Commentary: Public Sector
Deficits and Macroeconomic
Stability in Developing Economies

José Pablo Arellano

First of all, | would like to thank the Feder@eserve Bank of
Kansas City for the intation to this caference. The coments |
will make are based on my own persoagberience in Chile, where
I have been responsible for fiscal policy since the beginning of the
democratic government March 1990. What makes this experience
interesting isthiat Chile has hadublicsavings rate afver 5 percent
of GDP since 1988, and a budgetpsus in excess of 1.5 percent of
GDP for the same period. During this period, thenetoyhas gown
at 7 percent a year and inflatibas been reduced sigiaéntly.

In a period in which maintaining a balzdbudgethasbecome a
tough political objective, | would like to comment on deuses or
factors that, according to our garience, have coributed to our
budget surplus.

In the first place, | would like to stress thegortance of a firm
political commitment to the objective oistal equiibrium. If this
objective is not given top priority and put before other political
objectives, it is extremely easy for the budget to become an adjust-
ment variable. Oupasthistory of hyperinflatiorand veryhigh rates
of open unemployment contribute to the high priority now given to
fiscal balance andhacrostability. However, polital commiment
is not enough (as revealed by the large number of governments that
are committed to this objective but fail to delivavlany countries
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fail because of the nature of tleglal and institutional framework in
which the fiscal policy decisions are taken.

In the Chilean system, decisions on fiscal policy are taken almost
exclusively by the executive branch of gonment. This system
avoids the corpetition for resouwresthat takes place when members
of Congress strive to raise those ergitures directed toward the
area of the country they represent.

Under such competition there is no gartee that the resulting
budget decisions are consistent with the maconomic targets. In
fact, from the 1940s to the 1960s, oguntry went through a period
where fiscalpolicy was dominated bpartial interests without the
possibility of setting @esired balance.

In a democraticand pluralistic catext, fiscal policy fices the
challenge ofrepresenting the diierent inteests of society without
losing its capacity to be used as a macroeconomic policy tool, or
even worse, beaning asource of instability.

Public sector structure

Certain aspects of thergtture of our public sector have contrib-
uted to the results we havbtained.

The tax system

There are three aspects of the Chilean tax system that | consider
to be important. In the firstlace, our tax streture is not subject to
annual discussion or revision. In fact, thedget law cannot odify
tax laws. This has lwed us to design a tax legislation that is more
efficient, stable, andermanent than that which wouléve resulted
if we permanently modified it to fit the specific needs of each
budget. The possibility of a stable tax structure is partly due to the
fact that our tax system isompletely indexed to inflation. All
accouwnting and tax paymentslke place in an acaating unit that
is adjusted daily according to the rate of inflation. This mecha-
nism protects government budget revenues from inflation and
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eliminateghe distortonsthat inflation usually causes in taxpayers’
financial decisions.

Another importantaspect is the aoposition of ourtaxes. The
most important tax is a flat value added tax (IVA) of 18 percent
applied to almost all economic activities. bcf, it is verysimilar
to a personal expenditurax. This VAT tax has been alpgd in Chile
for the last twenty years.

Furthermore, our personahd corporate income taxes are com-
pletely integragd, sathat taxes on dividends are considered credits
for personal axes. Thismechanism encoagessaving by both
individuals and fims.

Third, the existence of a reasonably efficient tax andstiation,
the simplicity and stability of this system, and a socibit, in
general, abides by currerws,lead to a relatively low rate of tax
evasion.

These elements are responsible for taxenexes of around 19
percent of GDP (excluding social security payments). This puts
Chile among the countries with the highest levels of tax revenue in
the developing world. This contrasts strongly with the low rates of
corporatgaxes and wide exemptions for low income earners. This
level of revenue and the stability of the overall systdimaad us to
plan fiscal policy well in advance.

Finally, it is worth mentioninghat we have managede¢bminate
a traditianal source of fiscal inability in developing countries: the
excessive dependence of fiscal revenuesxmarts of commodigs.
In many of our countes, it iscommon thatone or two export
products contribute significantly to the government'serave.

In the Chileancase this product isopper. To avoid the fiscal
effects of variations ithe price of cpper astabilizationfund was
created. In periods of high prices the excess revenues are deposited
in this fund, to be used in periods of low copper prices. Mam
benefit of this system is that it ads expenditure expansions in
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times of high prices, that are potitilly very difficult to revert once
prices drop. In this wayayernment spendinghds to adjust to the
state’s “permanent incoe.”

Government structure of expenditure

A large government is extremely hard tmél and allows little
flexibility for macroeconomic policy. Central government expendi-
ture in Chile is around 22 percent of GDP, 70 percent of which goes
toward social progtms. By deeloping country standard$is level
of experiture is relatively large. However, there are ottieirac-
teristics worthmentioning hat give the government a relatively
large degree of flexibility.

Central governrant employment is relatively low at 2.6 percent
of total employmentjue to thdact that,although the state finances
a series of social services, it does not provide thesaces diectly.
They are provided by theigate sector, whih, in turn, issubsidized
by the state on the basis of a grants sysfgrart from promoting a
higher degree of competition among supgiof the social services,
public employnent is redeed, thus giing greater flexibility to
government spending.

There are many examples afldic services povided by private
or decentrakedinstitutions: gants for education flow students to
whatever school they attend f@te or municipal); loal govern-
ments are funded acabng to the number of people registered in
the local clinic; the banking system pays all the pensions; subsidies
for poor households’ housirgan be used through privateoperty
dealers; small business can work with private ban&s th wurn,
receive a payment to compensate for ldrger tansaction costs
involved in very small loans; schowieals are provided by private
contractorsand so on. All this conitoutes to better servicend, as
I mentioned before, to greater flexibility in pubfipending.

Another point worth mentioning is the nearly total inesuste of
subsidies aimed at pradtive activiies. Thessubsidies are usually
very costly and not versfficient at inceasing equity. Dect lending
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by government agencies Haeen gradually eliminated and replaced
by lending to the financial system ¢ases whre the market is not
well developed. Financial instiionshave to do théending and run
the commercial risks involved.

Subnational govements, draditional source of fiscal instability,
do not have access toedit and hereforeare restricted to spending
their own resources or resources obtained from the central govern-
ment. Their role is to prioritize pjects, subject to the level adtal
public spending consistent with macroeconomic policy.

A strict control of debts contracted by autonomous or semi-
independent public entds is esseil for the success of expendi-
ture controls. In many cases, exces®aainy orease of access to
debthas led tdarge deficits in public companies or other decentral-
ized public entities.

In short, the structure of revenues and expenditures ofulblecp
sector is crucial in determining the capacity of government to use
the budget as an effectived for macroeconomic policy.

Budget authority

Apart from the impaance of the sucture of the budget it is
important to mention the existence of a calited gvernment
budget authority. It is common that automaus enties such as
public enterpises, regpnal, and local governments are completely
or partially out of the control of the budget authorities, weakening
their capacity to control fiscal policy.

In the Chilearcase the budget @tmprehensive, including all the
transactions of governemt entities. Local governments and other
autonomous entities are restricted to spendieg bwn reenue.
To be able to condict loansthey require previous authorization
from the national budget ¢hority.

Tax earmarking is another source of rigidityd sometimes leads
to a misallocation of revenues. With one or two exceptians)a&king
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is ruled out of our budget practice. Thus, itis possible to allocate the
resources according to eagkar’s prioriies, giving the fiscal
authority the needed flexibility to set fiscal targets.

Fiscal flexibility

Nevertheless, we consider that thereat level of fiscal fexibility
is insufficient. It is well knownHhat greater degrees aftegration
into the world economy reduce the role of ratary policy and
increase the importance of a flexible and responsible fiscal policy.

Exchange rate fluctuations aextremely important in a small
open economy, where exports account for over 30 percent of GDP.
Because of this we have tried to attain greater independence of our
domestic interest rate fromtgrnatianal rates by irposing a reserve
requirement on the capital inflows.

Although this mechanism is far from perfecthas been reason-
ably successful in limiting capital inflows to an amount paiible
with a gradual and moderate exchange rate appreciation. It is clear
thatthere will always be rigidities in the fiscglolicy of a country
that, like Chile, has a high degree of social inequality. In this case,
it is of great mportance that the geernment contributes to improve
the opporturties and address the essential needs of the poorer
households. Likewise, fiscaésouces are required tovercome a
lack of infrastructure that could eveally limit the country’s
growth. This is why a certain degree of monetary policy autonomy
is required, which can be obtained throubk control of capital
flows.

In addition to tlat, it would be desirable to have some extra
flexibility in fiscal policy. Not forgettinghe importance of stability
in the overall tax strcture, it would be very convestit to have some
degree of control of the tax rates for the splepose ofmacro-
economic management. This would alloiscal policy to play a
more effective role in reaching macroeconotargets. Inshort, the
requirements placed on fiscal policy, in a small open economy that
aims for growth with equity are very demanding.
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The private pension system

Let me finally make a few remarks about pension reform. A
particularly interesting topic for thesues analyzed in this confer-
ence is the private pensions reform which wéioduced in Chile
almost fifteen years ago. At thatte, apublic pay-as-you-gsocial
security system was replaced by a privately funded pension scheme.
The compulsory priate pension system novovers 90 percent of
employedworkers and has accumulated a pension fund equivalent
to 50 percent of GDP.

There are manwaspects that oneould comment onhiis topic;
however, | will only touch on two aspects relevant foday’s
discussion.

With regard to theew system’sontribution to aggregte saing:
on one hand, rate savings rise due to theompulsory deposits that
start being deposited in pate accounts. On the other hand, the
public sector starts showing a deficit because it has to continue paying
pensions but is no longer receiving the payroll tax contiohuThe
government is faced with several alternatives to finance its deficit.

On one extreme, it can issue debt that wéihcide with the new
private pension accounts, so that, onwhele, nothing will happen
to aggregate savings.

On the aher exteme, the geernment may reducexpenditures
and/or mise taxes. If this does not induce austtn in private
savings, then aggrete savings will rise. Thus, the netpact of the
introduction of a privately funded system will, @bkt during the
transition pemd, depend on the way tlggpvernment inances the
deficit produced by the reform. In the Chilean case, thveegnment
has made a huge effort to raise savings and has iakuesdt no debt
to finance the deficit. Thus, itascontributed to a rise in sawjs,
which are being accumulated in the new pension funds.

The prevous effect isvery impor@ant during the three to four
decades of transition when the fund accumulates.
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Another relevant change is the substitution afefined kenefit
pension scheme for a dieéd contributiorsystemContrary to social
security where the benefits are legally deteradi, in this new
system only theontributions are legally definezhd the pensions
are determined by lifetime contributions, financial investment
returns, and the market for annuities. Thus, when life expectations
change, the consequeneas different in the tweystems. Arise in
life expectations will typically result in higher public pension
expenditures in the “pay-as-you-go system.”

In the private pension sysh, it will result automatically in lower
pensions, unless an tex amount of voluntary saving is done to
compensate for the longer retirement period.

Pension schemes play an important role in the government budget
and in aggegate savings. The experience of transfion provides
interesting insigts on its relationships which are worth examining
in greater detail.

There are other relevant &sps worth eplaining. They refer to
the implicatons of this reform for financial arketsand the microe-
conomic working of the sysin, and, of course, its politicatonomy
consequences. But | will have to stop at this point.
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Table 1
Central Government Savings of Chile 1989-94
As a percent of GDP
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Deposits
Government Revenues Recognition  Copper
Current Current Bonds**  Stabilization
Revenues Taxes*Expenditure  Savings (pensions) Fund
@) 2 ®) =03 ®) (6)
1989 25.7 14.8 22.4 3.4 0.4 3.7
1990 23.0 14.5 20.6 2.4 0.5 2.3
1991 23.0 16.7 19.8 3.4 0.4 0.7
1992 22.8 16.9 17.9 4.9 0.5 0.3
1993 22.4 17.6 17.6 4.8 0.6 -0.2
1994 22.1 171 17.4 4.7 0.7 0.2

*Excludes social security, copper taxes, local government

**Should be added to savjs since are included as current expenditures in spite of being
long-term savings






