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EXECUTIVE SUMMARY 

 
1. The objective of this study is to produce a policy framework and methodology for 
regional planning in Chile, which is intended to be applied to the new Regions I and XV, 
two of Chile’s “Extreme Zones”. The Government requested the Bank to prepare the 
study as an extension of the Bank’s previous assessment of fiscal incentives in the Zonas 
Extremas, which include Region I (now split into two Regions I and XV), as well as a 
reference source for the new kind of planning for which the country’s regions are now 
responsible.1   

THE NATIONAL CONTEXT FOR REGIONAL POLICIES 

2. Chile’s economic model, powerfully supported by political consensus and a good 
public administration, has produced impressive economic growth. To an extent, the free-
trade policies under this model favored certain regions – those that were more export 
oriented – over others. Policies of sectoral economic promotion – serving to reinforce 
Chile’s comparative advantage in agro-industries – similarly had uneven impacts on the 
regions. On the other hand, the growth and diversification of the economy have also had 
positive effects, even for Chile’s more disadvantaged citizens. In particular, Chile’s 
“growth dividend” has been used, as a fruit of democratic politics, to fund a new social 
model – better public services and targeted anti-poverty programs – that aims to eradicate 
poverty and provide more equal access to public services. This in turn has been a very 
important factor in explaining the impressive inroads that Chile has made into poverty. 

3. Notwithstanding the success of Chile’s recent economic and social policies, the 
country continues to face two related challenges: poverty and low human capital. An 
OECD report (Andersson et al., 2005) notes that Chile’s biggest obstacle to development 
might be its pervasive socio-economic inequalities and argues that an increase in human 
capital would raise productivity and help close the gap in living standards.  The World 
Bank (2006, page 13) similarly recommends improving equality of opportunity for 
Chileans. Education is the key to forming human capital. There is a close correlation 
between inequality in income and inequality in educational attainment across socio-
economic deciles in Chile (see Table A of World Bank, 2007).   

4. Because of its very success – and the political consensus born of this success – 
Chile’s socio-economic model provides a framework with which any regional policy in 
Chile should be compatible. In other words, any policies that seek to change the socio-
economic balance between regions should be careful not to “kill the golden goose” of 
national policies. That is one challenge for future regional policies. The other challenge 

                                                 
1 The Zonas Extermas are the geographically most isolated and vulnerable areas of Chile. According to 
various laws, the ZEs include: Region I (Tarapacá) and the province of Tocopilla in Region II (Antofagasta) 
in the north; Region XI (Aysén), Region XII (Magallanes), and the provinces of Palena and Chiloé in 
Region X (Los Lagos) in the south and Easter Island, located in the Pacific Ocean 
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arising from this review of the national context is how regional policies might contribute 
to further poverty alleviation and human-capital development.  

CONSIDERATIONS FOR A REGIONAL POLICY FRAMEWORK  

5. The main points of the report may be summarized as follows:  

• Regional inequality could become a problem if it reduced national unity, put the 
country’s anti-poverty goals at risk, threatened border security, or paralyzed 
regional economic activities which would otherwise flourish. 

• It is necessary to separate the different objectives of regional policies if policies 
are to be effective. Specific problems should attract first-order solutions. Fiscal 
incentives, for instance, need to differentiate between social objectives, border 
security, and promoting economic growth. Admittedly, the three sets of objectives 
intersect: human capital formation is both a social policy and a requisite for 
growth; border integration is both an economic policy and a national security 
policy. But the only way to design and evaluate the impact of fiscal incentives is 
by attaching specific goals and measurable success indicators to each particular 
incentive. 

• Inequality in access to public services is likely to increase if decentralization goes 
unchecked. Social programs need to ensure standard services and equal 
opportunities for citizens regardless of their location. Earmarked and conditional 
transfers to the regional governments may be used to replace or supplement the 
equalizing effect of central government actions in unitary countries such as Chile. 
Indeed, this type of all-inclusive action is proper for authorities with growing 
political responsibilities and representational capacity. 

• The market remains the main determinant of location for factors of production. It 
is an appropriate role for regional planning to liberate market forces that have 
been contained by the interests of individual stakeholders. State intervention to 
promote economic growth needs to be technically-based to prevent inefficiencies. 
This sort of public intervention can be better implemented by specialized agencies 
such as the semi-autonomous agencies of Chile’s central government.   

• Conditional, earmarked transfers may also be effectively used to enable regional 
governments to demand specialized services from central government agencies to 
promote local economic growth.  

THE CHALLENGES FOR REGIONAL GOVERNMENT 

6. The process of strengthening regional governments has been going on since 1990. 
The 1993 creation of an indirectly elected Council (CORE) with some limited powers 
was important in this. But in practice (and with few exceptions), regional governments 
have limited powers (and limited technical capacity). The government is committed to 
changing this, and it is becoming clearer how this process will begin.  

  ii 
ii



• New tasks will be transferred to regional governments. Subject to congressional 
approval, they will gain substantial autonomy in regional planning, project 
approval, and budgeting. They will be responsible for territorial planning and 
regulation in conjunction with the municipalities. They will acquire limited new 
tasks in the social, cultural, education, and health areas. These latter tasks will be 
transferred through an accreditation process and with the technical assistance of 
SUBDERE. 

• The specific transfers of tasks will give the regional governments substantial 
responsibility for local economic development. In addition, Regional 
Development Agencies are being created separate from the regional governments, 
but it is not clear how the two institutions will work together. 

• The two newly-created regions will, become “guinea pigs” for the new policies. 
They will get more administrative resources, take on the new planning, project-
approval and budgeting functions and immediately acquire some responsibilities 
in the areas of training, agricultural development, tourism, and possibly housing.  

• The government has proposed enhancing the power of regional governments by 
giving them budgets to “purchase” services from central-government agencies. 

• The government proposes that the COREs be directly elected, a potentially 
important step to empower regional government.  

 
7. It is a major concern of this report that the devolution of power to the regional 
governments be compatible with the Chilean “model”, in particular policies that favor 
private solutions, the discipline of markets, and light, technically-competent public 
interventions in the productive sector and fiscal discipline and efficient use of resources 
in public services. In this regard, Chile has to beware of the risks that may accompany 
regional empowerment.  

• There is a risk that decision-making at the regional level will become more 
politicized. The direct election of the CORE, the continuing practice of politically 
appointing the Intendente, and the weakening of central-government controls over 
regional spending decisions – in particular, the reduced role of investment 
oversight through SNI – are factors that can undermine the Chilean tradition of 
keeping technical criteria to the fore in public-spending decisions. The very fact 
that new regions are being created is further indication of the advance of political 
forces. (Moreover, the more the regions the technically weaker they will become.) 

• The other side of the coin of politicization is the risk that decision-making will 
become less technically competent because regional governments are small and 
inexperienced.  

• A risk of a different sort is that the new institutional architecture still does little to 
bring in the larger cities, which play a vital role in economic development. 

 
8. To counter some of these risks, it make sense to mirror at the regional level the 
political-administrative division found at the central level of government. Regional 
governments should concentrate on a broad political vision in their planning but leave 
implementation to technically competent agencies. (This is what happened in Bio-Bio). 
This can be done in several ways: by using the services of central agencies (which is why 
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the proposed purchasing-power option makes good sense); and/or by using the newly 
created Regional Development Agencies. In addition, the regional governments could 
benefit from an internal counterweight to political authority, for instance through the 
(merit-based) appointment of a professional manager under the Intendente (or even by 
changing the Intendente into a merit-based appointment). In addition, the proposal to 
reduce the role of the SNI might be reviewed.  

PLANNING FOR DEVELOPMENT IN REGIONS I AND XV 

9. The old Region I has shown a healthy development in aggregate, but contrasts 
become evident once the two new regions are separated. Both regions are dominated by a 
single city, but where Iquique (new Region I) is surging ahead as a result of activities 
related to its free-trade zone and mining exports, Arica (new Region XV) is growing 
more slowly, has fewer economic strengths, and displays poorer social indicators. Both 
new Regions have disparities across their territory. In particular, Alto Hospicio, Iquique’s 
satellite city, and the isolated rural communities of Parinacota require separate analysis 
and policy treatment. 

10. Two strategies for territorial development concern both new Regions alike. First, 
human capital: Chile may want to strengthen its commitment to increase the educational 
attainment of all Chileans, regardless of socio-economic deciles, gender, region, etc. Such 
a policy would enhance equality of opportunities for relatively isolated regions such as 
Region I and, above all, Region XV. 

11. Second, an Enterprise Gateway could be economically feasible for northern 
Chile. The Gateway could be a joint venture between Regions I and XV in the sense that 
both Arica and Iquique could be ports of entry. With ZOFRI’s experience in 
administering the free-trade zone, it should have an important role to play in Gateway.  

12. Given Iquique’s business assets, a Gateway could be expected to be at the center 
of a strategy for the new Region I, but the metallic- and non-metallic-minerals sectors can 
also be expected to play an important role. Region XV’s prospects for participating in a 
gateway are less certain, although a gateway strategy could throw up opportunities for 
long-term solutions to border conflicts with Peru and Bolivia. On the other hand, the new 
Region may also have opportunities to develop labor-intensive services such as “sun” 
tourism and care of senior citizens in Arica and special-purpose tourism in the 
mountainous municipalities that border Bolivia and Peru.  

13. Our consideration of reforms to current incentives for Zonas Extremas is based on 
two premises: that the current subsidy amount would be retained, initially at least; and 
that there would be no subsidy redistribution between each region (even though it could 
be argued that Region XV is more in need of subsidies). This means about US$25 million 
for Region XV and US$21 million for Region I (excluding ZOFRI subsidies) would be 
reallocated.  
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14. The chapter suggests three possible objectives for revising the subsidies: human-
capital formation (through training, subsidization of skilled employment, etc.) that would 
equalize opportunities across regions; promotion of production, including cluster 
formation and more advanced technology; and income maintenance, which applies 
particularly to the new Region XV, where immediate economic opportunities are lacking, 
but the population needs to be maintained on strategic grounds. Proposed reform options 
are summarized in Table 1 

 
Table 1.  Summary of Proposals for Reform of Incentives for Zonas Extremas 

Existing 
instrument Transitional Considerations New instrument 
DL889; 
Civil Service 
distance 
bonus 

• DL 889 affects many 
households, therefore a longer 
phasing out is necessary, to 
allow labor market conditions 
to adjust.  

• Region I: eliminate over 5 years and replace by 
training grants for the employed or unemployed. 

• Region XV: convert to an income subsidy for 
poorer people. A part could also be used to train 
the employed and unemployed. 

DFL 15 

Investment 
Tax Credit 

• Investment subsidies affect 
few firms, therefore a quicker 
phasing out can be envisaged.  

• Some new forms of support 
(e.g. support to clusters) might 
require private and public 
capacity not yet in great 
enough supply. This argues for 
subsidizing skills, R&D, etc., 
rather than labor and capital 

• Finance Enterprise Gateway feasibility study, 
setting up of Authority, design of regulations  

• Transfer funds to GORE/ARDs to purchase 
government economic-development services 
(from CORFO, Chile Emprende, etc.), for 
instance development of clusters. 

• Subsidize firm-level skill & technology 
acquisition (for instance: training grants, 
subsidies to skilled positions, R&D subsidies, 
and university-private-sector partnerships).  

ZOFRI  • The phasing out of border-tax incentives could be balanced by funds for Gateway 
infrastructure investments. 
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CHAPTER 1. INTRODUCTION 

OBJECTIVE OF THE STUDY.  

6.1 Chile’s Regions have become a more important subject of policy in recent years. 
The government has been seeking to give Regional Governments a greater voice and a 
larger role in local development. In addition – but in a separate sphere of policy – the 
government has been considering recasting the incentives it current gives to sustain levels 
of economic activity in Zonas Extremas (Extreme Zones), the geographically most distant 
and vulnerable areas of Chile.  

6.2 As a follow-up to an earlier World Bank study analyzing incentives to the Zonas 
Extremas (World Bank, 2005), the government has asked the World Bank to propose a 
policy framework for regional planning in Chile and apply this to the new Regions I and 
XV, themselves both Zonas Extremas. (In April 2007, the former Region I, Tarapacá, 
was split into Regions I, Tarapacá, and XV, Arica-Parinacota.) The government is 
looking to redirect the resources represented by current fiscal incentives for Zonas 
Extremas in these Regions to better uses that will sustain local economic activity and 
reduce their fiscal dependence. It is also looking to define the scope of, and effective 
policies and institutions for, planning by Regional Governments. The main concern of the 
report is regional development, more than decentralization of the state as such, and how 
regional development relates to regional competitiveness.2  

OUTLINE OF THE REPORT. 

6.3  Regional policies sit within a broader set of national economic and social 
policies. Chapter 2 (The National Context: the Chile Model) briefly characterizes these 
policies and the institutional environment in which they function. Chile has developed a 
very effective economic model. National economic policies emphasize fiscal prudence 

                                                 
2 A regional development policy is any government intervention to change the existing economic and social 
balance among geographically defined areas. Such policies may either be explicit (written) or implicit 
(unwritten).  Decentralization policies focus on the distribution of jurisdiction (competencias in Spanish), 
responsibilities, and resources across levels of government, including deconcentrated levels of government 
such as Chile’s regional governments. Decentralization offers, in principle, a wider menu of options –some 
that might potentially deal simultaneously with problems of political voice, border security, poverty and 
economic growth. In contrast, regional development policies tend to be more narrowly focused and have 
more constraints than fiscal, political and administrative decentralization. Chile being a unitary country, 
this study uses “national” or “central” without distinction when referring to the national level of 
government. Correspondingly, “sub-national” to refer to the regional (deconcentrated) level of government 
and the municipal (communal) level. 
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and the free play of markets, tempered by “market-friendly” interventions to promote 
specific sectors or “clusters” (fomento productivo, or “promotion of production”). In 
addition, innovative social policies have improved the financial soundness and the quality 
of public services and had a substantial impact on the poor. But poverty and investment 
in human capital remain important challenges for Chile. This economic model has been 
supported by state institutions that have so far relied on a substantial political consensus 
to emphasize centralized controls and, by the same token – and so far at least – to take a 
cautious approach to decentralization.  

6.4 As an aid to the debate within Chile about policies towards the Regions, Chapter 
3 (A National Framework for Regional Policies) suggests elements of a framework for 
assessing the major challenges perceived for Chile’s regions and the policy instruments 
associated with them. Drawing from foreign experience, where appropriate, the chapter 
distinguishes between four sets of objectives: demands for regional voice; reducing 
disparities in the incomes of different regions; using regional policies to reduce income 
disparities among individuals; and strengthening strategically located, but vulnerable 
regions.  

6.5 The chapter emphasizes the importance of separating these often very different 
objectives and then relating a specific objective to appropriate instruments.3 It suggests 
that trying to equalize economic potential across regions – in any case a somewhat 
quixotic aspiration if taken to extremes – is not an appropriate approach to alleviating 
poverty (i.e. providing more equal incomes). For poverty alleviation, as for service 
delivery more generally, national policies should have a leading role. The problem of 
local economic development is more nuanced: the regions can have an important role in 
identifying local employment opportunities and providing an overall vision for 
development, but it is the role of the central government to provide technical expertise 
and limit potential market distortions. 

6.6 Chile’s oldest “regional policy” has been to support distant, vulnerable regions as 
a means of securing national borders. This policy objective bears little relationship to 
other regional objectives. This report concludes that the security of Chile’s borders now 
has the opportunity to benefit from cross-border economic integration and need thus rely 
less than in the past on conventional measures to subsidize regions.  

6.7 Chapter 4 (Sub-National Government and Regional Policies) examines how, since 
Chile’s return to democracy, its evolving approach to decentralized government is 
contributing to current or planned regional development policies. The chapter briefly 
describes the current process of substantial, yet cautious devolution of powers to the 
municipalities (comunes). It then analyzes regional government at greater length. So far, 
the process of strengthening regional governments has been more one of cautious and 
limited deconcentration, and not particularly linked to municipal reforms. Now, the 
                                                 
3 This is a theoretical perspective meant to help clarify the issues for policy makers. In the real world,  
objectives and instruments overlap and/or contradict each other. Regional development is not science, and 
especially where systems are complex, there are many valid points of view on the best way to reform. This 
report champions certain points of view, based on an understanding of conditions in Chile, but recognizing 
that other policies and factors may need to be factored in as well. 
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government is initiating or proposing a series of reforms that mix somewhat bolder 
deconcentration with a limited measure of devolution. Regional Councils will be directly 
elected. The regions will acquire new responsibilities, including a substantial role in local 
economic development. But the relative roles of regional governments (which will have 
greater authority and budgets), central-government agencies (which will retain much 
power and expertise), and newly-created regional development agencies are not yet clear.  

6.8 Chile’s evolving approach to regional strengthening faces several risks. Regional 
empowerment and any correspondingly reduced role for the well-seasoned central-
government agencies could lead to public actions that are more politicized, less 
technically informed, and less consistent with the national policies that have driven 
Chile’s successful economic model. In addition, the links between the regions and 
municipalities (particularly the large cities) may still be too weak. 

6.9 Chapter 5 (Prospects for Arica-Parinacota and Tarapacá) characterizes the 
development prospects of the two new Regions that will imminently be created from the 
old Region I. Developing northern Chile as a logistical gateway – better linking the 
country’s Latin-American hinterland to the economies of the Pacific Rim – would, if 
feasible, provide a central axis of development for Region I, possibly also for Region 
XV. Both Regions have development potential in other sectors, though the economy of 
Region XV is likely to remain vulnerable. The chapter finishes with broad proposals for 
reallocating current Zona Extrema incentives in the two Regions by directing them 
towards human capital formation and the promotion of “clusters”.  

6.10 The final chapter (Conclusions: Making Regional Policy Work in Chile) pulls 
together the findings of the previous chapters. It endorses a cautious approach to 
strengthening regional governments that gives them a leading role in creating a local 
vision for development, but leaves much of the implementation of this vision to central-
government agencies and/or the new regional development agencies.  

6.11 Further background information on Chile's regional policy, regional development 
institutions and, more particularly, on Regions I and XV, is included in the Annexes. 
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CHAPTER 2. THE NATIONAL CONTEXT: THE CHILE MODEL 

6.12 Chile’s economic history, current policies, and political and institutional traditions 
and practices provide a framework of constraints and opportunities in which Chile’s 
regional policies must operate. 

CHILE IN COMPARISON 

6.13 Chile has had Latin America’s fastest growing economy during the last 15 years. 
GDP has grown on average by 4.1 percent a year since the return of democracy in 1990. 
Chile ranks 24th of 125 countries in the World Economic Forum’s “growth 
competitiveness index” (World Economic Forum, 2006), ahead of Ireland, Spain, France, 
Belgium, and New Zealand. This performance reflects Chile’s macroeconomic 
management, its public institutions, the efficiency of its markets, and the level of 
technology applied.  

6.14 The country’s social achievements lag behind its economic achievements. 
According to the United Nations’ Human Development Index (HDI), it ranked 38th of 
177 countries in 2004 (United Nations, 2006). Even here, Chile performs better than its 
ranking in GDP per capita (56th of 177) would suggest. But Chile’s position in the 
inequality component of the HDI is a large concern.  The country has done well in 
reducing its poverty rate – from 39 percent in 1990 to 19 percent in 2003, considerably 
better than in Latin America as a whole (CEPAL, 2005). But this has not carried over to 
reducing inequality.  Chile’s Gini coefficient of 0.57 shows a degree of inequality 
exceeded only by a dozen or so countries in the entire United Nations survey, and 
roughly on par with Ecuador in Latin America.  The bottom five population deciles are 
under, or close to, Chile’s formal poverty line. By any standard, income is highly 
concentrated in the top decile.4  

                                                 
4 Re-calculating the Gini index without the top decile improves Chile’s coefficient from .57 to .37 (to the 
point that it becomes among the lowest coefficients in Latin America and lower than the United States). 
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THE POLITICAL ENVIRONMENT 

6.15 Chile has a long history of favorable institutional and political development 
punctuated by political cycles. Since 1990, it has been ruled by a coalition, the 
Concertación de Partidos por la Democracia (Concertación). Michelle Bachelet, Chile’s 
first woman President, took office for a four-year term on March 11th, 2006. With the 
return to democracy, the country kept an economic model that generated growth, but 
added a new social model that would address the expectations of its citizens. And for fear 
of political and fiscal anarchy, it also kept many elements of a centralized political model.  

6.16 Chile’s democracy is increasingly vigorous and policy making has been based on 
public discussion, pragmatism, and a search for consensus. The center-left governing 
coalition and the opposition to its right have carved out a middle ground of broadly 
agreed policies. But this consensus – stronger on economic policies, and weaker in other 
areas, notably human rights and social issues – seems to have been declining in recent 
years. 

6.17 Chile’s public administration is well-organized and competent. In reaction to the 
fiscal laxity of previous periods, the military government cut the size of the public sector 
and instituted a rigid, centralized control of resources. The government also introduced 
policies to improve the quality of spending (for instance, cost-benefit criteria for public 
investment). Chile still has Latin America’s most centralized budget system, with an 
extraordinarily strong and expert budget office (DIPRES) and weak congressional budget 
powers. Governments since 1990 have sought to improve the efficiency and effectiveness 
of public expenditure by developing centralized systems, managed by DIPRES, to 
improve effectiveness and efficiency through evaluation, performance measurement, and 
performance incentives. While the government is fiscally centralized, implementation 
remains substantially decentralized. Attached to 19 Ministries are around 160 Public 
Services (executive agencies) accounting for three-quarters of central government 
spending. Because they are often powerful agencies, they are not always well coordinated 
by the ministries they belong to.5  

6.18 Chile’s territorial organization is noted for its high degree of centralization: the 
capital city concentrates a large part of the population and economic activity; there is no 
tradition of, and limited capacity for, self-sustaining regions; nor is there any clear 
cultural differentiation between regions. Territorial centralization must also be 
understood in the context of the more general economic and political centralization 
policies introduced by the military government and since maintained, so far at least. The 
consolidation of democracy during the last 14 years has also brought about pressures for 
additional voice and representation at the regional and local levels (see Chapter 4). In line 
with Chile’s typical approach to policy reform, decentralization is likely to proceed 
cautiously. 

                                                 
5 For Public Services executing (rather than making) policies (about 140 agencies), directors have been 
appointed since 2004 on a mixture of merit and political criteria: a committee nominates candidates; the 
president chooses from among them; the director serves (for up to nine years) at the President’s pleasure. 
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ECONOMIC POLICY   

6.19 The critical initial component in Chile’s economic success was the decision in the 
1970s to switch from an import-substitution strategy to an export-driven strategy and a 
correspondingly greater reliance on the private sector. The switch involved a dramatic 
reduction in tariffs and other trade barriers, liberalization of markets (controls on direct 
foreign investment, labor, and resources including land, etc.), and macroeconomic 
stabilization. Tariffs have continued to fall – from an average of 30 percent in 1990 to six 
percent today, two percent if the impact of free-trade agreements is taken into account. 
(Chile now has free-trade agreements with Canada, Mexico, Central America, South 
Korea, EFTA, the EU, the USA, and more recently with China and Peru.) 

6.20 Since 1990 especially, the government has also found that growth in specific 
sectors can be promoted by a particular approach to promoting economic development 
that is partly territory-based (SERCOTEC, 2004). We shall call this sectoral economic 
promotion (fomento productivo in Spanish – literally, promotion of production). 
Programs such as those of CORFO (PTI – Integrated Territories Program), Chile 
Emprende, and Fundación Chile seek to develop territorial pockets of comparative 
advantage by identifying related sets of economic activities (“clusters”) that are 
promising, creating public-private partnerships, and getting private partners to assume 
much of the commercial risk.6 Many of these programs help develop a specific product 
area in a specific territory, usually with an eye on export markets. This approach 
identifies “market failures” related to costs of information and coordination, more than 
lack of human and capital resources, in a form of intervention consistent with Chile’s 
market principles. To undertake these programs, some Ministries and Public Services 
have set up substantial networks of local offices.  

6.21 These programs have worked, alongside Chile’s trade policies, to deepen the 
country’s comparative advantage in primary and processed-primary products (Andersson 
et al, 2005, 21-23). The programs have been particularly effective in areas where there 
were no prior exports, notably in agro-foods. For instance CORFO facilitated the transfer 
of technology for the export of fresh fruit. Chile is now the world’s leading exporter of 
table grapes. Chile has also become the leading exporter of farmed salmon. Here too 
sectoral economic promotion played an important role (see Box 2.1). 

                                                 
6 CORFO, the Chilean Economic Development Agency (Corporación de Fomento de la Producción) was 
established in 1939. It promotes innovation, modernization, competitiveness, certification of international 
standards, creation of clusters and centres of excellence, as well as a full range of financial assistance.  
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Box 2.1 Salmon Farming in Chile 

 
Chilean salmon farming began only in 1979. Salmon is not native to Chile. Public agencies were used to 
develop a strategy, provide loans to local firms, and support the development of aquaculture (Fischer, 2001; 
Iizuka, 2004).  In 1980, the semi-public Fundación Chile established the first modern farming centers – 
demonstrating the feasibility of large-scale salmon farming in the country – promoted new technologies, 
and provided technical assistance to firms.  After a phase of strong growth and market diversification in the 
1990s, government support to the industry decreased and became more indirect as producers and their 
organizations got stronger.  The private sector took the lead in promoting quality certification, with 
government support.  The industry is now successfully focussing on higher value-added products.  
  

6.22 Chile’s economic policies have had an uneven impact on the regional pattern of 
activity (Laban and Duran, 2006). Some of the Regions, most of them nearer to Santiago, 
developed strengths in new export areas (mostly agro-industries). For others, trade 
liberalization reinforced an existing pattern of comparative advantage (e.g. mineral 
exports in Regions I and II). Other regions, including much of the Zonas Extremas, did 
not greatly benefit from trade reform, other than through the general welfare-enhancing 
effects of cheaper imports and faster growth (which enabled the government to 
redistribute some gains through its regional policies).  

SOCIAL POLICY  

6.23 Prior to Chile’s return to democracy, the government had created new incentive 
frameworks to make social-support policies more efficient. Pay-as-you-go pensions were 
privatized and put on a financially sounder footing. Public education was decentralized in 
the early 1980s and a quasi-voucher system introduced. In 1981, higher education was 
opened to private sector institutions and fees were introduced at public universities. From 
1979, the government health service was decentralized and the private sector came to 
participate in health-service delivery and financing.  

6.24 Since 1990, the governments of the Concertación have pursued a new social 
model. This did not reverse the previous reforms, and the privately run programs have 
continued to flourish. What changed was the diversity and funding of public social 
programs. Public expenditures in education, health, housing, social security and other 
social services have all increased – the result of reallocations, not increased taxes. This 
not only expanded and improved existing programs (in education, notably), but also 
introduced new targeted social programs. The best known of these is Chile Solidario, a 
program created in 1992 to eradicate the country’s extreme poverty by identifying the 
poorest families in the country and providing them with cash subsidies, preferential 
access to social programs, and counseling services. This innovative program has proven 
effective in reaching its target population and attaining many social goals, though it is not 
yet clear how the program has improved the self-sufficiency and earning ability of 
families. There are other effective programs: for instance, a subsidy for water and 
sewerage services, introduced in 1990, seeks to ensure that no family pays more than five 
percent of income for water and sewerage services; Chile Califica is a lifelong learning 
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initiative focusing on working adults who need additional skills to find jobs and advance 
in the labor force.  

BORDER SECURITY 

6.25 Border security has played an important role in determining national policies 
towards some of Chile’s regions. Border problems have been the most intractable in the 
north of the country, particularly in Arica-Parinacota, the new Region XV (Box 2.2). 
Some of the border regions in distant areas with small populations and marginal 
economies were designated as Zonas Extremas (World Bank, 2005). These areas have 
received additional support to maintain the level and well-being of the local population. 
This regional-cum-security policy has developed in ad hoc, sometimes disparate ways 
over the last three decades. The Zonas Extremas attract two kinds of incentive: fiscal 
incentives for private enterprise (fiscal concessions for investment and free-trade-zone 
regimes, as well as a general labor subsidy) that apply only in Zonas Extremas; and 
national criteria for public social and investment spending that typically favor the Zonas 
Extremas. As a result, in 2001 Region I enjoyed social spending 20 percent above the 
national average and investment spending 85 percent above. The World Bank’s report on 
Zonas Extremas judged that regional policies were effective in sustaining these regions. 
In particular, free-trade-zone incentives led to Iquique’s economic “take-off”. But many 
of these incentives have now lost their impact.  

 
Box 2.2. Chile’s Border Problems in the North 

 
Border problems mostly originated with the War of the Pacific (1879-84). Peru lost the area of Arica-
Parinacota and its resources of saltpeter (under its 1929 treaty with Chile). Bolivia lost territory around 
Antofagasta and, with it, its sovereign access to the sea (also its access to mineral resources). A 1904 treaty 
settled Bolivia’s borders with Chile, and established Bolivia’s transit rights to the sea, as well as certain 
rights in the port of Arica. (When Chile put the port of Arica under a private concession in 2004, Bolivia 
claimed that the 1904 treaty had been broken.) Bolivia has, however, long campaigned to regain access to 
the sea, in particular to establish a corridor of free access on Chile’s northern border. (Under the 1929 
treaty, Peru would need to be a party to any maritime-access settlement between Bolivia and Chile.)  
 
Chile emerged from the Nineteenth Century economically and militarily strong in the regional context, 
while Peru and Bolivia were relatively weaker. (Peru is larger than Chile in population but economically 
less developed, while Bolivia is smaller and much poorer.) Both countries have had protracted grievances 
that remain sources of continuing political friction and popular agitation. Bolivia broke diplomatic relations 
with Chile on the access-to-the-sea issue in 1978. 
 
The two military governments of Chile and Peru almost went to war in 1976 on the northern border. Since 
the 1980s, there has been some progress in normalizing bilateral relations, but irritants have arisen to 
interrupt this, for instance a dispute in 2004 over the precise position of the Chile-Peru maritime border 
(Montoya, 2006).  
 

6.26 Chile’s border-security policy has been slowly changing in recent decades to take 
advantage of the opportunities of globalization and allow a greater role for diplomacy and 
economic cooperation. The Bachelet government seems to be moving towards a policy 
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giving greater importance to the promotion of international interdependence through 
trade and cross-border integration. Chile’s changing border-security approach is matched 
by similar developments in Peru, but less so in Bolivia.  

THE NATIONAL CONTEXT FOR REGIONAL POLICIES 

6.27 Chile’s economic model, powerfully supported by political consensus and a good 
public administration, has produced impressive economic growth. To an extent, the free-
trade policies under this model favored certain regions – those that were more export 
oriented – over others. Policies of sectoral economic promotion – serving to reinforce 
Chile’s comparative advantage in agro-industries – similarly had uneven impacts on the 
regions. On the other hand, the growth and diversification of the economy have also had 
positive effects, even for Chile’s more disadvantaged citizens. In particular, Chile’s 
“growth dividend” has been used, as a fruit of democratic politics, to fund a new social 
model – better public services and targeted anti-poverty programs – that aims to eradicate 
poverty and provide more equal access to public services. This in turn has been a very 
important factor in explaining the impressive inroads that Chile has made into poverty. 

6.28 Notwithstanding the success of Chile’s recent economic and social policies, the 
country continues to face two related challenges: poverty and low human capital. An 
OECD report (Andersson et al., 2005) notes that Chile’s biggest obstacle to development 
might be its pervasive socio-economic inequalities and argues that an increase in human 
capital would raise productivity and help close the gap in living standards.  The World 
Bank (2006, page 13) similarly recommends improving equality of opportunity for 
Chileans. Education is the key to forming human capital. There is a close correlation 
between inequality in income and inequality in educational attainment across socio-
economic deciles in Chile (see Table A of World Bank, 2007).   

6.29 Because of its very success – and the political consensus born of this success – 
Chile’s socio-economic model provides a framework with which any regional policy in 
Chile should be compatible. In other words, any policies that seek to change the socio-
economic balance between regions should be careful not to “kill the golden goose” of 
national policies. That is one challenge for future regional policies. The other challenge 
arising from this review of the national context is how regional policies might contribute 
to further poverty alleviation and human-capital development.  
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CHAPTER 3. A NATIONAL FRAMEWORK FOR REGIONAL 
POLICIES 

 

6.30 Chile does not have a single regional policy. Rather, there is a range of separate 
policies with separate objectives that influence the regions, though these policies fit 
within, and are disciplined by, a coherent national development strategy. At the same 
time, the country is committed to giving more voice, representation, and capacity for 
development to the regions. It is committed to doing this, in large part, through stronger 
regional governments. Yet the latter are currently politically and technically weak. 

6.31 The Government of Chile is still in the middle of an internal debate about what 
stronger regional government would look like, what public services are most 
appropriately delivered within a regional framework, and what administrative 
arrangements are most appropriate to implement regional policies. This chapter seeks to 
contribute to this debate by providing a framework for thinking about the many-
dimensioned questions involved, drawing on international experience where relevant. 
The chapter discusses the nature and scope of regional development issues, the way 
regional policies and regional planning may or may not deal with those challenges and 
the role of regional development institutions in planning, policy, and implementation.  

 

WHAT IS THE REGIONAL PROBLEM IN CHILE?  

6.32 Regional policy is on the agenda in Chile, but the nature of the regional 
challenge(s) and how to solve it (them) are not entirely clear. It is useful to identify four 
distinct perceptions of the regional challenge: 

• Perhaps the idea with the greatest political traction (including growing support 
from recent governments) is the desirability of a regional voice and 
representation – greater capacity at the regional level to opine and decide.  

 
• At other times, the problem is perceived as inequality among regions (see Table 

3.1). When the problem is so defined, it is occasionally mixed with considerations 
of poverty and of missed opportunities for regional growth and development.  

 
• At still other times, the current regional challenge in Chile is often characterized 

as related to inequality among people. People inequality can come in the form of 
poverty or of the unequal access of citizens to public services and economic 
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opportunities. Some people argue that such inequalities can show up as a form of 
regional inequality, hence they should be treated as a regional problem.  

 
• Finally, an older concern has been the need to strengthen selected vulnerable 

regions in the name of greater border security.  

6.33 Except for border security, these perceived challenges for regional policy seem in 
large part to be a product of Chile’s recent history. Poverty and citizenship issues have 
been thrown up as a consequence of Chile’s democratic transition, while the concern with 
regional growth may partly come from rapid economic growth, which has not treated all 
regions equally. 

 
Table 3.1 Socioeconomic Indicators for Chile’s Regions 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

6.34 Voice and representation.  Chile is strengthening the regional voice in planning, 
coordination of government action, and public-private partnerships. This is a legitimate 
political goal in itself, one that many countries are prepared to pay for, whatever the 
additional cost. When a stronger voice is backed by a good technical capacity and is used 
to develop a common regional vision and identify new growth opportunities, this may 
contribute to higher rates of sustainable growth. But in the absence of suitable leadership, 
stronger voices may well be oriented towards the short term interests of powerful 
stakeholders. And the latter may well want to avoid market tests or innovation 
challenges, instead articulating claims for compensatory transfers or subsidies.   

6.35 Personal inequality versus regional inequality. In Chile’s debate on regional 
policy, there has sometimes been a tendency to assimilate different concepts of 
inequalities. The country has long been aware of the problem of inequality among people, 
in particular poverty. This has become a critical problem for Chile’s democratic 
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governments (see Chapter 2). The awareness that good country performance does not 
necessarily entail good performance across regions is more recent. It is important to 
understand the difference – and the relationship – between the two types of inequality. 

6.36 Personal poverty is a phenomenon of selected households and relates to their 
differing characteristics as regards incomes and economic opportunities. To an extent, 
poverty also has a territorial dimension: in Chile, as in other countries, pockets of poverty 
are usually concentrated in cities, especially the larger cities, though extreme poverty is 
ordinarily most severe in isolated rural communities. Thus, Chiles’ communes (and areas 
within them), rather than its Regions, are the more relevant unit of analysis. 

6.37 Chile’s main approach to poverty is through central-government actions to 
support individuals and households: there is substantial public spending on social 
programs – including targeted programs such as Chile Solidario – which are usually 
planned, financed and monitored at the central level. In addition, Chile redistributes 
income from richer to poorer Communes through the Common Municipal Fund (Fondo 
Común Municipal – FCM; see Chapter 4). Chile’s anti-poverty programs are proving 
quite effective. They do not have a significant regional dimension. 

6.38 However, the debate on regional policy has often translated a concern for issues 
of personal inequality and poverty into a concern about regional inequality. This in turn 
has become a concern for sustainable economic activity in every region of the country 
since every region appears to have some degree of poverty incidence. This is a 
formidable problem for any country regardless of its level of economic development. 
Equalizing economic activity among all regions challenges market-driven developments 
that are based upon comparative advantages and centuries of accumulated development. 
A relatively manageable problem for a country like Chile – the poverty problem— might 
then become an unsurpassable problem of sustaining economic activity across more than 
5,000 longitudinal kilometers of territories characterized by unequal development.  

6.39 The linkage of the two problems might make it much harder to tackle either 
problem. Relative poverty seems to be a manageable problem, separate from – albeit, 
some argue, exacerbated by—unequal regional development. 

6.40 The same point also applies to the occasional mixing of territorial equalization 
with border security. A relatively well defined problem of border security – potentially 
manageable through national and local solutions (cross-border integration, limited 
investments or subsidies in frontier areas) – risks being transformed into the much larger 
challenge of developing all regions of the country.   

6.41 Regional inequality and economic growth. Is regional inequality in itself a 
hindrance to economic development or – reversing the argument – are present regional 
inequalities the result of Chile’s model of economic development? These questions 
cannot be resolved in this study. However, in a predominantly market economy such as 
Chile’s, regional constraints to growth are more likely to explain regional inequalities 
rather than the other way around. But this does not imply that the state can have no role. 

  9 



 
 

The state may selectively intervene to reduce or eliminate precisely those constraints that 
hinder market development and restrain an otherwise demonstrable growth potential.  

6.42 Policies for selectively tackling binding constraints, such as shortages of skilled 
labor or inappropriate regulation, will be discussed further in Chapter 4.  Based on 
Chile’s own successful experience of sectoral economic promotion (fomento productivo) 
within a market economy, it can be argued that such intervention is more likely to be 
effective: if  it is custom-tailored to each particular region; if it is based on a diagnosis of 
a region’s comparative advantages and constraints on growth; if there is a public-private 
partnership to identify promising sectors and investors are willing to assume a large part 
of the risk (where private exposure is limited or absent, projects selected by state 
agencies are more likely to promote, than to alleviate, constraints on the market); and if 
public intervention is technically independent, and divorced from stakeholders’ current 
interests. 

6.43 “Regional policy” is called on to solve diverse problems. Specific instruments 
need to be tailored to specific problems: one instrument will not solve everything. It is 
particularly important to separate the problems of people inequality and territorial 
inequality. It does not seem that regionally based solutions will be very relevant to 
solving people inequality problems. The next section deals precisely with this distinction 
in connection with the types of transfers Chile may want to apply for equalization of 
basic services and opportunities for citizens (as opposed to equalization of regions along 
the lines of equal income or fiscal support per capita).  

EQUALIZATION: TERRITORIAL ISSUE OR CITIZEN’S ISSUE?  

6.44 Two sorts of fiscal imbalance normally arise in nations with multi-level 
governance. The more Chile advances towards regional autonomy, the higher the chances 
these imbalances will not only be manifest at the municipal level but at the regional level 
as well. Vertical fiscal balance (VFB) relates to the balance between revenue-raising 
capacity and expenditure responsibilities. The latter often exceed the former for sub-
national governments, so VFB transfers from the central-government are required to 
restore vertical fiscal balance. Many of these transfers are conditional. Horizontal fiscal 
balance (HFB) issues relate to relative fiscal capacities across regions or across 
municipalities.  The horizontal fiscal transfers designed to redress these imbalances are 
typically referred to as territorial equalization or compensation payments. 

6.45 Compensatory transfers across regions are usually justified on political grounds – 
for instance to unify a country after a civil war. More important for this study is the 
“citizenship” rationale: wherever they live, citizens should have similar access to those 
public services and economic opportunities essential to meaningful citizenship. This 
could include education, healthcare, income-support, sewage, water, etc.  For example, 
municipalities with above-average levels of poverty would be allocated an equalizing 
component in their central-government transfers for poverty alleviation, reaching 
minimum service standards, or otherwise contributing to equality of opportunities. The 
citizenship rationale focuses equalization on individuals, not territories. 
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6.46 The principles underlying equalization payments differ across countries in 
“predictable” ways that reflect the nation’s social and political contract.   

• Australia has the most comprehensive and egalitarian system of equalization, 
adjusting Commonwealth-state transfers upward or downward for both revenue 
means and expenditure needs, a system of intergovernmental transfers appropriate 
to the underlying homogeneity and egalitarian nature of the Australian federation. 
 

• In Germany, the guiding principle in intergovernmental transfers is the 
constitutional provision ensuring “uniformity of living conditions”. This leads to 
an equalization system that is also highly egalitarian, including a revenue sharing 
pool among the Länder akin to Chile’s inter-municipal-sharing pool for the FCM. 
 

• On the other hand, the Canadian federation is highly decentralized in both 
taxation and expenditure.  With its duality in legal systems and language, 
Canada’s intergovernmental transfer system accommodates this decentralization. 
There is a constitutional commitment to “making equalization payments to ensure 
that provincial governments have sufficient revenues to provide reasonably 
comparable levels of public services at reasonably comparable levels of taxation”. 
To implement this commitment, the Canadian government raises the per-capita 
revenues of poorer provinces to some agreed-on level, but does not to reduce 
richer provinces’ revenues. 
 

• Finally, that the US has no formal equalization program perhaps accords well 
with the laissez-faire ideals of its constitution. 

 

6.47 A Chilean set of intergovernmental transfers will reflect its own national values 
and model of economic development. Three lessons from foreign experience may be 
relevant. First, the decentralization process should not be allowed to increase differences 
in the quality or coverage of basic services or to give preferences to local residents in 
government procurement or selection of projects for economic development. One 
approach to this is to make a “citizens’ charter” an integral part of the overall VFB/HFB 
package. The charter would guarantee access to essential public services, procurement 
contracts, and programs for economic development, no matter where a citizen resides.  
As Canada has progressively granted greater powers over transfers to its provinces, the 
provinces have signed on to something akin to a citizen’s charter. For example, for all 
provincial health-care expenditures the provinces have agreed to adhere to a set of 
principles (comprehensiveness, universality, etc.).7 

6.48 Second, countries in an early stage of decentralization typically exercise more 
control over transfers than those where the process is more mature. In the early years of 
Canada’s welfare state, for example, virtually all VFB transfers were conditional.  The 
government would cover 50 percent of the cost of a province’s expenditures on welfare, 
                                                 
7 By the same token, the provinces can alter the tax rates on their portion of the joint (federal-provincial) 
income tax, but this must accord with a similar non-discriminatory and harmonizing set of principles. 
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with similar schemes for post-secondary education and health. As these programs became 
established and publicly accepted, Canada gradually moved to unconditional, all-purpose 
transfers. As Chile’s central government advances towards transferring more 
responsibilities to regions or municipalities, the more advisable it will be to use 
earmarked and conditional transfers in the early years of decentralization. In fact, this 
appears to be the path that Chile is following (see Chapter 4).  

6.49 Third, it is useful to keep room for regional innovation under earmarked or 
conditional transfers. Canada’s model of “competitive federalism” allows for the 
operation in the public sector of some of the innovative mechanisms normally associated 
with the private sector: the ten Canadian provinces can experiment with alternative 
delivery mechanisms for the whole range of their services.  Demonstrably more effective 
ways of providing services will be copied by other provinces.  For example, it was the 
experimentation of the province of Saskatchewan that led to Canada’s Medicare model.  
Local experiments has to be constrained by parameters that ensure the preservation of the 
economic and social unions.  The Canadian model combines a continental-European 
approach to social services with the Public Choice literature calls “market-preserving 
federalism.” 

REGIONAL DEVELOPMENT POLICIES AND REGIONAL PLANNING

6.50 A regional development policy is any government intervention to change the 
existing economic and social balance among geographically defined territories. There 
appears to be a growing demand worldwide that governments intervene to modify the 
effect of markets on regional development. From Europe’s regional structural grants to 
the proliferation of regional development agencies all over the world, governments are 
responding to a highly diversified range of demands that may or may not fit within what 
is ordinarily considered regional development policy. Explicit regional development 
policies have received a new impetus under the European Union’s structural grants and 
its requirement that any new member country have an explicit regional development 
policy. But countries may still have an unwritten regional development strategy implicit 
in different policies and institutions that have a differentiated impact across regions. This 
appears to be the case of Chile so far. In turn, regions frequently have their own sector 
planning – as in many states in the U.S. – without developing a comprehensive 
development strategy.   

6.51 Regional policies and planning differ according to the type of problems perceived 
–and the way issues are conceptualized. The range of problems can be wide, and each 
policy may be supported by a vast array of institutional arrangements and instruments 
(see next section). This section looks at how policies might fit strategic objectives, with 
an emphasis on those of Chile’s challenges that may best be served through regional 
policies.  

6.52 When political representation is the primary challenge. It is necessary to 
differentiate the type and scope of voice and representation Chile is currently pursuing.  
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• If revenues and responsibilities are to be devolved from central government, it 
makes sense for policies to follow basic fiscal decentralization principles, 
including vertical balances, minimum standard services across the territory, etc., 
as discussed in the previous section.  

 
• If the object is a more effective voice in coordinating public and private actors 

around economic opportunities, regional authorities may need to secure political 
standing and technical capacity before they can credibly articulate development 
proposals, while regional policies should avoid destructive competition with 
existing central government services and private initiatives that have a similar 
mandate.  

 
• If the objective is limited to more representative institutions, capable of 

identifying and voicing responses to regional demands, then policies should 
follow best practices in developing the political architecture of regional 
representative institutions. 

 

6.53 When economic growth within a given territory is the primary challenge.  
Assuming that markets generally work to locate factors of production in the most 
efficient places, the role of the central government is to implement policies that 
encourage labor mobility, promote capital markets, or enforce a sound regulatory 
framework. Regional governments may be called on to eliminate those constraints – in 
infrastructure, skilled labor, market information, specialized services, or regulation – that 
had not previously been identified by the central government.  

6.54 When poverty is the primary challenge. The most suitable policy option is to 
design anti-poverty programs for the entire country, regardless of where poor families or 
individuals are located. It may make sense for some sub-national implementation of such 
programs: it is well known that sub-national governments are in a better position than 
national government to run programs that target individual or to ensure quality and 
coverage of nation-wide education and health policies.  

6.55 Regional growth may also reduce regional poverty, particularly when a growth 
sector has vertical and horizontal linkages throughout the region. But often, bringing 
good jobs to poor regions may miss the target. This might misdiagnose the problem, 
ignore the alternative of labor migration, and fail to create sustainable jobs. For instance, 
while infrastructure investments under Structural Grants for developing backward regions 
of the EU generated additional construction jobs, in most cases these jobs did not remain 
after the infrastructure had been built (Dillinger, 2007).  Education programs that 
alleviate regional shortages of skilled labor may well play a more positive role. But 
increasing the supply of skilled labor will only mobilize other regional factors of 
production when high-skilled jobs are locally available.  
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6.56 When territorial integrity is the primary challenge. The traditional approach to 
securing border areas through regional policy has been to encourage economic and 
population growth through economic incentives and/or direct subsidies. But globalization 
is providing new integration opportunities: the growth in bilateral trade, labor migration, 
investment, and joint projects creates mutual “hostages” that counterbalance frictions. 
Thus the European Coal and Steel Community was founded in 1951 – the first step in 
creating today’s EU – with the design of pooling French and German coal and steel 
resources so that these two countries could no longer go to war. Cross-border integration 
can also happen locally – between two adjacent regions. This may not necessarily benefit 
both regions. Thus, for border regions, it makes sense to supplement a national policy of 
cross-border integration with policies to develop local economic potential (through 
clusters of activity, etc.). And for the economically weakest border regions, policy-
makers even need to consider income subsidies that discourage out-migration. 

6.57 When the strategic objective is primarily regional equalization. If Chile’s 
objective were to move regional per-capita incomes to being substantially more equal, 
this might be attainable, though with great difficulty. But if the target were to ensure 
minimum standard conditions for every Chilean regardless of geographical location, the 
goal could be achieved through anti-poverty programs and/or decentralization policies 
with a heavy emphasis on equalization of opportunities (see the previous section in this 
Chapter). 

6.58 In conclusion, a territorial focus is useful to identify location-specific constraints 
on growth, but less useful for poverty reduction or for regional equalization. Regional 
planning for growth needs to be tailored to specific regions or sub-regions and sectors or 
sub-sectors. Such planning is likely to result in narrow interventions, such as building a 
road, modernizing a port or strengthening a vocational school. These interventions are 
likely to have an unequal impact within a region or on the actors of that region. In 
general, experience suggests that it is inadvisable to try to “pick winners” unless there are 
strong prospects of benefits external to the intervention to justify such investments. 
Broader interventions that are comprehensive or regionally integrated risk limiting factor 
mobility and are likely to lead to inefficiencies in production as well as in the allocation 
of public resources. Moreover, they are difficult to implement from a purely 
administrative point of view.  

6.59 The national regional policy framework should be limited to a broad, common 
mandate for the regions. Indeed, many countries operate without an explicit regional 
development policy, leaving regional authorities free to fit the menu of government 
programs to the binding constraints that affect that particular region. The Structural 
Funds of the European Union, for instance, provide rather liberal guidelines (except for 
very large projects). Some national government use the Funds wisely, while others do 
not.  
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REGIONAL DEVELOPMENT INSTITUTIONS  

6.60 This section links the regional challenges, policy objectives, and instruments 
discussed so far with corresponding institutional arrangements. The institutional policy 
options will be more fully assessed in Chapter 4. Three institutional challenges need to be 
discussed: the compatibility of institutional design across different objectives; the 
capacity of regional institutions to adapt to new conditions; and the need for specialized 
capacities to promote growth. 

6.61 Incompatibilities in institutional design. The sort of institutional capacity 
demanded for regional equalization (or regional responsiveness to the interests of 
particular regional stakeholders) might be incompatible with the sort of capacity required 
for promoting regional growth in selected sectors. It might be helpful to identify methods 
to reconcile the two by meeting common elements of effective program and project 
capacity. The government appears aware of the need for asymmetry between regional 
governments, and is prepared to leave the necessary room for creativity and 
differentiation. 

6.62 Adapting existing institutional capacities. Chile has a strong central government, 
with highly competent ministries and services, some of them with deconcentrated 
representation in the regions. The ministries and services enjoy a dominant position – 
reinforced by the closeness of some ministries to the Finance and Planning Ministries – 
that may not be changed overnight. With few exceptions, regional governments have 
traditionally been either too small or too dependent on central-government agencies to 
acquire an independent capacity. Chilean government institutions may not be prepared or 
able to quickly adjust their capacities to new policies that put new responsibilities in the 
hands of regional governments.  

6.63 The government appears to be prepared to use a phased approach to strengthen 
regional capacity, allowing regional government to adopt new responsibilities once they 
have been certified. Given the competence of central-government agencies, it might make 
sense for the national government initially to retain the design of policies for key 
government services, including education, health and, above all, those equalization 
measures geared to ensuring common service standards and equal opportunities. It would 
then be for the regional governments to implement those measures. Similarly, efficiency 
might be enhanced if the national government initially maintains control of programs of 
sectoral economic promotion in such a way that market tests are observed. Regional 
governments could produce a comprehensive territorial vision to serve as a framework 
for sectoral economic promotion and identify the vertical or horizontal linkages.  

6.64 Regional governments have been improving their capacity to coordinate different 
government agencies, private investors, and public-private actions in their territory. 
Strengthening this coordination function – in particular a capacity to identify constraints 
and duplications –will enable regional governments to identify the precise services they 
need from the specialized central agencies. On the other hand, the political role of 
regional governments and their accumulated skill sets makes it difficult for them to play 
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the specialized role that the central agencies now play. In the end, the location decisions 
of capital and labor are more decisive than regional planning in production decisions. 

6.65 Types of institutional capacity required. The government does not appear so far to 
have a definitive view of the scope of regional planning or the matching set of skills 
needed.  Following this chapter’s analysis, the additional capacity that may now be 
needed of regional authorities is twofold: first, the capacity to identify the actions and 
coordination needed to eliminate narrowly defined binding constraints; second, credible 
technical and political leadership to mobilize public and private actors around such 
programs. These two skills requirements are somewhat different from capacities for 
broadly defined planning, sector planning, or integrated regional planning.  

6.66 Regional authorities will need the capacity to identify unexploited local 
opportunities and programs or projects capable of developing them. The authorities will 
need to identify bottlenecks to new production – probably a multi-sectoral task. If 
strategic proposals and corresponding skill needs differ from region to region, 
institutional capacity and arrangements should be different. For instance, regions that can 
count only on local investors with limited managerial capacity may need special skills to 
connect local and foreign investors or otherwise attract the latter.  

6.67 As regional comparative advantages change over time, institutional capacity will 
need to adjust accordingly. This need for flexibility is at odds with the rigid mandate 
typically given to regional political and administrative authorities in unitary countries. In 
addition, regions are defined according to cultural, political, and administrative 
considerations, and not by economic criteria, and they cannot continuously redefine their 
boundaries to promote promising projects. The need for flexibility explains why some 
countries have chosen to supplement regional political and administrative authorities with 
specialized regional development agencies with a more precise, more flexible, and less 
permanent mandate within the broad area of economic development. Chile is now 
moving both to create regional development agencies and to strengthen the planning 
capacity of regional authorities. Chapter 4 will discuss how to promote and reconcile the 
two. 
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CONSIDERATIONS FOR A REGIONAL POLICY FRAMEWORK  

6.68 The main points of this chapter may be summarized as follows:  

• Regional inequality could become a problem if it reduced national unity, put the 
country’s anti-poverty goals at risk, threatened border security, or paralyzed 
regional economic activities which would otherwise flourish. 

 
• It is necessary to separate the different objectives of regional policies if policies 

are to be effective. Specific problems should attract first-order solutions. Fiscal 
incentives, for instance, need to differentiate between social objectives, border 
security, and promoting economic growth. Admittedly, the three sets of objectives 
intersect: human capital formation is both a social policy and a requisite for 
growth; border integration is both an economic policy and a national security 
policy. But the only way to design and evaluate the impact of fiscal incentives is 
by attaching specific goals and measurable success indicators to each particular 
incentive. 

 
• Inequality in access to public services is likely to increase if decentralization goes 

unchecked. Social programs need to ensure standard services and equal 
opportunities for citizens regardless of their location. Earmarked and conditional 
transfers to the regional governments may be used to replace or supplement the 
equalizing effect of central government actions in unitary countries such as Chile. 
Indeed, this type of all-inclusive action is proper for authorities with growing 
political responsibilities and representational capacity. 

 
• The market remains the main determinant of location for factors of production. It 

is an appropriate role for regional planning to liberate market forces that have 
been contained by the interests of individual stakeholders. State intervention to 
promote economic growth needs to be technically-based to prevent inefficiencies. 
This sort of public intervention can be better implemented by specialized agencies 
such as the semi-autonomous agencies of Chile’s central government.   

 
• Conditional, earmarked transfers may also be effectively used to enable regional 

governments to demand specialized services from central government agencies to 
promote local economic growth.  
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CHAPTER 4. SUB-NATIONAL GOVERNMENT AND 
REGIONAL POLICIES 

6.69 Among the many national policies with territorial implications, four sets of policy 
have had the greatest impact on Chile’s regions since the country’s return to democracy. 
Municipalization has devolved power and resources in the hands of local communities. 
Regional strengthening has deconcentrated a more limited set of central-government 
functions – some planning and coordination – to the regional level. The other two groups 
constitute indirect territorial policy: both economic-growth policies and border-security 
are national policies with regional side-effects (and were discussed in Chapters 2 and 3). 
Table 4.1 provides a summary, by each of the four policy sets, of regional-policy 
objectives, current instruments, and proposed changes. 

Table 4.1 Institutional Decentralization and Territorial Implications After 1989 

 
Objectives Policy instruments through 

2006 
Changes in objectives and policies after 2006  

Municipalization 
• Decentralization of 

democratic control. 
• Economic support 

for poorer 
territories. 

• Devolution of urban/ 
social services 

• Local election of mayors. 
• Revenue redistribution 

(FCM)  

• Further strengthening of local resources 
through central government contributions to 
FCM 

• Further strengthening of support for lagging 
communes 

Regional strengthening (economic, social, infrastructure) 
• Government 

coordination under 
centralized 
leadership and 
democratic control  

• Economic support 
for lagging 
territories. 

• Regional deconcentration: 
GORE, CORE. 

• Regional public 
investment spending 
(FNDR/SNI). 

• Regional social spending. 

• New Regions 
• Regional decentralization: devolution of 

responsibilities; election of CORE. 
• Strengthening regional capacity for planning 

and coordination of government actions. 
• Emphasis on integrated regional planning, 

which might entail partial shift from market-
oriented model.  

Border security policies (central government) 
• Economic support 

for vulnerable 
territories 

• ZE policies: central 
government incentives/ 
subsidies for private 
enterprise 

• New emphasis on policies to promote cross-
border integration 

• Reallocation of subsidy value of some ZE 
incentives to sustainable economic growth 

Economic growth policies (central government) 
• Support for 

private-sector 
growth, sometimes 
with territorial 
effects. 

• Open-economy policies. 
• Sector policy: 

coordination and fiscal 
incentives/ subsidies for 
private enterprise.  

• Proposals to (a) introduce territorial criteria 
in economic growth programs; (b) have 
regional governments select economic 
growth projects on the basis of regional 
planning and higher coordination capacity  
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6.70 This chapter discusses what Chile’s municipal and regional governments do, how 
their capacities match with actual and planned regional policies, and what reforms are 
being implemented or proposed. In particular, it reviews the capacity of regional 
governments to plan and implement regional development policies and to coordinate 
among the different levels of government.  

MUNICIPAL GOVERNMENT 

6.71 The Current Situation. Chile's institutional arrangements are rather unique. The 
central government has formal and separate arrangements with regions and with 
municipalities, or communes. This makes the regional-local link relatively weak as 
compared to other countries, whether unitary or federal. Municipalities have long enjoyed 
more autonomy and more responsibilities than deconcentrated regional governments. The 
regional council (CORE) has until now been indirectly elected by the local councilors of 
each region’s municipalities, but this has had limited impact on regional affairs.  

6.72 The local election of mayors and the devolution of urban services and some social 
services has given the municipalities considerable power over a limited, but important 
range of activities. The municipalities deliver local services in human-capital formation 
or equalization of living conditions and opportunities across the territories. They also 
have a role in implementing proposals concerning financing of regional and local 
infrastructure. There is also a role for cities and large municipalities in fostering 
economic growth. 

6.73 Relatively large municipalities (including Iquique in the new Region I and Arica 
in the new Region XV) not only have resources of their own but appear to have direct 
connections with the central government. Smaller, isolated municipalities, such as those 
in Parinacota Province (Region XV), are more dependent on central-government and 
regional decisions programs and investments. 

6.74 The FCM (Common Municipal Fund) helps the poorer communes by 
redistributing financial resources from the richer. (This may provide perverse incentives 
for municipal tax collection.) The central government has long been the main provider of 
technical assistance to strengthen the fiscal and management capacity of the 
municipalities. SUBDERE maintains an excellent set of municipal financial and 
management indicators (SINIM) and monitors developments in municipal capacity. 
Municipalities can bring investment project proposals to the regional Intendente 
(Governor) who submits proposals selected from these for evaluation by the National 
Investment System (SNI) of the Ministry of Planning. If approved, those local projects 
will be financed by the FNDR (National Fund for Regional Development) and other 
supplementary instruments for financing regional and local infrastructure. The Ministry 
of Finance and the General Comptroller’s office are currently designing a package of 
incentives to introduce common municipal accounting, budgeting and reporting standards 
that are substantially aligned with SIGFE, the financial management system for the 
central government.   
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6.75 Proposed Reforms. The current administration expects municipal governments to 
enhance the quality of their services and coordinate development in their own territory. 
Accordingly, the government and the Asociación Chilena de Muncipalidades (Chilean 
Association of Municipalities) have agreed on a four-point reform agenda:  

• Modernization of municipal organization: the reform would aim to provide all 
municipalities with a minimum management capacity through better use of 
communication technologies and modernization of human-resource management 
policies. Congress is considering a reform that would allow for staff and salary 
adjustments and introduce a system to accredit management capacity and provide 
performance incentives similar to those of the Management Enhancement 
Program (PMG) led by the Ministry of Finance at the national level.  

 
• Service equalization: Demands on municipalities are diverse. Urban communes 

face challenges related to information and communications, reduction of business 
costs, and equality of opportunities for labor and capital. Small communes face 
the problems of declining rural economies and providing services across large, 
isolated geographical areas. While the government proposes to maintain minimum 
common services and equality of opportunities regardless of place of residence, it 
also intends to take these different realities into account by adopting the principle 
of subsidiarity as applied in the EU countries: equal service delivery regardless of 
differential management or fiscal capacity across municipal governments. 
SUBDERE proposes identifying three categories of municipalities: Municipalities 
in a critical situation are small, poor, and isolated; those with an intermediate 
management can provide effective services, yet are highly dependent on transfers; 
those that are relatively self-sufficient and are able to manage independently are 
generally more highly populated. 

 
• Sub-regional coordination. The promotion of associations of municipalities is 

intended to permit the effective coordination of local and regional demands.  
 

• Citizen participation. SUBDERE has formulated a Working Program to Support 
the Implementation of Participatory Budgeting. The government would strengthen 
civil-society organizations to make their oversight of municipal management 
more effective. 

 

6.76 The government reform proposal does not yet seem to include sufficient 
provisions to reflect the role that larger cities can have in economic promotion, especially 
for regions dominated by one urban center – par excellence the case of the new Regions 
Arica-Parinacota and Tarapacá. The dense concentrations of human capital, R&D, and 
high-value-added services allows cities to play a leading role in coordinating their 
regional economies and integrating them into the global economy. Many countries are 
rethinking the role of cities. Current practice differs widely across nations. Unitary states 
tend to have fiscally more powerful cities than federal states. The Nordic countries have 
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the most powerful cities in terms of spending and access to tax revenues. Canadian cities, 
in contrast, are the creatures of the respective provinces and are fiscally weak.  

6.77 The Chilean government want to recast the role of the regions in favor of 
territorially integrated development, but the new institutional arrangements need to 
include the larger cities, for two reasons. First, the cities, especially in the highly urban 
Regions like I and XV, would seem to be the primary institutions for horizontal and 
territorial integration. Second, the government proposal for direct election of regional 
councilors could sever the formal ties between cities and Regional Councils (COREs), as 
well as the new regional development agencies. It is of course possible to appoint city 
representatives to the latter, but Region XV, for example, has not done so. 

REGIONAL GOVERNMENT: CURRENT STRUCTURE 

6.78 The ability of regional governments to play, as envisaged, a greater role in 
regional development depends crucially on raising their management capacity, which has 
so far been limited. The military government delineated 13 Regions for purposes of 
planning and internal security. Regional governments were deconcentrated: they were 
nominated by the central government, and regional actions were executed through 
agencies of the national administration. With the advent of democracy in 1990, the need 
to give more voice to regions was recognized. The responsibility for moving this process 
forward was assigned to the Undersecretary of Regional Development (SUBDERE) of 
the Interior Ministry.  

6.79 With the approval of the “Law of Government and Regional Administration” in 
1993 (Law 19,175), the 13 regions became territories with relative autonomy and 
independent patrimony. The Law also established the regional council (CORE) and the 
regional government (GORE). The GORE comprises two organs (see Chart 4.1): the 
Intendente and the regional council. The Intendente, a political appointment of the 
President, represents the executive branch in the region and chairs the regional 
government (Box 4.1). GOREs are responsible for promoting “harmonious and fair” 
regional development through functions that include territorial planning, investment 
promotion, and public investment. The GOREs have an administrative and technical staff 
that currently averages around 70 persons per region8.  

                                                 
8 Staff is distributed into two divisions: Administration and Finance (DAF); and Analysis and Management 
Control (DACG). The current GORE of Tarapacá has a staff of 103, including eight managers and 42 
professionals.  
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Box 4.1 The Tasks of the Intendente 

 
The Intendente plays a dual role. In the first role, he/she is the President’s representative in the region, 
specifically representing the Interior Ministry on public security and immigration issues and coordinating 
and overseeing the provision of all deconcentrated services. In the second role, the Intendente is also the 
Executive of the regional government (GORE), chairing it and responsible for implementing the rules and 
resolutions it adopts. He/she also submits to the CORE the Regional Strategy, the regional policy and plans, 
and the ARI (a draft regional investment proposal). 
 

6.80 The GOREs administer the main regional source of investment, the FNDR 
(National Fund for Regional Development). They have also exercised some influence 
over the allocation of the investment resources of various ministries in each region – 
Programs for Regional Assigned Sector Investment (ISAR) and Programs for Local 
Assigned Regional Investment (IRAL). The GORE decides on the order of priority for 
ISAR funds, which are allocated to ministries for specific projects. The municipalities 
apply, through the GORES, for IRAL resources. But there is some evidence that the 
central government is usually the main voice in final allocation of these resources. Since 
the 2005 budget law no separate resources have been allocated for ISAR or IRAL, all 
investment allocations to regional governments now being covered by the FNDR. 

6.81 In principle, regional governments have also had some leverage in defining the 
allocation of the investment resources of various ministries in each region. They have 
instruments to help do this which are expected to become important decentralized 
management tools: 

6.82 They draw up a draft regional investment proposal (Anteproyecto Regional de 
Inversión – ARI) that submits proposed investments of the GORE and of the local 
representations of central-government agencies to a common investment procedure. 

6.83 They can enter into programming agreements time-bound regional investment 
plans with other public agencies (municipalities, regional governments, ministries and 
public enterprises).  
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Chart 4.1 Regional Governance Structure Chart 4.1 Regional Governance Structure 
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6.84 The CORE comprises, in addition to the Intendente, regional councilors elected 
by municipal councilors for a period of four years (and they can be reelected). This 
indirect election weakens the link between councilors and their regional constituents. In 
addition, election to the CORE does not normally put regional councilors on a track for 
higher political office. The most prominent power of the CORE is to decide on the 
regional investment projects that will be submitted to the approval of the National 
Investment System (SNI). Once approved, these investment projects are financed by 
FNDR and supplementary funds (see above). Unlike more decentralized countries, Chile 
maintains a centralized system for ex-ante cost-benefit evaluation of investment projects 
(SNI – National Investment System) that enjoys a well deserved prestige (World Bank, 
2006). In addition, DIPRES, the country’s budget office, may exercise a final say on 
FNDR projects. These two central controls ensure that investment decisions by the 
CORE are subject to the critical eye of the national government.  

6.85 In principle, COREs have a controlling function over the Intendente (but no 
power to sanction him/her). In practice, most COREs have been active in approving 
distribution of FNDR resources, but much less so with respect to other regional functions. 
The COREs function through plenary sessions and commissions, and they appoint an 
Executive Secretary with an advisory function.  
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6.86 With some exceptions (Interior, Presidency, Defense, and Foreign Affairs), the 
ministries appoint regional representatives, the Secretarios Regionales Ministeriales 
(SEREMIs). A SEREMI can represent more than one ministry. To appoint the SEREMI 
of a region, the Intendente prepares a short list of three candidates, in consultation with 
the relevant Ministry and political parties, then submits it to the President who chooses. 
In addition to the SEREMIs, many Public Services have regional representations 
(Directors General).9 Regions typically have around 15 SEREMIs and up to 40 
Directorates General. In theory, SEREMIs are subordinate to the GORE in issues related 
to regional development planning and projects. In practice, they often play the leading 
role. The actual role and relationship of the Intendente and the SEREMIs will depend 
largely on the Intendente’s capacity to lead and coordinate the various regional public- 
and private-sector actors. When the Intendente does have such capacity, the GORE can 
play an effective coordinating role. The Region of Bio-Bio provides perhaps the best 
example (see Box 4.2). When that is not the case, the SEREMIs tend to implement 
projects conceived by ministries and services in Santiago – government in “stovepipes”. 
As a result, the balance between regional and sectoral visions will vary widely across 
regions.  

 
Box 4.2 Deconcentrated Development in Bio-Bio 

Bio-Bio is a region of sharp economic and social contrasts. Its population – the second largest of Chile’s 
Regions – is 81 percent urban. It has a diversified productive sector including forestry, fishery, agriculture, 
commerce and services, but also one of the highest poverty and unemployment rates, particularly in the 
coal mining areas.  
 

The regional government led a promising governance and development strategy from 2000 to 2006: major 
stakeholders put together a strategic vision and action plan (EDR – Regional Development Strategy). This 
included two innovations:  
• Territorios de Planificación are planning districts that comprise groups of communes where the 

regional government coordinates public (national and regional) and private investment to address 
specific development challenges. The Regional Investment Proposals (ARI) and the Public Program of 
Regional Investment (PROPIR) are the instruments of the program. Citizen participation through these 
instruments has enhanced transparency and stimulated private sector mobilization.  

• The Intendente negotiated with CORFO the creation and joint funding of the first Regional Fund for 
Technological Innovation, Innova Bio-Bio, geared to creating an endogenous technological and 
innovative capacity. CORFO and the Bio-Bio GORE then transferred decision-making power to a 
public-private committee of regional stakeholders which led the implementation process. The success 
of Innova Bio-Bio was instrumental in the creation of Innova Chile, a national fund for the 
development of technology and innovation. 

 

The most important factors in creating this promising strategy were: a well designed regional development 
strategy led by a charismatic figure; a capable technical team; and the deep involvement of the private 
sector, as well as other regional stakeholders. Other contributing factors were: a pre-existing network of 
educational institutions across the region providing advanced sectoral expertise human capital and technical 
support to innovation; a powerful network of entrepreneurs, and central government agencies (Ministries of 
Finance, Interior, and Planning) committed to creative approaches to deconcentrated development. 
 

                                                 
9 In 2005, the Region pf Tarapacá had 5,723 central-government employees, of which 2,209 were from the 
health sector. (Source: Table F.2.1 of DIPRES, 2006).  
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6.87 Each Region is divided into a small number of Provinces (the law requires at least 
two). The provincial Governors, appointed by the Intendente, are in charge of 
maintaining law and order, managing emergencies and catastrophes, and controlling 
immigration.  

6.88 Law 20,035 of 2005 (Organic Constitutional Law on Regional Government and 
Administration) modified Law 19,175 of 1993 by introducing changes in the structure 
and functions of regional governments and promoting greater transparency and 
efficiency. The most important changes are in the preparation of regional budgets and the 
distribution criteria for the resources of the FNDR. The Law also authorized the regional 
governments to form regional associations and non-profit private corporations. 

6.89 Regional coordination. Intra-government coordination has three dimensions, 
vertical, horizontal and inter-sectoral.  

• Vertical coordination is needed to reconcile the development agendas of national, 
regional, provincial and communal agencies operating in the region. In practice, 
coordination has been weakened because each sector brings to the regions its own 
individual programs as conceived in Santiago. The provincial governors have 
little role in regional coordination with either municipalities or central 
government. 

 
• Horizontal coordination of political and technical issues between the Intendente 

and CORE has in general been weak. Coordination among municipalities is 
almost non existent, partly due to current legal restrictions on forming municipal 
associations.  

 
• Inter-sectoral coordination is necessary if there is to be a common regional 

approach among sectoral agencies (Table 4.2). In general SEREMIs and local 
Directorates General have resisted coordination and shown more deference to 
their parent agencies. In an effort to overcome this, the Intendentes have since 
2005 convened Extended Regional Cabinets at least once a year. The Cabinets 
gather Provincial Governors, SEREMIs, Directors of Services, and, sometimes, 
CORES and municipal representatives. Two recently created programs, the 
Program for Institutional Regional Strengthening (PROFIR) and Integrated 
Territorial Management (GTI, part of the Management Enhancement Program – 
PMG), seek to reinforce inter-sector coordination at the regional level.  
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Table 4.2 Regional Government: Inter-Sectoral Coordination Mechanisms 

 
Instrument Coordination objective 
Extended Cabinet Meetings Meeting convened by the Intendente to gather Provincial Governors, 

SEREMIs, Directors of Services, and, sometimes, the CORE and 
representatives from municipalities 

Regional Investment Framework 
Agreement (Convenio Marco de 
Inversión Regional) 

Strategic agreements between the national government and the 
regions to establish policy, programmatic, and investment actions for 
a period of three years. 

Programming Agreements 
(Acuerdos de Programación) 

Formal agreements between one or more regional governments and 
one or more Ministries which define activities related to their 
investment projects over a certain time period.  

Regional Investment Proposals 
(ARI) 

The ARI estimates regional-government and ministry investment in 
services and activities in the region for the following year. It identifies 
projects, studies and programs, along with their costs. ARIs contribute 
to the formulation of ministerial and regional-government budgets and 
are discussed with the Budget Department (DIPRES). 

Regional Public Investment 
Program (PROPIR) 

Once Congress approves the National Budget, each region produces 
the PROPIR. 

 

REGIONAL GOVERNMENT: THE REFORM PROCESS  

6.90 The government is deeply committed to giving more power to regions and 
municipalities, enabling them to control their own development according to local 
comparative advantages and conditions. President Bachelet’s Government Program 2006-
2010 (Gobierno de Chile, 2005) sees the concentration of power in Santiago as part of 
Chile’s “complex framework of inequality, discrimination, and inefficiency” and is 
explicit about Chileans’ rights to build local communities that provide local solutions to 
local problems.  

6.91 The challenge is to deepen decentralization without undermining the current – and 
largely successful – model of economic and social development. If decentralization 
reforms were successfully implemented, regional and municipal governments would be 
capable of articulating, together with private investors and civil society, a vision of 
territorial development that serves as a common framework for specialized sector 
interventions. Though presidential guidelines are clear, key policy decisions – in 
particular, the balance between territorial vision and sector programs – have still to be 
adopted. 
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6.92 Recent and proposed measures to promote regional governments include:  

• The creation of two new regions - Arica-Parinacota and Los Rio's10. This provides 
an opportunity to test new institutional arrangements.  

• The proposed direct election of the COREs will enhance local accountability. But 
it may take little time for a popularly elected Council to gain greater influence 
over activities of the regional government. If so, regional government decisions 
might go beyond economic criteria for promotion of economic activity (Chapter 
3) or collide with the guiding principles of the Chilean model of development 
(Chapter 2). The new CORE might also further weaken its ties with local 
governments. To manage those risks, Chile may need to consider two additional 
measures: first, specifying that the role of the GORE be to produce an overall 
regional development vision, leaving it up to the ministries and public services to 
define program criteria for selecting one type of project over another; and second, 
that some of the members of the CORE should continue to be elected by 
municipal councilors in order to facilitate the horizontal integration of regional 
policies. 

• Proposed changes to regional institutions: the respective roles of both the 
deconcentrated representatives of central-government agencies and the GORE 
will be clarified. The Intendente, rather than the Minister, will appoint the heads 
of SEREMIs. This should mean more power for the Intendente, though it may 
also lead to less-qualified appointments and to SEREMIs who enjoy less power 
over ministry resources. If the appointment process were changed from a political 
one to one that followed the rules for senior managers (Alta Dirección), which 
combine merit and political criteria, this might guarantee the technical 
competence of the SEREMIs and empower regional governments. The reform 
does not introduce changes in the appointment procedure, profile, and functions 
of the Intendente. 

• Proposals for transferring functions to regional government. SUBDERE has 
prepared a comprehensive strategy which includes technical support and capacity 
building at the regional level and the implementation of an accreditation 
procedure according to which each GORE must show that it has the capacity to 
assume responsibility for a particular function that may be devolved (see Box 4.3). 
The functions to be transferred are discussed below. An IDB loan will help fund 
this transfer process. 

• The establishment of Regional Development Agencies (ARDPs). As President 
Bachelet said in presenting her Government Program “Regional Development 
Agencies will be the core of a strategic alliance between the private and public 
sectors.” 

                                                 
10 The creation of the Arica-Parinacota region was legally formalized with the promulgation of law Nº 
20,175 on March 23, 2007 by President Michelle Bachelet. On April 11, 2007 the law was published in the 
Official Gazette After 180 days from that date the region began to fully operate.  (www.subdere.gov) 
The creation of the region of Los Rios legally formalized with the promulgation of law Nº 20,174 in March 
16, 2007 by President, Michelle Bachelet. On April 5, 2007, the law was published in the Official Gazette. 
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Box 4.3 A Process to Transfer Responsibilities to Regional Governments 

 
• Preparatory activities: SUBDERE is currently identifying functions that can be transferred. The 

findings are being given to GOREs and sectoral entities for a quick evaluation of the transfer potential.  
• Transfer request: The GORE initiates a request, accompanied by a request for technical support. 
• Pre-transfer study: Once this request is received, a pre-transfer study is carried out to validate the 

technical supporting documents and the legal implications of the human and financial resources 
requirements. The study may be developed by the central government or the GORE. 

• Technical Commission: To analyze and negotiate the transfer request, a Technical Commission with 
representatives of the sector and SUBDERE would be set up and deliver a report within six months. 
The transfer decision should have been taken within one year from the initial GORE request. 

• Accreditation: After the decision, the GORE must demonstrate that it has the capacity – inter alia 
human resources, community agreements, program-implementation arrangements, and a proposal for 
training – to receive the function. 

• Evaluation: The transfer of management and the technical assistance support are evaluated.  

6.93 The transfer of responsibilities and functions to GOREs will be phased in. A 
reform of the current Regional Government and Administration Law is needed to allow 
the transfer of authority for social and economic planning and for land-development and -
use regulations. The following responsibilities are expected to be transferred in the first 
round of transfers (our comments are in italics): 

6.94 Regional planning: On February 2, 2007, the Ministry of Planning and 
SUBDERE signed an agreement to transfer the responsibility to prepare and implement 
Regional Development Strategies from the Ministry to the GOREs. The regions will have 
absolute autonomy in development planning, particularly in public infrastructure and 
transportation and economic, social and cultural development. The GORE will thus take 
over the regional planning responsibilities of the Secretaria de Planificación Regional 
(SERPLAC – the deconcentrated office of the Ministry of Planning) and assume the 
responsibilities of the National Investment System for approving public investment 
projects. For this agreement to become effective, Congress has to approve a proposal 
eliminating the regional planning and budgeting function of the Ministry. 

The biggest risk lies in moving beyond the GORE’s current responsibility for regional 
planning (which it should retain) to the design, approval and implementation of 
programs and projects. This has so far been the task of a technically competent 
national administration structured along sector lines. The concept of project 
evaluation is the fortress that protects the quality of much of Chile’s public 
expenditure. In the case of risky areas, such as investment in technology and 
innovation or support for sustainable economic activity, it is this concept that 
explains the relative success of cluster developments or the relatively low failure rate 
of the projects or services of CORFO or SERCOTEC. Regional governments do not 
currently have the skills to design and implement economic and productive projects 
or programs. To succeed, this type of program must make public decisions that 
respect market rules by partnering with the private sector. When this type of program 
passes from the technical to the political sphere, it is inevitable that pressures arise to 
make exceptions to market rules and direct program benefits to influential 
constituents or stakeholders.  
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6.95 Budgetary design and execution: approval of budget proposals, and administration 
of regionally allocated funds and programs. In order to carry out this function the GORE 
would assign and execute resources from the regional investment budget to fund plans, 
program and projects. 

Again, this proposal risks a transfer of responsibilities without clear national 
guidelines for efficiency in allocation and production. Chile’s substantial gains in the 
quality of public spending, thanks to the National Investment System might be 
weakened by the GOREs assuming the ex-ante evaluation of investment that was 
previously carried out by the SERPLACs.  There appear to be no guarantees that the 
GOREs will be required to apply the same rigorous criteria. It would then fall to 
DIPRES alone to oversee the quality of regional spending. 
 

6.96 Territorial planning and regulation: the GORE will have the power to execute 
and fund this function in conjunction with the municipalities (using the provisions of the 
Ley General de Urbanismo y Construcción).  

A stronger coordination between regions and municipalities is welcome. However, 
there are limits to planning and –above all— to the coordination of planning. 
Consultations and information sharing, together with mechanisms for joint action 
and financing – such as the current modus operandi of the FNDR—might be 
sufficient to ensure effective planning coordination.  

 

6.97 Social development: design, funding, and implementing of actions focused on 
vulnerable groups, as well as promotion of activities to improve physical education and 
exercise. Health and education: participation in the administration of these services by 
ensuring effective delivery.  

National governments are usually in a better position to make social policy. 
Particularly in unitary countries, externalities from social programs are usually 
associated with the entire country. Sub-national governments are in a better position 
to target, execute, and monitor social policies.  

 

6.98 Cultural development: funding, implementing, and disseminating cultural 
programs, in particular emphasizing a regional cultural identity.  

6.99 Regional entrepreneurial initiatives (emprendimiento productivo): design, 
funding, and execution of actions to strengthen entrepreneurship, as well as regional 
innovation and scientific projects of national, regional and local interest.  
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6.100 Implementing the new model in the new Region of Arica-Parinacota. . After 
completing all legal requirements, the new institutional model is starting operation What 
this implies for Arica-Parinacota is: 

6.101 The regional administration will start functioning with four divisions (currently 
GOREs have only two Divisions). 

 
• The GORE will be responsible for regional planning and territorial regulation 

from the outset. 
 

• Responsibilities will be transferred to the region in priority areas for local 
development such as training (SENCE), agriculture development (INDAP), and 
promotion of tourism (SERNATUR). Capacity certification will come later. 

 
• A further responsibility is being considered for immediate transfer: urban and 

housing development, currently managed by the SERVIU (Services of Housing 
and Urbanism), the regional agency of the Ministry of Housing and Urbanism. 
The resources transferred can then be better coordinated with the FNDR, ISAR 
and IRAL programs.  

 

6.102 These changes will be introduced more slowly in the remaining regions: the 
transfer of regional planning functions will follow accreditation (yet to be established).  

6.103 Regardless of the final scope of their new responsibilities, the new GOREs will 
need greater authority and capacity to manage. This would require changes in three 
directions, fiscal, administrative, and political:  

• Ensuring fiscal control at the regional spending level is perhaps the easiest of the 
three: the Ministry of Finance is adept at controlling public agencies, and the most 
important challenge would be for the regional governments to learn to manage 
larger budgets. (At present they only manage their own small administrative 
budgets.)  

 
• GOREs would need access to technical capacity to advise on policy design and 

execute policy. There are several routes to this. The GORE could enlarge its staff. 
A good model for this would be an administrative body, akin to a Public Service, 
headed by a high public official (i.e. a political appointment selected on a merit 
basis) answerable to the Intendente. Alternatively, technical tasks could be 
delegated to the ARDP. As another alternative, GOREs could be given more 
effective authority over some SEREMIs, for instance through the process of 
nominating the Directors – as currently proposed by the government. In addition, 
better coordination mechanisms would need to be established between the GORE 
and SEREMIs, on the one hand, and municipalities, especially the larger cities, on 
the other. In practice, it might not prove easy to wrest power from the ministries 
and Public Servcies. 
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• Finally, a greater local capacity to coordinate cannot be envisaged without political 

changes. The proposed political model – an elected CORE and a politically-appointed 
Intendente – might be an unusual hybrid of devolution and deconcentration. But, by 
shifting the locus of political authority, it may well change the direction of policy-
making11. 

6.104 Earmarked transfers for increasing the “purchasing power” of regional 
governments. The Bachelet administration is still considering other options to bring 
regional governments to the point that they can effectively coordinate government actions 
in their territory. One interesting proposal is that these governments be given the 
purchasing power (poder adquisitivo) to “buy” certain central-government services. A 
GORE would use funds earmarked for a particular agency, for example CORFO, to buy 
the services it chooses (and thereby make more strategic use of the infrastructure funds 
currently at its disposal). At first, the transfers would be small, but it might be envisaged 
that they would become progressively larger, involve other agencies, and become less 
tied. SUBDERE proposes to certify the capacity of regional governments to manage 
these transferred funds, but initially (in the case of the new Regions), responsibilities and 
resources would be transferred without certification. This seems to provide a sensible 
route for regional decentralization in the area of local economic development: the process 
is gradual and also the scheme gives authority to the GOREs, while applying the proven 
technical capacity of central agencies.  

6.105 The government has, in the longer term, several choices to make about how 
incentives will work, how resources are allocated, but above all how the regions acquire 
the technical capacity to become effective partners with central-government agencies. 

• Incentives and authority. If transferred funds are tied to the services of a particular 
agency, the proposed scheme shifts authority from the agency to the GORE, a real 
measure of decentralization (like FNDR). But if these funds are later untied, the 
scheme would, in addition, create competition between central-government 
agencies, and poorly performing agencies could lose business. This would move 
administrative arrangements somewhat in the direction of internal purchasing that 
New Zealand reforms have taken. 

 
• Contracts. In a system of tied (non-competitive) purchasing, the government 

could opt to provide performance incentives through a more formal contractual 
arrangement where poor performance might, for example, result in fewer budget 
funds. Most governments are unable to enforce such internal contracts, but Chile 
is gaining experience with budgeting that is informed by past results. Where intra-
government contracting has been found to be effective, it is usually of the 
“relational contracting” type, a less-than-enforceable agreement clarifying the 

                                                 
11 Other unitary countries that have taken the additional step of having popularly elected regional governors 
have frequently preserved a dual role for the governor: head of the regional government and agent of the 
President for a number of delegated tasks. 
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roles and expectations of principal and agent and thus providing a basis for a 
long-term relationship. 

 
• Capacity. The biggest obstacle to the GOREs making effective use of earmarked 

transfers is the lack of management capacity in most regional governments. 
Without better capacity, the GOREs would play the same limited role they 
currently play in regional public investments – at best a political intermediary. 
The ARDPs would provide an obvious vehicle for managing earmarked transfers, 
and the volume of transfers might be permitted to grow with the capacity of the 
ARDP.  

 
• Allocation criteria. Initially, a regional government’s management capacity could 

be important in determining the volume of transfers. But it remains to be seen 
what standard would be appropriate for the longer term. If transfers were also to 
become one of the vehicles for transforming current subsidies for Zonas Extremas, 
the relevant regions should receive additional allocations. 

 
• Certification. The certification of regional governments (or ARDPs) for 

earmarked transfers could provide a mechanism to ensure that minimum fiduciary 
arrangements and management capacities are in place.  

THE CHALLENGES FOR REGIONAL GOVERNMENT 

6.106 The process of strengthening regional governments has been going on since 1990. 
The 1993 creation of an indirectly elected Council (CORE) with some limited powers 
was important in this. But in practice (and few exceptions), regional governments have 
limited powers (and limited technical capacity). The government is committed to 
changing this, and it is becoming clearer how this process will begin.  

• New tasks will be transferred to regional governments. Subject to congressional 
approval, they will gain substantial autonomy in regional planning, project 
approval, and budgeting. They will be responsible for territorial planning and 
regulation in conjunction with the municipalities. They will acquire limited new 
tasks in the social, cultural, education, and health areas. These latter tasks will be 
transferred through an accreditation process and with the technical assistance of 
SUBDERE. 

 
• The specific transfers of tasks will give the regional governments substantial 

responsibility for local economic development. In addition, ARDPs will be 
created separate from the regional governments, but it is not clear how the two 
institutions will work together. 

 
• The two newly-created regions will, once the law creating them becomes effective, 

become “guinea pigs” for the new policies. They will get more administrative 
resources, take on the new planning, project-approval and budgeting functions 

  32 



 
 

and immediately acquire some responsibilities in the areas of training, agricultural 
development, tourism, and possibly housing.  

 
• The government has proposed enhancing the power of regional governments by 

giving them budgets to “purchase” services from central-government agencies. 
• The government proposes that the COREs be directly elected, a potentially 

important step to empower regional government.  

6.107 It is a major concern of this report that the devolution of power to the regional 
governments be compatible with the Chilean “model” (Chapter 2), in particular policies 
that favor private solutions, the discipline of markets, and light, technically-competent 
public interventions in the productive sector and fiscal discipline and efficient use of 
resources in public services. In this regard, Chile has to beware of the risks that may 
accompany regional empowerment.  

• There is a risk that decision-making at the regional level will become more 
politicized. The direct election of the CORE, the continuing practice of politically 
appointing the Intendente, and the weakening of central-government controls over 
regional spending decisions – in particular, the reduced role of investment 
oversight through SNI – are factors that can undermine the Chilean tradition of 
keeping technical criteria to the fore in public-spending decisions. The very fact 
that new regions are being created is further indication of the advance of political 
forces. (Moreover, the more the regions the technically weaker they will become.) 

 
• The other side of the coin of politicization is the risk that decision-making will 

become less technically competent because regional governments are small and 
inexperienced.  

 
• A risk of a different sort is that the new institutional architecture still does little to 

bring in the larger cities, which play a vital role in economic development. 

6.108 To counter some of these risks, it make sense to mirror at the regional level the 
political-administrative division found at the central level of government. Regional 
governments should concentrate on a broad political vision in their planning but leave 
implementation to technically competent agencies. (This is what happened in Bio-Bio). 
This can be done in several ways: by using the services of central agencies (which is why 
the proposed purchasing-power option makes good sense); and/or by using the ARDPs. 
In addition, the regional governments could benefit from an internal counterweight to 
political authority, for instance through the appointment (merit-based) of a professional 
manager under the Intendente (or even by changing the Intendente into a merit-based 
appointment). In addition, the proposal to reduce the role of the SNI might be reviewed.  
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CHAPTER 5. PROSPECTS FOR ARICA-PARINACOTA AND 
TARAPACÁ 

 

5.1 The administrative division of Chile has undergone several changes since the 
country’s independence. Eight provinces were created in the 1820s. This expanded to 25 
by 1925. The country was divided, for planning purposes, into seven regions in 1950. In 
an effort to modernize and integrate the country, the military government introduced, 
between 1974 and 1976, today’s political-administrative division of 12 regions plus a 
metropolitan area. These regions were identified using several criteria, including a 
resource base, an urban infrastructure, and a population that would support local 
economic development.  

5.2 A 2005 constitutional reform eliminated the 13-region limit, and on December 19, 
2006 the Congress passed a bill approving the creation of two new regions and went in 
effect in April 2007. Los Ríos (Region XIV), created in the South, was formerly the 
province of Valdivia and part of the Los Lagos Region. In the North, the old Region I, 
Tarapacá, was divided into two Regions: Tarapacá (Region I) and Arica-Parinacota 
(Region XV). Region I retains two of the former provinces, Iquique and Tamarugal, and 
Region XV includes the former province of Arica and the newly created province of 
Parinacota. (The law stipulates that each region shall have at least two provinces.)   

CHILE’S REGIONS IN COMPARATIVE CONTEXT 

5.3 Table 5.1 presents comparative indicators for Chile’s original 13 regions. The old 
Region I is a small part of the Chilean economy, under three percent of its population and 
under four percent of its GDP. The Region enjoys relatively good levels of economic and 
social well-being, particularly if the Metropolitan Region is excluded from the 
comparison (see also Table 3.1).  

 

• The population of the Region has grown fast – from 2.0 percent of Chile’s 
population in 1970 to 2.8 percent in 2003.  

 
• Its GDP per capita is the third highest of the Regions – and higher than the 

Metropolitan Region. But household income per capita in Region I is only slightly 
above the national average. The difference in GDP and household income reflects 
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the significant proportion of the mining revenues/royalties that leaves the region.  
• Region I ranks third in terms of the Human Development Index. Its socio-

economic indicators are generally more favorable than the national average. 
Unemployment and infant mortality rates were above the national average in the 
late 1990s, but are now below. Poverty levels in the Region are comparable with 
those of the country as a whole, though over time poverty has been declining 
faster elsewhere in Chile.  

• Region 1 exceeds the national average for the number of years schooling of the 
adult population). But the Region has below the national average in rates of 
tertiary education or the share of professional and technical workers in the labor 
force (Bonnefoy et al., 2006). 

 
• Region I fares poorly – ninth among the regions – in terms of the competitiveness 

index.  
 

5.4 The growth in population and the health income levels are indicators of the 
success of the Zonas Extremas policies.  On the other hand, the relative deterioration in 
unemployment and infant mortality rates may relate to the decline in the value of the 
tariff preferences of the Zona Franca (duty-free zone) of Region I as Chile’s tariff rates 
have declined.  

Table 5.1 Comparative Regional Economic Performance: Selected Indicators 
(1990-2005) 

Performance Indicators I II III IV V VI VII VIII IX X XI XII RM Entire 
country 

Population, Poverty and Occupancy  
428,594 493,984 254,336 603,210 1,539,852 780,627 908,097 1,861,562 869,535 1,073,135 91,492 150,826 6,061,185 15,116,43

5 
Population (Census 
2003, # habitants)  

2.8% 3.3% 1.7% 4.0% 10.2% 5.2% 6.0% 12.3% 5.8% 7.1% 0.6% 1,0% 40.1% 100% 
Percentage of 
indigenous population 
2003 

3.2% 3.2% 8.1% 5.3% 4.8% 4.0% 5.6% 8.4% 9.5% 4.8% 4.2% 2.5% 2.8% 4.7% 

Percentage of total 
poverty 2003 

18.5
% 

11.2% 24.9% 21.5% 19.4% 19.2% 23.1% 28.0% 29.7% 21.8% 14.2% 12.3% 13.1% 18.7% 

Average Employment 
Growth 20002-2005 

1.7% 1.9% 1.5% 1.9% 1.7% 1.6% 1.4% 1.6% 3.4% 1.5% 2.3% 0.5% 1.7% 1.7% 

Average Productivity 
Growth 1999-2004 

3.5% 2.2% -0.7% 4.0% 2.8% 3.6% 3.3% 2.5% 0.7% 3.4% 3.7% 0.8% 2.0% 2.3% 

Average Annual 
Unemployment Rate 
2001-2005 

9.8% 8.5% 9.7% 8.0% 11.4% 6.7% 10.2% 9.7% 6.4% 6.2% 5.3% 6.5% 8.6% 8.7% 

Economic Activity , Exports and Investment  
Average GDP Growth 
1998-2004 

3.6% 4.7% 1.1% 5.0% 3.4% 4.3% 3.5% 3.2% 2.7% 4.2% 5.2% 2.1% 2.6% 3.2% 

Average Exports 
Growths 2001-2005 

15.2
% 

24.2% 17.3% 22.4% 22.2% 25.7% 16.5% 9.4% 78.9% 13.3% 18.0% 15.8% 13.0% 18.0% 

Exports Participation 
2005 

5.7% 28.3% 4.7% 4.6% 9.5% 2.4% 9.5% 0.7% 5.3% 0.8% 2.2% 17.2%   

Millions US$ FOB 2,310 11,486 1,913 1,864 3,869 3,718 954 3,865 303 2,092 318 888 6,993 40,574 
Direct Foreign Investor 
Participation 2000-2005 

2,2% 14,8% 1,8% 0,8% 1,7% 0,2% 0,8% 1,8% 0,0% 1,2% 0,2% 1,6% 21,3%  

GDP and Household Income Index (Chile = 100) 
GDP per capita index 128 233 157 64 84 89 67 70 42 54 84 190 122 100 
Household income 
index 

103,3 124,3 75 79,8 86,3 74,2 80,7 82,4 73,9 68,8 92,3 146,4 124,4 100 

Regional Competitiveness 
Competitiveness 
Ranking 2003 (Rank) 

9 2 10 6 7 11 12 5 13 4 8 3 1  

Human Development 
Ranking 2003 (Rank) 

3 4 7 6 5 9 13 10 12 11 8 2 1  

Reproduced with modification from Labán (2007) 
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5.5 The old Region I owes its economic progress to several factors. As an isolated, 
but geopolitically important region, it has enjoyed continuing forms of special support 
from the government – various free-trade-zone arrangements in the last 50 years and, 
more recently, further incentives as a designated Zona Extrema. In the past 20 years, the 
region also began to exploit mineral resources for export. (Formerly, the fishing industry 
was important, but no longer.) From 1990 to 2005 Region I’s exports more than doubled, 
its share of national exports growing from 3 to 6 percent (calculated from Table 9 of 
Labán, 2007). This growth was spearheaded by a precipitate increase in mineral exports, 
itself largely driven by rapid growth in world demand for copper. The share of minerals 
in the Regions exports went from 30 to 82 percent. (Region II, however, remains a far 
larger exporter of minerals.) Processed non-metallic minerals accounting for most of the 
rest of Region I’s exports.  

5.6 The aggregate data for the old Region I mask significant differences in the 
characteristics of the designated new Regions I (Tarapacá) and XV (Arica-Parinacota). 
They have similar populations – 248,000 for Arica-Parinacota and 190,000 for Tarapacá 
in 2003 (Table 5.2), which are overwhelmingly urban: in each region one urban 
conglomeration dominates. But there are large variations in income, poverty levels, and 
development potential between the two Regions. From 1998 to 2003, Tarapacá’s 
population grew much faster, 13.1 percent a year compared to 4.5 percent for Arica-
Parinacota.  

 
Insert Map of Regions I and XV 
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 Table 5.2: Social and Economic Characteristics of New Regions I and XV, 2003 

 

Commune Province Population 

Share in 
national 

household 
income 

Average 
monthly 

household 
income 

House- 
holds in 
poverty 

Unem- 
ployment 

Edu- 
cation 

    Total 
Chile = 

100 
Chile = 

100 % % 
Years of 
schooling 

Tarapacá (I)             
Iquique  Iquique 163,549 1.41 133 7.6% 8.3% 11.4 
Alto Hospicio Iquique 66,342 0.27 63 28.5% 9.6% 9.5 
Pozo Almonte Tamarugal 9,781 0.04 67 19.0% 7.2% 9.5 
Pica Tamarugal 3,788 0.01 59 23.6% 11.8% 9.5 
Huara Tamarugal 2,413 0.01 37 31.3% 3.8% 7.3 
Colchane Tamarugal 1,387 0 25 58.3% 2.9% 5.43 
Camiña Tamarugal 1,179 0 40 37.3% 5.9% 6.2 
Total/ Average Tamarugal 248,439 1.75 109 14.5% 8.6% 10.7 
Arica-Parinacota (II)         
Arica  Arica 186,980 1.02 84 23.5% 12.8% 10.9 
Camarones Arica 1,022 0 54 1.6% 3.4% 8.3 
Putre Parinacota 1,110 0 42 26.4% 3.2% 6.8 
General Lagos Parinacota 876 0 38 38.8% 4.6% 5.2 
Total/ Average Parinacota 189,988 1.03 84 23.5% 12.7% 10.8 
Total/ 
Average   438,427 2.78 96 18.4% 10.3% 10.7 
Chile: Total/ 
Average   15,409,550 100 100 18.7% 9.7%   
Source: CASEN 2003, Bank estimates 
 

THE NEW REGION OF TARAPACÁ 

5.7 Tarapacá, the southernmost of the two new Regions, has develop a clear pattern 
of specialization based on logistical services, especially related to free-trade-zone 
activities, and on mining exports.  

5.8 Iquique, two-thirds of the new Region’s total population (Table 5.2), ranks among 
the municipalities in the country with the lowest population share under the poverty line 
(12th of 302 municipalities), the most educated (14th), and with the highest household 
incomes (15th).(Table 5.5). Iquique’s satellite city, Alto Hospicio, accounts for 27 percent 
of the new Region's population. Given its recent origins as a city housing immigrant 
workers, it is not surprising that its indicators for poverty, education and household 
income are far below those of Iquique. They are also well below the Chilean average. On 
the other hand, since Alto Hospicio is now a separate municipality, this may make it 
easier to target programs. (On the challenges for Alto Hospicio, see Box 5.1.) The 
remaining five municipalities account for a modest portion of the population and of 
economic activity. Four of them are small, rural, and isolated, and have an above-average 
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incidence of poverty and low levels of education and household income. The region 
needs to address the issue of disparity between municipalities, especially between urban 
and rural areas.  

 
Box 5.1 Alto Hospicio 

 
The growth of Iquique’s economy in the 1970s led to an influx of workers from the South of Chile and 
neighboring areas in Bolivia and Peru who came to work in the Zona Franca, the mining companies and 
the port and settled in Alto Hospicio, on the outskirts of Iquique. In 2004 Alto Hospicio, with a population 
approaching 60,000, became an independent municipality. Even though most of its habitants commute to 
work in Iquique, Alto Hospicio’s economic activity is growing. The business community consists mainly of 
micro and small enterprises. These enterprises – many of them organized in “Business Estates” – tend to 
specialize in production of furniture, cloths, and metal parts and trading in basic consumer goods to and 
from Peru. Alto Hospicio's Chamber of Industry has worked hard to integrate the business parks into the 
supply chain of the big mining companies. Other development opportunities are expected from a possible 
extension of the Free Trade Zone and the creation of a “dry port” which would include the use of territories 
around Alto Hospicio. But the new municipality also faces challenges: it lacks water resources; its socio-
economic indicators are weak, especially in education and poverty; and its population is expected to grow 
to over 100,000 inhabitants by 2015.  
 

5.9 The economic activities of the region mainly take place in the Province of 
Iquique, and are dominated by the trading activities around the free-trade-zone authority, 
ZOFRI (Zona Franca Iquique) and the expanding mining sector. ZOFRI has become the 
basis for a sophisticated entrepôt activity, making the city a center of logistical expertise.  

5.10 ZOFRI was created in 1975 as a commercial and industrial free trade zone. It is 
administered by a company of the same name, ZOFRI, S.A., which is 71-percent owned 
by CORFO, the balance of ownership being mostly private. The number of commercial 
enterprises in the free trade zone (largely the enterprises located in the ZOFRI Mall in 
Iquique) grew from 71 in 1976 to 1,372 by 1998 and then declined to under one thousand 
by 2002 (information from ZOFRI annual reports).  The general decline in Chile’s tariffs 
seems to have reduced the fiscal advantages of the commercial free-trade zone in recent 
years. Yet ZOFRI’s overall sales have continued to grow. The number of industrial 
enterprises in Iquique’s free-trade zone grew until the 1990s, but the improvement of 
incentives for Arica’s industrial free trade zone in 1995 led to a decline in industrial 
enterprises in that latter. ZOFRI imports finished and semi-finished goods – almost 60 
percent of this from Asia – and resells these on the local market (Region I- about one 
quarter of sales in 2002), the national market (also about one quarter), and to other 
countries (about one half). In 2005, 84 percent of export sales went to Bolivia, Peru, and 
Paraguay. Motor vehicles, consumer electronics, and clothing are the most important 
sales items.  
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THE NEW REGION OF ARICA-PARINACOTA 

5.11 The Division of the old Region I separates an economically viable new region, 
Iquique, from another new region, Arica-Parinacota, that faces more evident problems – 
not only more uncertain economic prospects, but also uncertainties that arise from border 
disputes. The two problems are linked, and they are discussed in turn.  

5.12 The new Region I is a desert with one city, a tiny, dispersed, and largely 
indigenous rural population, and few natural resources. Arica began to develop as a city 
after the War of the Pacific(1879-83). It depended economically by providing entrepôt 
services to Bolivia and exporting saltpeter. Its heyday was in the 1950s and 1960s. In 
1953 it was made into a free port. It became a commercial Mecca for Chileans, as well as 
a center for exporting (and smuggling) to neighboring countries. In 1958, the government 
established a regional development authority, the Junta de Adelanto, which appropriated 
15 percent of the free-port taxes collected for investment in public infrastructure and 
housing. These resources made an important contribution to the development of Arica-
Parinacota.  

5.13 The city’s fortunes were reversed at a stroke when the military government 
created ZOFRI in Iquique in 1975, then terminated Arica’s free-port status and its Junta 
de Adelanto in 1976. These steps apparently reflected a strategic government decision, at 
a time of heightened political tensions, to concentrate on economic development (and, by 
that token, a manageable line of defense) further away from a vulnerable border.  

5.14 In any case, the advantages of a free-trade zone in Northern Chile have declined 
since the late 1980s. Falling import duties in Bolivia (from the late 1980s) and Peru (from 
the early 1990s) somewhat reduced, but did not eliminate, incentives to smuggle from 
Chile. And Chile’s own falling import duties reduced the competitive advantage of free-
trade zones in domestic sales. In 1988, Peru established its own free-trade zone in Tacna, 
explicitly to reduce smuggling from Chile. Since Arica had lost its free-port status by this 
time, the Tacna free-trade zone had more impact on Iquique.  

5.15 Squeezed between ZOFRI to the South and Tacna, a little to the North, Arica has 
been put in a weak position to compete for some of the entrepôt trade, and the city has 
stagnated since the mid-1970s. The city’s economy now depends largely on entrepôt 
activities and petty commerce. Two-thirds of the merchandise handled by the port of 
Arica is Bolivian. The rest is mostly Chilean, including some local mining exports. Arica 
has lost much of its fishing industry, but gained some tourism activity. In spite of the 
incentive of an industrial-free-trade zone since 1995, there is little manufacturing.  

5.16 Arica-Parinacota shows lower growth, greater poverty and unemployment, and 
weaker socioeconomic indicators than the Iquique sub-Region (Table 5.2). Its only urban 
Commune, Arica, accounts for over 98 percent of the sub-regional population. Arica’s 
unemployment rate has steadily risen over the last decade, unlike Iquique or Chile as a 
whole (Table 5.3). Arica has far higher poverty rates than Iquique. Two of the sub-
region’s three very small rural communes similarly have higher-than-average poverty 
levels. The population of new Region XV has a higher share of indigenous people than 
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Region I.12 Arica shows some classic signs of economic underdevelopment: there are 
indications, for instance, of a lack of entrepreneurship and relatively high levels of 
informality.  

 
Table 5.3 Unemployment Rates in Arica and Iquique, 1995-2006 

 

5.17 Arica is part of a cross-border regional economy. Arica and Tacna, similarly sized 
cities, are only 56 km. apart (compared to 316 km. from Arica to Iquique). The two city 
economies are considerably inter-dependent. Labor costs in Arica are very low in the 
national context – 59 percent of the average for Chile (Table 5.4). But they are higher 
than in Tacna, for workers who do not get the wage subsidy under DL 889, and this 
attracts unskilled Peruvian labor. (Peruvian day labor is permitted to go to Arica, but no 
further South.) For the same reason, Aricans go to Tacna for many of their services (e.g. 
car repair, medical). It is not clear how far Arica suffers or benefits from this situation 
relative to Tacna.13  But it is likely that this regional economy suffers from instability 
when exchange rates and price levels move in different directions in both countries (see 
Box 5.2 on border economics).  

                                                 
12 According to the 2002 census, 19 percent of Region I’s population was indigenous (compared to 29 
percent in Region XV). Since the indigenous population far exceeds the census populations of the three 
smaller municipalities, it is clear that most of them live in Arica. 
13 In early 2006 the Chambers of Commerce of both cities jointly proposed that the movement of people 
and vehicles within their area be liberalized, i.e. the creation of a local area with free movement of labor. 
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Table 5.4 Comparative Labor Costs in Arica (Bolivia = 1.00) Table 5.4 Comparative Labor Costs in Arica (Bolivia = 1.00) 

  

  
Box 5.2 Border Economics Box 5.2 Border Economics 

  
Border regions have opportunities to gain from trade because low transport and communication costs will Border regions have opportunities to gain from trade because low transport and communication costs will 
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encourage cross-border movements of labor, goods, and services. But these gains may be accompanied by 
economic instability, for three reasons.  
• When formal barriers to trade are higher, there will be less legal trade and more smuggling.  
• Short-term variations in prices and exchange rates will differ between neighboring countries. This will 

lead to cyclical reversals in the direction of movements of goods and services and reduce predictability 
in the business environment.  

• If neighboring countries have political differences about migration, territorial demarcation, and so on, 
border regions may be in the front line for feeling the effects of these.  

 
There is a literature which looks at these “border economics” issues (for a review see Fullerton, 2003). 
Much of this concentrates on the US-Mexico border economy, characterized by heavy migration, crime, 
and border production for labor-intensive exports. This is not so directly relevant to Chile’s North, where 
the border-economics issues relate to the economic instability associated with cross-border flows of labor 
and services and latent or extant border disputes.  
 

5.18 The economy of the city of Arica has fewer clear strengths than Iquique’s. 
Outside of mining it lacks the resources (water) for an agricultural economy. And it lacks 
the attributes of human capital, knowledge infrastructure, and agglomeration economies 
which underpin an industrial economy. Its main “resource” has been its entrepôt 
situation. It seems that Arica has become more dependent on Zonas Extremas subsidies, 
particularly those relating to wages (DL 889) than Iquique.  
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PROPOSED STRATEGY FOR THE NEW REGIONS    

5.19 Before outlining some strategic options for the new Regions I and XV, it may be 
useful to supplement the regional-policy elements discussed in Chapter 3 with some 
additional considerations to help ensure the longer-term success of Chile’s regional 
policies. The following principles can usefully be observed:  

• One region’s policies should not be at the expense of other regions. 
 

• Since territorial issues will not always coincide with formal regional boundaries, 
policies for each region must be informed by the needs of neighboring regions.  

 
• Regional policies should not fragment the national economic and social union. This 

is less likely to happen in a unitary state, but it would help for the regions to 
formally commit to preserving the union. 

 
• Regional policies should not be such as to confer entitlements (rents) on selected 

segments of society. This will simply promote more rent seeking.  
 

5.20 Human Capital. Much of the regional reform agenda thus far has been to ensure 
that physical capital investment and infrastructure can be better tailored to the 
opportunities in Chile’s regions. The relatively poor state of development of human 
capital in Chile was identified in Chapter 2 as a significant weakness of Chile’s otherwise 
high-performing economy. Without greater attention to developing human capital, as 
both the OECD and World Bank have indicated, Chile’s economic development will 
suffer, and this in turn will have a negative impact on regional development. In response 
to the Bachelet Government’s decentralization and regional-development agenda, the 
Bank (World Bank, 2006, page 75) has suggested that Chile replicate parts of Canada’s 
social pact to enable all provinces to provide comparable levels of public services to all 
Canadians. Education is particularly important: there is a close correlation between 
inequality in income and inequality in educational attainment across socio-economic 
deciles in Chile. Accordingly, the government might consider a commitment to increase 
the educational attainment of all Chileans, regardless of socio-economic deciles, of 
gender, of region, etc.  

5.21 As another way to support regional development, the government might consider 
if there is further room for decentralizing some of its national agencies. Already 60 
percent of central-government civil servants are located outside the Metropolitan Region 
(Dirección de Presupuestos, 2005, Table F.1). But any further deconcentration 
opportunities could reduce over-crowding in Santiago. (see Box 5.3 on Canada’s 
experience.)  
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Box 5.3: The Regional Dispersal of Central-Governments Agencies in Canada 

 
Many countries with great distances between the centre and the regions locate major components of the 
country’s central administration or bureaucracy in some of the outlying regions. For example, in Canada, 
the head office for collecting and administering the Goods and Services Tax (Canada’s version of the VAT) 
is located in Charlottetown in the province of Prince Edward Island (population about 140,000).  There are 
also regional offices for income-tax collection, usually outside of the large cities. Deconcentration of 
central departments provide incentives to the local citizens to enhance their education and training in the 
hope of qualifying for civil-service positions. It increases local purchasing power and may create a market 
for public procurement.  
 

5.22 Toward an Enterprise Gateway. The Bank’s study of the Zonas Extremas (World 
Bank, 2005) suggested that it might be appropriate to develop Northern Chile as a 
transport “gateway” between the countries of the Pacific Rim and the central and 
southern parts of South America. Trade in the 21st century is being driven by rapid, 
seamless and secure movements of goods, services and people around the world in global 
supply chains. The national nodes in these international networks are concentrated in key 
geographic locations – “gateways” – which are linked to each other and to major markets 
by transport “corridors.” Gateways and corridors involve many different activities – 
various transport modes, private services such as logistics and finance, and public 
services, notably border controls. As globalization progresses, so too does the need for an 
integrated approach to gateways:  they require the coordination between public and 
private actors of infrastructure investment (transport and ICT), regulation, labor markets, 
and public services.  

5.23 Canada’s Pacific Gateway Strategy provides a good example of a coordinated 
approach (see Appendix A.7 for a fuller description).14 Vancouver, which has two main 
ports commanding two main corridors, has long served as a gateway to Canada from 
Asia, but the growing importance of trade with Asia in the last few decades has resulted 
in capacity bottlenecks in the gateway, while the western US has been positioning itself 
to become a stronger competitor in the gateway business. These developments opened the 
way for concerted efforts to improve Canada’s gateway. In 2005 the provincial 
Government of British Columbia and the Government of Canada launched their Asia 
Pacific Gateway Initiative to coordinate a large three-year investment program in 
infrastructure, to fund accompanying policies (notably in border services and 
harmonization of standards), and to establish a Pacific Gateway Council. As part of a new 
law to establish a policy and governance framework for the gateway, this Council was set 
up to promote consensus among the various stakeholders, public and private, and advise 
the Governments on priorities.  

5.24 Iquique and Arica are already, on a limited scale (mostly in consumer goods), 
gateways for Chile, southern Peru, Bolivia, and Paraguay. ZOFRI and the enterprises of 
Iquique have built on the experience of the free-trade-zone to acquire considerable 
expertise in logistics. This now represents a good platform for the further development of 

                                                 
14 See also http://www.tc.gc.ca/mediaroom/releases/nat/2005/05-gc013e.htm  

  43 

http://www.tc.gc.ca/mediaroom/releases/nat/2005/05-gc013e.htm


 
 

Iquique as a gateway between the Pacific Rim and a larger hinterland. Given northern 
Chile’s status as a Zona Extrema, such a gateway might be developed as an “enterprise 
zone” offering investors tax and regulatory relief if they start businesses in the area. An 
Enterprise Gateway might serve as a transport hub for goods from the Pacific Rim for 
distribution, transformation and/or trans-shipment to South America (and also perhaps to 
Central and North America for southern-hemisphere countries like Australia).  The 
Enterprise Gateway would also be the gathering and value-adding corridor for goods 
from Chile and the southern half of South America destined for export to the Pacific Rim.  

5.25 A gateway requires three sorts of infrastructure, physical, operational, and 
governance:  

 
• Physical infrastructure: the Enterprise Gateway would be an inter-modal transport 

system consisting of interconnected public and privately owned assets, including 
ports, airports, rail and roads. 

• Operational infrastructure: there is a need to coordinate a series of policies that 
determine the efficiency and reliability of the system and make the various parts 
work better together. These relate to banking and insurance services, labor 
markets, land ownership, business regulation, and harmonization of international 
standards. 

• Governance infrastructure: the principles that must be in place are easier to 
specify than the specific structure. The governance regime should provide for 
transparency and stability of policies. It should promote: state of the art business 
services; a flexible regulatory regime for areas such as entry and exit of skilled 
personnel, company incorporation; a seamless interoperability among 
transportation modules; and operations that meet recognized international 
standards for finance, language and translation facilities, insurance, etc.  

 

5.26 Canada’s Pacific Gateway Initiative chose a public-private council to advise the 
government. Especially with ZOFRI in mind as a building block, Chile could consider, 
alternatively, structuring governance around an Enterprise Gateway Authority, a quasi-
independent public body (or a public concession). The Gateway Authority needs to be 
locally “grounded” and provide a significant voice to the transport providers (notably the 
rail, ports, air, trucking, and shipping sectors), as well as those who use their services. It 
also needs the inputs of experts – in the environment, security and emergency 
preparedness, etc.  

5.27 If the government wishes to further consider the viability of an Enterprise 
Gateway for northern Chile, several principle issues must be addressed.  

• What is the demand likely to be? This hangs on several factors: the expected 
growth of southern Latin America’s trade with the Pacific Rim, the expected 
evolution of relations with Chile’s northern neighbors (especially Bolivia), the 
expected evolution of competing gateways in the region (which will determine the 
size of markets that can be serviced from northern Chile).  
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• Where would the gateway be located? Iquique is well-situated to be a central 
component of any Enterprise Gateway, given the presence of ZOFRI and the local 
development of private logistical expertise. But northern Chile has other ports. 
Arica is a major gateway to Bolivia. If the ships that take copper to China and 
elsewhere in the Pacific Rim have back-hauling space to bring goods to Iquique, 
why not include Antofagasta as well?  And should southern Peru be considered a 
competitor or a collaborator? This area may have its own pretensions to becoming 
a Peruvian gateway. If Chile and Peru are competitors, it seems that Chile has 
very substantial advantages ranging from stable government to state-of-the-art 
business practices. On the other hand, the gateway concept presents a good 
opportunity for pursuing long-term diplomatic solutions to Chile’s border disputes 
with Peru and Bolivia.  

 
• What should be the governance structure? Is a quasi-independent public agency 

(or public concession) the right choice? ZOFRI is clearly a candidate to oversee 
the gateway – and adapt to a new role of facilitating northern Chile’s transition 
from reliance on free-trade areas. A free-trade area can be consistent with a 
gateway, but there might still be a conflict of interest for ZOFRI.  

 
• How is a gateway to be financed? A gateway will require substantial government 

expenditures on physical infrastructure, as well as on operational infrastructure 
and governance.  One source of funding for these Enterprise Gateway 
expenditures could come from re-directing those Zonas Extremas preferential 
subsidies and tax benefits that have lost their effectiveness (see below). 

 

5.28 The concept of an Enterprise Gateway will need design and testing. It needs to be 
subjected to the reference criteria outlined in Chapter 3 and to Chile’s usual criteria for 
public investments.  

5.29 Strategy for the New Region I (Tarapacá). Compared to Chile’s other regions, 
the old Region I was an above-average performer in terms of most socio-economic 
indicators. The new Region I will be even better off, given that average household 
incomes are considerably higher and poverty rates considerably lower than in Region XV 
(Table 5.2). The groups associated with the Zona Franca and the mining sector around 
Iquique feel that the interests of Iquique are quite different from those of Arica and that a 
separate region for Iquique would allow these interests to be better pursued.   

5.30 An Enterprise Gateway would be the centerpiece of a strategy for the new Region 
I, but the minerals sector should also play an important role. This includes copper mining, 
which Region I shares with the several regions to the south, and the non-metallic mineral 
sector (nitrates) which Region I shares with Regions II and XV. Representatives of the 
mining sector have suggested that there is an opportunity to establish a “mining cluster” 
in Region I devoted to the needs of small and medium-sized enterprises. Similarly, 
Region I could be the location of a “non-metallic-mineral cluster” catering to the needs of 
this sector. Both of these would be complemented by the creation of mining-related study 
programs at local post-secondary institutions.   
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5.31 Finally, a strategy for Region I would need to address the serious deficiencies of 
basic physical and social infrastructure in Alto Hospicio.   

5.32 Strategy for the New Region XV (Arica-Parinacota). Lacking natural resources 
and entrepreneurs and vulnerable to competitive pressures from adjacent regions in Chile 
and Peru, Arica-Parinacota is economically fragile, though not poor by Chilean standards. 
The new Region has to a large extent shared in the country’s growing prosperity, but it 
has not been a direct beneficiary of the Chilean economic-development model.  

5.33 Nor have Zona Extrema incentives helped much.  First, subsidies to ZOFRI are 
the single most important factor in explaining the rise of Iquique and the decline of Arica. 
Second, incentives to unskilled labor (DL 889) and physical capital (investment tax 
credit) have promoted, if anything, light, labor-intensive industry (for instance, the 
General Motors assembly plant). Instead of directing factors of production into higher-
productivity activities, as Chile’s policies of sectoral economic promotion have done, the 
incentives pushed production into areas where neighboring countries, with lower wages, 
were likely to prove competitive. Third, the incentive regime seems to have created a 
tendency to dependency and to rent-seeking and, by the same token, perhaps also to have 
undermined the entrepreneurial spirit.  

5.34 But Arica-Parinacota is not lacking in resources. First, it has an easy climate and 
is located in a cross-border region that is rich in tourism resources (pre-Columbian relics 
and eco-tourism assets) that can attract tourists, especially from neighboring areas. 
Second, it has a port and transport infrastructure than could become part of a Pacific 
gateway. Third, the new region has broadly comparable levels of education with the rest 
of Chile. Finally, the region appears to have some potential for exploitation and 
elaboration of non-metallic minerals, possibly in conjunction with Region I.  

5.35 These resources are not unique to the new region, but they offer obvious 
opportunities:  

• Most frequently mentioned are various sorts of tourism: tourists who seek the sun 
and beaches (many from Iquique and Antofagasta, as well as Peruvians and 
Bolivians) and special-interest tourists (archaeology, eco-tourism). Arica’s 
climate also makes it attractive for catering to old people. 

 
• It has also been suggested that Arica could process some of the raw materials 

normally exported from the hinterland through Northern Chile (for instance wood 
from Bolivia) 

 
• Arica could be part of a northern Chile gateway. As discussed above, there would 

be a special attraction to this because, by integrating infrastructure internationally, 
especially across Bolivia’s border, a gateway would contribute to border security. 

 
• Perhaps Arica-Parinacota might develop agriculture, if problems of water supply 

could be alleviated. The region is unlikely to become competitive on costs, but it 
might be able to provide off-season supplies. Aquiculture also shows promise. 
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5.36 These opportunities are largely addressed to the city of Arica which, with 98 
percent of the population, dominates the Region. The three remaining municipalities have 
about 1,000 inhabitants each and are isolated and generally poor. Box 5.4 looks at the 
opportunities that might come to them from special-interest tourism.  

 
Box 5.4: Development in Arica-Parinacota’s Smaller Municipalities 

 
Arica-Parinacota appears to have a potential for special-interest tourism, particularly tourist services and 
packages with neighboring areas of Bolivia and Peru which share a rich indigenous culture. The potential is 
being assessed through a CORFO PTI. A program to develop a tourist cluster might mobilize the resources 
of some of the primarily indigenous comunas located in mountainous areas of the three countries. These 
communities are a major force for border integration. Long integrated by culture and family ties, the 
Aymara communities have developed their own associations for cultural identity and mutual support. With 
domestic and international help, these communities have demonstrated the capacity to develop social and 
productive projects, both national and cross- border. The Parinacota province might very well be at the 
center of the Aymara component of the government’s recently announced decision to mount a major 
program for indigenous peoples. 
 
These communities may also need incentives to integrate into wider social and economic networks. A 
recent World Bank study (Patrinos, Skoufias, and Lunde, 2007) shows that, for Latin America’s indigenous 
communities, low education levels translate into low income, resulting in poor health and reduced 
schooling for future generations. Social networks affect the economic opportunities of individuals through 
two important channels: information and norms. The networks available to indigenous peoples do not 
facilitate employment in non-traditional sectors. The municipality of Putre provides a best-practice example 
of internal networking among indigenous communities around the tri-country frontier while at the same 
time seeking connection with wider networks, domestically and internationally, for innovative projects.  
 

5.37 All of these opportunities appear to call for the kind of territorial/cluster approach 
to development – supporting innovation and marketing, providing training, creating 
partnerships, etc. – that Chile is familiar with and which, as this report suggests, should 
be a focus of regional economic development. These opportunities are well known to the 
local authorities and central government agencies and some are being worked on (for 
instance by CORFO in tourism).  

5.38 The promotion of productive enterprise will need to be accompanied by public 
investments. Equality of basic services and opportunities will demand additional 
developments in underground water. This could also conceivably be the case for 
improving water supply, important to both agriculture and tourism. Likewise, Region XV 
should also reinforce advanced education and specialized technical training regarding 
both the gateway and the proposed non-metallic mineral cluster. It is also desirable to 
shorten the distance to the closest public services, especially for the impoverished rural 
communities of Colchane and General Lagos.  

5.39 Finally, while it is important to identify the direct public role in developing the 
new Region, it is also important to promote an entrepreneurial spirit and wean the region 
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off rent-seeking. Incentives and institutions could be a good place to start this 
transformation.  

REFORMING THE INCENTIVES FOR THE ZONAS EXTREMAS  

5.40 Past Zonas Extremas incentives, in particular the Iquique free-trade zone, appear 
to have had a positive impact on the old Region I (a notable contrast to the record of 
regional policies more generally across the world). These incentives have helped Region 
I achieve social and economic indicators above the Chilean average. This has not been at 
the direct expense of other regions’ growth (although Iquique’s success within Region I 
may have been in part at the expense of Arica). There have also been unanticipated 
benefits: the northern part of Chile is now well positioned to take advantage of the 
opportunities of growing global trade (as a gateway) and Chile can be more confident in 
proposing cross-border arrangements to secure its northern borders.  

5.41 During the last few years the government has been reviewing fiscal incentives for 
the Zonas Extremas and has now decided that these should be recast. This particularly 
concerns the wage subsidy (DL 889), the investment subsidy (DFL 15), and the 
investment tax credit (but not, at present, the import-duty and VAT incentives of the free-
trade zone). The government is looking to redesign incentives to support the development 
of sustainable economic activity in such a way that it can, in the medium term, reduce the 
dependence of those regions on special fiscal transfers. The government has decided to 
maintain, initially at least, the monetary value of these redesigned incentives at the level 
of current incentives. This is intended to provide political reassurance to the regions, but 
also to send a signal about the desired direction of change.  

5.42 General considerations. The three incentives that are the government’s 
candidates for review and re-distribution were worth about US$46 million in 2005 (Table 
5.5). Of this, about US$25 went to Arica-Parinacota (but negligible amounts to 
Parinacota) and US$21 to Iquique. These amounts are smaller than the subsidies to 
ZOFRI – about US$90 million in 2005 – which, of course, benefit only Iquique.  

Table 5.5 Value of Region I Subsidies to Zonas Extremas, 2005 (Chilean $ millions) 
 

 Arica Iquique Total 
DL889 $ 6,831 $ 11,435 $ 18,266 
DFL 15 $ 482 $ 239 $ 721 
Investment Tax Credit $ 6,997 - $ 6,997 
Total $ 14,310 $ 11,674 $ 25,984 

                           Source: World Bank calculations 
 

5.43 Since part of the rationale for initially maintaining the current value of subsidies 
is to provide political reassurance, it is logical to assume that there would be no subsidy 
redistribution between each region. This means that the two regions would get 

  48 



 
 

comparable amounts (US$21 to 25 million), even though Region XV is poorer and less 
developed and notwithstanding the continuing value to Region I of ZOFRI incentives.  

5.44 This report proposes three objectives for revising the Zonas Extremas subsidies:  

• Equality of opportunities and formation of human capital: This could be effected 
through training, subsidization of skilled employment, or development of universities.  

• Promotion of production, including cluster formation and more advanced technology. 
(This includes the proposed Gateway, a large cluster.) It is important that new 
incentives do not serve to undermine the economic viability of the region, but to shift 
the development vision of the two new Regions from being an import platform to 
raising productivity through new jobs, in new industries, and for new markets.  

• Income maintenance: this report will make the argument for maintaining DL 889 in 
Region XV, for the medium term at least, on income-maintenance grounds. This is 
because, as part of its border-security policy, the Government needs to ensure that 
this Zona Extrema is adequately populated.  

5.45 Any reform of the incentives should clearly differentiate between social 
(development of opportunities), border-security, and economic-development objectives. 
While the three sets of objectives overlap considerably, the only way to evaluate the 
results of incentives is by attaching specific goals and measurable indicators to each 
particular incentive. The rest of this chapter discusses, one by one, the various incentives 
that are to be reformed.  

5.46 Wage Subsidy (DL 889). All legally-established enterprises in the Zonas 
Extremas are entitled to a wage subsidy of 17 percent of wages, with a ceiling of 27,024 
pesos per month (about US$50) per worker.  The measure is due to expire on December 
31st, 2007. The Government is seeking to present a Draft Law to the Congress in the first 
quarter of 2007 to propose a reform in this subsidy.  

5.47 The current measure seeks to provide a subsidy for the private sector equivalent to 
the subsidy that civil servants working in the Zonas Extremas receive. An equivalent tax 
benefit is also applicable to passive income of pensioners. Iquique has received larger 
subsidies from this scheme than Arica (Table 5.6). In Arica, 78 percent of enterprises 
receiving subsidies are micro and small enterprises with up to five employees.  

 
 
 
 

Table 5.6  DL 889: Number of Workers Receiving Bonus and Average Firm Size 
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Arica Iquique   
  2003 2004 2005 2003 2004 2005 
Workers receiving bonus 19,801 20,192 25,859 29,041 24,576 39,898 
Average employees per firm 7.0 7.4 7.4 11.7 12.2 11.4 
Workers receiving bonus as 
share of all employed workers 30.1% 30.1% 38.3% 45.4%     

Source: Tables 2 and 3 of Corporación de Desarrollo de Arica y Parinacota  (2006). 

5.48 The ceiling on the wage subsidy means that DL 889 provides a subsidy to 
unskilled labor (in firms of all sizes). The subsidy appears to be very important for Arica, 
where a relatively low skill base and high costs of energy and transport put local industry 
at a competitive disadvantage within Chile. It appears that DL 889 makes Arica’s formal 
unskilled labor force competitive with that of Tacna, in Peru (see Table 5.4).  

5.49 As the World Bank’s Zonas Extremas study suggested (World Bank, 2005), the 
wage subsidy constitutes an element of social protection which has an impact on equality 
of opportunities and provides a compensation for economically depressed regions. It is 
unlikely that significant economic development will come quickly to Region XV, and a 
continued income subsidy may be justified to avoid social dislocation, especially as this 
is a sensitive frontier area.15 Therefore separate treatment appears warranted for Regions 
I and XV.  

5.50 Over the longer term, it is clearly the case that this sort of wage subsidy should be 
phased out. The challenge now is to ensure that the transition is not hugely disruptive. 
There are several options for reform.  

• By removing the ceiling on the full subsidy, it could be turned into a wage 
subsidy that does not disfavor skilled labor. This option would add to the fiscal 
cost over time. 

 
• If the subsidy were extended to currently informal workers (i.e. those in 

unregistered enterprises), this would remove a bias that almost certainly hits the 
poor the most. Failing a reliable method of identifying informal workers, it is 
possible to consider turning DL889 into a family-income subsidy. This could be 
done over three-to-five years, starting as soon as possible. The subsidy should be 
designed, broadly, to apply to those poorer families whose breadwinner is earning 
below the current ceiling for the full subsidy (27,024 pesos per month). The 
biggest challenge would be to find an effective delivery mechanism: the subsidy 
might, for instance, be delivered in parallel to the system of Chile Solidario. 
There might be an additional fiscal cost, over and above the cost of current 
DL889, depending on the way the new subsidy is designed.  

 
• It would be logical to either replace or supplement a wage subsidy by a re-training 

subsidy targeted to the same population of unskilled workers. Some of the 

                                                 
15 Corporación de Desarrollo de Arica y Parinacota  (2006) makes a case for continuing the subsidy in 
Region XV on the grounds of underdevelopment and poverty. 
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resources currently used for DL 889 could be diverted towards a Logistics 
Training Centre to serve the personnel needs of the Gateway and its associated 
enterprises. 

 
• Another approach would be to phase out the subsidy and follow the practice in 

other designated enterprise zones of granting, say, a five-year tax holiday for 
highly qualified professionals or investors to bring their expertise to the logistics 
and production needs of Regions I and XV.  

 

5.51 Since there are grounds for justifying some transitional support to wages in 
Region XV, the government might consider phasing out the wage subsidy in Region I, 
but retaining it in XV (possibly also in Alto Hospicio). Thus, the subsidy might be phased 
out over five years, say, in Region I, while it might remain in Region XV, along the lines 
suggested above, and be reviewed in five years.  

5.52 This report recommends that the tax benefit on passive pensions be replaced by a 
corresponding subsidy to active old-age pension contributions during the period someone 
is working in a Zona Extrema. This subsidy would be reflected in the level of their 
pensions later on, irrespective of where they decide to live. It would eliminate the need to 
monitor and regulate tax-induced internal migration.  

5.53 Investment Promotion Fund (DFL 15). Qualifying private enterprises are 
eligible for a subsidy of 20 percent of the value of the investments they make. Enterprises 
apply for the subsidy and a committee in the respective Zona Extrema selects which of 
them will receive it. The resources available in each ZE are determined by the annual 
Budget Law, and some 60 percent of requests are rejected. This benefit expires on 
December 31st, 2007. The distribution of the DFL 15 has historically benefited the 
Province of Arica – in 2005 it received two-thirds of the benefit (Table 5.5). The subsidy 
goes largely to small- and medium-scale physical-capital investments. Industry and 
services have been the main beneficiary sectors, but tourism and education have recently 
become more important.  

5.54 The Bank study (World Bank, 2005) concluded that, since the subsidy decision is 
made after the private investment decision, DFL 15 may act more as a lottery than an 
incentive. Moreover, beneficiaries saw the program as bureaucratic and over- regulated. 
The incentive should be eliminated and the resources used in more focused efforts to 
promote skills, technology, or coordination (for example in the creation of clusters). This 
might include direct subsidies to productivity-enhancing activities such as training grants 
or R&D subsidies. Part of the subsidy might support initial activities to promote the 
Enterprise Gateway. Part could be used to increase the power of regional governments to 
purchase developmental services from specialized central government agencies (Chapter 
4). And there should be a corresponding effort to evaluate the impact of these new 
policies.  

5.55 Investment Tax Credit (Arica only). Under a generalized investment tax credit 
(Law 19,420, or “Ley Arica I”), private enterprises in the Provinces of Arica and 
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Parinacota can deduct a percentage of the cost of physical investments from their income 
tax. This percentage ranges between 20 and 40 percent, depending on the type and 
amount of the investment. The credit is limited to investments “for the production of 
goods and services”, which is interpreted to exclude agriculture and mining and promote 
commerce directed to tourism. The tax credit expires on December 31st, 2007.  

5.56 The Bank’s earlier report (World Bank, 2005) expressed some concerns about this 
incentive. It is a subsidy to larger fixed investments, and particularly benefits profit-
making firms. But there is a long carry-forward period aimed at attracting new 
businesses, and such businesses are more likely to be facing a cash-flow problem, rather 
than being interested in reducing their taxable income. Therefore, a straight investment 
subsidy might have more appeal to new enterprises. In any case, capital subsidies are 
arguably ineffective and not particularly directed to social equalization, promotion of 
production (as a knowledge undertaking), or income maintenance. This incentive does 
not target additional employment, but rather subsidizes consumption of goods.  Also the 
high minimum amount favors large business over the small and medium enterprises more 
prevalent in Region XV and which would be more effective creators of employment.  

5.57 Like DFL 15, the investment tax credit could be replaced by more relevant 
subsidies to skills, technology, or the costs of coordination. Similarly, part of the subsidy 
could be used to increase the purchasing power of regional governments for specialized 
services from central government agencies. Alternatively, if the incentive were to be 
kept, there are a number of options to improve the instrument:  

• Differentiated rates of tax credits should be replaced by a uniform rate that is 
easier to administer. An across-the-board 20 percent would be preferred to the 
complexity of the 20-40 range.  

 
• There should be a uniform limit to the carry forward over time, say a maximum of 

eight years, instead of the fixed time horizon now of 2030.  
• The minimum threshold of the investment should be much lower to enable 

smaller firms to benefit from the credit.  
 

• It would make sense to use a broader definition of physical investment and to do 
away with overly specific rules based on projects and other criteria that interfere 
in the free play of market forces and invite taxpayers to look for loopholes in the 
law. Also, investment limited to tourism harms the promotion of other economic 
activities.  

 
• Were the proposed gateway or a tourism cluster in Region XV to be realized, this 

sort of (amended) incentive could easily be carried over to apply to the firms 
involved. 

 

5.58 The ZOFRI incentives (Region I only).  Chilean policy has fostered the creation 
of a dynamic city in a desert environment, and it would seem risky to engage in policies 
that could undermine Iquique’s viability. On the other hand, the free-trade-zone 
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mechanism sits outside Chile’s economic model of neutrality in price interventions. This 
consideration would lead to a recommendation that ZOFRIs’ customs duties and 
corporate income tax concessions should be phased out over a few years. Such a 
recommendation should be subject to an analysis of the current incidence of incentives 
and the social and economic impact of withdrawing them. One way to effect a medium-
term transition out of these subsidies would be provide ZOFRI with a substantial role in 
an eventual Enterprise Gateway. Indeed, it would make sense to build up ZOFRI as the 
Gateway Authority.  

5.59 The civil service “distance” bonus is overly generous and also a candidate for 
phasing-out. This should be treated like DL 889, i.e., phased-out, but more quickly for 
Region I than Region XV.  

5.60 Social and infrastructure programs that benefit old Region I. Finally, the old 
Region I benefited more than most regions from central-government allocations for social 
programs and for infrastructure/investment (see World Bank, 2005). These allocations 
will continue to follow national distribution rules. A limited redistribution between 
Regions I and XV can be expected from the split of the former Tarapacá Region. Given 
how well the new Region I scores in terms of its socio-economic indicators and given 
that the Common Municipal Fund (FCM) has not only received a big infusion from the 
centre but will also be targeting poor communes, it should be feasible to gradually reduce 
the relative allocations for the new Region I without much reduction, if any, in the 
absolute value of these.   

PLANNING FOR DEVELOPMENT IN REGIONS I AND XV 

5.61 The old Region I has shown a healthy development in aggregate, but contrasts 
become evident once the two new regions are separated. Both regions are dominated by a 
single city, but where Iquique (new Region I) is surging ahead as a result of its free-trade 
zone (and also mining exports), Arica (new Region XV) is growing more slowly, has 
fewer economic strengths, and displays poorer social indicators. Both new Regions have 
disparities across their territory. In particular, Alto Hospicio (Iquique’s satellite city) and 
the isolated rural communities of Parinacota require separate analysis and policy 
treatment.  

5.62 Two strategies for territorial development concern both new Regions alike. First, 
human capital: Chile may want to strengthen its commitment to increase the educational 
attainment of all Chileans, regardless of socio-economic deciles, gender, region, etc. Such 
a policy would enhance equality of opportunities for relatively isolated regions such as 
Region I and, above all, Region XV.  

5.63 Second, an Enterprise Gateway could be economically feasible for northern 
Chile. The Gateway could be a joint venture between Regions I and XV in the sense that 
both Arica and Iquique could be ports of entry. With ZOFRI’s experience in 
administering the free-trade zone, it should have an important role to play in Gateway.  
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5.64 Given Iquique’s business assets, a Gateway could be expected to be at the center 
of a strategy for the new Region I, but the metallic- and non-metallic-minerals sectors can 
also be expected to play an important role. Region XV’s prospects for participating in a 
gateway are less certain, although a gateway strategy could throw up opportunities for 
long-term solutions to border conflicts with Peru and Bolivia. On the other hand, The 
new Region may also have opportunities to develop labor-intensive services such as 
“sun” tourism and care of senior citizens in Arica and special-purpose tourism in the 
mountainous municipalities that border Bolivia and Peru.  

5.65 Our consideration of reforms to current incentives for Zonas Extremas is based on 
two premises: that the current subsidy amount would be retained, initially at least; and 
that there would be no subsidy redistribution between each region (even though it could 
be argued that Region XV is more in need of subsidies). This means about US$25 million 
for Region XV and US$21 million for Region I (excluding ZOFRI subsidies) would be 
reallocated.  

5.66 The chapter suggests three possible objectives for revising the subsidies: human-
capital formation (through training, subsidization of skilled employment, etc.) that would 
equalize opportunities across regions; promotion of production, including cluster 
formation and more advanced technology; and income maintenance, which applies 
particularly to the new Region XV, where immediate economic opportunities are lacking, 
but the population needs to be maintained on strategic grounds. Proposed reform options 
are summarized in Table 5.7  

 
Table 5.7 Summary of Proposals for Reform of Incentives for Zonas Extremas 

Existing 
instrument Transitional Considerations New instrument 

DL889; 
Civil Service 
distance 
bonus 

• DL 889 affects many 
households, therefore a longer 
phasing out is necessary, to 
allow labor market conditions 
to adjust.  

• Region I: eliminate over 5 years and replace by 
training grants for the employed or unemployed. 

• Region XV: convert to an income subsidy for 
poorer people. A part could also be used to train 
the employed and unemployed. 

DFL 15 

Investment 
Tax Credit 

• Investment subsidies affect 
few firms, therefore a quicker 
phasing out can be envisaged.  

• Some new forms of support 
(e.g. support to clusters) might 
require private and public 
capacity not yet in great 
enough supply. This argues for 
subsidizing skills, R&D, etc., 
rather than labor and capital 

• Finance Enterprise Gateway feasibility study, 
setting up of Authority, design of regulations  

• Transfer funds to GORE/ARDs to purchase 
government economic-development services 
(from CORFO, Chile Emprende, etc.), for 
instance development of clusters. 

• Subsidize firm-level skill & technology 
acquisition (for instance: training grants, 
subsidies to skilled positions, R&D subsidies, 
and university-private-sector partnerships).  

ZOFRI  • The phasing out of border-tax incentives could be balanced by funds for Gateway 
infrastructure investments. 
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CHAPTER 6. CONCLUSIONS: MAKING REGIONAL POLICY 
WORK IN CHILE 

 

6.1 The Government of Chile commissioned this report in view of two separate 
decisions it has made: to review policies for the Zonas Extremas (with particular 
reference to the old Region I) and to expand the role of Regional Governments. Because 
both decisions involve different aspects of a set of policies that affects regional 
development, the report has set out to: suggest some important elements of a more 
general framework for regional development in Chile; examine proposed policy changes 
affecting the new Regions I and XV in the light of this framework; and look at the 
development prospects of these two Regions and the role of incentives for Zonas 
Extremas in this. 

6.2 The context for regional policies. The policies affecting Chile’s regions do, of 
course, have a specific national context. First, decentralization has played little historical 
role in Chile. The country has a fairly homogeneous population and a tradition of 
political and administrative centralization (reinforced by fears of chaos that arose as a 
result of the events of the early 1970s). Historically, Chile’s only real regional policy – 
surviving in today’s Zonas Extremas incentives – was to reinforce distant regions for 
security purposes.  

6.3 Second, the country’s current economic model, which does not involve significant 
attention to decentralization or regional development, has proven extremely effective. 
The economic model that Chile’s governments have followed since 1990 emphasizes 
private-sector based growth – through fiscal discipline and non-intervention (or light 
intervention) in markets – and the use of the resulting “growth dividend” to improve 
social policies, especially policies to alleviate poverty. This model has led to significant 
improvements in individual incomes and reductions in poverty, though it has had an 
uneven impact on the different regions. The consensus appear to be that the economic 
model can be improved by further attention to developing human capital and alleviating 
poverty. 

6.4 Third – and notwithstanding the dominant development model – a 
decentralization process has been going on since the early 1990s, and this will inevitably 
continue. The process is, by and large, part of a broader political process of 
democratization, driven by newly-empowered citizens and politicians discontent with the 
centralization of power (and perhaps correspondingly less fearful of a return to chaotic 
conditions). Specifically, the government is committed to strengthening Regional 
Governments, both by making them more democratic (through an elected Regional 
Council) and by giving them greater attributions, in the form of full responsibility for 
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local planning and budgets and a limited transfer of specific tasks, including local 
economic development. The two newly-created Regions, Arica-Parinacota and Los Rios, 
will be the “guinea pigs” for the new policy. 

6.5 Thus Chile is caught between an existing economic model that works and the 
inevitability of decentralization. In that sense, the key challenge confronting the 
Government is how to respond to demands for increased regional autonomy without 
undermining the institutional strengths Chile now posesses. The challenges for the new 
decentralization policy are twofold. First, it should be as consistent as possible with the 
economic model – it should not “kill the golden goose”. Second, it should be consistent 
with Chile’s efforts to address its outstanding problems of low human capital and 
poverty. 

6.6 Considerations for framing regional policies. Three broad considerations emerge 
from this study: the need to carefully separate different aspects of regional policies, the 
consistency of regional and national policies, and the need to articulate the roles of 
regional and municipal authorities. 

6.7 It is necessary to separate (or “unpack”) the different objectives of regional 
policies if policies are to be effectively designed and monitored. Chile has no single 
regional policy (i.e. policy that affects the territorial distribution of public money and 
actions). Instead various, often unrelated, regional policies address different issues. These 
issues largely revolve around: social objectives (such as equalizing incomes across 
regions or reducing poverty); promoting economic growth (for instance, making regions 
economically more equal or, alternatively, ensuring that regional development 
opportunities are exploited to a maximum); or ensuring secure borders (by strengthening 
vulnerable regions).  

6.8 Regional policies should be as consistent as possible with national economic and 
social policies (the “economic model”). Consistency is most important in several areas 
that concern the social and economic unity of national policies.  

• Social programs, including anti-poverty actions, need to ensure standard services 
and equal opportunities for citizens regardless of their location. This means that 
policies, resources, and broad implementation rules should be set nationally, 
although there can be an important role for sub-national governments in 
implementation and monitoring.  

• Public spending on economic development (including the promotion of 
production – fomento productivo) should continue to be made according to strictly 
economic criteria and making the best use of the available expertise in Chile’s 
public sector. 

• Public investment should continue to be subject to criteria of economic efficiency. 
• As the government is aware, strengthening regional governments incurs several 

risks. Decisions about the use of public resources could become more politicized. 
The level of expertise in public interventions could fall inasmuch as 
responsibilities shift from experienced central-government agencies to 
inexperienced regional administrations. 
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6.9 To counter some of these risks, it make sense to continue to rely on the 
technically-oriented agencies of the central government to promote regional economic 
development, as long as their activities are consistent with the basic market orientation of 
the national economy and as long as the Government does not attempt to achieve absolute 
economic convergence. Regional government planning should provide a broad direction 
to this process (as happened in Bio-Bio). This can be done in several ways: by using the 
services of central agencies (which is why the proposed purchasing-power option makes 
good sense); and/or by using the newly-created regional development agencies (ARDPs). 
In addition, the proposal to reduce the role of the SNI might be reviewed.  

6.10 Regional policies should be well articulated at the three levels of government, 
national, regional, and municipal. The current thrust of decentralization policies is to 
strengthen both regional and municipal governments, yet not to do a great deal to link the 
two levels. This is particularly important in those Regions – such as new Regions I and 
XV – where one city dominates. 

6.11 Developing the new Regions I & XV. The former Region I was split into two new 
Regions with disparate prospects. The new Region I is a buoyant, modernizing economic 
area. Region XV is economically weaker. Both regions have various sectoral growth 
opportunities – mining in both regions, also tourism in Region XV. But the most 
important opportunity, if this proves feasible, is to develop northern Chile as a transport 
gateway between the Pacific and the south of South America. Since it would build on the 
logistical expertise that Iquique has acquired through the Zona Franca, a gateway is 
likely to have a large impact on Region I’s future, but it might also provide opportunities 
for Arica (and it could also be part of an arrangement with neighboring countries to solve 
outstanding border disputes).  

6.12 Continuing with the traditional incentives offered to unskilled labor and to capital 
investments within the policy of Zonas Extremas is unlikely to help either Region move 
in these new directions. For political reasons, these incentives are likely to remain at 
current levels in the medium term. Consistent with the development opportunities in 
Regions I and XV, it makes sense to redirect the incentives to human-capital formation 
and the promotion of production (development of clusters in mining, tourism, and 
logistics, notably). In Region XV’s case, there is also an argument to continue a subsidy 
to unskilled labor in the medium term because this Region lacks immediate economic 
opportunities, yet its population needs to be maintained on strategic grounds. In addition 
to incentives specific to Zonas Extremas, there should be an emphasis on human-capital 
investment across the country. Fiscal incentives for Iquique’s Zona Franca are unlikely 
to continue to be as important as they have been in the past, for Iquique at least. 
Moreover, they do not fit into the mainstream of Chile’s economic model. It would make 
sense for Chile to consider phasing out these incentives and to apply the fiscal savings to 
the development of a Northern Chile gateway. 
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Canada’s Pacific Gateway Strategy: 

http://www.tc.gc.ca/mediaroom/releases/nat/2005/05-gc013e.htm  
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