross debt will have more than tripled, from 11.1% of GDP in 2011 to 34.9%
of GDP in 2021. Public Treasury assets, in turn, will decrease from 12% of GDP in 2011 to an
estimated 3.4% of GDP in 2021. In this way, net debt, which is the difference between gross
debt and Public Treasury assets, will have increased by 32 points of GDP in that period. At
the same time, it is estimated that interest payments doubled from US$1,398 million in
2011 (0.6% of GDP) to USS2,780 million in 2021 (0.9% of GDP), taking away space from
other public spending priorities.

On the other hand, the structural balance rule —with which the country guides its fiscal
policy— shows a structural deficit balance, which in 2021 would be 11.5% of GDP and which
by 2022 —according to the approved Budget Law— would reach 3.9% of GDP. It should be
noted that in the last 13 years, except in 2015, there has always been a structural deficit.

Thus, the increase in public debt and sustained structural deficits, together with lower
economic growth, have meant a downgrade in the credit rating of the State of
Chile,*reflecting that the country's risk perception has increased. In this sense, the CFA has
pointed out that it is necessary to begin a fiscal consolidation process that contemplates
increases in permanent financing sources, either through higher growth, higher tax
revenues or greater efficiency in spending, the next administrations being the ones that will

15See CFA Research Note No. 4, “Determinantes del riesgo soberano y diferencias entre paises desarrollados y
emergentes” (Determinants of sovereign risk and differences between developed and emerging countries), available at
https://cfachile.cl/publicaciones/documentos-de-estudios/notas-de-estudios/nota-de-estudios-n-4-determinantes-del-
riesgo-soberano-y-diferencias-entre

18Two of the most important rating agencies downgraded Chile's credit rating (in October 2020 Fitch Ratings from A to A-
and in March 2021 S&P from A+ to A), while Moody's has maintained it at A1, although in August 2020, it gave it a negative
outlook.
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have to define the required combination, and translate it into the decrees that set the bases
for fiscal policy, in accordance with Law No. 20,128, on Fiscal Responsibility.

4. How the Constitution relates to fiscal sustainability

It is possible to understand the formulation of constitutional principles as a social contract
with a long-term generational vision, in other words, as an "intergenerational contract."
Based on this, since fiscal sustainability corresponds to a long-term concern, it could be
understood as an element that is part of this intergenerational agreement or contract, since
there will be benefits (or costs) that will be enjoyed (or incurred) by current generations
and must be compensated by future generations.

Constitutions, in general, in order to fulfill the objective of structuring such an
intergenerational contract, resort to a set of provisions that could be considered rules, in
the strict sense, and, on the other hand, include guidelines, which are called constitutional
principles’. The fundamental difference between rules and principles is that rules are
norms that, in terms of the theory of legal argumentation, operate in scenarios of normative
subsumption and, in that sense, when applied to a specific case can be complied with or not
(in binary terms). Constitutional principles, instead, are normative statements that order
something to be done to the greatest extent possible, taking into consideration both legal
and factual circumstances, possibilities and restrictions. By virtue of the foregoing,
constitutional principles operate in scenarios of normative weighting, and the interpreter
must weigh them together with other principles and consider the existing political,
institutional or factual constraints. In other words, constitutional principles operate as
optimization mandates that can be fulfilled to varying degrees, that is, not under the binary
fulfilled/unfulfilled solution (Alexy, 1988).

In conceptual terms, the obligations of the present population towards future generations
can be formalized through the clauses of "subsequent protection provisions" or
"intergenerational justice."These, in turn, can be divided into three broad areas: i) general
provisions; ii) ecological provisions; and, iii) financial provisions. Fiscal sustainability issues
correspond to the third of these areas. Additionally, financial provisions sometimes
consider the inclusion of fiscal rules at the constitutional level, which will be addressed in
the last section of this document.

As noted, the introduction of fiscal sustainability criteria at the constitutional level can
materialize through rules or principles. Thus, for example, some countries introduce fiscal
rules at this normative level. This is the case of Germany, Switzerland, and Poland, which,

YThe distinction between legal rules and principles is usually attributed to the jurist Ronald Dworkin (1984). Although, in
the continental law tradition, Robert Alexy's theory has been one of the best known proposals in the characterization and
application of rules and principles to constitutional cases (Alexy, 1988). See, for example, Contreras (2013).



CONSEJO
FISCAL
AUTONOMO

with certain nuances, set the targets for their macroeconomic aggregates in this hierarchy
(see section 6).

Other countries consider a more general framework of fiscal responsibility within their
Constitution —at the level of principles— without this necessarily translating into a fiscal rule
in the Constitution itself, since they can be regulated in simple laws that specify the
fundamental principles set forth in theirconstitutions.

Thus, for example, the Constitution of Ecuador establishes that "public finances, at all levels
of government, shall be conducted in a sustainable, responsible, and transparent manner
and shall seek economic stability. Permanent expenditures shall be financed with
permanent revenues." In the case of the European Union, the 2012 Treaty on Stability,
Coordination and Governance, states the need for "governments to maintain sound and
sustainable public finances" so as to safeguard the stability of the eurozone as a whole.
Another example is the Austrian Constitution, in which there are two elements that can be
associated with principles guiding fiscally responsible behavior: it establishes that the
federal State, states and municipalities must safeguard a balance of public finances and, at
the same time, it points out that the Federal Ministry of Finance must ensure economic
efficiency.

On the other hand, although in a lower normative hierarchy, there is the case of Spain,
where a constitutional organic law of 2012 introduced the concepts of "fiscal stability and
sustainability." Specifically, said legal body states that budgetary matters, and others
affecting the income and expenditure of public administrations and the public sector in
general, must be subject to the fiscal stability principle. Additionally, it is argued that, in
extraordinary situations, administrations may temporarily fail to comply with their fiscal
rule, as long as such deviation "does not jeopardize medium-term fiscal sustainability."

5. Related principles

One of the most studied principles in constitutional matters is that of intergenerational
equity, which proposes the search for a balance of welfare between different generations.
This concept is closely linked to the existence of subsequent protection clauses: general,
environmental, and financial (the latter includes, for example, pension aspects and fiscal
matters).

Behind this concept is the premise that decisions made in the present will have relevant
implications in the future, and that next generations are not adequately represented by the
interests and preferences of the current ones. Just as the sustainable use of a country's
natural resources ensures the welfare of its future generations, so does a fiscally sustainable

policy.
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Moreover, the literature indicates that countries with an abundance of non-renewable
natural resources should explicitly incorporate the depletion of these resources in the
analysis of fiscal sustainability, given their key importance for public finances. In broad
terms, the existence of this type of resources implies the challenge of addressing their
intergenerational allocation, which makes it necessary to use long-term intertemporal
models (Borensztein et al., 2013). The case of Chile is eloquent in this sense, as it is a country
abundant in non-renewable natural resources, such as copper, which have traditionally
accounted for a significant percentage of fiscal revenues.

Another constitutional principle directly related to fiscal sustainability is that of fiscal
responsibility, regarding which there are different approaches.

In the case of Chile, although it is not dealt with at the constitutional level, since 2006 there
is a Law on Fiscal Responsibility (Law No. 20,128) that does not define explicit principles in
its articles, but it does mention them in the grounds of the bill contained in the presidential
message that initiated its processing!®and, in addition, it addresses a broad set of matters
related to fiscal responsibility.’°Furthermore, Article 3 of Law No. 18,575 of the General
Bases of State Administration explicitly introduces principles aimed at a fiscally responsible
behavior by the public administration.?°

On the other hand, Article 3 of the 2018 constitutional reform bill (Bulletin 11.617-07)
stated that "The State is at the service of the people and its purpose is common good, for
which it must create the necessary conditions for an integral and sustainable development
of the community and its members, fully respecting, and with fiscal responsibility, the rights
and guarantees enshrined in this Constitution" (emphasis added).

Furthermore, Article 64 of the Regulations of the Constitutional Convention, when referring
to the principles to be considered by the "Commission on the Form of State, Set of Rules,
Autonomy, Decentralization, Equity, Territorial Justice, Local Governments and Fiscal

18rhe legislative process of the bill began in 2005. Among its grounds, contained in the respective presidential message,
it was argued that "responsibility in the financial management of the State is among our fundamental assets as a nation."
It was also emphasized that the orderly and responsible management of public finances is closely linked to the
achievements in economic growth, poverty reduction and social development. Finally, it was emphasized that fiscal
responsibility "is one of the fundamental resources we have as a country to face the many pending development
challenges."

Bsaid law includes, in the first place, rules on the improvement of financial management, which address fiscal policy
aspects such as the obligation of the President of the Republic to establish the basis for the fiscal policy of his
administration by means of an executive decree within 90 days from the date on which he/she assumes office and various
regulations on the Pension Reserve Fund (FRP, for its acronym in Spanish) and the Economic and Social Stabilization Fund
(FEES, for its acronym in Spanish), on capital contributions to the Central Bank and on fiscal investments. In addition, it
includes rules on the management of assets and liabilities of the public sector, and the obligation to report on contingent
liabilities generated by the Treasury's financial commitments.

201, particular, it states that: "[t]he State Administration shall observe the principles of responsibility, efficiency,
effectiveness, coordination, ex officio promotion of the procedure, challengeability of administrative acts, control, probity,
administrative transparency and publicity, and citizen participation in public management, and shall guarantee the due
autonomy of the intermediate groups of society to fulfill their own specific purposes, respecting the right of individuals to
carry out any economic activity in accordance with the Political Constitution and the laws."

10
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Organization," includes the principle of fiscal responsibility, understanding that it
"promotes efficiency, probity, transparency and accountability in the management of
resources at the national and subnational levels.Territorial resources must be accompanied
by mechanisms to ensure their proper use (e.g., reducing non-programmatic transfers,
strengthening active transparency and encouraging citizen participation, among other
things). Likewise, proposals should be presented to put an end to non-financeable national
and subnational commitments, avoiding leaving their budgets committed for the following
administrations."

The above definitions suggest that there is no single approach to the concept of fiscal
responsibility, so it would be possible to build one that unifies them. In this sense, it could
be interpreted that fiscal sustainability is part of fiscal responsibility or, alternatively, that
they are complementary concepts. In any case, both are of utmost relevance in
safeguarding public finances and should be considered, either in a complementary manner
or under a broad but clear interpretation of the scope of fiscal responsibility.

Additionally, just as intergenerational equity is an important principle for sustaining social
rights throughout different generations, it is also relevant to have a safeguard for
subnational governments to act responsibly with the rest, which we can call the principle of
subnational fiscal sustainability. In this regard, irrespective of the level of autonomy
granted to subnational governments, the balance of public finances of the nation as a whole
must be ensured, seeking the sustainability of each subnational government and the
national government, through a fiscally prudent behavior of each and every one of them. If
this is not achieved, evidence shows that fiscal unsustainability at the subnational level
deteriorates the security of the national financial system and the country's macroeconomic
stability (Lanchovichina et al., 2006).

6. Specific fiscal areas to be analyzed in the new Constitution

Below is a series of areas derived from the recently listedprinciples, which could require
institutional arrangements or the enactment of rules for their implementation, and may be
incorporated in the Constitution to a lesser or greater degree or, alternatively or
complementarily, as part of a lower hierarchy regulation.

The list presented here mentions some of these areas that the Council suggests analyzing
in greater depth, without prejudice to the existence of other additional or complementary
areas:

a. Fiscal rules

11
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The concept of fiscal rule can be defined as the establishment of a constraint on fiscal policy
through limits, generally numerical, for one or more fiscal macroeconomic variables 2!
(Schaechter et al., 2012; Eyraud et al., 2018). The main objective of fiscal rules is to ensure
fiscal sustainability, avoiding biases to budget deficits and towards procyclicality??, while
limiting the use of discretionality by the authorities.?3

Countries such as Germany and Switzerland include fiscal rules at a constitutional level. In
the case of Germany, a debt rule and its numerical limit are conceptually established; while
Switzerland only incorporates in the constitution the conceptual or qualitative recognition
of its fiscal rule, establishing its details at the level of a simple law. It should be noted that
Gonzalez-Ricoy and Gosseries (2016) argue that fiscal rules, such as the debt brake?*of
Germany and Switzerland, are examples of intergenerational justice clauses.

In the case of Chile, the structural balance fiscal rule has a regulatory framework that does
not have constitutional rank.

b. Fiscal rules for subnational governments

The introduction of fiscal rules at a subnational level of administration responds to the need
to reduce the "deficit bias" in the conduct of the subnational fiscal policy, manifested in
higher expenditures, lower revenue collection or excessive indebtedness (Kotia and Lledd,
2016). This bias arises from the expectation that the unsustainability costs of a subnational
government will be assumed by the rest and/or by the national government. Empirical
examples of subnational deficit bias are the debt crises of Brazilian states in the 1980s and
1990s, and the subnational defaults in Mexico during 1994-1995 and in Russia during 1998-
1999 (Lanchovichina et al., 2006).

To reduce these risks, for example, Germany includes in its Constitution the rule that
subnational states must maintain a balanced budget in terms of revenues and expenditures.
Although in Chile there are no explicit fiscal rules for subnational governments, there is a
legal prohibition that implies that they cannot contract debts. This can be interpreted to
mean that subnational governments must be governed by a balanced budget (Valdés and
Vergara, 2020).

2lsome examples of fiscal macroeconomic variables are the effective balance, the structural balance, public spending,
gross or net debt, among others.

22Procyclicality of fiscal policy can be understood as a high correlation between the cyclical components of public finances
(expenditures and revenues) and the cyclical component of the economy's GDP.

230n the theoretical aspects of fiscal rules see CFA (2021) “Informe del Consejo Fiscal Auténomo para el fortalecimiento
de la regla fiscal: ancla de deuda, clausulas de escape y mecanismos de correccion" (Report of the Autonomous Fiscal
Council for the strengthening of the fiscal rule: debt anchor, escape clauses and correction mechanisms), available
at:https://cfachile.cl/publicaciones/informes-del-cfa/informes-tecnicos-del-cfa/informe-tecnico-del-cfa-n-3-informe-
para-el-fortalecimiento-de-la-regla-fiscal

247 guantitative correction mechanism that operates as soon as a deviation from the fiscal target is generated.
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c. Prudent level of debt

In the cases of countries with fiscal rule, one possibility is that it refers to a prudent level of
debt. This corresponds to a level of debt as a percentage of GDP that ensures, with high
probability, the sustainability of public finances (CFA, 2021). Some countries establish in
their Constitution a prudent level of debt that materializes as an anchor in the fiscal rule.
Indeed, the general criterion of the countries of the European Union (EU), established in
the Maastricht Treaty, imposes a debt ceiling in its member countries equivalent to 60% of
GDP. Notwithstanding the foregoing, some countries contain additional constitutional
provisions: the Hungarian Constitution, for example, includes a more restrictive ceiling than
the EU, while Poland and Slovakia add corrective actions that are triggered at levels below
the threshold set by the EU. It should be noted that the current Chilean Constitution does
not establish a prudent level of debt, since the legislation does not establish any type of
fiscal rule at the constitutional level, and to date, Chile has not been guided by a debt rule,
but by a structural balance.

d. Monetary financing of fiscal deficits

Financing fiscal deficits by issuing money is a practice that erodes the barrier between fiscal
and monetary policy, damaging the credibility of a central bank and generating inflationary
pressures. In Chile, during the 1960s and early 1970s, the practice of financing higher fiscal
expenditures through greater monetary issuance generated very high levels of inflation
(Caputo and Saravia, 2018). A similar situation was experienced in advanced economies
after World War 11, in which the level of debt contracted was monetized, which generated
an increase in inflation (Eichengreen et al., 2019).

To avoid this, since the 1989 reform, the current Chilean Constitution prevents the Central
Bank from granting loans for fiscal financing. Along the same lines, the European Central
Bank establishes the prohibition of the monetization of fiscal deficits, a norm that applies
to all members of the European Union and that, in cases such as Germany, has also been
incorporated into its national constitution. Another international example is the Peruvian
Constitution, which prohibits the Central Bank of that country from granting financing to
the treasury.

e. Spending, taxation and debt initiative

In various cases, constitutions define which State branch has the power to regulate
expenses, taxes and/or debt. In the case of Chile, this power is vested in the President of
the Republic, according to which only the person holding said position can initiate legislative
procedures in these matters. In particular, this presidential attribution has a long history in
Chile, its first record being the Constitution of 1925, having subsequently been
strengthened through successive constitutional changes.
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Other countries with exclusive presidential initiative in terms of spending are Brazil,
Colombia, Ecuador and Peru. Outside the Latin American context, in the case of France, the
Constitution states that amendments formulated by Parliament are not admissible when
they result in a decrease in tax revenue or an increase in public spending.

The comparative evidence, compiled in Valdés and Vergara (2020), shows that three cases
are distinguished in terms of exclusive initiative. In the first place, presidential regimes (such
as Chile) in which the Executive is the only entity that has this power. On the other hand,
countries are considered, generally with parliamentary regimes, where the Legislative has
initiative in projects that involve spending, taxation or debt. Finally, there are intermediate
cases, in which parliamentarians are empowered to present initiatives that imply greater
spending, but with restrictions and limitations that must be met.

f. Budget process

The effects of fiscal policy depend crucially on the legitimacy, predictability, transparency,
and effectiveness of the budget process and its consistency with a country's fiscal
framework (Bird, 2003), all of which also affect fiscal sustainability. For this reason,
budgetary aspects are usually regulated and, in the case of Chile, many of them are
considered within the Constitution, such as the terms of the process, the consequences
derived from non-compliance, the functions and attributions of the different actors that are
part of the process, among others. As in the case of Chile, there are other examples of
countries where the main aspects of the budget process are described and specified at the
constitutional level, such as Germany, Switzerland and Finland.

g. No earmarking of taxes

This is a rule by virtue of which taxes collected, regardless of their nature, are not
determined for a specific purpose. The principle of noearmarkingof taxes is relevant
because it increases flexibility in the budgetary discussion on the use of resources, allowing
for incentives for efficient public spending. Such a rule has been incorporated into the
Chilean Constitution since its original wording in 1980. There are international cases where
the principle of no earmarkingof taxes is also established at the constitutional level, as in
Australia, which indicates that all tax revenues should be allocated to a common fund,
without being associated with a specific expenditure.

h. Tax progressivity

This refers to an aspect of taxation that takes into account the contributive capacity of
individuals or groups, determining, based on this, the tax burden they face, with the aim of
achieving greater degrees of income redistribution. Some literature has found a positive
relationship between greater tax progressivity and fiscal sustainability (Hyejin, 2018). The
Constitution of Switzerland, for example, in the second paragraph of Article 127, states as
a tax principle that taxes should be applied according to the taxpayers' ability to pay.
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Currently, in Chile there is no explicit principle of tax progressivity at the constitutional level,
although it could be derived from an interpretation of the principle of equal sharing of
public burdens.

i Fiscal institutions

Fiscal sustainability and responsibility require more than the express enshrinement of
constitutional principles; they also need institutions to ensure their compliance. These
institutions play a role in both macrofiscal and budgetary aspects.

In the case of Chile, the legal system determines that the President of the Republic is
responsible for public finances, who performs this duty through the Ministry of Finance.?
At the same time, the Legislative acts as a counterpart in the approval of expenditures,
revenues and indebtedness?®; while the Office of the Comptroller General of the Republic,
an autonomous body with respect to the Executive, is responsible for, among others, the
tasks of controlling the legality of administrative acts, safeguarding the correct use of public
funds and keeping the general accounts of the Nation.

In addition, in Chile there isthe Autonomous Fiscal Council (CFA), whose legal mandate is to
contribute to the responsible management of the Central Government's fiscal policy. The
CFA was created by law in 2019, following recommendations regarding international best
practices on independent fiscal institutions (IFls, for their acronym in Spanish). IFls are
usually created by law, not at the constitutional level, which may be related to the fact that
the boom of this type of institutions emerged after the global financial crisis of 2008-2009,
following the last constitutional reforms of most of the countries that have created them.
Regarding IFls, and all institutions that play a role in complying with the principles of
sustainability and fiscal responsibility, it is important that they have clear definitions of their
functions, as well as powers and resources to be able to fulfill them properly.

7. Conclusions

The CFA seeks, through the publication of this report, to contribute to the constituent
discussion, specifically with regard to highlighting fiscal sustainability and responsibility as
principles guiding the actions of the State, at all its levels and institutions. In this way, the
Council seeks to provide theoretical and empirical background that allows introducing these
concepts into the debate.

Fiscal sustainability is understood as a solvency indicator, but it does not refer to the size of
public or State spendingor to its austere nature, nor to a limitation of social rights. Fiscal
sustainability entails macro and microeconomic benefits, which have an impact on the

25Including its dependent services, such as the Budget Office, the General Treasury of the Republic and the Internal
Revenue Service; there are also certain tasks entrusted to the Ministry of Social Development and Family and the General
Government Internal Audit Council.

26Eor this purpose it can rely on the technical support of a Budget Office.
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welfare of families of present and future generations. In this sense, the introduction in the
new Constitution of the principle of fiscal sustainability would be consistent with the
principle of intergenerational equity. Thus, to the extent that the country manages to
maintain fiscal solvency and prudent levels of public debt, it will be possible to finance social
demands in a sustainable manner and without setbacks, and to generate greater stability
for society, preventing future generations from facing an excessive fiscal burden caused by
an excess of debt incurred in the present.

At the same time, fiscal responsibility, which is already incorporated as a principle in Chilean
legislation, although not at the constitutional level, addresses various issues related to the
safeguarding of the country's public finances. Thus, the concept of fiscal responsibility refers
to central elements for fiscal sustainability and also to efficiency, probity, transparency, and
accountability, among others, so it is also a principle that the CFA proposes as fundamental
to consider in the process of drafting a new fundamental charter. In this sense, it could be
interpreted that fiscal sustainability is part of fiscal responsibility or, alternatively, that both
concepts are complementary. In either scenario, these principles are of utmost relevance
in safeguarding public finances and should be considered, either in a complementary
manner or under a broad but clear interpretation of the fiscal responsibility scope.

Finally, the Council deems it important to emphasize that there are fiscal matters in addition
to the principles of sustainability and fiscal responsibility, which deserve to be considered
in the constitutional discussion, such as fiscal rules (both national and subnational), prudent
debt levels, the prohibition of monetary financing of fiscal deficits, the exclusive presidential
initiative in terms of expenses, revenues, and debt, the design of budgetary processes, the
principles of no earmarking of taxes and tax progressivity, and fiscal institutionality.

In order to sustain a fruitful debate on the matter, the CFA suggests that these topics be
analyzed in greater depth, in harmony with the other developments of the constitutional
debate to which they are related. In this line, the Council will continue to address these
matters, remaining at the disposal of the Constitutional Convention for further
requirements.

Annex

Figure 1: Relationship between GDP growth and public debt for middle-income
countries
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Note 1: Economic growth figures correspond to the year-on-year change in real GDP. Meanwhile, public debt
figures correspond to gross debt stock expressed as a % of GDP. In both cases, simple averages are taken at
annual frequency for the period 2010-2019 (2020 is excluded due to the presence of outliers caused by the

pandemic).

Note 2: The sample was constructed according to data availability and includes: Argentina (arg), Bolivia (bol),
Brazil (bra), Chile (chl), Colombia (col), Costa Rica (cri), Czech Republic (cze), Ecuador (ecu), El Salvador (slv),
Hungary (hun), Iceland (isl), Indonesia (idn), Israel (isr), South Korea (kor), Malaysia (mys), Mexico (mex),
Morocco (mar), New Zealand (nzl), Pakistan (pak), Paraguay (par), Peru (per), Poland (pol), Romania (rou),
Slovakia (svk), Tunisia (tun), Turkey (tur), and Uruguay (ury).
Source: CFA, based on data from the International Monetary Fund.

Figure 2: Relationship between GDP growth and interest rate for middle-income

countries
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Note 1: Economic growth figures correspond to the year-on-year change in real GDP. Meanwhile, the figures
for the interest rate correspond to the ratio of interest paid to the gross debt stock. In both cases, simple
averages are taken at annual frequency for the period 2000-2011.

Note 2: The sample was constructed according to data availability and includes: Argentina (arg), Bolivia (bol),
Brazil (bra), Chile (chl), Czech Republic (cze), Hungary (hun), Iceland (isl), Indonesia (idn), Israel (isr), South
Korea (kor), Malaysia (mys), Morocco (mar), New Zealand (nzl), Pakistan (pak), Paraguay (par), Peru (per),
Poland (pol), Romania (rou), Slovakia (svk), South Africa (zaf), Tunisia (tun), Uruguay (ury), and Vietnam (vnm).
Source: CFA, based on data from the International Monetary Fund.

Figure 3: Evolution of fiscal balance and real GDP growth in Chile (2012-2018)
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Note: The fiscal balance encompasses the result of the Budgetary Central Government and Extra-budgetary
Central Government, and corresponds to revenue minus expenditure minus net investment in non-financial
assets; or revenue minus outlays; or net operating result minus net investment in non-financial assets; or gross
operating result minus gross investment in non-financial assets.

Source: CFA, based on data from the Budget Office and the Central Bank of Chile.

Figure 4: Relationship between primary public spending and probability of sovereign
default
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Note 1: Primary public spending figures correspond to the expenditures reported in the Central Government's
budget balance, excluding interest payments. Meanwhile, the probability of insolvency is calculated from a
Logit model, based on the methodology proposed by Fournier and Bétin (2018), "Limits to government debt
sustainability in middle-income countries," OECD Economics Department Working Papers No. 1493, OECD
Publications. In both cases, simple averages are taken at annual frequency for the period 2001-2010.

Note 2: The sample was constructed according to data availability and includes: Argentina (arg), Brazil (bra),
Chile (chl), Colombia (col), Mexico (mex), Peru (per), Poland (pol), Portugal (prt), Romania (rou), Tunisia (tun),
Turkey (tur) and Uruguay (ury).

Source: CFA, based on data from the International Monetary Fund, Reinhart and Rogoff (2009), "This time is
different: eight centuries offinancial folly," Princeton University Press and the World Trade Organization.
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