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Main messages and recommendations from the Fiscal Council

i. The Council appreciates that from 2022 fiscal policy be guided by a dual rule?, in line
with what was proposed by the Autonomous Fiscal Council (CFA, for its acronym in
Spanish) in 20213, and that it has been complied with in the current fiscal year.

In 2022, a prudent level of debt was added to the fiscal rule created in 2001, which is based
on a target for the cyclically adjusted (or structural) balance. Thus, the operational guideline
continues to be the Structural Balance (SB), which must be consistent with a debt trajectory
that does not exceed a prudent level, set at 45% of Gross Domestic Product (GDP). The need
to set a debt threshold is based on the fact that since 2008 there has been a persistent
increase in the Treasury's indebtedness. Specifically, between that year and 2022, gross
debt increased by almost 33 percentage points of GDP. If fiscal policy is guided by the dual
rule and it is effectively enforced, it is expected that public debt will interrupt its persistent
upward trend and stabilize.

ii. The Council highlights the significant fiscal adjustment achieved in 2022, with a 23.1%
real reduction in spending compared to the previous year, which contributed significantly
to the achievement of an effective and structural surplus (contribution of 84% and 67% of
the improvement, respectively). This meant the withdrawal of almost all of the higher
fiscal spending associated with the extraordinary measures implemented in 2021 to
address the effects of the Covid-19 pandemic..

Together with last year's fiscal results, the CFA values the cross-cutting consensus reached
around fiscal sustainability as a State policy within the framework of the 2022 Budget, which
the previous Government proposed in the respective bill, Congress approved, and the
current administration implemented. This reinforces fiscal responsibility as a State policy
and, although there is still a long way to go, it is a relevant step for the sustainability of
public finances and for being prepared for future crises.

ili. Along with the aforementioned reduction in public spending, the structural surplus in
2022 is explained by higher structural revenues. Without detracting from this result, it

2Decree No. 755 of June 2022, of the Ministry of Finance, which "establishes the bases for fiscal policy in
accordance with the provisions of Article 1 of Law No. 20,128 on fiscal responsibility", provides that "the fiscal
policy to be carried out during the current presidential administration will be guided by an operational rule,
which corresponds to the Structural Balance", and by "a medium-term debt anchor, which provides
predictability to the debt dynamics in the medium term". The operation of the dual rule is explained in detail
in Box 1, page 20, of this document.

3See CFA Technical Report No. 3, entitled "Informe para el fortalecimiento de la regla fiscal: ancla de deuda,
clausulas de escape y mecanismos de correccion" (Report for the strengthening of the fiscal rule: debt anchor,
escape clauses, and correction mechanisms), April 7, 2021, available at:
https://www.cfachile.cl/publicaciones/informes-del-cfa/informes-tecnicos-del-cfa/informe-tecnico-del-cfa-
n-3-informe-para-el-fortalecimiento-de-la-regla-fiscal

See Structural Balance Report No. 14, entitled "Informe de Evaluacién y Monitoreo del Célculo del Ajuste
Ciclico de los Ingresos Efectivos: Estimaciones 2022-2027 (Report on the Evaluation and Monitoring of the
Calculation of the Actual RevenueCyclical Adjustment: 2022-2027 Estimates), dated March 6, 2023, available
at:

https://www.cfachile.cl/balance-estructural/informes-sobre-balance-estructural/informe-sobre-balance-
estructural-n-14-informe-de-evaluacion-y-monitoreo-del
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should be noted that such revenues were influenced by methodological aspects and
extraordinary events that will not necessarily be repeated.

In the methodological area, there is the treatment of the GDP gap, which, according to the
current methodology, was estimated as negative for 2022 (effective GDP lower than trend
GDP). A negative gap implies recognizing higher structural revenues, which did not seem
consistent with indicators pointing to an overheated economy (high inflation and high
current account deficit). At the suggestion of the CFA, the methodology for calculating trend
GDP was modified by the Ministry of Finance to be applied as of the 2023 budget, in order
to correct the aforementioned problem. At the same time, there is an extraordinary event
associated with tax revenues from lithium exploitation, which is discussed below.

iv. A second element that also affected the structural surplus in 2022 was the strong
increase in tax revenues from lithium, which are not necessarily permanent. In this
regard, the Council highlights and appreciates that the Ministry of Finance, considering
recommendations from the CFA>, is advancing in a methodological proposal to identify
the structural fiscal revenues associated with the exploitation of this mineral.

Lithium revenues of the National Development Corporation (Corfo, for its acronym in
Spanish) from lease rentals increased more than 15 times in 2022 (from US$241.4 million
in 2021 to USS$3,723 million). Under the current methodology, these revenues are fully
accounted for as structural income, with the risk that they may be used to finance expenses
of a permanent nature. In turn, the higher price of lithium generated an increase in tax
revenues, which are adjusted by the GDP gap and not by the lithium cycle®.

Given this situation, the CFA has suggested acting prudently and saving an important
component of the higher lithium revenues, considering their possible cyclical or transitory
nature. This can be materialized through a simple mechanism for the fiscal rule to consider
an adjustment for transitory lithium revenues. To date, the Budget Office (Dipres, for is
abbreviation in Spanish) is working on these suggestions, and will make a proposal for a
prudential adjustment for lithium revenues, to be published in the next Public Finance
Report (IFP, for its acronym in Spanish).

v. The Council stresses the importance of continuing a path of fiscal consolidation in the
coming years, until reaching values for the SB closer to zero in 2027, together with
monitoring the risks that could make it difficult to achieve this. Likewise, the Council
insists that the Ministry of Finance consider a path that will allow the greater fiscal effort
not to be postponed until the end of the current administration. In this regard, the CFA

5See CFA Technical Report No. 5, entitled “Propuesta de cambios metodoldgicos y procedimentales para el
calculo del Balance Estructural” (Proposal for methodological and procedural changes for the Structural
Balance calculation), dated July 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

SFor a detailed analysis on this matter, see CFA note No. 15 “Reflexiones sobre los desafios fiscales del litio en
Chile” (Reflections on the fiscal challenges of lithium in Chile), available at:
https://cfachile.cl/noticias/cfa-plantea-ahorrar-un-componente-importante-de-los-mayores-ingresosfiscales
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calls on the Executive and Legislative branches to reinforce their commitment to fiscal
convergence.

In its fiscal sustainability exercise presented in this report’, the CFA constructed a baseline
scenario® that considers continuation of the fiscal convergence proposed by the Dipres.
According to this scenario, gross debt stabilizes at a level of no more than 40% over five
years, without exceeding the prudent debt level of 45% of GDP proposed by the Ministry of
Finance. While this convergence scenario is consistent with fiscal sustainability, the Council
notes that fiscal consolidation is not yet complete and that a period of further adjustments
remains to materialize. In particular, the Council warns that the expected fiscal effort in the
medium term would be concentrated towards the end of the current administration, with
a trajectory that implies a significant increase in spending in 2024, followed by almost no
growth in 2025 and cuts for the following years until 2027, which represents a challenge for
its materialization.

vi. Furthermore, the Council underscores that the economy continues to be exposed to
relevant risks, both external and internal, which could lead to adverse scenarios to
strengthen fiscal consolidation. In order to gauge the effect on public finances of different
risk scenarios, the Council presents in this report six alternative projection scenarios, in
which the prudent level of debt would be exceeded and interest expenses would reach
historically high levels, taking away space for public policy priorities.

The alternative scenarios analyzed by the CFA in this report are associated with several risks,
namely, that: (1) the Structural Balance trajectory has persistent and high deficits, in breach
of the Fiscal Policy Decree; (2) permanent expenditures be committed in line with the
collection of the tax reform rejected by the Chamber of Deputies last March, without a
financing given by higher permanent revenues; (3) pension spending pressures due to a real
readjustment of benefits over time are higher than expected; (4) permanent expenses be
committed for transitory revenues from lithium; (5) there is a slowdown in trend growth of
the economy; and (6) an escape clause is activated in the face of a large-scale exogenous
and transitory situation, without the existence of an adequate correction and fiscal
convergence mechanism.

vii. The identified risk events should be monitored, and measures should be implemented
to mitigate their possible effects on fiscal sustainability. To this end, the CFA suggests the
following actions to the fiscal authority:

1. In line with the fiscal responsibility principle of financing permanent expenditures
with permanent revenues, study in depth options for revenue generation from: (a)
new tax revenues, including reducing evasion and avoidance; (b) reallocations

"The CFA conducted a fiscal sustainability analysis exercise that provides results for a baseline scenario and
also for alternative scenarios in which different risk events materialize. See chapter 4 of this document.
8That is, a scenario of projections that are based on the current SB methodology and that do not address
economic risk events.



and/or greater efficiency of public spending; and (c) measures that drive higher
trend growth.

2. Not to commit permanent expenditures before having the resources to finance
them, this being of special relevance for expenditures to be financed by the tax bills
under discussion.

3. Publish a new Fiscal Policy Decree with explicit annual SB targets®.

4. Rebuild fiscal savings to maintain at least a minimum level of sovereign wealth
funds, particularly in the Economic and Social Stabilization Fund (FEES, for its
acronym in Spanish) to be prepared for possible future crises.

5. Implement a methodological correction that separates the transitory from the
structural component for lithium revenues (see point iv of this message).

6. Publish pension expenditure projections based on different assumptions of real
readjustment of benefits.

7. Continue to strengthen fiscal institutionality, by advancing in the processing of
the bill that improves Law No. 20,128 on fiscal responsibility (currently being
processed under Bulletin 14,615-05)%. In this context, it is also recommended to
reflect on the role, functions and capacities of the CFA that the country requires in
the short and medium term.

As the CFA has pointed out in previous reports, having explicit targets for each year is relevant to: (i) ensure
gradualness in the process of normalizing public finances; (ii) provide greater predictability to fiscal policy, in
a context of high economic and political uncertainty; (iii) contribute to the credibility of the rule; and (iv)
facilitate its monitoring. This suggestion was already made in its report submitted to Congress in September
2022, available at:
https://www.cfachile.cl/publicaciones/informes/informes-al-congreso/informe-al-congreso-n-7-
informe-del-consejo-fiscal-autonomo-sobre-el-ejercicio.

The bill includes recommendations from the CFA, particularly: institutionalizing a dual rule of Structural
Balance and public debt targets; formalizing and regulating a procedure for cases where deviations from fiscal
policy targets are necessary, establishing escape clauses, together with the obligation to establish a
subsequent convergence path; and the consequences of not complying with such fiscal targets in terms of
liability and future corrective or convergence measures. Notwithstanding the fact that there is still room for
improvement in the bill, in the CFA's opinion its approval would contribute to credibility of the fiscal rule, as
well as to promote a responsible and sustainable management of public finances.
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