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Main messages and recommendations from the Fiscal Council

During the last three years, Chile has experienced exceptional circumstances in its history,
which have required a much more active role of fiscal policy, expressed in a strong
expansion of public spending and other measures implemented. The social, economic and
health crisis has caused a strong deterioration of public finances, bringing the structural
deficit to its highest level since the fiscal rule has existed. In addition, gross and net debt
have reached their highest levels in three decades, Public Treasury assets have been
significantly reduced and interest expenditure has increased.

In this context, the Autonomous Fiscal Council ("CFA", for its acronym in Spanish, or "the
Council") considers essential the implementation of a process that leads to fiscal
normalization, following the compensatory and countercyclical expansion (in 2020) to
address the pandemic that emerged from the activation of a de facto escape clause to the
Structural Balance rule, to implement a plan of transitory measures.

The size of the structural deficit in 2021 (11.4% of GDP) reflects a long-term imbalance in
fiscal accounts that must be corrected to ensure the sustainability of the public debt and
finances in general. This deficit is not only the highest since the fiscal rule was created, but
also the largest deviation recorded with respect to the target and is well above the
recalibrated target of 4.7% of Gross Domestic Product (GDP) established by Decree No.
1,579 of September 2020, issued by the Ministry of Finance.?

At the same time, a significant increase in public debt has been observed in recent years,
explained by lower revenues, higher expenses and by other capital requirements
("measures below the line"). In 2021, gross debt reached 36.3% of GDP, more than tripling
in a decade. Meanwhile, Public Treasury assets declined from 12% of GDP in 2011 to 5.3%
in 2021. Thus, net debt —the difference between gross debt and Public Treasury assets—
increased by around 32 points of GDP in that period, going from a creditor to a debtor
position of 31% of GDP. Interest payments doubled in the last ten years, reaching USS$2,710
million in 2021 (0.9% of GDP), taking away space for financing other public spending
priorities.

Given the significant reduction in fiscal space brought about by the social crisis and the
Covid-19 pandemic, two of the main risk rating agencies downgraded the country's credit
rating, emphasizing in both cases the weakening of public finances. Specifically, Fitch
Ratings lowered Chile's sovereign rating in October 2020 from "A" to "A-", a cut that was
followed by Standard & Poor's (S&P) in March 2021, which updated its sovereign rating for

The original target for 2021, established in Decree N°743, of July 2018, was for a structural deficit of 1.2% of
GDP. Subsequently, after the social crisis at the end of 2019, such target was recalibrated to a deficit of 2.5%
of GDP, and then, due to the pandemic, to a deficit of 4.7% of GDP.



Chile from "A+" to "A". In the same month, Moody's modified its outlook for Chile from
"stable" to "negative".

As Chile is an emerging economy, market demands for low-cost financing are higher than
for the developed world. In fact, the recent downgrades in the country's risk rating have
among their main determinants the deterioration of fiscal accounts and the decrease in
economic growth. Added to the foregoing is Chile's lower degree of relative development
and its dependence on raw materials. Therefore, if an adequate convergence plan is not
initiated and 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. It is worth
mentioning that those countries that achieve a convergence process that guarantees fiscal
sustainability will be the ones that will be able to better face the next crises and improve
the welfare of their citizens in the future.

The fiscal effort to face the pandemic in Chile was significant in international comparison,
which was possible mainly due to the fiscally responsible behavior exhibited by the
country during the last decades, which allowed it to have an important level of savings
and access to low-cost debt. Having sufficient financial resources to deal with crises is a
privilege of some countries that, due to their levels of development and/or responsible
management of their fiscal policy, are able to do so. In the case of Chile, fiscal policy
management over the last three decades has made it possible to generate significant
savings in times of economic boom, as well as access to the debt market under favorable
conditions, thus providing spaces to face the pandemic with expeditious access to
resources.

In this context, the CFA, in order to contribute to a responsible fiscal policy management
and to ensure sustainability of public finances, along with valuing the measures adopted
to address the health, social and economic consequences of the pandemic, made a series
of recommendations to the authorities, including: (i) the need to distinguish transitory
expenses of the aid plan from permanent ones (so that the former can be identified and
withdrawn once the crisis is over); (ii) to maintain, at least, a minimum level for sovereign
wealth funds (in order to have liquidity to face possible future crises); and, (iii) to initiate a
realistic but demanding convergence process.

In line with the Council's recommendations, the Executive has published since 2021 the
execution of public spending distinguishing between transitory measures resulting from
the pandemic and those that correspond to the regular budget. Likewise, the CFA has
carried out a quarterly follow-up of the execution of measures due to Covid-19, both those
involving higher expenditures, and those related to lower revenues and "below the line"
capital requirements.

At the same time, in order to maintain at least a minimum level of sovereign funds,
particularly the Economic and Social Stabilization Fund (FEES, for its acronym in Spanish),



the Executive injected US$6 billion into said fund at the beginning of 2022. However, the
Council has warned that, given that the latest available growth projection for 2022 prepared
by the Ministry of Finance is above the consensus mean and the most recent projections of
the Central Bank of Chile (BCCh, for its acronym in Spanish), there are risks that, if they
materialize, would mean higher financing needs, a possible reversal of such contributions
and an increase in net debt levels. It should be noted that said risk is mitigated, in part, by
the effect of higher copper prices on revenues.

The CFA has concluded that, if a fiscal convergence process is not promptly started, there
are serious risks of additional setbacks in credit ratings, persistent inflation and,
eventually, new increases in the cost of financing for households, companies and the
State, with the consequent negative effects on investment, economic activity and
employment.? In this sense, a first step in terms of fiscal consolidation was the approval in
the National Congress of the 2022 Public Sector Budget Law, with a projected drop in
spending of 24.6% with respect to what was executed in 2021, including the withdrawal of
a large part of the transitory measures implemented to deal with the pandemic.

Although the Council considers that the recent economic slowdown should be monitored,
in principle, fiscal convergence and the budgetary framework defined for 2022 should not
be altered, considering that it takes place in a context of an economy with overheating
signs, reflected in high inflation, a positive output gap and a significant current account
deficit. In this regard, in March 2022, year-on-year inflation reached 9.4%, the highest figure
since 2008 (and prior to this since 1994), the output gap in 2021 was positive, reaching 2.1%
of GDP (Ministry of Finance figure), and the current account deficit in that year reached
6.6% of GDP, the highest since 1985, largely explained by the fiscal deficit of 7.6% of GDP.

Regarding fiscal convergence, the CFA notes that a significant adjustment of the structural
deficit in 2022 would allow more gradual convergence trajectories in the coming years. In
contrast, if such an adjustment is not made, paths consistent with fiscal sustainability
would require much more demanding fiscal convergence in the following years.* This fiscal
consolidation would induce positive effects in the economy, such as lower inflation
expectations, lower country risk and a possible improvement in credit rating, which would
translate into lower financing costs.

The Council warns, in line with the recommendations of international organizations, that
the current scenario of lower growth and higher inflation requires prioritizing policies
aimed at improving trend growth over transitory measures to mitigate the effects of the

3Report to Congress No. 5 - "Informe del Consejo Fiscal Auténomo sobre el Ejercicio de sus Funciones y
Atribuciones" (Report of the Autonomous Fiscal Council on the Exercise of its Duties and Powers), available
at:

https://www.cfachile.cl/publicaciones/informes/informes-al-congreso/informe-al-congreso-n-5-informe-
del-consejo-fiscal-autonomo-sobre-el-ejercicio

4See note No. 2.



https://www.cfachile.cl/publicaciones/informes/informes-al-congreso/informe-al-congreso-n-5-informe-del-consejo-fiscal-autonomo-sobre-el-ejercicio
https://www.cfachile.cl/publicaciones/informes/informes-al-congreso/informe-al-congreso-n-5-informe-del-consejo-fiscal-autonomo-sobre-el-ejercicio

pandemic. In case of persisting slowdown along with high inflation, the Council considers
as well that policies should prioritize fostering aggregate supply, through public investment
and the promotion of private investment, together with boosting productivity. On the other
hand, any extraordinary support measures should be focused on households and those
economy sectors that most require it, and take place within the budgetary framework
approved for 2022, as does the inclusive recovery Plan "Chile Apoya" (Chile Supports)
recently announced by the Government. Regarding the imbalances shown by the economy
(inflation and current account deficit), one aspect to prevent is the generation of greater
demand pressures that could accentuate them, hindering the stabilizing role of fiscal policy.
An example in this direction are pension fund withdrawals.

Consequently, the CFA considers that fiscal policy challenges are extremely relevant,
especially considering the risks of the macroeconomic scenario. In this regard, the Council
recently warned in its Structural Balance assessment report® of an optimistic bias in the
economic activity assumptions for 2022 presented in the Public Finance Report (IFP, for its
acronym in Spanish) for the fourth quarter of 2021 (IFP 4T21). On the other hand, there is
significant uncertainty regarding the persistence of copper and oil price increases, their
potential impact on the economy and, therefore, on fiscal accounts. Considering the
macroeconomic scenario recently proposed by the BCCh, it will be of utmost importance to
publish updated fiscal projections from the Ministry of Finance, as well as the targets that
will be proposed in the decree that will set the basis for fiscal policy.

In this context, the Council reiterates a series of recommendations for a responsible fiscal
policy management, with the aim of strengthening the sustainability of public finances in
the medium and long term:

1. Structural balance targets for the 2022-26 period, which should be established by
decree within the first 90 days of the new administration, should imply a realistic
but demanding fiscal convergence, so as to ensure public finance sustainability.

2. The macroeconomic scenario assumptions used by the fiscal authority to make its
public finance projections should adequately reflect the different risks of the
economic situation. In that sense, the Council recommends continuing to develop
alternative scenarios based on international best practices.

3. Given theirtransitory nature, the fiscal measures adopted to deal with the pandemic
should effectively be reversed, a process already initiated in the 2022 Public Sector
Budget Law).

>See the Report "Informe de Evaluacién y Monitoreo del Calculo del Ajuste Ciclico de los Ingresos Efectivos:
Estimaciones 2021-2022"(Evaluation and Monitoring Report on the Calculation of the Cyclical Adjustment of
Effective Revenue: Estimates 2021-2022), available at:
https://www.cfachile.cl/balance-estructural/informes-sobre-balance-estructural/informe-sobre-balance-
estructural-n-10-informe-de-evaluacion-y-monitoreo-del
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4. The recent economic slowdown should be monitored, but without altering fiscal
convergence, given the signs of overheating of the economy. If the slowdown and
high inflation persist, policies should give priority to stimulating aggregate supply,
while any extraordinary support measures should be focused on households and
those economy sectors that need them most, within the budgetary framework
defined for 2022. Likewise, it is necessary to prevent the generation of greater
pressures on demand (e.g., pension fund withdrawals), hindering the stabilizing role
of fiscal policy.

5. Contingent fiscal liabilities that may be triggered after the pandemic crisis should be
monitored.® In this regard, stands out the increase observed in the Guarantee Fund
for Small Entrepreneurs (FOGAPE, for its acronym in Spanish)’, directly related to
the legal change that increased the Fund's assets to face the Covid-19 crisis, and the
Covid-19 Solidarity Loans.®

6. The levels of sovereign funds should be analyzed. In the case of FEES, it is
recommended to establish a prudential minimum level of this Fund to ensure access
to liquidity in case of new emergencies. Likewise, a plan should be drawn up to
gradually implement the necessary actions to achieve this level. In the case of the
Pension Reserve Fund (FRP, for its acronym in Spanish), it is suggested to review the
rules for contributions and withdrawals in a manner consistent with actuarial
sustainability, in the context of the new commitments acquired in terms of the
Universal Guaranteed Pension (PGU, for its acronym in Spanish).’

7. A plan to address the methodological challenges that have been diagnosed in the
Structural Balance rule should be established.*°

5The "Informe de Pasivos Contingentes 2021" (Contingent Liabilities Report 2021) of Dipres sets forth that
those affected by Covid-19 are: (i) Minimum Revenue Guarantees of the Public Works Concessions System
(IMG, for its acronym in Spanish); (ii) Controversies of the Public Works Concessions System; (iii) Guarantee
to Higher Education Credits (CAE, for its acronym in Spanish); (iv) State Guarantee to Deposits; (v) Guarantee
Fund for Small Entrepreneurs (FOGAPE); (vi) National Development Corporation (CORFO, for its acronym in
Spanish) Risk Coverage Fund; and, (vii) Covid-19 Solidarity Loans. This report is available at the following link:
https://www.dipres.gob.cl/598/articles-260793 doc pdf.pdf

"According to Dipres, during 2020, and as a result of the economic crisis arising from the COVID-19 pandemic,
the capitalization of FOGAPE was authorized (Law No. 21,229 of 2020) for up to USS$3 billion, with a deadline
for such capitalization until April 30, 2021. According to Dipres, the stock of FOGAPE's contingent liabilities
increased from 0.17% of GDP in 2019 to 0.41% of GDP in 2021.

8According to Dipres, the increase in the stock of contingent liabilities for Covid-19 Solidarity Loans was 0.87%
of GDP in 2021.

%In this line, there is a bill in process (Bulletin No. 14,841-05) that should be evaluated on its merits in the light
of an actuarial study.

105ee Technical Report No. 5 of the CFA, "Propuesta de cambios metodoldgicos y procedimentales para el
calculo del Balance Estructural (31-07-2021" (Proposal of methodological and procedural changes for the
calculation of the Structural Balance (07-31-2021), available at:
https://www.cfachile.cl/publicaciones/informes-del-cfa/informes-tecnicos-del-cfa/informe-tecnico-
preliminar-del-cfa-n-5-propuesta-de-cambios-metodologicos-y
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8. The Structural Balance rule should be complemented with a fiscal anchor defined as
a prudent level of net debt. To this end, it is necessary to realize estimates on the
level of prudent and sustainable public debt for an emerging country like Chile.
Although the Council considers that the bill that modifies the law on fiscal
responsibility!! is a step forward in this matter, it sees room for improvement.

9. The fiscal rule should be strengthened in order to have explicit and duly regulated
escape clauses in the future, to face events exogenous to the Government's actions,
of great magnitude and transitory, together with subsequent convergence rules that
establish the adjustment path after deviations from the Structural Balance targets.!?

10. It should be explicitly established that the Structural Balance targets must be met
ex-post, so that if any potential deviation of the Structural Balance from the targets
is identified or materialized, it must be corrected.

Finally, the Council emphasizes the importance of continuing to strengthen the country's
fiscal institutionality, both at the constitutional and legal levels. In the constitutional sphere,
the CFA submitted to the Convention a proposal to enshrine the fiscal responsibility and
sustainability principles as a guide for the State's actions in all its institutions and levels of
government.!® Recently, substantive aspects of said proposal were approved by the Plenary
of the Constitutional Convention, becoming part of the consolidated document of approved
rules for the constitutional proposal. At the legal level, the CFA has made proposals to the
bill that amends Law No. 20,128 on fiscal responsibility, currently before the Honorable
National Congress, including matters aimed at strengthening the CFA's institutional
capacity, while maintaining its non-binding evaluation and monitoring technical role, in
order to contribute to a responsible fiscal policy management and ensure the sustainability
of public finances.

1The bill that "Amends Law No. 20,128, on fiscal responsibility" -processed under Bulletin No. 14.615-05-, is
currently in its second constitutional procedure in the Senate.

2The aforementioned aspects are also partially addressed in the bill amending the fiscal responsibility law.
See footnote No. 9.

13 CFA Note No. 9 - "Aspectos Fiscales en la Constitucidon" (Fiscal Aspects in the Constitution), is available at:
https://www.cfachile.cl/publicaciones/informes-del-cfa/notas-del-cfa/nota-del-cfa-n-9-aspectos-fiscales-en-
la-constitucion, while CFA Note No. 11 - "Propuesta de principios y arreglos institucionales para la
responsabilidad y sostenibilidad fiscal en la nueva Constitucion" (Proposed Institutional Principles and
Arrangements for Fiscal Responsibility and Sustainability in the New Constitution), is available at:
https://www.cfachile.cl/publicaciones/informes-del-cfa/notas-del-cfa/nota-del-cfa-n-11-propuesta-de-
principios-y-arreglos-institucionales-para-la
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