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Introduction  

In the mid-1970's Chile began an extended and profound process of 
transformation and modernization of its economy. The changes touched not only 
on macro-economic aspects, but also on the productive sector, social relations, 
infrastructure and the role of the State in general. An effort was made to 
implement a new model for development in the country, whose pillars were the 
market as the primary allocator of resources; private enterprise as the principal 
motor for growth; and the State -- in a subsidiary role, that is to say, engaging in 
the activities in which the private sector cannot participate -- which sought to 
achieve macro-economic equilibrium, ensure the supply of public goods, correct 
distortions and foster equal opportunity.  

It is important to recall that at the point of departure for this process there was a 
high incidence of State participation in the economy. In 1973 in fact, the role of 
the public sector, including government and state-owned enterprises, accounted 
for 63% of GNP.1 In addition, the economy was shut off from international trade, 
and regulations imposed by the State in a wide variety of sectors impeded 
efficiency and the proper allocation of resources. In this regard, it is worth noting 
that in the early 1970's, there were over 3,000 prices fixed by the Chilean State; 
for 60% of imports, prohibitive deposits were required (10,000%); tax legislation 
had such a high number of exceptions that the general norm applied to a very 
limited number of taxpayers, etc.  

Clearly, Chileans are worthy of special merit for having made an extraordinary 
effort to move toward a more productive economy, starting from particularly 
adverse conditions at a time when the so-called "real socialisms" had not yet 
collapsed, nor had Margaret Thatcher or Ronald Reagan yet taken steps toward 
more open market economies. It this sense, Chile was a pioneer in the world 
trend toward forms of government based on a free social order.  

One of the most interesting, though little known, aspects of the process of 
modernization can be called "private solutions to public problems." That is to say, 
a set of micro-economic policies which include the privatization of companies or 
areas of activity, the introduction of incentives into the market, an environment 
which fosters participation and promotes private investment in these services 
and, in those cases where the State continues to play a role as a supplier or 
producer, the search for competitive conditions, decentralization and other 
elements which foster efficiency in the delivery of goods and services.  

This publication provides in-depth information on the private solutions Chile 
devised in the areas of retirement, health care, eduction, local government, 
transportation, telecommunications and energy beginning in the 1970's. Thus, 
the Institute for Liberty and Democracy (ILD), as a research center dedicated to 
the promotion of the role of the private sector, analyzes public policies which, 
through the use of the free market and individual initiative, enabled Chile to solve 



problems which had traditionally formed part of the exclusive domain of the 
State.  

The experiences gathered together and presented in this publication are, on the 
whole, favorable and serve to confirm the value and advantages that the market 
system and private property have over State intervention in production, financing 
and excessive regulation.  

The first four chapters of the book are dedicated to policies implemented in social 
sectors and their respective results. The first, written by former Planning Minister, 
Luis Larra’n, analyzes the most profound and momentous transformations 
implemented by the Chilean government between 1973 and 1990 in an effort to 
create a market economy.  

As is in many other countries, Chile's retirement system was in dire financial 
straights and required the allocation of vast quantities of State resources and an 
inefficient mechanism of taxation (through high payroll deductions) to stay afloat. 
For example, in 1937, worker's deductions totaled 5% of earnings, while by 1975 
that figure had reached an all-time high of 51.4% There was a complete lack of 
justice in the distribution of the benefits the system offered. The new pension 
system implemented as of 1981 is described in this publication, along with a 
discussion of the objectives the program sought to achieve, the techniques used 
during the transition between the two systems, the regulations that were 
established, as well as results and perspectives for the future. The new system 
called for a program of privately administered individual savings plans with 
legislation to ensure a minimum pension by the State.  

As Larra’n's article shows, the 10 years under the new system have 
demonstrated its advantages, including the fact that retirement pensions now pay 
1.4 times what they would have under the old system. A second advantage of the 
new formula is the contribution it makes to fiscal policy and to the strengthening 
of capital markets.  

The second chapter, dealing with the reforms to the health care system, was 
written by Mercedes Cifuentes, a specialist in the field. Here, the author 
discusses the need to introduce the private sector into the field of health care, as 
well the way the new system improves efficiency, increases resources, and 
improves working conditions and general well-being. The article describes the 
transformations in the health sector, that occured as a result of policies which 
placed primary importance on first-aid care, coverage of mothers and children, 
those in high risk groups and the handicapped.  

In order to achieve these goals, a variety of instruments, including 
decentralization and the creation of incentives for efficiency were introduced into 
the state health care system. Proportional subsidies were established, a private 
system was created and people were given the freedom to choose between a 



State-run health care system and private doctors. This formula led to the creation 
of 35 Private Health Care Institutions (ISAPRES) which now compete to cover 
over 16% of the population. The new system has also permitted increased 
private investment in health care and, as the book indicates, between 1982 and 
1989 hospital infrastructure investment increased by 50%, of which 27% was 
dedicated to private hospitals, 22% to medical centers and 16% to laboratories. 
Clearly, private action coupled with the introduction of efficiency criteria into the 
public sector have given way to markedly improved conditions in public health. 
For example, in global terms, Chile has seen its infant mortality rate drop from 
79.3 children per live birth in 1970 to 17.1 in 1989.  

Lastly, the research emanating from this publication has led to a proposal to 
incorporate more decidedly additional incentives for the private sector into the 
field of resource administration. As a result, a subsidy based on demand is under 
consideration, along with the transformation of incentives and properties owned 
by the State hospital system.  

The third chapter focuses on the modernization of elementary and high school 
education. Patricia Matte and Antonio Sancho, Director and researcher, 
respectively, of the ILD's Social Program, describe how the policies implemented 
in Chile in preceding decades produced a remarkable increase in educational 
coverage. Nonetheless, the stimuli were not sufficient to increase quality nor 
provide equal educational opportunities. Thus, as of 1980, a series of 
modifications were introduced into the public and private school systems in an 
effort to improve quality, expand coverage, promote equal opportunity and 
freedom to teach. In order to achieve these goals, a demand-based subsidy was 
created, the administrative system was decentralized and freedom of choice 
between public and private educational institutions was introduced.  

As the authors note, the new policies led to an increase in private, subsidized 
elementary schools from 14% in 1980 to 30.4% in 1988. As for secondary school 
education, coverage in private institutions rose by 249% during the same time 
period. This increase has been accompanied by expanding attendance among 
children from extremely poor families and by greater contributions by the private 
educational institutions to the quality of education.  

Reforms at the university level are discussed in the fourth chapter of the book, 
written by Gerardo JofrŽ and Antonio Sancho. The chapter analyzes the role of 
the State and the private sector in this area and reviews the reforms that were 
introduced into the financial systems used by institutions of higher learning in 
order to: make them more equitable and promote efficiency; decentralize State 
universities, and; promote scientific and technological research. Overall, these 
reforms have provided a significant stimulus to the efficiency of the system and 
have increased the supply of private educational services, despite a variety of 
obstacles which arose during their implementation. The results of these policies 



have encouraged an increase in the registration rates of institutions of higher 
learning, from 116,962 students in 1980 to 248,354 in 1990.  

The fifth chapter focuses on the modifications introduced at the local or Municipal 
level. The author, former mayor Manuel Cereceda, discusses the problems of 
inefficiency, under utilization and excessive political polarization which this crucial 
part of the State structure faced in the mid 1970's. Moreover, he notes that the 
policies which were implemented as of that date in an effort to transform the role 
of the municipalities, and to grant them increased responsibility for solving public 
problems at the local level. This process of decentralization meant modifications 
in the financing of municipalities, empowering them to retain an important part of 
the resources collected in the community; modernizing municipal administration; 
taking responsibility for new services, including elementary and secondary school 
education and primary health care. In all of these cases, market incentives such 
as competition, freedom of prices, etc., were utilized. In addition, services were 
sub-contracted directly with the private sector, particularly in the areas of waste 
management, street cleaning and park maintenance. The results have been a 
marked improvement in general community services and their more effective 
control by taxpayers.  

The remaining chapters discuss a variety of service areas of tremendous 
importance to productive sectors and to consumers. Specifically, these are: 
electricity, telecommunications and transportation. In all of these areas, in the 
past, the State had played a direct and active role through the regulation and 
ownership of the companies operating in these sectors.  

In the sixth chapter, Sebasti‡n Bernstein, former Executive Secretary of the 
National Energy Commission, analyzes the distribution of electricity. He begins 
by providing an historic overview of the sector and its problems. Subsequently, 
he describes the new legislation, which sought to: decentralize the decision-
making process whenever technical conditions permitted; stimulate private 
participation in the field; promote direct competition between companies when 
possible, or simulate those conditions through "model" companies when price 
regulations were imposed; establish tariff mechanisms which promoted 
efficiency; and privatize companies. The results of the modernization described 
by Bernstein reveal an economically stable electrical sector, with low rates (as 
compared to other countries) -- in turn an indication of efficiency -- covering 
approximately 95% of Chile's fragmented territory. The fact that Chile's electrical 
network is today overwhelmingly private bears witness to the feasibility of private 
and market solutions to this problem and indicates that continuing to privatize 
remaining state-owned electrical supply companies is to be recommended.  

The seventh chapter reveals the results of a study conducted by Renato Agurto 
into the transformation of the telecommunications sector. Prior to the application 
of new norms regulating telecommunications, this field was characterized by a 
tariff schedule which did not promote efficiency and was under the complete 



control of the State. The availability of telephones per resident was comparatively 
inadequate by international standards. Beginning in the late 1970's and 
continuing through the 1980's, a series of modifications were introduced to 
promote competition, establish rates which encouraged efficiency, and create 
regulations which would encourage investment and improve service. In addition, 
as of 1982, privatizations began with the sale of the Telex company and 
continued in 1987 with the sales of the Chilean Telephone Company and ENTEL 
(a long distance carrier). The results of Agurto's study are favorable, particularly 
in terms of growth in investment and technology. In fact, while the annual growth 
rate for telephone lines increased by 6.4% in the period 1960-1967, in 1989 -- 
once the privatization and the new rate schedule had been completed -- it 
reached 9.2% and in 1990 leapt to 25.7%. In the future, efforts will continue to 
expand opportunities for increased competition and market participation in this 
area.  

The final chapter presents the research of ILD Associate Researcher Jorge 
Asecio concerning four aspects of transportation: shipping, ports, air and 
railroads. The results for these four sectors indicate that prior to the reforms, they 
were all State enterprises governed by monopoly-creating legislation which in 
turn resulted in inefficiency. Suffice it to say that in 1973 Chilean ports were so 
clogged that payments for over-extended stays averaged US$70,000. In practice, 
twenty years later -- thanks to the privatization policies which led to increased 
efficiency -- Chile's two principle ports (Valpara’so and San Antonio) handled 
more cargo between them than the entire country had handled in 1973 -- without 
the need for physical expansion!  

The policies implemented consisted of rationalizing public investment: opening 
the market to domestic and foreign competition; promoting private investment 
and establishing rules for state-owned companies which eliminated privileges, 
required that they show a profit and made their management more transparent. 
In the most successful cases, this also meant the privatization of some state-
owned companies including air and maritime transport (although in these two 
areas a state maritime transport company continues to exist, as does mixed a 
transport firm.) Neither the railroads nor the port system themselves were 
privatized, although parallel and complementary activities were shifted into 
private hands. Thus, in the Chilean port system, private companies currently 
provide longshoremen services and supply certain services to the railroads. The 
results indicate that the process was particularly successful in reducing the cost 
of international transportation -- a tremendously important factor for a country 
such as Chile which is located so far from the world's key markets. Nonetheless, 
it is also clear that much remains to be done to intensify the private solutions in 
each of the fields presented in this publication.  

From this presentation and each of the chapters contained herein, the reader will 
come to appreciate the benefits of private solutions to public problems over 
traditional statist policies in highly complex areas. Moreover, the reader will 



become familiar with the difficulties which arose in Chile as a result of the 
implementation of the new policies, many of which have yet to be resolved.  

In essence, both in the fields described in the coming chapters as in other areas 
of the Chilean economy, there remains much to be done in terms of deregulation 
and privatization to incorporate the private sector into the public sector's problem-
solving process. Such measures are crucially important if increased economic 
and social development are to be secured for all Chileans.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 



SOCIAL SECURITY REFORM 

LUIS LARRAIN A. 

I. INTRODUCTION  

This chapter describes the primary characteristics of the so-called Social Security 
Reform implemented in Chile in 1980 in an effort to create a privately-
administered individual capitalization system through institutions known as 
Pension Administration Funds (known by their Spanish acronym, AFPs). This 
reform covered solely old age pensions, disability and survival (widow and 
orphan) benefits, which, while representing the lion's share of Chilean social 
security, did not cover all of the services which fall into this category. In fact, the 
Provisional Health Care Institutions or ISAPRES -- which will be discussed in a 
separate chapter -- were designed in conjunction with the social security reform 
and are at times considered to be a part of the larger social security system even 
though they seek to resolve an almost entirely separate problem. A second area 
that is not covered in this chapter is the private participation in the social security 
system which arose through mutuals formed in Chile in the 1950's by 
businessmen and entrepreneurs in an effort deal with work-related and 
professional illness.  

The first section, prior entering into a description of the reform process itself, 
provides an analysis of the status of Chile's social security industry as of 1980. 
The second section deals with the objectives taken into consideration in 
designing the new social security system. The thirrd section focuses on the 
measures taken vis-avis the old system and to a large extent addresses the 
issue of transition. Subsequently, the fourth portion of this chapter contains a 
description and conceptual analysis of the new system's key attributes, while the 
fifth section provides an overall assessment of the performance of the industry 
and of the private pension program based on 10 years worth of operational 
experience. The sisth and final section addresses the challenges the system will 
undoubtedly confront in the future.  

II. STATUS PRIOR TO THE REFORM  

1. PRINCIPAL CHARACTERISTICS OF THE "PAY AS YOU GO" SYSTEM  

A distributive or "pay-as-you-go" pension system is one in which pension funds 
do not accumulate. Thus, active workers (in conjunction with employers and the 
government) finance the pensions of retired or inactive workers through 
obligatory contributions or premiums. That is to say, there is a sort of inter-
generational commitment whereby active workers finance the benefits of retirees 
with the belief that future active workers will finance their own retirements. 



Although many of the old pension systems were not initially conceived in this 
fashion, in practice this is the way they have worked.  

Under the old system, pension benefits and the obligations of active workers 
were established by law. Thus, there was no direct relationship between the 
amount a worker contributed during his/her active life and the pension he/she 
received. Therefore, there was no incentive for a worker to increase premiums in 
an effort to secure an enhanced pension. Moreover, such a worker might expect 
to receive benefits greater than the amount contributed during his or her lifetime 
if he or she belonged to a group capable of lobbying the government for 
increased benefits. On the other hand, such a worker could also be affected 
negatively by the system if he/she were unable to secure additional benefits.In 
Chile, this lack of a relationship between premiums and pensions received -- 
which served as an incentive to under-declare income and induced lobbying by 
certain groups for increased benefits (despite a lack of adequate financing for 
such increases) -- led to the breakdown of the system and spiraling costs as the 
government was increasingly called upon to make contributions to the system in 
order to ensure the ability to meet existing commitments.  

I2. BRIEF DESCRIPTION OF PLANS AND BENEFITS  

Despite the fact that one often refers to Chile's old pension system as a 
homogenous unit, the truth is that a number of plans were in operation at the 
time of the reform. These plans, totaling over 100 in 32 Social Security Funds or 
"Cajas" in existence in 1979, established a variety of retirement requirements, 
pension levels and mechanisms for calculating benefits for different groups of 
workers. The effects of this differentiation were most strongly felt among the poor 
(Social Security Service or SSS employees) whose premiums accounted for 65% 
of total in-put in 1979. Nonetheless, these employees did not have access to 
benefits provided to other workers such as pensions for years of service (which 
enabled some workers to retire as early as age 42). SSS employees, despite 
their work in fields requiring heavy manual labor, could retire only upon reaching 
the age of 65 and, moreover, received a smaller portion of their income at 
retirement than manual laborers belonging to other cajas. In the Bankers caja, as 
well as those of the Bank of Chile and the Bank of the State, employees could 
retire at age 55 (or earlier if they met the "years of service" requirements).  

A second problem with the "pay-as-you-go" system was the lack of uniformity in 
the re-adjustability of benefits. At one end of the spectrum were the so-called 
"chaser" pensions, reserved for a select group of public employees and other 
small groups which received the same income as their colleagues still in active 
service. That is, each time the salary of an active worker in a given post was 
adjusted, the pension of the retired workers who had held that position in the past 
would receive an equivalent increase in their pension. The majority of pensions, 
however, were not hedged against the drop in purchasing power caused by 



inflation and occasionally legislation was passed to grant a general or partial 
readjustment.  

In addition to the problem of indexation or "re-adjustability" of the benefits 
granted, the basis used for calculating pensions varied under different plans. 
These variations, aggravated by high inflation, caused significant differences in 
coverage. Some retirees saw their pensions calculated on the basis of income 
over the last year, others on that of the average for the last three years, and still 
others on the basis of the average over the last five years. In certain cases, only 
some of those years were adjusted for inflation. For example, in the case of 
those with five-year calculation periods, the first three years were adjusted for 
inflation, while the salaries over the latter two were not. Thus, two years of the 
triple-digit inflation that Chile faced at times reduced the real value of the pension 
to insignificant levels.  

A final characteristic of the old system, that become progressively onerous over 
time, was the tendency to take advantage of the initial stage of the system by 
creating new benefits, such as loans. Clearly, such activities drained needed 
funds from the social security cajas and jeopardized their financial capabilities for 
the long term. Despite the fact that the old system was designed to provide 
balanced support, the redistribution of income which resulted from the struggle 
for special legislation aimed at satisfying interest group demands was clearly 
regressive.  

3. INSTITUTIONS  

In 1979, there were 32 social security cajas which grouped together specific 
types of workers or productive categories. Employees could not select the caja of 
their choice, nor change cajas unless they shifted into a new line of work. In other 
words, each institution had a captive market and made no extra effort to provide 
quality service. The country's three largest cajas accounted for 90% of 
contributing affiliates (see Table 1).  

Table 1: Active Contributors by Caja (1979) 

Caja Number de Contributors % 

SSS 1,486,400 64.87% 

EMPART 403,000 17.59% 

CANAEMPU 266,298 11.62% 

Others 135,485 5.92% 

Total 2,291,183 100.00% 

Source: La Previsión en Chile Ayer y Hoy. Impacto de una Reforma; Hernán 
Cheyre V.,CEP.  



The purpose of the cajas was to administer the funds collected through payroll 
deductions, pay pensions and provide other benefits. At the time of the reform, 
the revenue generated by a majority of the cajas was less than their 
expenditures. In order to bridge the gap and meet outstanding obligations, they 
turned to the State for financing. Thus, state contributions to the cajas rose by 
13.8% between 1947 and 1980 (see Table 2).  

Table 2: Social security System Revenue 1947-1980(Average Annual 
Percentage Variation)  

Caja 
Contributors 
Input 

State 
Contrib. 

Investment 
Revenue 

Total 
Revenue  

 

S.S.S. 6.63 8.29 -7.24 1.20  

CANAEMPU 6.50 12.96 -7.28 -1.85  

EMPART 4.56 -6.86 -6.40 -0.32  

F.F.C.C. 2.51 19.42 -9.88 -3.87  

BANCARIA 7.49 -5.66 2.47 -4.45  

Banco de 
Chile 

6.50 - 7.65 3.34  

SISTEMA 6.34 13.77 0.51 -0.88  

Source: Gert Wagner, Universidad Católica de Chile, Instituto de Economía: 
Estudio de la Reforma Previsional: Previsión Social Chilena, Antiguo Sistema 
1925-1980.  

In general, the administration of the cajas was inefficient. The slight surpluses 
occasionally generated by some cajas were poorly invested in hapless efforts to 
provide instantaneous increases in benefits, such as subsidized mortgage rates 
(only 1% of EMPART contributors received this bonus benefit), acquisition of 
properties which could be rented by affiliates at subsidized rates as well as the 
acquisition of theaters, pharmacies, agricultural lands, etc. Such investments 
reflected no concern for ensuring adequate counterpart financing and thus the 
cajas were gradually diverted from their primary objective of granting pensions 
and fell prey to every imaginable vice inherent in statist and bureaucratic 
administration.  

4. FINANCIAL SITUATION  

A "pay as you go" system has essentially three forms of increasing its revenue: 
1) Increase premium rates; 2) Increase State allotments; and 3) Decrease 
benefits. Changes in the ratio between active workers and retirees in Chile 
required, over a period of time and to varying degrees, the use of all three of 
these approaches.  



In effect, the ageing of the Chilean population, as a result of increases in life 
expectancy and the incentives of the system itself, meant that there was a 
continual decrease in the number of active contributors financing the cost of 
benefits to each retire. Thus, while in 1955 there was an average of 12.2 active 
contributors for each retired worker, by 1979 that rate had dropped to just 2.5 
active contributors per retiree (see Table 3).  

Table 3: Active workers/Retiree Relationship(Number of Active workers per 
retiree) 

AÃO SSS CANAEMPU EMPART BANCARIA BCO.CHILE SISTEMA   

1947 1,204.8 10.9 - - - 36.9  

1950 - - - - - -  

1955 16.6 6.2 51.0 7.1 5.1 12.2  

1960 10.8 7.4 16.9 3.2 4.5 8.6  

1965 5.9 4.1 9.5 3.0 3.9 5.3  

1970 4.5 8.0 13.1 3.0 2.9 4.4  

1972 3.7 7.5 12.3 2.9 2.7 3.9  

1975 3.2 6.3 5.0 2.6 2.9 3.3  

1977 2.6 4.6 4.4 2.6 2.6 2.8  

1979 2.3 3.6 4.3 3.1 2.7 2.5  

Source: Estudio de la Reforma Previsional: Previsión Social Chilena, Antiguo 
Sistema 1925-1980; Instituto de Economía, PUC.  

Moreover, as the ratio between active contributors and retirees fell, the resources 
generated by the former were insufficient to pay for the benefits of the latter. To 
make up the difference, State allotments were increased or pension levels were 
reduced. The growing contributions by the State can be seen in Table 4.  

An additional form of confronting the problem of generating resources is to 
increase premium rates. From its inception in 1925 through 1937, the Social 
Security Service received 5% of wages. This premium had risen to 51.4% by 
1975 and fell back to 33.5% in 1980, the year the Social Security Reform was 
implemented. In the Private Employees Fund (Caja de Empleados Particulares) 
the rate from 1924 to 1936 was 10%; by 1974 it had reached 64.7% and steadied 
at 41% in 1980.  

Table 4Evolution of State Contributionsfor Pensions (includes States 
obligatory employers contribution) 

Year(a) 1989 $ (Index:1968=100) 

1968 71,031.9 100.0 



1969 N.D. - 

   

1970 113,955.4 160.4 

1971 185,353.2 260.9 

1972 172,785.2 243.3 

1973 100,651.0 141.7 

1974 90,920.1 128.0 

1975 97,740.4 137.6 

1976 88,050.8 124.0 

1977 120,535.3 169.7 

1978 122,921.0 173.1 

1979 130,224.5 183.3 

1980 153,754.4 216.5 

(a) Considera deflactor implícito del PGBSource: La Previsión en Chile Ayer y 
Hoy. Impacto de una Reforma, Hernán Cheyre V., CEP  

In addition to the economic effects of such increases, the system had negative 
side effects. For example, if the obligatory rate of savings resulting from payroll 
deductions is greater than the rate a worker wishes to contribute, incentives for 
evading premiums emerge. This often results in workers under-declaring their 
taxable income.  

Lastly, there is the option of decreasing pension benefits in order to confront 
financial difficulties in the pension system. The next section will discuss benefit 
levels in greater detail. Nonetheless, despite the utilization of the three 
approaches we have noted here: increased State contributions; increased 
premium rates; and decreased benefits, it is clear that the Chilean system could 
not have held on much longer. Each of these approaches had its limits. It is hard 
to imagine premium rates over 50% or decreases in already-low benefits. In fact, 
a study conducted by ODEPLAN (National Planning Office) projected the 
financial situation of the system for 50 years as of 1980. The results showed a 
deficit of 395 billion (1990 pesos) for the final year under study. It is important to 
note that this study took into consideration a series of reforms to the old system 
aimed at diminishing the impact of the future financial deficit. These reforms, 
which will be discussed in a moment, increased retirement requirements for the 
most privileged groups and significantly reduced the system's short-term financial 
difficulties.  

5.BENEFIT LEVELS  

In general, the level of benefits in real terms was extraordinarily varied under the 
old system. This resulted primarily from the adjustments provided under some 



plans (as we have seen, such readjustments were not automatic). Each caja 
established specific mechanisms for calculating initial pensions for its retirees at 
the time of their departure from the labor force. In order to compare the plans 
provided by different cajas, Chilean economist Hern‡n Cheyre estimated the 
maximum initial pension a contributor could hope to receive as a percentage of 
taxable income. Thus, a retiree from the SSS could expect to receive 60.8% of 
his/her salary as an old age pension, while EMPART employees could expect to 
receive 86.8% (see Table 5).  

Table 5: Maximun Pensions 

OLD AGE PENSIONS SSS 
OLD AGE & YRS. OF SERVICE 
EMPART 

Income(a)($) Maximun 
Pension (b)($) 

(b)/(a)(%) Income 
(a)($) 

Maximun 
Pension (b)($) 

(b)/(a)(%) 

15,000 9,113 60.8 25,000 21,698 86.8 

25,000 15,189 60.8 40,000 34,717 86.8 

40,000 24,302 60.8 70,000 60,755 86.8 

- - - 120,000 104,151 86.8 

- - - 220,000 190,944 86.8 

Source: La Previsión en Chile Ayer y Hoy. Impacto de una Reforma, Hernán 
Cheyre V., CEP  

Old Age PensionsBanking 

Income($)(a) 
Contributing as at 
age 18 Maximun 
Pension($)(b) 

(b)/(a)(%) 
Contributing as at 
age 25 Maximun 
Pension($)(c) 

(c)/(a)(%) 

25,000 20,313 81.25 17,411 69.64 

40,000 32,501 81.25 27,858 69.65 

70,000 56,878 81.25 48,752 69.65 

120,000 97,504 81.25 83,575 69.65 

220,000 178,758 81.25 153,221 69.65 

The lack of indexation made real pensions fluctuate wildly as can be seen in 
Chart 1. The uncertainty created by such cases worked against contributors.  

Evolution of old Age PensionsReal Averages(in 1989 pesos)  



 

The social security system also established maximum pensions. In 1960 the 
maximum was 8 monthly salaries -- equal to 334,786 pesos (1989 currency) 
while in 1980 the maximum was 50 monthly salaries -- equal to 220,452 1989 
pesos.  

The situation in 1980, prior to the social security reform, meant that 70% of 
retirees were receiving pensions equal to or less than the minimum old age 
pension of approximately US$30 per month.  

6.EFFECTS OF THE SOCIAL SECURITY SYSTEM ON THE ECONOMY  

The lack of a relationship between premiums and pension received, coupled with 
insecurity and the complexity of calculating pensions led premiums to be widely 
perceived as a tax. The difference between what a contributor was willing to put 
into the system based on the benefits he or she expected to receive and what he 
or she was actually required to contribute was technically equivalent to an 
"implicit tax" on work (given that premiums were calculated on the basis of pay). 
This "tax" made hiring more expensive, reduced employment and reduced liquid 
pay.  

Redistribution of income under this system occurred among fairly homogeneous 
workers belonging to a single caja. Thus, the redistribution was horizontal; that is, 
among people with similar income levels. Therefore, the structures and 
institutions in use under the old system did nothing to redistribute pension funds 
toward the poorest retirees (between different cajas). Moreover, as has been 
noted, such workers faced discrimination in terms of retirement requirements, the 
method of calculating pensions as well as a lack of re-adjustability. The primary 
redistribution was inter-generational, whereby some workers gained from 
increased rates and benefits, while others were clearly ravaged by the system.  



One cannot say a priori that the presence of a pension system will affect overall 
savings, yet it is clear that if a person is required to contribute more toward his or 
her retirement than he or she would pay voluntarily, there will be an increase in 
obligatory savings. However, in these cases, obligatory savings may replace 
voluntary savings in the same amount. In a "pay as you go" system the so-called 
"stock" of capital is not affected since no accumulation of reserves is required 
given that active contributors finance the pensions of retired or "passive" 
workers.  

III.REFORM OBJECTIVES  

1. OVERCOMING FINANCIAL BANKRUPTCY  

As noted earlier, the "pay as you go" system, given the evolution of expenditures, 
revenue and fiscal support, would have gone bankrupt sooner or later. Such an 
occurrence would have required State expenditures for social security equal to 
the total level of fiscal spending estimated for the year 2000. Clearly, the 
distributive approach was unsustainable and Chile's social security system was 
in dire need of reform.  

At the time of the reform, the fiscal deficit was growing as a result of 
commitments to the social security system. Within this context, it is interesting to 
compare a projection for the Chilean deficit had the social security reform not 
been implemented with a similar projection with the reform in place. In 
accordance with the aforementioned ODEPLAN study on the financial 
perspectives of the social security system over a 50-year period, a surplus of $65 
billion 1990 pesos was projected for 1981, while a deficit of $395 billion was 
foreseen for the year 2031. With the reform, however, a 1981 deficit of 261 billion 
1990 pesos was expected to plummet to 7 billion by 2031.  

From this data it is clear that the shift from a "pay as you go" system to a 
capitalization system would imposes a high initial financial cost on the State 
(which no longer receives active contributor input and must continue to pay out 
the pensions of those who retired under the old system). In the long run however, 
the situation is reversed and becomes good business for the State. The reason 
for this is clear: the "pay as you go" system has a financial projection of a 
growing deficit. With the reform, even though revenue drops because premiums 
by active workers move to capitalization, the State benefits by not contracting 
additional obligations with those workers who, in the future, will finance their own 
pensions.  

2.DEREGULATION, NEUTRALITY AND THE SUBSIDIARY ROLE OF THE 
STATE  

Although the State has an obligation to oversee pension systems -- given that it 
imposes an obligatory level of contributions on workers -- this does not mean that 



the State must provide the services associated with this type of activity directly. 
The concept of the subsidiary role for the State which served as a guideline for 
the economic and social reforms in Chile was also used in designing a new 
pension system. The reform implemented in 1981 sought to introduce the 
administration of individually capitalized pension funds in private hands. This 
created a new industry in Chile and allowed private administrators greater 
freedom and maneuverability in terms of account management. Nonetheless, the 
responsibility of the State to oversee and regulate the new-born industry 
remained intact and a so-called Superintendency was created for this purpose.  

Moreover, the concept of the redistribution of income was reformulated. The 
system was no longer expected to redistribute income (as the benefits received 
are closely tied to the funds accumulated in each individual account). Rather, 
programs aimed at assisting the poor, including direct subsidies, were devised. 
The old system had resulted in a complex system of taxes and subsidies in which 
it was not clear who benefitted and who was dispossessed. Thus, under the new 
system, the only linkage between income redistribution and the pension system 
is the minimum pension established by the State. It is important to note, however, 
that under this system the State benefits go only to the most needy.  

3.IMPACT ON THE ECONOMY  

The new system sought to reduce the tax on employment created by high 
obligatory pension premium rates. The idea was that if the new system were 
capable of supporting itself financially based on reduced rates of contribution, the 
cost of hiring workers would drop and over the long-term increased employment 
could be achieved (as compared to the old system which served as a 
disincentive to hiring). Moreover, the implicit tax (the difference between what a 
worker contributes and the amount he or she would voluntarily contribute given 
the benefits in question) is also lower, by nature, in a capitalization system. Thus 
the side-effects created by the new system could be expected to generate 
employment -- a particularly important result given the inability of the Chilean 
economy for many years to create sufficient employment. In fact, from 1965 to 
1970, the increase in the number of private sector jobs created was lower than 
the increase in the size of the work force.  

As noted earlier, the specific impact on overall savings of the shift from a "pay as 
you go" system to individual capitalization is not clear. Nonetheless, one would 
hope that the accumulation of capital generated by the new system would be 
greater, given that the reserves it produces take the form of savings. This in turn 
means an increase in the "stock" of capital -- with its subsequent impact on 
capital markets -- and, eventually, the development of the economy. In any case, 
it is clear that such a system makes it possible to design modern, sophisticated 
capital markets which arise from the need to invest pension funds. Thus, private 
pension fund administrators become the largest institutional investors in the 
market.  



4.SYSTEM EFFICIENCY AND BENEFIT LEVELS  

Although the objectives noted earlier, namely: resolving the financial breakdown 
of the old system; moving forward in deregulating the economy; and, converting 
the social security system into an catalyst for economic growth rather than posing 
an obstacle to change were important, they were not decisive. Rather, the 
primary objective of the reform was to provide Chileans with a means of living out 
their old age in dignity and of confronting disability and death without ravaging 
the economic stability of the victim's nuclear family. Thus, the key element in 
designing the new system was that it provide adequate benefits, which in turn 
necessitated the creation of an efficient framework for administering workers' 
savings.  

Actuarial calculations indicated at the time of the reform that in order for men to 
retire at age 65 and women at age 60 with a pension equal to approximately 75% 
of their final year in the labor force, a system was needed that would generate an 
average profitability rate of 4% in real terms. An efficient private administrator 
could be expected to achieve this goal.  

The efficiency of the new system needed to be based on competition between 
private pension fund administrators (AFPs), freedom of affiliation and the justify 
of workers to change institutions. This meant that the administration firms would 
endeavor to reduce their administrative costs and obtain an increased number of 
participants through higher benefits and lower commissions.  

Logically enough, the assumption was that each AFP would seek to obtain the 
best rate of return on the capitalization funds it was administering, thereby 
retaining existing affiliates and attracting new ones.  

IV.STEPS TAKEN TO MODIFY THE OLD SYSTEM  

The transition from a fully operational "pay as you go" system to one of individual 
capitalization requires that a series of steps be taken -- some in advance and 
others in conjunction with the implementation of the new system -- in order to 
ensure a smooth transition process.  

1.UNIFORMITY OF RETIREMENT REQUIREMENTS DECREE LAW 2,448  

In 1979, prior to the study aimed at reforming the pension system and, in fact, 
before the political decision to do so, a decree law (No. 2,448) was approved 
which sought to make uniform the requirements for old age retirement. An 
across-the-board minimum age of 65 was established for men while the minimum 
for women was set at age 60. Furthermore, retirements based on years of 
service and so-called "chaser" pensions were eliminated. Even if the type of 
system had not been modified, these changes were needed in order to avert the 
financial collapse of the old system and introduce greater equity into the benefits 



offered. Once the decision to revise the entire system was adopted, it became 
evident that this initial step was of extraordinary assistance in facilitating the 
transition process given that the age requirements in existence under the old 
system could be transferred to the new one. Clearly, the new system would have 
been wholly incompatible with the variable age requirement structure in place 
prior to the promulgation of Decree Law 2,448.  

2.MODIFICATIONS TO THE RATE OF CONTRIBUTION  

Between 1973 and 1980, there was a tendency toward a reduction in the rate of 
contribution to the social security system (as a percentage of taxable income) 
among some Cajas and the system on the whole (see Table 6):  

Table 6:Contribution Rates based on income(%) 

Año SSS EMPART SISTEMA 

    

1973 49.9 59.0 54.34 

1980 33.25 41.0 37.61 

Source: P.U.C., Instituto de Economía: ÒEstudio de la Reforma Previsional: 
Previsión Social Chilena, Antiguo Sistema 1925-1980.  

Moreover, in early 1981 rates were reduced by 20% for all of the Cajas and 
employers premiums to the pension system were eliminated. Workers salaries 
were then increased in the same amount as the employer's premium so that the 
workers' net income did not vary. This change was made in an effort to clarify the 
impact the new system would have on workers and to bring home the concept 
that the system of individual capitalization was based exclusively on contributions 
made by the worker. Premiums under the new scheme, moreover, could be 
expected to be lower than those required by the old system. Thus, a worker 
opting for the new system would immediately perceive the reduction in costs 
proffered by the new pension system (through an increase in his/her net income.)  

3.RETIREMENT RECOGNITION BONDS  

With the modification of the pension system, workers were given the option of 
remaining in the old system or shifting over to the new one. Those agreeing to 
join an AFP were granted a "recognition bond" in acknowledgement of their 
earlier contributions to their respective Caja. These "bonds" were offered to all 
workers who, in the five years preceding the enactment of the social security 
reform, had made at least 12 contributions per month to any given social security 
institution. That institution, in turn, issued the "bonds" in the worker's name.  

The value of the bond is adjusted for inflation and obtains a real profitability of 
4% per annum. These funds are added to those accumulated in the worker's 



AFP account and are made available solely when the worker has fulfilled existing 
retirement requirements (except in cases of death or disability).  

4.INSTITUTIONS: FORMATION OF THE INP AND CAJA MERGERS  

In 1981, the state-run social security system was grouped together into three key 
institutions (with the exception of the cajas belonging to the Armed Forces and 
National Police):  

- EMPART-SSS: the Private Employees Caja, some smaller cajas and the Social 
Security Service;  

- CANAEMPU-FF.CC. (and Hippodromes): the Public Employees Caja, Railroad 
Caja and several cajas from the racecourse sector.  

- CAPREMER-TRIOMAR: the officers and seamen of the Merchant Marines 
Caja.  

These pension programs were brought under the sole jurisdiction of the Ministry 
of Labor and Social Security which was responsible for appointing caja directors. 
Supervision and control of these organizations fell to the Superintendency for 
Social Security.  

Furthermore, an Institute for Social Security Normalization (known by its Spanish 
acronym, INP) was created to propose measures aimed at reforming the system, 
reconstructing individual accounts to enable the amount of recognition bonds to 
be calculated and administering a special fund (composed of State contributions, 
income generated by the sale of the assets of some institutions and investments) 
to be utilized to cover the deficit generated by the institutions functioning under 
the old system as well as the payment of recognition bonds transferred to the 
new system. Thus, by 1988 the three key social security groups mentioned 
above had been fused into a single institution under the direction of the INP.  

5.RELIEF PENSIONS  

In 1974 a system of relief pensions aimed at the aged and the handicapped with 
limited resources and no insurance was implemented. Specifically, such 
pensions were granted to handicapped persons over age 18, those over 65 and 
the mentally handicapped of all ages (so long as the latter were not generating 
family-oriented subsidies). In order to qualify, applicants were required to 
possess either no sources of income or independently-generated income of no 
more than 50% of the minimum pension if they lived alone. For those residing 
with family members, the total family income could not be greater than 50% of 
the minimum pension.  

 



V.THE NEW PENSION SYSTEM  

1. INDIVIDUAL CAPITALIZATION: WHY CHANGE THE SYSTEM?  

The adjustments introduced into the pension system by Decree Law 2,448 made 
uniform the requirements for retirement and helped solidify the system's long-
term financial stability. Thus, one must ask why Chile continued to push forward 
with a reform process aimed at modifying the very nature of its pension system. 
The response is quite simple. Evaluations conducted at the time showed quite 
clearly that the problems with the "pay as you go" system arose from its very 
conception and that specific efforts to correct some of its most negative aspects 
ran the risk of being repeated over time with new modifications which might once 
again put the system's financial health in jeopardy. Such modifications could 
include discriminatory norms and other actions resulting in an unjust, inefficient, 
bankrupt pension system.  

In essence, the destruction of the old system was inherent in its design: by 
eliminating ties between premiums and the level of benefits received, the system 
served as an incentive for individual interest groups to press for special 
legislation aimed at improving their benefits without a corresponding increase in 
premiums. One way of demonstrating this relationship is to compare the ratio 
between active workers and retirees in the old system with those of the country 
as a whole. While in 1960 the relationship was 8.6, in 1975 it reached just 2.5. 
From this data one might conclude that a large demographic shift, resulting in a 
substantive increase among the aged, caused the system's financial breakdown. 
However, in 1960 the population over age 60 represented just 15.58% of the 
population aged 20-60. In 1980 this relationship stood at 16.74% -- a notably 
undramatic shift -- indicating that the system was designed to offer benefits 
beyond its ability to finance them. If Chile had rested on the results of Decree 
Law 2,448 there was no reason to believe that in another 50 years the system 
might not once again face a similar crisis (as a result of subsequent legal 
modifications, the pressure for which, as we have seen, was inherent in the old 
system).  

2.PRIVATE ADMINISTRATION: THE NEW AFPs, EXCLUSIVITY AND DOMAIN  

Once the decision had been made to replace the "pay as you go" system with an 
individual capitalization program in which benefits were to bear a direct 
relationship to premiums, there were in essence two potential ways of organizing 
the new system: insurance or capital accumulation.  

a.Insurance or accumulation?  

An insurance-based system means that a worker contracts with an insurance 
company to receive a pension in exchange for payment of a periodic premium 
(retirement contributions). The relationship between the premium and the 



pension is essentially determined by long-term market interest rate in effect at 
the time the agreement is signed. The primary advantage of this system for the 
worker is that he/she will know exactly how much pension money will be 
available upon retirement. However, this system represents a tremendous risk for 
the insurer who has to set a long-term variable. Moreover, in the Chilean case, 
the situation was further complicated by the underdeveloped and exclusively 
domestic financial market in which long-term investment instruments of this type 
were rare.  

Since the Chilean capital markets did not offer good investment options, 
insurance companies might have been able to off-set their risks through large 
capital holdings and reserves. However, such a procedure would have created a 
barrier to market participation, thereby limiting competition. In addition, given that 
there was a risk of an imbalance of funds -- resulting from the rigid economic 
environment which the insurance companies would not be able to overlook -- in 
all truth the economic risk would have remained even if it could have been off-set 
financially by increased capital and reserves. These conditions led policy 
designers to believe that such a system could increase operational expenses to 
the point of making it inviable.  

The better option, then, was the accumulation of funds, setting a minimum 
premium and allowing the amount of the pension to be the floating result of the 
profitability of the investments made with the funds accumulated in an individual 
account. Thus, while the risk to the worker would be greater under this system, 
the overall risk for the system was modest. Moreover, the accumulation system 
ensured greater competition since did not require large amounts of investment 
capital. In an effort to compensate for the risk undertaken by individuals, 
mechanisms were implemented that allow additional voluntary contributions to 
increase the amount of the pension and the option of moving forward the 
retirement date.  

b.Administrative Institutions  

In order to administer the system, private institutions were needed. These 
institutions, in turn, would have to be efficient in order to remain competitive. The 
idea of granting administration to banks, through a trust, was discarded for 
practical reasons. At the time of the 1980 reform, there were doubts as to the 
financial stability of the banks and the efficiency of existing banking supervision 
mechanisms. Two years later, a crisis in Chilean capital markets proved that the 
decision had been a good one. Furthermore, the question of a possible conflict of 
interest arose given that bank deposits were one of the logical investment 
options for social security funds.  

Thus, Chile's policy planners opted for a system administered by new private 
institutions, so-called AFPs, which were created specifically for this purpose, with 
exclusive domain over retirement funds. An oversight agency was also created, 



the Superintendency of AFPs, whose staff was small and highly qualified. The 
time lag between passage of the new legislation and the starting date of the new 
system gave private investors time to design the new institutions. The AFPs were 
to be financial intermediaries or "mandatees" of the funds they were 
administering (rather than the owners of said funds). Thus, a separate "Pension 
Fund" was created as an independent patrimony in which worker premiums and 
investment profits were to be kept.  

Naturally, the question of whether AFP-style institutions with exclusive domain 
are the best alternative for administering this type of system is open to debate. 
Insurance companies or financial institutions engaged in similar areas of 
business might also be valid options, depending on conditions in any given 
country.  

3.INVESTMENT: PROFITABILITY, RISK, DIVERSIFICATION AND 
GUARANTIES  

The level of benefits, and therefore the merit of the system, depended on the 
profitability of the investments made. As we have said, actuarial calculations 
indicated that in order for men to retire at age 65 and women at age 60 with a 
pension equal to approximately 75% of their final year of income, a system that 
provided real profitability of an average of 4% per annum was needed. This 
figure appeared to be well within the realm of possibilities for the Chilean 
economy. The next matter was to formulate a portfolio of investment instruments 
available to the AFPs that would enable them to achieve this rate of return.  

The objectives of profitability and competition to attract affiliates had to be 
compensated with the protection that contributors' payments warranted. Workers 
were being required to save for their pensions and therefore a supervisory 
agency was created to oversee the system. Furthermore, investment 
diversification regulations were established in order reduce risks. Investment 
options and limits were established by law. Initially, the options were oriented 
toward debt instruments, especially public debt. There were three reasons for 
this: first, there was a need to generate trust in the system (investments in paper 
backed by the State would achieve this); second, it was a way of relieving the 
cash-flow problem generated by the social security reform itself; and third, capital 
markets at the time did not offer other options (this modus operandi would give 
the market time to develop other alternatives).  

Eventually, new investment options were opened up to AFPs, among these 
corporate stocks were particularly important. This helped to broaden fund 
options, allow for higher profitability rates than those granted by set-income 
instruments as well as to reduce Chile's debt-capital relationship by capitalizing 
companies which had been affected by the crisis of 1982. Lastly, the option of 
investing in private stocks was of particular use to the government in moving 
forward with its policy of privatizing state-owned companies. The availability of 



institutional buyers for the shares issued by these companies was a distinct boon 
to the privatization program which required large-scale purchases and vast 
purchasing power.  

From the start, the system included regulations on diversification, establishing 
limits on investments issued by a single party and limits on types of instruments. 
Later it became clear that investment instruments needed to be classified and, 
given their fluid nature, a risk classification commission was created.  

These mechanisms ensured reasonable safety in the investment of pension 
funds. In addition, two mechanisms were created aimed at ensuring a minimum 
profitability for pension funds. The first consisted of establishing a maximum 
deviation a given AFP's profitability on investments could have as compared to 
the system's average. For this purpose, a profitability fluctuation reserve was 
created as a part of the fund with monies obtained through excess profits 
generated at an earlier date. If profitability for a given period drops below the 
maximum permissible deviation, reserve funds are utilized. Should the drop be 
greater than the available reserve funds, monies from the system's required 
reserves (equal to 1% of Pension Funds) are utilized. As of the time of this 
publication, this had occurred only once in the 11 years the system has been in 
operation.  

The second "safety" mechanism is the State's guaranteed minimum pension. If, 
with all of the other mechanisms mentioned above in effect, an affiliate reaches 
the end of his/her active life with a total pension lower than the minimum 
established by law, the State will make up the difference so long as certain basic 
criteria, in terms of the number of years of contribution, are met. Thus, the State's 
contribution reaches only the most needy, making the system solidary; a true 
network of support between the wealthy and the impoverished.  

4.BENEFITS: TYPES OF PENSIONS, LIFE-TIME INCOME, SCHEDULED 
WITHDRAWALS  

The new social security system was designed to provide three types of benefits: 
old age, disability and survival. The variety of needs affecting each of these 
categories determined the new framework in which these benefits were to be 
provided.  

Old age, at least in chronological terms, is a fact of life. Thus, old age pensions 
can be covered through an accumulation of funds as described above. In order to 
achieve this accumulation, a minimum obligatory contribution rate of 10% of 
worker income was established to finance an old age pension (additional 
contributions are voluntary).  

Affiliate disability or death, on the other hand, are not predictable occurrences 
and may occur at any time. Thus, it is possible that an affiliate may not have 



sufficient funds accumulated at the type of the mishap to ensure a pension that 
bears some resemblance to his/her level of income. Therefore, insurance is 
required. AFPs periodically acquire insurance to provide affiliates with disability 
and survival pensions should tragedy strike (an additional variable fee which 
fluctuates between 2% and 3.75% is charged). The relationship between this 
insurance and income level is established by law. The additional fee for these 
benefits is part of the AFP's pay and therefore has become one of the areas in 
which the Administradoras compete for affiliates. Furthermore, the AFPs may 
charge affiliates commissions to cover administrative costs.  

a.Disability Pensions  

Non-retired affiliates who do not meet the minimum age requirements for 
retirement who lose at least 50% of their work ability, either through illness or the 
weakening of their physical or intellectual strength, are entitled to disability 
pensions. A committee of three physicians appointed by the Superintendency of 
AFPs, through its offices around the country, determines whether a person 
qualifies for a disability pension. In order to be declared completely disabled, the 
loss of capabilities must be over 66%. Other affiliates losing over 50% but less 
than 66% of their capabilities are considered partially disabled. The legislation 
also contemplates "transitory disability," which entitles the affiliate to a three-year 
pension. Upon completion of the three year period, a second review is conducted 
to determine whether such benefits will be retracted or whether a permanent 
disability pension will be granted.  

b.Survival Pensions  

Benefits are provided to affiliates' survivors. No differentiation is made as to 
whether the affiliate is active or retired at the time of passing. Pensions are 
granted to widows/widowers, orphans, mothers of children born out of wedlock 
and the mother or father of the affiliate if there are no other beneficiaries.  

c. Withdrawal Options  

Old age retirement occurs when certain requirements have been met such as 
age (65 for men, 60 for women) or when the amount of accumulated funds allows 
for early retirement. In the latter case, the amount of funds required is tied to 
before-retirement income so as to ensure that early retirement affiliates will not 
become a burden to society in the future nor suffer a dramatic drop in living 
standards.  

Affiliates who fulfill old age or disability requirements and survivors of deceased 
affiliates may make use of the funds available in an individual account in order to 
form a pension in the following fashions:  

- Immediate Life-Time Income  



The funds accumulated in the individual's account are transferred to a life 
insurance company chosen by the affiliate in exchange for a life-long monthly 
payment expressed in readjustable monetary units. A survival pension for 
beneficiaries is also contemplated in this agreement. In order for the affiliate to 
select this option, the pension offered must be equal to or higher than the 
minimum monthly pension established by the State.  

- Scheduled Withdrawal  

Accumulated funds remain in an account with the AFP and monthly withdrawals 
in readjustable monetary units are made in accordance with a pre-established 
schedule that is recalculated annually. Under this system, there is no life-time 
insurance, rather the value of the pension is recalculated annually in accordance 
with the retiree's life expectancy. In this sense, it is less "certain" since the 
amount of the pension may drop over time if the retiree lives longer than the 
initial life expectancy calculations would have indicated. However, this option 
does have two important advantages: 1) larger pensions may be obtained during 
the early years of retirement; and 2) any funds remaining in the account after the 
affiliates death may be transferred to his/her legal heirs.  

- Temporary Income with Differed Life-Time Income  

A combination of the other two options. The affiliate takes out insurance for a 
monthly life-time income as of some future date established in the contract and 
leaves sufficient funds in an AFP account so as to insure a Temporary Income 
until the date the life-time income payments begin.  

VI.PERFORMANCE OF THE NEW SYSTEM  

1. IMPLEMENTATION  

Implementing the new system naturally posed a series of challenges. First, there 
was a need to have qualified institutions with state-of-the-art technology capable 
of managing the vast quantities of information inherent in an individual 
capitalization program in an efficient and accurate fashion.  

The system, moreover, needed to be prepared to confront a start-up period 
characterized by high levels of unawareness and misinterpretation among 
workers, employees as well as considerable disarray resulting from the 
competition among AFP sales forces in their effort to gain affiliates.  

Thus, it was crucially important to confront these challenges with an oversight 
agency which would be strong enough to manage the system but was committed 
to the advantages of private administration. Such an agency would set 
operations regulations for the AFPs aimed at fostering trust the system's 
credibility and security among affiliates and employers alike.  



Furthermore, such an agency needed to have both a profound understanding of 
the nature of the system and creativity in order to implement on-the-spot 
adjustments to correct weaknesses in the system as they emerged. 
Superintendency of AFPs, created for this purpose, was able to provide these 
services through its small but highly qualified and knowledgeable staff.  

2. INDUSTRY CHARACTERISTICS  

In 1981, the first year the new system was operational, 12 Administradoras de 
Fondos de Previsiones (AFPs) were formed. As of December 31, 1990, that is, 
almost ten years later, 14 AFPs were in operation, dividing among them a market 
of 3,739,544 affiliates. The annual average rate of affiliation, 10.3%, takes into 
consideration the initial rush when the AFPs commenced operations, a pace that 
has stabilized over time. The evolution of affiliates can be seen in Chart 2.  

a. Market Participation  

Of the 3,739,544 affiliates, the three AFPs with the largest market share are 
Provida (29%), Santa Mar’a (20.1%) and Habitat (17.1%) which comprise 69% of 
the pension fund market (see Chart 4).  

Chart 2Evolution of affiliation inthe New System 
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Chart 4Market share of Affiliates(as of Dec 31, 1990) 



 

In 1981 the three largest AFPs accounted for 73% of affiliations to the new 
system, thus, it is apparent that over time a certain dispersion has occurred.  

b. Resources Administered  

In December 1990 the resources accumulated in pension funds totaled over 2.4 
billion pesos, reflecting a growth rate of 33% in real terms as compared to the 
previous year and an average annual growth rate of 42% as compared to 
December 1981 (Chart 5).  

c. Premiums and Commissions  

The commissions charged by the AFPs have tended to decline over time while 
the 10% basic premium rate has remained intact. Furthermore, a percentage 
commission based on annual account balance was eliminated in 1988 (Chart 6).  

Chart 5Funds Accumated as of December of each year 
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Source : Bolet’n Estadistico Mensual S.A.F.P. 

Chart 6Evolution of Fixed Commission(in December 1990 $) 

 

Evolution of Percentual Commission(Annual % of account balance) 

 

Evolution of Additional Contributions(% of taxable income as of Dec. of 
each year) 

 

Evolution of Basic Contibution(monthy % of taxable income) 



 

Source : Bolet’n Estadistico Mensual S.A.F.P. 

d. Results of the AFPs  

The operating profits of the system for 1990 totaled over 15.6 billion pesos. 
Provida showed the highest operational profit at 6.037 billion, while Futuro 
registered the smallest profits with 5.3 billion (Chart 7).  

Chart 7Operating Profits of AFPs for 1990 

 

e. AFP Employees  

As of January 31, 1991, there were 11,565 people working for AFPs, including 
sales staff. This figure nearly triples that of December 1982 (Chart 8).  

Chart 8Number of workers per AFP 

(As of Jan 31, 1991: includes sales force) 

 



Source : FECU as of Jan. 31, 1990 

3. PENSION LEVELS  

As can be seen in Chart 9, the average pension paid by the new system for all 
types of pensions are higher than those paid out by the cajas under the old 
system. Average pensions in December of 1990 were: old age, $34,182; 
disability, $63,916; survival, $27,752; and orphanhood $9,474. The differences 
between the AFP system and the old one amount to 1.4 times for old age, 2.2 
times for disability, 1.5 times for survival and 1.4 for orphanhood pensions.  

Chart 9Average Amount Paid by the New Systemand the "Cajas" in Dec 
1990 

 

Source : Bolet’n Estadistico Mensual S.A.F.P. 

Furthermore, the number of pensions paid out rose from 4,465 in 1982 to 79,946 
in December of 1990 as a result of the maturation process the new system is 
undergoing (Chart 10).  

Chart 10Evolution of the # of pensionspaid in Dec. of each yr.  

 

Source : Bolet’n Estadistico Mensual S.A.F.P. 

4. PROFITABILITY OF INVESTMENTS AND IMPACT ON THE CAPITALS 
MARKET  

The profitability of investments made by the AFPs can be measured by the 
profitability of monthly premium as reflected in the fluctuation that those 



contributions undergo. Thus profitability evolution has been as follows (see Chart 
11):  

Chart 11Real Annual Profitability of payments(adjusted for CPI and "UF") 

 

Source : Bolet’n Estadistico Mensual S.A.F.P. 

This data shows a real, annual, system-wide profitability rate of 13% between 
July 1981 and December 1990. The AFP obtaining the highest profitability 
reached 14% while the lowest came in at 12.5% (see Chart 12).  

Chart 12Annual Average Accumalated Profitability July 1981 - Dec. 
1990(adjusted for UF) 

 

Source : Bolet’n Estadistico Mensual S.A.F.P. 

For the period January-December 1990, the system's real average profitability 
rate was 15.6%, with a range among different AFPs from 13.3% to 19.4%. (See 
Chart 13).  

Chart 13AFP Profitability in 1990(adjusted for UF) 



 

Source : Bolet’n Estadistico Mensual S.A.F.P.  

Although profitability is hard to predict over the long term, the very fact that these 
levels have been achieved provides an initial endorsement of the system since 
future pension levels will be even higher than early projections, representing a 
significant improvement over the old system. These factors can be expected to 
consolidate the Chilean social security reform as a highly successful experience.  

a. Impact on Capitals Markets  

The impact of the social security reform on capital markets has been 
extraordinarily important. Investments made by the AFPs have changed the 
structure of Chile's financial and stock markets. For example, as of September 
1990, 56.1% of mortgages and 53.9% of corporate bonds were held by Pension 
Funds. From this, we can deduce that pension funds are helping to finance 
homes and investment in private companies in addition to their participation in 
other areas of the economy. In October of 1990, pension funds accounted for 
US$564 million (8.9% of total Fund investments) worth of shares. By June of 
1991, that rate of investment had increased to almost 1.7 billion, representing 
19.9% of the Funds' total. The AFPs have served as important institutional 
investors, providing an additional source of financing for the entire economy and 
serving as a key element in the development of an efficient, transparent capital 
market in Chile.  

In December of 1990, the accumulated monies in Pension Funds totaled 
2,244,481,000, equivalent to 26.6% of GNP. In 1982, that ratio had been only 
3.6%. Compared with financial liabilities, these funds represented 19.5% of the 
1990 total whereas in December of 1982 they represented 5.3%. Lastly, in 
December of 1990 pension funds represented 44.6% of new investments made 
in the financial system; in December of 1982 that figure had stood at just 4.4%.  

Another aspect worth noting is the impact, both in quantity and quality, of the 
presence of large quantities of pension funds on the life insurance market. In 
1990, sales-generated income for life insurance companies totaled US$492 
million. Of this, US$92 million was in sales to AFPs for affiliate disability and 



death coverage, while US$300 million was in sales of life-time income plans, one 
of the pension options established by the legislation that created the AFP 
system.  

The 2,244,481,000 pesos accumulated as of December 31, 1990 were invested 
as shown in below (see Chart 14).  

Chart 14AFP Inestment Portfolios 

 

VII. REMAINING CHALLENGES  

The success attributed to the new system by a broad range of observers and 
analysts does not mean that challenges do not remain. The system's natural 
evolution and the evolution of the context in which it develops (the Chilean 
economy), give rise each day to new challenges which must be overcome. Some 
of the key issues currently under discussion in Chile are as follows:  

1. PENSION FUND INVESTMENTS  

The challenges facing pension funds for the future are tremendous. The 
magnitude of the funds and their rapid growth have meant an important and 
expanding demand by the AFPs for additional investment options. However, the 
number of potential financial instruments is limited, expands slowly and is further 
complicated by the restrictions on how and where AFPs can invest the nation's 
pension funds. Clearly, ways need to be found to increase the types of 
investment options available and adjust to the AFPs growing needs. In order to 
do this, the private sector needs to make every effort to increase investment 
possibilities while the public sector must seek to create the necessary conditions 
and loosen regulations on investing in new or existing instruments in an effort to 
ensure an adequate supply of investment options for the AFPs until pension fund 
growth stabilizes. Naturally, the level of pensions AFPs are able to provide their 
affiliates will depend to a large extent on the availability of attractive investment 
options.  

Chile's Pension Funds are growing at over US$200 million per month and 
accumulated monies now total close to US$10 billion. In five years, this figure 



could double. The most immediate effect is that existing authorized investment 
options for AFPs (consisting of Central Bank and Treasury documents, 
mortgages, corporate bonds and debentures, CDs with financial institutions and 
stocks), with their classifications and limitations, are already fairly saturated. The 
lack of options could lead to an over-investment in these types of instruments. 
This would clearly not be healthy for the capital market nor for the economy as a 
whole. For example, analysts have attributed the consistent rise in stock market 
price indexes to the unwavering and growing demand for instruments in which to 
place pension fund monies. As noted earlier, in October of 1990 Pension Funds 
accounted for US$564 million (8.9% of total Fund investment) in stocks. By June 
of 1991, that rate of investment had increased to almost 1.7 billion, representing 
19.9% of the Funds' total. In other words, an increase of over 1 billion dollars in 
just eight months.  

The new options under study are: participation in the financing of public works 
through private concessions; financing of new investment projects; investment 
funds; and risk capital. All of these options, assuming appropriate operating 
mechanisms are found, appear to be interesting. In fact, the primary element 
under discussion is what instruments will be used to permit pension fund monies 
to be utilized in this type of investment. It seems that bonds which can be 
converted into shares may be the best way of entering into these new fields.  

Another option put forth by some analysts is the possibility of investing pension 
fund monies in the commodities market, such as futures and options.  

A third clear option is investment abroad. According to existing legislation, the 
AFPs may invest between 1 and 10% of pension funds in instruments emitted 
abroad. Nonetheless, the Central Bank, the Risk Classification Commission and 
the Superintendency of AFPs have not yet reached the agreements necessary 
nor issued regulations which would make this system operational. Nonetheless, 
at the time of publication, such changes were under active study. The existing 
regulations allow for AFPs to invest abroad no more than 1% per year of their 
funds over a five year period. The percentage of investment may then be 
increased to 10%. The Central Bank is responsible for setting the maximum limits 
for overseas investments in any given year so long as that limit is within the 
bounds of the law.  

A study conducted by Chilean economist JosŽ Ram—n Valente and published by 
the Center for Public Studies (CEP) suggests that allowing pension monies to be 
invested abroad would increase the rate of return and significantly reduce risk.  

If funds were invested in accordance with current legislation (which excludes 
stocks), Valente concludes that pension levels could be increased by 18%. If the 
legislation were modified to permit investment in stocks, the study projects that 
the increase in pensions could reach over 40%.  



Clearly, the most important issue the Chilean social security system faces today 
is how to expand options for investing the vast quantities of funds being 
generated, including the option of investing abroad. The breakdown of the old 
system, as we have seen, was caused by a variety of factors. However, the most 
important effect of its collapse was to sentence a generation of Chileans to living 
out their old age in precarious conditions. Any measure which, based on rational 
criteria, offers the possibility of increasing pensions under the new system serves 
as a guarantee that history will not repeat itself.  

2. NEW PRODUCTS, EXCLUSIVE DOMAIN AND MARKET EXCLUSIVITY  

Just as the possibility of opening up new areas of investment for AFPs has been 
under study, so has the option of allowing them to offer new products to affiliates. 
The argument in favor of permitting them to do so sustains that, given that such a 
long time goes by between the date contributions commence and the date of 
retirement, affiliates feel out of touch with their AFP. Increased levels of affiliate 
identification, based on new products, are said to enhance the perception 
workers have of the system. Such an attitudinal shift, the argument affirms, would 
help to strengthen the system overall. Detractors note the temptation of utilizing 
the accumulated monies to provide benefits which in the long run will only reduce 
the value of pensions. After all, they say, the system was created to provide 
pension benefits. In any case, we cannot overlook the fact that this is precisely 
what happened under the old system.  

The authors of Chile's social security legislation believed strongly in the latter 
argument and thus AFPs were not authorized to provide any other type of 
benefit. In 1988, however, a special voluntary savings account was introduced. 
These accounts are managed separately from the obligatory contributions and 
withdrawals can be freely made up to four times in a calendar year. This form of 
savings also has certain tax benefits. Subsequent modifications made it possible 
for funds accumulated in these accounts to be considered part of advance 
savings required for Chileans to apply for State housing subsidies. Clearly, these 
new products do not endanger the end goal of providing quality pensions to 
affiliates. However, the challenge of creating a greater sense of identification 
between affiliates and their AFPs persists.  

The issue of the exclusive domain of the AFPs has given rise to a second 
debate. If AFPs are permitted to move into other areas, why not allow other 
institutions, such as banks and insurance companies, to participate in the 
administration of pension funds? Although a profound analysis of this matter is 
beyond the purpose of this publication, it is worth mentioning two elements which 
must be taken into consideration in analyzing this situation:  

a. The decision to adopt an exclusive domain for AFPs, as we have said, was 
made on the basis of a series of practical considerations dealing with the overall 
objectives of the system. Those objectives were, essentially, to provide good 



pensions within a reasonably secure framework for affiliates and to work within 
the bounds of the financial markets existing in Chile at the time of the reform. 
These objectives continue to be valid. In order to analyze the situation properly, 
one would have to review whether the current situation in Chile's financial 
markets meets the demands these objectives impose.  

b. There would be a conflict of interest for some institutions interested in entering 
the social security field given that many of the AFPs investments are channelled 
through banks and life insurance firms. In order to permit participation by these 
institutions, a review of existing regulations would have to be conducted to see if 
affiliates interests would be sufficiently protected.  

3. COMPETITION: PRICES, COMMISSIONS AND TRANSPARENCY  

Competition in the AFP market is crucial to the extent that it ensures that private 
firms participating in the industry will seek to be as efficient as possible. 
Consumers, in this case the affiliates, look for the AFP which offers the most 
attractive conditions. Thus, competition in this industry emerges in the effort to 
provide the best services and, naturally, the lowest prices.  

The commission structure AFPs utilize to charge their affiliates is fairly complex, 
and thus the pricing structure is equally complicated. In other words, affiliates do 
not have access to fully transparent information. With the initiation of the system, 
AFPs were authorized to charge commissions for the deposit of periodic 
premiums, individual account maintenance, transfer of the balance to another 
AFP and for withdrawals made under scheduled withdrawal plans. These 
commissions could be either pre-set or percentage-based.  

The complexity of the problem has diminished over time with the simplification of 
commissions structures. At present no fee is charged for account maintenance or 
for withdrawals while fees for account transfer are rare.  

Set commissions affect the balance accumulated in individual accounts, while 
percentage-based fees are calculated on the basis of contributors net income. 
The composition of commissions has varied over time, thereby increasing the 
importance of those which affect net income. In any case, following an increase 
between 1981 and 1983, cost of commissions has tended to drop.  

The book Ten Years of History for the AFP System, published by AFP Habitat, 
contains a broad range of information on the development of AFPs which was 
compiled by a team led by economist Augusto Iglesias. Their data on 
commissions indicates that in 1983 the average cost to a contributor was 5% of 
pay and that by December of 1990 that figure had dropped to just 3.2%.  

The challenge in this sense is to devise the simplest possible price structure, 
thereby providing accurate information to affiliates on the conditions offered by 



each AFP. The idea is not, however, to limit excessively the items for which 
AFPs may charge commissions, as these items must be representative of the 
costs that an AFP effectively encounters in administering affiliate accounts.  

4. OLDER GENERATIONS  

Lastly, a word about the older generations may be of use to others designing a 
social security reform. The new Chilean pension system was not aimed at solving 
the problems of those who had retired under the old system. Thanks to its design 
and capitalization-based concept, the new system was conceived as a way of 
avoiding the retirement trauma of the eldery among future generations of Chilean 
retirees. Thus far, the system has been successful in achieving this goal.  

This perspective, which is conceptually clear to any country which has 
accumulated oversized liabilities, is not always understood, particularly among 
older retirees. Thus, in practice, government authorities cannot ignore the often 
dramatic situation of those who retired under the old system, even after a social 
security reform has been successfully implemented. In other words, a reform, no 
matter how well conceived, cannot be the panacea for all of the social security 
problems a country may face. 

 

 

 

 

 

 

 

 

 

 

 



HEALTH CARE 

MERCEDES CIFUENTES C. 

I. BASIC CONCEPTS 

The responsibility for satisfying health care needs, as well as thoseof education, 
housing, sustenance and others, belongs primarily to individuals.Health is a state 
of well-being and therefore constitutes a good which willinevitably be in demand 
by individuals who seek to improve their qualityof life and postpone their death. 
Moreover, health is a determining factorin the productive capability of human 
beings, in their capacity to generateincome and constitutes, therefore, an 
investment in human capital. Thus,we may conclude that health care should be 
a primary concern of individualsthemselves. 

Nonetheless, in underdeveloped countries such as Chile, where levelsof poverty 
exist that limit individuals' ability to adequately satisfy theirhealth care needs, the 
State must play a role in bolstering existingresources to complement individual 
efforts.  

The action of the State is also justified in materials which constitutea part 
of the public good such as those aimed at eradicating preventableillnesses, 
controlling pollution and regulating the quality of foodstuffsas well as those aimed 
at improving human capital and the productivity ofindividuals who are unable to 
do so for themselves. The State's role inthese areas is justified because the 
benefit to society is greater thanthe benefit for the individual. 

1. PRIVATE SOLUTIONS IN HEALTH CARE 

When we speak of privatizing the health care industry, we mean transferringto 
the private sector some of the activities in which the public sectorhas traditionally 
engaged and can, because of their very nature, be performedbetter by the 
private sector.  

The task of privatizing is slow and difficult; it is often misunderstoodand exploited 
politically. Such conditions mean further delays in its implementation,despite the 
fact that benefits and strategy may be perfectly clear. Nonetheless,incorporating 
private sector-type initiatives into the public sector, inan effort to achieve greater 
efficiency in the use of resources, is alsoan important step toward privatization. 

For the purposes of this analysis, we shall classify the activities ofthe health care 
industry as follows:  

- Regulatory Activities: establishing, enhancing, modifying andeliminating legal 
statutes and regulations and overseeing compliance withexisting legislation; 



- Implementation Activities: implementing health care services,both out-patient 
and hospital care and overseeing the corresponding biomedicalvariables;  

- Financial Activities: collecting health care contributions,charging fees for 
services provided and financing partial or complete healthcare for a certain 
sector of the population. 

Of these three activities, the State should have full responsibilitysolely for the 
regulatory activities.  

The private sector may participate in the implementation activities involvedin 
providing services to individuals, while the State retains responsibilityfor 
controlling the biomedical variables. Furthermore, the financial activitiesor the 
collection of premiums, fees for services and the administrationof those 
resources can be easily done by private organizations. Responsibilityfor the 
distribution of subsidies to support the most needy, as well asthe financing of 
measures in the public interest, must fall upon the State. 

The first step toward privatization is making a distinction between thefinancial 
role of the State -- the redistribution of income, through State-financedsubsidies, 
to complement the personal resources of the most needy -- andthe role of 
administrator of those resources. The latter can easily be delegatedto other 
institutions. Second, regulatory and oversight activities mustbe separated from 
implementation activities. The State forms policies, developsplans and programs, 
establishes regulations and oversees the activitiesin which public, municipal or 
private institutions engage. The first steptoward privatization, then, is to 
differentiate clearly between the subsidiaryand regulatory role of the 
administrator, in terms of both services andfinancing.  

To those individuals who lack resources of their own, privatization meansthe 
justify to choose a health care provider, either public or private, withoutloosing 
the State's subsidy. The most needy may, initially, choose theirhealth care 
provider from among different public or municipal institutions.Later, the individual 
may choose between public institutions and privateones, achieving better quality 
care as a result of competition to attractpatrons. Ideally, the institution an 
individual selects should benefit financiallyfrom that choice so that a greater 
incentive is created to provide goodservice. 

For those individuals who have resources of their own, privatizationmeans 
allowing them to associate directly with the organization offeringhealth care 
services in a free and competitive marketplace. In this case,privatizing means the 
opportunity to select health care establishments,both in terms of physical and 
financial services, with the clear optionof moving to another institution if adequate 
service is not provided.  

 



THUS IT IS CLEAR THAT PRIVATIZATION IS NOT:  

- Leaving the poor without health care: People are often fearfulprior to 
privatization. Some believe that if the State does not manage healthcare the poor 
will be left unattended. This presupposes that the State willnot fulfill its role in 
guarantying a minimum level of satisfaction of thepopulation's needs. Privatizing 
is not releasing the State of its obligations;rather, it is limiting its field of action to 
the areas in which its participationis truly necessary and allowing the State to 
concentrate on providing optimumservices in the tasks it undertakes. 

- Diminishing the State's control over health care: Some peoplemay believe 
that with privatization the State loses control over healthcare-related activities. 
This is not the case. In fact, the regulatory andfinancial roles are separated and 
only a portion of the latter are privatized. 

Thus, allowing for private sector participation in the health care sectordoes not 
mean that the State's responsibility -- both in terms of the formulationand 
oversight of regulations and support for the most needy -- ceases toexist. 
Furthermore, by diminishing its implementation-oriented and financialroles, the 
State may concentrate on reviewing, modifying and overseeingcompliance with 
existing regulations, on development and protection and,in matter of the public 
interest, on providing services to the neediestsectors of the population. 

- Exploitation of health care professionals by health care entrepreneurs:In 
general, the salaries of health care professionals are determined bythe market, 
that is, the relationship between the availability of professionalsand the need for 
their services by public or private institutions or byindividuals who request their 
services directly. Health care entrepreneurswill have to compete, through 
salaries and other working conditions, tosecure and retain the most qualified 
personnel possible. At present, salariesamong the private sector are higher than 
those in the public sector. 

A lack of concern about infectious-contagious diseases: The preventionof 
these diseases constitutes a public interest and therefore the Statecontinues to 
be responsible for planning, formulating and financing programseven though it is 
the private sector that implements them under the expressdirection of the 
Ministry of Heath. 

- Layoffs: In the Chilean health care sector there was no excessof personnel and 
therefore privatization did not produce wide-spread layoffs.Nonetheless, 
employment stability under the new system depends on the qualityof services 
rendered, a situation common in other productive sectors. Thisis diametrically 
opposed to the old "tenure" system.  

- Public health measures will not be taken: All activities forwhich it is difficult 
for private persons to obtain individual benefitsconstitute matters of public 



interest. The responsibility for schedulingand financing these actions continues to 
reside in the public sector. Thisis another area in which the State can be more 
efficient if it privatizesand concentrates on those fields in which it is irreplaceable. 

- Poor service at an excessively high cost to the user: Many peoplefear that 
businessmen, in an effort to increase profits, will offer sub-standardhealth care 
and charge excessive prices for these services. This situationcannot arise if 
competitive conditions exist and users are given freedomof choice. Even in 
places where health care tends to be a monopoly, competitionamong health 
care-financing institutions will improve conditions for users.Furthermore, we 
cannot forget the regulatory role of the State -- whichcan be vastly improved if it 
is relieved of its responsibilities in thearea of implementation -- which ensures 
freedom of choice and competitiveconditions. 

2. BENEFITS OF PRIVATE PARTICIPATION 

The concept of permitting private participation in health care is basedon the fact 
that a purely state-run system or one in which the State hasexcessive influence 
poses risks in terms of the quality of attention, coverage,the efficient use of 
perennially limited resources, monopsonic State controlover the salaries of health 
care workers, the influence of political criteriaover technical recommendations, 
and the limited participation of professionalsin the investment decision-making 
process, among others. Thus, the presenceof a private, competitive health care 
sector is advantageous. Such a sectorcan grow, take advantage of the benefits 
of private administration and achievecoverage levels to the extent that individual 
resources and subsidy policiespermit. 

Specifically, privatization is justified because it: 

a. Improves efficiency 

- Activities are conducted on the basis of the proper incentives whichnaturally 
leads to increased efficiency. In a private company, the ownerdecides what type 
of activities the firm will engage in, what type of resourceswill be allocated and 
how those resources will be organized in order tomaximize benefits. In this case, 
the way to obtain increased income is toobtain the predilection of the 
beneficiaries or "clients" by providinggood services. The results obtained from 
these decisions and the activitiesimplemented are the responsibility of the 
entrepreneur and those he/shecharges with the implementation of those policies. 
Naturally, the same groupis subject to the consequences and results of those 
decisions. This responsibilityis therefore an important incentive to maximizing 
efficiency. In the publicsector, on the other hand, the responsibility for decisions 
is diluted,as are the consequences and results of management. Therefore, in the 
publicsector there is no such natural incentive to be efficient. 



- The increase in competition resulting from private participation breaksthe 
State's monopoly in health care services and provides an incentive forefficiency 
by establishing competition to attract clients. This means areduction in costs and 
an improvement in the services provided. The presenceof alternatives to state-
run health care centers imposes a competitivenesson the public sector which 
means that quality, coverage, opportunity andefficiency increase. Similarly, the 
presence of private health care centershelps to identify and resolve inefficiencies 
in the state-run system. 

- Efficiency is augmented by permitting and fostering the participationof new 
health care centers and new entrepreneurs in the marketplace. This"new blood" 
brings organizational and production capabilitiesto the industry, increases 
competition and raises returns. In other words,the number of people seeking 
better ways of "doing things" increases. 

b. Increases industry resources 

- In addition to enhancing management capabilities and increasing 
investmentand new business options for the private sector, an incentive for the 
participationof new capital is generated and sources of financing for the 
industry'soperations and investment are diversified. Moreover, by permitting 
privateresources to be utilized in the realization of health care industry 
projects,the work of the State is reinforced. A lack of a strong private sector 
meansthat a large portion of the population receives its medical attention 
exclusivelythrough state-run agencies. People are, therefore, unable to support 
themost effective and efficient health care provider through the option offree 
choice.  

- Improvement are made in infrastructure. The broadening of opportunitiesfor 
doing business in the industry provides an incentive to a larger numberof 
investors to participate. This means an expansion in the number of 
projectsdeveloped and an increase in the infrastructure available for medical 
care. 

An increase in new technology and in the demand for supplies, medicalproducts 
and hospital-based support services also expands interest in participatingin the 
health care market while simultaneously fostering variety and competition. 

- The quality of investment improves. The presence of an array of 
technologicaloptions makes it difficult for public officials to select and 
prioritizethose most urgently needed in each region of the country. Furthermore, 
theuse of new technology means assuming certain costs, such as training 
forusers and repair personnel. The participation of the private sector reducesthe 
risks incurred by the State in the decision-making process over whattype of 
equipment to acquire and involves a greater number of professionalsin that 
selection process. 



- Areas of specialization are improved. Specialization and sub-specializationare 
more and more common in medical fields. This means that specializedinstitutions 
must also be created to attend to specific needs. If the Stateis the sole entity 
taking responsibility for this diversification, the complexityof the health care 
network will increase, further attenuating efficiency. 

c. Improves working conditions 

- The State -- a monopsonic employer which sets rules, determines payscales 
and working conditions unilaterally -- is replaced by a variety ofprivate employers 
who compete in order to attract the best personnel. 

- Work opportunities increase with the expansion of the industry andthe 
participation of a larger number of related businesses. The easier itis and the 
more freedom there is to create private health care-providingentities (or 
instances of financial support for those services), the largerthe ranks of such 
institutions will be and the demand for qualified professionalswill be all the 
greater, as will the trend to increase their wages.  

- There is greater demand for specialized personnel. The opening of theindustry 
to more participants means an increase in competition to bringin additional 
technology and, consequently, an additional demand for theprofessionals trained 
to use such equipment. 

- Development of the teaching field. Lastly, academic centers are neededin order 
to prepare and provide additional training for medical personal.A larger number 
of hospitals and health care centers will increase the supplyof potential training 
sites.  

d. Individual well-being improves 

- Freedom of choice is consolidated for the population at large, forprofessionals 
and for potential investors in the health care industry. 

- Private participation fosters more equitable taxation. Distributionfund systems 
frequently mean that the benefits obtained are of low qualityas compared to the 
premiums paid. This leads many contributors to believethat their contributions 
are not bringing them benefits. Thus, they areunjustly assessed a tax in excess 
of that established by law. 

- Competition increases and serves as an incentive to reduce costs andincrease 
quality through innovation. 

II. CASE STUDY: THE CHILEAN SITUATION 



A case study review will give us a better feel for the impact of healthcare industry 
reform as well as its projections for the future and the timerequired to implement 
the changes. 

In order to understand the reasoning behind the modifications to theChilean 
health care system, it is important to understand the evolutionof the industry and 
the problems it faced at the time of the reform. Thefirst part of this chapter, then, 
will provide background information onthe Chilean health care system, while the 
second will focus on the objectivesthe reform sought to attain through the policies 
that were implemented. 

1. BACKGROUND INFORMATION 

Prior to 1952, Chile lacked an umbrella organization responsible forregulating, 
administering, planning, financing and overseeing the healthcare system. Rather, 
up to that date, a variety of organizations, both publicand private, provided health 
care services. There was no real concern forthe most needy nor was protection 
against the risk of illness broadly promoted.However, in 1952, with the creation of 
the National Health Service (knownby its Spanish acronym, SNS) under the 
auspices of Law 10,383, the publicheath care system was born, directed by a 
single organization in which theState's role for financing and administering health 
care was preponderant.The SNS was responsible for providing health services to 
Chile's manuallaborers and indigent population who received both initial services 
andmedication free of charge.  

The National Health Service was organized through the creation of 13Health 
Zones located throughout the country. Each Zone was administeredby an non-
career official dependent on the Ministry of Health. The systemwas financed by 
premiums paid by workers (15%), with contributions fromthe national budget 
(54%) and income derived from the use of assets. Thepopulation covered by the 
system was approximately 60% of the national total. 

Later, in 1968 new legislation was introduced (Law 16,781 on CurativeMedicine) 
to make distinctions between manual laborers -- who continuedto receive the 
same SNS benefits -- and "employed persons" (whitecollar workers) who would 
receive treatment from the National Employees'Medical Service (SERMENA), an 
agency created under the auspices of the newlegislation. The primary function of 
the Service was to provide financialsupport for the medical attention required by 
"employees" andits statutes called for it to operate through a mechanism known 
as FreeChoice. Under this system, beneficiaries were entitled to select their 
ownmedical professional, who would see them on an out-patient basis, from 
amongthose registered with the service. For in-hospital care, the SNS' 
centerswere available. Financing for the system was drawn from premiums paid 
bybeneficiaries and by fees charged when services were provided (fees 
werecapped at 50% of the cost of the service. This system covered 
approximately25% of the population.)  



During this time period, the private health care industry experimentedmoderate 
growth, providing out-patient and hospital care to the wealthyand rounding out 
state-run ambulatory care services among the rest of thepopulation. 

Thus, in the early 1970's, Chile's health care system was composed primarilyof 
three agents: the National Health Service (SNS); the National EmployeesMedical 
Service (SERMENA); and the private sector. 

The SNS was responsible for attending to the health care needs of workers-- 
who paid an obligatory premium -- their dependents and the indigent 
population.Beneficiaries could not select the health care institution of their 
choice(they had to use the one closest to their place of residence), nor the 
doctorthey would see. 

SERMENA was responsible for financing the health care services selectedby 
employees and their dependents and on rare occasions provided 
servicesdirectly. 

The private sector attended: SERMENA beneficiaries who opted to see 
privatedoctors or utilize private hospitals within the bounds of the Free 
Choicesystem; sectors of the population that did not have any other kind of 
healthinsurance but had the resources to pay for services directly; and 
individualswho belonged to some type of private health insurance program such 
as theBankers' Caja or security mutuals. 

Forms of Financing and options for care 

by type of employment 

Type Care Provided at Financing 

Worker Nat. Health Service 
State Sub. + Obligatory 
Premium 

 Private Sector  

Employee Nat. Health Service Personal + State Sub. 

 Private Sector Obligatory Premium + 
Subsidy 

Other Private Personal + Private insur. 

 

This system meant that workers could only receive subsidized treatmentat the 
SNS centers and impeded them from seeking treatment in non state-
runinstitutions even when they had the resources to pay for a portion of 
theservices such private institutions might grant. In order to see 



physiciansoutside the SNS system, workers were obligated to pay the full cost of 
treatmentthemselves. This was not the case for SERMENA beneficiaries, who 
received,on the one hand, a lower State subsidy for services provided in SNS 
institutions(this was true even if a SERMENA beneficiary's pay was lower than a 
worker's)and had the option of having their subsidy applied to services 
providedoutside the SNS system, on the other. Moreover, alternatives to the 
state-runhealth insurance program were generally limited.  

In the 1960's, the level of well-being among Chileans was low on theLatin 
American scale, occupying 9th place -- as shown in Chart 1 below --on the basis 
of the infant mortality rate. 

Table 1 

Infant Mortality in Latin America in 1970 

(rate per 1,000 live births) 

Country 1970  

 Inf. Mort. Ranking 

Argentina 59 4º 

Colombia 70 7º 

Costa Rica 62 5º 

Cuba 38 1º 

Chile 79 9º 

Ecuador 77 8º 

Peru 65 6º 

Paraguay 94 10º 

Uruguay 43 2º 

Venezuela 49 3º 

Source: UNICEF, "Las condiciones de Salud en las Américas" 

2. THE NEW POLICIES 

The level of well-being in a country is influenced by a variety of factors.These 
factors were taken into consideration in seeking to design a strategyaimed at 
modifying health conditions in Chile. That health care strategyresponded to a set 
of objectives, policies and measures which sought toimprove the status of the 
Chilean population's health as quickly as possible.In order to facilitate analysis 
and focus on the measures taken, we cansummarize this multiplicity of factors 
along four key lines: level of socioeconomicdevelopment, environment, 



characteristics of the population and measurespertaining to the health care 
industry.  

A strategy for the industry was designed in accordance with these guidelinesand 
within the framework of the socioeconomic development policies -- 
emphasizingsocial issues and economic freedom -- being implemented at the 
time. Thenew approach served as the basis for a large portion of the measures 
takenwhich, as a whole, sought to modernize the health care industry. 
Nonetheless,the implementation of these policies was difficult and often 
incompletegiven the numerous obstacles which arose. Among these we should 
highlighta lack of understanding among beneficiaries, the economic recession of 
1982-1985,the opposition of health care workers and perhaps most importantly, 
thelack, during the first few years the policies were in place, of an 
overall,persuasive and viable solution to the industry's multiple problems.  

2.1 OBJECTIVES 

1. To achieve longer life expectancy among the population, especiallylower 
income groups. 

2. To maximize Chileans' physical and mental well-being throughout 
theirlifetimes, beginning at conception.  

3. To provide equal opportunities among Chileans in terms of both accessto 
medicine and, particularly, a degree of physical and mental developmentto 
enable them to participate normally in national life. 

2.2 POLICIES 

a. General Policies 

The basis for social development and, therefore, the basis of the newhealth care 
strategy, is economic growth aimed at increasing employmentand the 
population's income, making it possible for individuals to satisfytheir basic needs 
on their own. 

The State provides subsidies to those who through their own efforts areunable to 
reach a minimally-acceptable standard of living.  

In Chile, continual efforts were made to ensure that subsidies were 
concentratedprimarily among the most needy in order to avoid excessive social 
spendingthat would be a drain on the nation's growth. In the long run, such a 
drainwould only serve to deplete the very social development the spending 
soughtto enhance. Clearly, to the extent that resources were not diverted to 
thosecapable of paying for their own health care, the funds available for 
subsidiesto the most needy would increase. 



The basic cleanliness if people's surroundings was also considered apriority 
health issue. Here, the measures taken by other actors, such asproviding 
drinking water, solid waste and garbage management, basic hygieneand 
cleanliness within the home, etc., were as important as those adoptedby the 
health care industry. 

b. Health Care Industry Policies 

- Setting Priorities 

Setting priorities is inevitable given that there never are, nor everwill be, sufficient 
resources to do everything one would like to do. Thus,priorities must be 
established as conscientiously as possible in a scientificfashion, in order to 
ensure that the tasks that remain to be done are notmore important than those 
that are being undertaken. Responsibility forsetting these priorities should be 
given to the most suitable person ateach level. 

The following were the criteria used in setting priorities in Chile: 

- Measures aimed at fostering health and the prevention of illnesswere 
given top priority. Recovery and rehabilitation were considered secondarysince 
the most important issue was to avoid illness and reduce pain. 
Moreover,recovery and rehabilitation measures are usually less efficient and 
moreexpensive than prevention.  

- Primary care was considered a priority over secondary and tertiarycare. This 
enables the system to receive a larger number of people, reduceunit costs and 
provide timely solutions to the majority of health care problems. 

- Mothers and children from the time of gestation were consideredpreferential 
beneficiaries as compared to the rest of the population. Thisdecision was based 
on the concept that health care problems in early childhoodcan have life-long 
impact and thus should be avoided or treated early-on. 

- High-risk groups were targeted and given a high priority inorder to increase 
the efficiency of the program. 

- Priority care for the most needy rather than for those capableof paying for 
their own medical treatment was granted, thereby rationalizingstate expenditures.  

In sum, an constant effort was made to ensure that the impact of availableheath 
care funds would be as great as possible. This was achieved throughlow cost 
unitary measures benefitting the largest possible number of peoplefor whom the 
effects would be the greatest over an extended period of time. 

- Fostering health-related preparedness  



People are exposed throughout their lifetimes to a series of risks totheir health. 
Thus, families should take measures to be protect themselvesfinancially against 
potential accidents and/or temporary disability. Suchaccidents frequently mean 
additional expenses or a drop in family income. 

Thus, the creation of a health-preparedness or insurance system was 
fostered.Particular emphasis was placed on initiatives by the private sector as 
asource of insurance for those in a position to pay for health care services. 

- State subsidies  

- Beneficiaries 

The State provides health care subsidies to families lacking sufficientresources to 
obtain a minimum level of heath care that the country is ina position to grant 
without assistance. 

Indigent citizens receive health care free of charge and are fully subsidizedby the 
State. Families that are better off, on the other hand, have slowlybegun to 
finance their own health care, leaving the State's limited resourcesavailable for 
allocation to the most needy. 

Those who are in a position to finance only a portion of their families'health care 
needs receive a partial subsidy from the State. 

Services that receive implicit subsidies and are considered part of thepublic 
interest, such as vaccinations, continue to be provided by the State. 

Considerable progress has been made in implementing the new system. 
However,continued work is needed in order to enhance the system's 
mechanisms forfocusing on the most needy.  

- Financing subsidies 

The State finances both explicit and implicit subsidies through incomefrom the 
national budget (without falling into crossed subsidies). The basesfor this policy 
are: 

Equality: Chileans are subject to a tax system which providesfor a global 
taxation structure. Without entering into the discussion overthe need to refine this 
system, it is unfair that certain individuals areagain taxed through implicit sectoral 
duties. This distorts the basis ofsocietal equality and the overall efficiency of the 
general taxation structure,as occurs in any system involving crossed subsidies. 

Transparency and efficiency: Crossed subsidies tangle up the originand 
destination of funds and make it impossible to understand the pricesbeing 



charged for services. Thus, it is impossible to ascertain what servicesare lacking. 
Under these conditions, identifying and selecting subsidiesis difficult and the 
incentives for the optimum allocation of resourcesare rendered inoperative. 

Effectiveness: with crossed subsidies, people are obligated tocontribute more 
than they will receive and therefore have a strong incentiveto dodge the system. 
This tends to led to chronic financing difficultiesin this type of system. 

- Subsidizing demand 

The State provides health subsidies, both implicit and explicit (as isthe case of 
services provided free of charge), whether the provider is apublic or private 
institution. A structure was established to channel subsidiesto beneficiaries in 
such a fashion as to ensure the participation of privateentities in providing 
services (under conditions equivalent to the publicsector). 

- System uniformity and freedom of choice  

The State must offer the population uniform, non-discriminatory alternativesfor 
satisfying its health care needs. Thus, systems which discriminate onthe grounds 
of activity or any other arbitrary basis must be eliminated. 

Chileans should be able to select their health care institution freely,whether 
public or private, in which they will be able to ensure coverageof health-related 
expenditures and receive proper care. Although advancementshave been made 
to achieve this equity, there is still much to be done. 

- Decentralization 

In an effort to improve the administration of resources, the SNS wasdecentralized 
both in terms of its regulatory/ oversight responsibilityand in providing services. 

The system's chain of command was consolidated prior to initiating theeffective 
decentralization of policy making, oversight and implementationsub-divisions. 
Furthermore, the budget was also decentralized to allow fora greater correlation 
between areas of responsibility and decisions on expenditures. 

Subsequently, the administration of public health care centers was transferredto 
the municipalities. Moreover, the pyramidal structure was strengthenedthrough 
the implementation of derivatory systems between the primary, secondaryand 
tertiary care levels.  

- Financing with incentives for state-run establishments 



The system used by the Ministry of Heath in distributing resources soughtto 
serve as an incentive to state-run establishments to provide better 
qualityservices at a minimum cost. 

3. SPECIFIC MEASURES TAKEN TOWARD PRIVATIZATION  

The following is a brief summary of the key measures taken and the goalsthey 
sought to achieve: 

1. In 1979, Decree Law 2,575 was passed to enable workers to participatein the 
Free Choice system, including the justify to establish agreements withprivate 
hospitals. Thus, the discrimination between blue collar and whitecollar workers 
was eliminated and the health care options of a vast portionof the population 
markedly increased.  

2. Within the state-run sector, there was a pressing need to modernizeinstitutions 
and organizational structures to enhance their functioning,adapt them to the 
regional structure and avoid duplication of effort. Inorder to do this, the 
regulatory, implementation-oriented and financialaspects of the system needed 
to be separated and administration needed tobe decentralized (the Ministry of 
Health would continue to serve as thekey oversight agency). 

In 1979, the Ministry of Health and the SNS were restructured in accordancewith 
Decree Law 2,763, to separate regulatory, financial and implementation-
orientedactivities. Thus, the National System of Health Services (SNSS), 
composedof 27 autonomous agencies responsible for providing preventative and 
curativeservices in pre-determined geographic areas, was created under the 
tutelageof the Ministry of Health.  

These measures were aimed at decentralizing administration and 
providingincreased decision-making power at the local level to complement the 
municipalities'increased responsibilities. These objectives represented the first 
stepstoward the incorporation of proper incentives into public administration. 

3. In 1980, the system's financial responsibilities were transferredto the National 
Health Fund (FONASA), responsible for receiving and distributingresources 
donated by the State as well as administering premiums paid byaffiliates and the 
payments beneficiaries make through the Free Choice system.Moreover, 
FONASA is responsible for administering the services providedunder the Free 
Choice system. Premium-paying individuals participating inFONASA may seek 
health care at any of the SNSS' centers or at the healthcare establishment of 
their choice so long as the center or physician selectedis registered in the 
FONASA system. FONASA then pays for 50% of such servicesin accordance 
with the approved rate schedule in effect at the time. 



4. In 1980, Decree Law 1-3036 was enacted to regulate the transfer ofso-called 
medical "posts" (postas, basic health care centers)and consultorios (equipped 
medical centers) to the Municipalities.This was done to enhance decentralization 
by bringing decision-making tothe local level so that priorities could more 
accurately reflect actualneeds. 

In 1981 transfer commenced of primary care establishments (rural andurban 
consultorios, rural medical stations and rural postas),from the Ministry of Health's 
services to the local authorities (this processwas completed in 1988.) Some 
municipalities chose, in turn, to shift responsibilityfor the administration of these 
institutions to private, non-profit corporations. 

5. In 1981, legislation was enacted to allow for the creation of PrivateHealth 
Preparedness Institutions (ISAPRES). The obligatory premiumwhich workers 
had been paying into the state-run system could now be freelyredirected by the 
beneficiary to a private insurer (or continue to be paidto FONASA). This option 
increased freedom of choice among workers, createda competitive insurance 
field and, furthermore, diminished the number ofbeneficiaries in the public 
system. 

ISAPRES relieve the State of the obligations which can undertaken byprivate 
individuals; they do not receive State subsidies and operate withina competitive 
environment.  

The ISAPRE system is based on an insurance scheme whereby beneficiariesin a 
position to pay for their health care do so through prepayment or 
periodiccontributions (premiums). So financed, they select the health care 
facilityor physician of their choice and expenses are charged to the ISAPRE. 
Deductiblesor partial payment for certain services may also be required.  

Thus, in cases of emergency, an ISAPRE finances the health care providedto an 
individual beneficiary with the premiums being paid into the systemby remaining 
beneficiaries not making use of the system at the time. Lastly,each ISAPRE has 
a patrimony that can be utilized for expenditures beyondthe resources it 
generates. If these funds are not used -- in compensationfor the risk they incur -- 
interest can be earned on unspent monies.  

Participants in this system are free to choose the ISAPRE from whichthey wish to 
receive coverage. Furthermore, within any given ISAPRE theymay choose the 
health care plan under which they will receive coverage.Thus, ISAPRES must 
compete for affiliate preference by designing competitively-pricedplans that suit 
individuals' needs. 

ISAPRES have been criticized for not being solidary institutions. Thatis, for not 
imposing solidarity among their affiliates in an effort to subsidizethe most needy. 
The response to this argument is that it is the State'sresponsibility to redistribute 



income through the tax system. Therefore,it is inappropriate to finance subsidies 
with premiums. Moreover, if suchsubsidies were to be permitted, crossed 
subsidies would be generated, producinga plethora of problems. ISAPRES 
represent a legitimate option for usersto finance better quality health services. 

6. In 1985, Law 18,469 created the Health Services Regimen which 
categorizedSNSS beneficiaries according to their level of income and provided 
subsidiesin an inverse proportion to that income (the neediest were granted 
freetreatment). FONASA beneficiaries were also permitted to choose the 
publichealth care establishment where they wish to receive treatment. 

The State, through the Health Services Regimen ensures individuals aminimum 
level of health care in accordance with available resources. Thus,each 
beneficiary must pay for services to the best of his/her ability andlevel of income. 
Those beneficiaries seeking treatment at public healthcare centers are divided 
into four groups as follows: Group A, indigents;B,C,D, premium payers. The level 
of coverage is determined on the basisof these categories, fluctuating between 
100% for Groups A and B, 75% forgroup C and 50% for those belonging to 
Group D. Thus, resources are allocatedprimarily among the most need. 
Furthermore, for services provided underthe Free Choice System, a three-tiered 
system of Levels was devised. Underthis system, all of the levels are reimbursed 
in the same amount. At present,for example, the reimbursable amount is equal to 
50% of a Level 1 service.Thus, a beneficiary who selects a more expensive Level 
3 service receivesthe same refund as a beneficiary having the same procedure 
done at a lessexpensive establishment. The assumption here is that the person 
opting fora Level 3 establishment or physician is in a position to pay the cost 
differentialout of his/her own pocket. 

7. Furthermore, measures aimed at creating a system of incentives toimprove 
management efficiency at public sector institutions was also implemented.Such 
measures included decentralization, resource allocation mechanisms,training 
and the use of new administrative tools. 

The National Health Fund was charged with implementing resource allocationsin 
accordance with directives received from the Ministry of Health. Thus,funds were 
forwarded to the nation's 26 health services and The EnvironmentalHealth 
Service1 to cover the following line items: 

- Salaries  

- Subsidies  

- Investment  

- National Nutritional Complementation Program (PNAC)  



- Supplies and services 

Through 1978, resources were allocated on the basis of past expendituresby 
state-run establishments. This system created a dramatic incentive toincrease 
expenses that went beyond any sense of social profitability. Asof that year, a 
series of mechanisms were introduced which sought to createincentives which 
would foster more efficient behavior, emulating as muchas possible the private 
sectors' profit incentive. In essence, the publichealth industry, because of its 
complexity, size, variety of services offered,the large number of employees, 
extraordinarily high presence of governmentalspending and social role, 
constitutes one of the most difficult organizationsin the nation to manage. 
Moreover, the public health industry requires decentralizedadministrative 
structures; managing this mammoth directly is quite impossible. 

Thus, administrative decentralization commenced and was gradually followedby 
budgetary decentralization. The latter is still incomplete, but the systemdoes 
contemplate a variety of mechanisms which seek to achieve the greatestpossible 
efficiency rather than serving as a mere validation of existinglevels of 
expenditures. 

In order to provide an incentive for improved use of the funds allocatedfor 
Salaries, Subsidies and the PNAC (which always seemed to be insufficientand 
whose budget consistently ran a deficit making it impossible to ensureefficiency 
at the central level), the following set up, in use through 1989,was established: 

- The Ministry of health established an itemized budget in accordancewith 
expenditures from the previous year and performance. Thus, in devisingthe 
salary budget for example, performance and the need for additional 
humanresources were considered, as were the institutions which had been 
transferredto local authorities. In setting the budget for subsidies, statistics 
onmedical leave were taken into consideration when necessary. In order toset 
the PNAC budget, the nutritional condition of children under 6 yearsof age at the 
respective Service was factored into the calculations.  

- Resources were forwarded by FONASA to dependent agencies in pre-
determinedmonthly stipends. 

- Health Services were obligated to spend in accordance with their annualbudget. 
In an effort to rationalize administration, a variety of measureswere taken to 
optimize the use of resources and decentralize the managementof the budget. 
Furthermore, incentives were created to foster better resourcemanagement, 
including a "prize" for those institutions comingin under budget and "punishment" 
for those exceeding authorizedspending levels. Thus, institutions spending less 
than their authorizedlevel were permitted to utilize the excess resources as they 
best saw fit.Those running a deficit, however, were required to make up the 
differencewith funds from their respective Service. This system created an 



incentivefor quality management and allowed for transference of funds from one 
lineitem to another. While this system was in operation, the number of 
patientsseen increased, as did overall nation-wide indicators of well-being. 

In terms of the funds allocated for investment, the Ministry of Healthmoved to 
decentralize the decision-making process, assigning a portion ofthe authorized 
budget for large-scale infrastructure acquisitions (whichrequired the approval of 
governmental planning and financing instances)and distributing the remainder 
among the Heath Services. 

In order to perform this distribution, the Ministry of Health calledfor studies and 
proposals to be elaborated on projects relating to the maintenance,replacement 
or acquisition of medical equipment and vehicles. If approved,the Ministry also 
provided any training that might be needed to the Servicesreceiving new 
equipment. 

The total funds allocated to each Health Service depended on the 
investmentprojects they presented, the quality of support studies and the 
financialsituation of each Service.  

In addition, the funds allocated to the Supplies and Services line itemwere 
distributed in accordance with the number of services provided (70%)and quality 
indicators (30%). The funds distributed in this fashion constitutedan additional 
incentive to efficiency among public health care centers. 

The payment for services is known as Invoicing for Services Provided(FAP) 
which establishes service categories in accordance with their complexity.The 
respective Service receives a certain percentage of the Services RateSchedule 
established in Law 18,469. A full 100% of the rate is not paidbecause, as we 
have seen, financing for personnel, subsidies and investmentis provided 
elsewhere. Thus, the FAP constitutes solely a source of moniesfor the acquisition 
of supplies and services for each Heath Service. Giventhat the FAP was 
intended to increase the number of services provided andnot results, a set of 
indicators was devised to evaluate quality while measuringefficiency in the use of 
resources. Thus, the resources utilized for servicesdetermined on the basis of 
four bio-medical and three financial criteriawhich are weighted accordingly.  

The resources allocated to each Health Service in accordance with 
preexistingindicators help correct problems which may arise with the FAP and 
constitutesa good incentive for technical and administrative efficiency. 

In addition to these incentives, a Management Information and MonitoringSystem 
(SIGMO) was implemented in 70 hospitals throughout the country accountingfor 
83% of hospital-oriented expenditures. The SIGMO is of use in analyzingthe 
administrative management of human and material resources at healthcare 
centers and provides systematic, organized insight into hospital expenses.With 



the SIGMO, it became possible to evaluate periodically results obtainedas 
compared to objectives, identify reasons for discrepancies and 
introducemeasures leading to a more efficient use of resources in a timely 
fashion. 

8. Public health care establishments were authorized to attend non-
beneficiaries,and special rates for such private individuals were established by 
eachcenter on the basis of operating costs. Thanks to this program, 
privateparties can make use of public infrastructure, so long as an 
appropriateprice is paid. This payment structure prevents such services from 
causinga drain on benefits provided to subsidized beneficiaries. 

9. In an additional effort to increase efficiency, state-run agencieswere authorized 
to hire private specialists to engage in a variety of activities,including providing 
health care services and complementary fields. However,a expenditure cap of 
approximately 10% of the supplies and services itemwas established for such 
subcontractors.  

10. Public assets were sold to the private sector to obtain resourcesand reduce 
operating costs. 

4. RESULTS ACHIEVED 

The results achieved through the policies and measures described aboveare as 
follows: 

4.1 GROWTH OF THE PRIVATE SECTOR 

The private sector has developed substantially, creating alternativesand options 
so that people may choose the health care facilities which bestsuit their needs. 
This has been achieved through a reduced role for theState in health care thanks 
to policies of subsidies, fostering responsibilityamong individuals and freedom to 
select a health care option in accordancewith one's resources. Industry growth 
can be measured in terms of the evolutionof the number of beneficiaries and the 
number of health care institutionsin operation. 

a. Increase in beneficiaries under the private system 

Prior to the reforms of 1980, the SNS provided coverage to approximately60% of 
the population while SERMENA accounted for approximately 25%2 (see Chart 
1). 

Chart 1 

Beneficiaries by System, 1980 



 

In 1987, beneficiaries in the private system totaled 25% of the population3 , of 
which 8.7% belonged to ISAPRES (see Chart 2). Atpresent, ISAPRE 
beneficiaries represent fully 16% of the population (seeChart 3). 

With the creation of the ISAPRES, there is a clear reduction in the numberof 
public sector beneficiaries4 . 

Chart 2 

Beneficiaries by System, 1987 

 
 

Chart 3 

Beneficiaries by System, 1990 



 

b. Extraordinary increase in the number of participants and beneficiariesin 
the ISAPRE system 

As of June 1991, premium-paying participants in the system totalled 
951,814while total beneficiaries numbered 2,282,1645 . Growthin this industry 
has been constant as can be seen in Chart 4.  

Chart 4 

Isapre beneficiaries 

1981-1990 

 

In the early stages of the implementation of the ISAPRE system, somecritics 
sustained that its impact would be minimal, accounting for just20% of the 
wealthiest population and 8% of the remainder. Their calculationswere based on 
the assumption that the system would function only among themost affluent. In 
fact, ISAPRES now cover people from a wide range of incomelevels: 32% of 
participants have incomes below $80,000 pesos and only 35%earn more than 
$160,000 pesos (see Chart 5).  

Chart 5 

Distribution of Contributors 

by taxable income 1990 



(In US$) 

 

The increase in the number of beneficiaries has meant a rise in the 
diversificationof risk and the attainment of economies of scale which, when 
coupled withthe level of competition in the marketplace, has made it possible to 
reducerates and allow for ever larger portions of the population with 
limitedresources to participate in the private system. 

In any case, the trend is definitely for ISAPRES to cover an increasingnumber of 
people with smaller incomes, as reflected in Chart 6 showing theevolution of the 
average premium. As can be seen here, premiums have continuedto drop even 
as real wages have risen in comparison with their 1987 levels.This can only be 
explained by an increasing presence of affiliates withlower incomes. 

Chart 6 

Average Premiums 

 

c. Increase in the number of ISAPRES 

The number of health preparedness or insurance companies currently totals35, 
providing for a highly competitive market in terms of the quality andcost of 
services offered. Clearly, this works to users' advantage (see Chart7). 

Chart 7 



Evolution in the number of Isapres  

 

d. Increase in services provided by the ISAPRE system 

In 1990, the system provided over 20 million health care services, resultingin an 
average of 9.6 services per year per affiliate; a 22% increase overthose provided 
in 1985 (see Chart 8). 

Chart 8 

Total Consultations per Affiliate under Isapres 

 

4.2 INCREASE IN HEALTH CARE INDUSTRY RESOURCES  

a. Private investment 

Another criticism that was formulated at the inception of the ISAPREsystem was 
that their creation had not led to an increase in private investmentin the industry 
and, therefore, private infrastructure was not being developed.Nonetheless, since 
its foundation, demand for health care services has risen,resulting in increased 
utilization of private infrastructure. This, in turn,has generated increased 
economic benefits for these companies and fosteredthe implementation of new 
projects aimed at modernizing equipment, developinginfrastructure and utilizing 
new technology.  

Chart 9 shows the evolution of the number of beds available in the privatesector 
from 1975 to date. Clearly, growth in this field accelerated withthe creation of the 
ISAPRE system, reaching a total of 10,298 beds in 1990. 

Chart 9 



# Private Sectors Beds, 1975-1990 

 

Moreover, an important increase has also been registered in the numberand type 
of health care facilities available (see Table 2). 

Table 2 

Private Infrastructure 

Private Infrastructure 1982 1989 
% 
increse 

Hospitals 16 24 50 

Private Clinics 134 170 27 

Med. Centers 289 385 33 

Laboratories 335 389 16 

Source: Instituto Nacional de Estadísticas (INE) 

b. Municipal investment 

During the period 1982-1985, the constructed area of municipal healthcare 
facilities increased by 45% (see Table 3) and the number of examinationrooms 
rose by 38.3%. These statistics do not include repairs or additionalconstruction 
on existing structures.  

In terms of equipment, the number of consultorios and postaswith one or more 
dental facilities increased by 75%. Sterilization equipmentincreased by 85%. 
Prior to the transfer there were no laboratories for processingtest results; in 1985 
there were 7.  

A large number of accessories that are difficult to enumerate, includingstretchers, 
scales, refrigeration equipment, furniture, etc. also increasedsignificantly. 



In rural areas, primarily, it is important to note the availability ofbasic services, 
such as water, electricity, telephone and heating. At thetime of transfer to the 
municipalities, fully 82% of these health care facilitieshad no communications 
equipment (telephone or radio) and almost 59% lackedany type of heating. By 
1985, these percentages had fallen to 39% and 14%respectively.  

Table 3 

Increase in infrastructure among 

Municipalized establishments 1982-19856 

 Urban area Rural areas  Total 

Constr. area (m2) 76.0 % 24.7 % 45.5 % 

Exam. Rooms 58.0 % 26.0 %  38.3 % 

Dental equipment - -  75.0 % 

Steril equip. - -  85.0 % 

 

4.3 INCREASED EFFICIENCY 

a. The private sector 

The cost of administration and sales shows a steady decline from 23.6%of 
revenue in 1986 to 17.7% in 1991 (see Table 4). This is a result of theeconomies 
of scale obtained thanks to the increase in the number of beneficiariesand 
greater efficiency as a result of competition. 

Table 4 

Administrative and Sales Costs 

Percentage of income7  

 1986 1987  1988 1989 1990 1991 

Total System 23.6 24.2  21.7 18.5 20.1  17.7 

b. The public sector 

- Concentration of resources among the most needy 



As noted earlier, the participation of private health care facilitiesin the market 
enabled the public sector to focus its resources on attendingthe needs of the 
most impoverished sectors of society while increasing itsown operational 
efficiency and effectiveness. Nonetheless, the system'sdetractors sustained that 
the mass exodus of people from upper income categorieswould result in the 
bankruptcy of the public health care system since thehighest premiums would no 
longer enter public coffers.  

In effect, the premiums paid by the moneyed classes were transferredto the 
private sector. With them, however, went the higher expenses thataccompanied 
the demand for costly services that this sector of the populationgenerated. Thus, 
this shift in premiums is no longer considered an obstacleto the success of the 
program. Moreover, the redistribution of income isconducted by the State and 
paid for from the national budget, and here thewealthy continue to pay their 
share through higher rates of taxation. Furthermore,one must consider the 
reduced expenses or savings generated by FONASA withthe withdrawal of 
individuals from higher income groups. First, there isa savings in the subsidy 
granted for each service provided, as well as thesubsidy for days of work missed. 
Second, an additional savings is generatedbecause the affluent tend to utilize 
heath care facilities with greaterfrequency than those with more modest incomes.  

The evolution of public spending has tended to increase in both absoluteand "per 
capita beneficiary" terms. Thus, from 1974-1988, theformer increased by 51%8 
while the latter rose by 45%(see Chart 10). 

Chart 10 

Per capita expenditures on health-care  

 

Source: Ministry of Health9  

Considering that the population with lowest incomes has remained as 
abeneficiary of the public system and that the per capita expenditure inthis sector 



has increased, one can say that a concentration of public spendingon the most 
needy has effectively taken place.  

- Increased efficiency in the use of resources  

In addition to the efforts undertaken to allocate the largest possibleportion of 
resources to the public health sector, as of 1980 a series ofmodernization 
measures were implemented. These steps included 
administrativedecentralization, modifications to the system used to transfer 
resourcesand incentives for good management which, despite their recent 
implementation,have had notable effects on the efficiency of resource utilization. 
Thus,despite the inevitable reduction in resources available to the heath 
careindustry as a result of the recession, progress in the well-being of 
Chileancitizens continued to be achieved. In fact, this efficiency enabled 
theindustry's productivity (measured through the Central Bank's Gross Valueof 
Production in Domestic Accounts -- VBP) to rise even as income fell (seeChart 
11). 

Chart 11 

Comparison between the gross value of production (GVP) 

and revenue in the Public health care sector 

(base index 1977=100) 

 

Source: Ministry of Health. 

It was therefore possible to modify the composition of that income byincreasing 
premiums and reducing State contributions to focus expenditureson the most 
needy. This was accompanied by the efficiency described earlierand reflected in 
Chart 11 in conjunction with the positive evolution ofthe VBP.  
 

4.4 INCREASE IN PEOPLE'S CONCERN FOR THEIR HEALTH 



Because families are the key support structure for the well-being oftheir 
members, they have been responsible for paying an ever larger shareof their 
income for systematic health-care savings. The increasing concernamong 
individuals in participating in financing of their families' healthcare requirements 
can be seen in the rise in premiums and the reductionof State subsidies. 

a. Premiums rose from 4% to 7% of wages  

b. ISAPRES do not receive State subsidies of any type. That is,close to 1 
million premium-payers and 2 million beneficiaries use this systemwithout 
recurring to State subsidies. 

c. Beneficiaries of the public health sector finance a larger portiontheir 
health care. State contributions to the public health care systemfell from 56% of 
revenues in 1980 to 39% in 1990. The remainder of the system'sresources, 
primarily user payments, rose from 44% of revenue to 61% duringthat time 
period (see Chart 12). This was possible thanks to an increasein the premiums 
paid by affiliated workers and the requirement that userspay for the services 
provided to the best of their ability.  

Chart 12 

Distribution of Revenue in the Public Health Sector 

1980-1990 

 

4.5 IMPROVED QUALITY OF TREATMENT 

Treatment and care are always difficult to measure. However, some datais 
available thanks to on-site research.  

a. Metropolitan Region 

According to the results of polls taken in 1977 and 1983, the care componentof 
health services improved notably between those years.10 



- The number of patients receiving what they perceived as satisfactorytreatment 
rose by 14%. There was a significant increase in the rate of reportedsicknesses 
and treatment for chronic illnesses. It is important to notethat Chile's population is 
aging and therefore there are an ever risingnumber of medical queries arising 
from chronic complaints (fully 31%). 

- A drop of 25% in acute pathologies.  

- Increase in the types of treatment available including: 80% for chronicillnesses; 
29% for acute illnesses; 16% for check ups, including healthy-babyprograms and 
adult care; and, 11% for dental care. 

- In 1983 there was a significant increase in the number of people 
seekingtreatment and a drop in medication-related questions directed to the 
staffof pharmacies. 

b. Better doctor-patient relationship in the private sector than inthe public 
health care system11  

- "Private centers are known for having flexible regulations, physiciansand the 
staff establish direct and informal relations with patients, whichtend to produce a 
comfortable and friendly environment where patients anddoctors work together to 
obtain and provide health care. Patients are usuallypleased with the service 
provided and return to the health care center.In state-run medical centers, 
however, the institutional organization whichenvelops doctors and patients alike 
is characterized by routine care andmedical practices and by rigid administrative 
procedures. The doctor-patientrelationship becomes impersonal. Physicians 
identity patients by numberand rarely see the same patient twice. This prevents 
communications frombeing established between patient and physician and thus 
feelings of satisfactionor pleasure are less likely". 

4.6 INCREASED WELL-BEING 

a. Increase freedom of choice 

Over 2 million people associated with the ISAPRE system choose the 
healthpreparedness institution which will best insure their health. 

Some 6 million people affiliated with the public system may at leastopt for private 
sector institutions and physicians through the Free Choiceprogram implemented 
by FONASA. The only limitation is that their own resourcesmay not be sufficient 
to cover certain types of private care. 

Three million beneficiaries receive free medical care at the public healthcare 
center of their choice. 



b. Increase in the number of treatments (per capita) 

- The number of treatments provided to beneficiaries in the public sectorhas risen 

As noted earlier, with the implementation of the ISAPRE system therewas 
concern in some circles about ending up with a public system with 
reducedresources responsible for treating people from lower income groups. 
Thefollowing describes the activities conducted and resources available tothe 
public health care sector, by beneficiary, for the years 1975-1979: 

Chart 13 

Discharges per beneficiary, public sector 

1981-1989 

 

Once again, there is a slight drop between 1980 and 1987 (see Chart 13).This 
was caused by the economic recession which affected Chile at the timerather 
than the introduction of the reforms given that for the period 1987-1989,despite 
the growth of ISAPRES, the number of treatments per beneficiaryin the public 
sector also rose.  

Chart 14 

Imaging exams by public health care beneficiaries 

1975-1989 

 



Chart 15 

Diagnostic exams by public health care beneficiaries 

1978-1989 

 

The trend for an increase in the number of laboratory exams and 
pathologicalanatomy per beneficiary is clear throughout the period in question. 
 
 
 
 

Chart 16 

Public sector discharges per bed 1981-1989  

 

The increase in the efficiency of the system is reflected in the numberof 
discharges per bed. 

4.7 CONSISTENT IMPROVEMENT IN HEALTHFULNESS AMONG THE 
POPULATION  

The economic and social development policies implemented in Chile madeit 
possible for the population's overall healthfulness to improve at a muchfaster rate 
than in the rest of Latin America. Thus, Chile rose from ninthplace in the infant 
mortality ranking for the region in 1970, to third placein 1986.  

Chart 17 



Infant Mortality in Latin America and changes 

in ranking between 1970-1986 

 

The data shows a clear trend toward a drop in infant mortality throughoutthe 
region, except for Peru. Nonetheless, the velocity of this change variesgreatly 
from country to country. Thus, only Chile, Costa Rica and Paraguayimproved 
their relative position in the ranking and the improvement in Chilewas the most 
spectacular (plummeting from a rate of 79.3 children per 1,000live births in 1970 
to 19.1 in 1986 and 17.1 in 1989). 

This achievement was not due solely to the changes implemented in thehealth 
care industry, but rather to the set of consistent policies adoptedin both the 
economic and social arenas. 

From this data, then, we may conclude that the gradual incorporationof the 
private sector into the implementation of tasks traditionally reservedfor the public 
sector not only did not have a negative impact on the population'soverall well-
being -- as some of the detractor of privatization predicted-- but rather coincided 
with improvements in this field whose speed outstrippedthat of the rest of Latin 
America. 

5. PERSISTING PROBLEMS 

5.1 THE PUBLIC SECTOR 

Despite the efforts made in the public sector, the lack of incentivesto achieve 
greater efficiency in the use of resources persists. This, coupledwith the inherent 
problems of administrative inflexibility and the limitedor non-existent responsibility 
of individuals in the decision-making processimpede progress and sustain, and in 
some case intensify, the following problems: 



- Overuse of the system resulting from a lack of decision-making abilityat the 
health care facilities. This produces an excess of derivations, resultingin the 
wasting of resources and poor service. 

- Progressive increase in expenses resulting from a lack of incentivesto 
rationalize and prioritize expenditures in accordance with availableresources. 
This is compounded by the increasing cost of new technologiesand the increase 
in life expectancies (the elderly tend to become ill moreoften and require more 
frequent and extended treatment). 

- Lack of financing in the industry as a result of increasing "musthave" items 
beyond the country's real needs. This leads to growingdiscontent among both 
personnel and beneficiaries.  

- There are still 6 million people, namely contributors to the publichealth care 
system and their families, who lack effective freedom to choosethe system which 
best suits their needs according to their preferences (accessto the private system 
is difficult because of their limited incomes). Furthermore,there are almost 3 
million people with limited resources who do not paypremiums, receive state-
subsidized health care and have no way of improvingtheir situation through a 
more efficient use of the resources made availableto them. 

These problems frequently go unnoticed in light of more obvious difficultiessuch 
as depressed wages and, in some cases, insufficient infrastructure.Both sets of 
problems have their roots in a public sector with monopsoniccharacteristics in the 
labor market, a persistent lack of resources andthe effects of the reduction in 
public spending implemented during Chile'srecession of 1982-1985. The drop in 
industry resources began to be reversedin 1986, but this has not kept working 
conditions and hospital infrastructurefrom being the target of political attack. 
Such criticism has often servedto cloud analysis of the industry's problems and 
thwart the search for realsolutions.  

The industry's problems are frequently oversimplified, focusing on theamount of 
resources available with no concern for concept that no matterhow much money 
is allocated to the system, the need to find ways of improvingthe use of those 
resources and bolstering efficiency in order to enhancethe well-being of all 
Chileans continues to persist. 

5.2 THE PRIVATE SECTOR 

The advances made by the private sector have been noteworthy. Howevercertain 
problems must be addressed if the system is to be consolidated.Among these 
are: 

a. Misuse of the system 



- As with the public free choice system, the misuse of identificationcards in order 
to secure benefits for non-affiliated individuals has beendetected. Furthermore, 
the number of doctor-authorized work absences hasincreased wildly. This results 
in payments by the health insurer for daysof work missed. 

- Dependence on legislation that more often responds to political thantechnical 
criteria. Stable rules of the game need to be established.  
 

III. CONCLUSIONS AND PROPOSALS 

1. CHALLENGES 

1. To enable all Chileans to effectively choose their health care systemand 
receive better quality care. 

2. To control the increased costs generated by technological developmentsand 
the increased demand for services resulting from access by new sectorsof the 
population to the system and the increased life expectancy amongbeneficiaries.  

2. STEPS TO BE TAKEN 

Considering the tremendous efforts undertaken to introduce incentivesinto the 
management of the public health sector, it is clear that the successobtained has 
been slow in coming and less than wholly satisfactory. Furthermore,the 
measures taken in the public sector are vulnerable given that they aresubject to 
the criteria of the personnel on each rotation. In order to moveforward in solving 
the problems that persist, ways need to be found of introducingprivate-sector 
incentives into the administration of public resources.  

The incorporation of these incentives must take place whether or notpublic 
spending is increased and must take advantage of all of the sectorsresources, 
both physical and human. Moreover, efforts must be made to fosterpreparedness 
and personal responsibility for well-being. 

In order to attain these goals, a resource allocation system must bedesigned 
which contains sufficient incentives to allow for the best possiblemanagement of 
available resources. This can only be achieved through a competitivesystem, 
where users can select the type of institution where they believethey will receive 
the best coverage of risks to themselves and their families. 

The State must provide support to the most needy through a subsidy which,in 
conjunction with contributions made by the beneficiaries themselves,allows them 
to select the health care institution of their choice.  



Health care establishments, therefore, should obtain their financingby securing 
the preferences of users. This can be achieved by competitionamong private and 
public centers and through their revenue and the occasionalsale of shares. The 
periodic revenue should be drawn from subsidies andpremiums channeled to the 
health care establishments in accordance withusers selections. 

State-run establishments should be organized as self-financing 
autonomoushealth companies earning attractive profits. These companies may 
be public,municipal or private property; the key is that they function according 
tothe norms of the private sector. Moveover, they may be privatized over 
timewith the participation of the health care team in both ownership and results. 

In implementing a system of subsidies according to beneficiary preference,it is 
important to keep the State from having to finance the establishmentsit currently 
operates -- in addition to the subsidies -- without takinginto consideration the 
relative success achieved in attracting the preferenceof users. 

This privatization process would conclude in the ideal situation of familiesbeing 
responsible for the health and well-being of their members, allocatinga portion of 
their resources to systematic savings or premiums to coverillness and health 
services provided by competitive institutions freelyselected by the users. 

Under this ideal scheme, the State would define and monitor health 
careprograms at the national level, taking responsibility for those actionsdeemed 
in the public interest that are beyond the responsibility of individuals.Moreover, 
the State would continue to support families with limited incomesthrough 
subsidies which, when combined with personal resources, would enablethem to 
obtain an acceptable level of healthfulness compatible with thenation's level of 
resources. 
 

 

1 The budget for this service wasconsiderably smaller than the others.  

2 Tarsicio Castañeda, "ElSistema de Salud Chileno: Organización, Funcionamiento y Financiamiento". 

3 ODEPLAN, CASEN poll, 1987. 

4 Ministry of Health "Estimacionesde la Población Beneficiaria a Base de los Controles de NiñoSano 1986-1988.  

The estimates for 1990 assumes that the population seekingtreatment as a private individual remains constant.  

5 Source: Superintendency of ISAPRES. Data as of June 30,1991.  

6 Catholic University of Chile "Muestra de 30 Municipalidades.Evaluación de los Traspasos".  

7 Source: Superintendency of ISAPRES.Data for 1986-1990 as of December 31 of each year. Data for 1991 as of June30.  



8 The years which do not fit intothe historic trend, 1981 and 1982, was a time in which expenditures in theindustry rose 
extraordinarily before falling during the recession, althoughthe decline was less than that of overall Internal Expenditures. 
Recoverycommenced in 1986 when spending reached levels higher than those of the1976-80 expansion reaching its maximum 
level in 1988.  

9 The Per Capita Beneficiary Expenditureis the ratio of Public Health Expenditures over the Beneficiary Populationin the public 
sector.  

10 Revista Médica de Chile113. Drs. Ernesto Medina and Ana María Kaempffer and Mr. FranciscoCumsille, "La Atención de 
Salud en la Región Metropolitana:Comparación de las Encuestas de 1977 y 1983".  

11 Source: University of Chile. M.Soledad Fuenzalida Puelma and Alicia Pincheira Muga, "La ComunicaciónMédico-Paciente y su 
Relación con la Atención Médica.Un Análisis Sociológico en el Sistema Estatal Privado".1983. Thesis for degree in sociology.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



PRIMARY AND SECONDARY SCHOOL 

EDUCATION 

PATRICIA MATTE L.  

ANTONIO SANCHO M. 

I. INTRODUCTION 

In recent years, as of the beginning of the 1980's, Chile has witnesseda surge in 
the educational facilities available in the country -- registeringparticularly strong 
growth in the number of private, state-subsidized schools.This growth has been 
accompanied by almost full coverage of elementary schooleducation, thereby 
resolving for the first time one of the most importantconcerns of Chilean society. 
It is important to note that not long ago,in the mid-1970's, the Map of Extreme 
Poverty elaborated on the basis ofinformation from the 1970 census indicated 
that 43% of Chilean school-agedchildren did not attend classes. Private 
education has made an importantcontribution to resolving this nagging problem.  

Similarly, the system of subsidizing private schools has been an importantfactor 
in improving the quality of education. In order to ascertain quality,the Chilean 
State devised a scientifically-organized system for measuringeducational quality. 
Information collected in this fashion indicates that-- from their inception -- private 
educational facilities with the same,or fewer, resources as the State-municipal 
system have achieved better qualityin the education they provide. 

The formulation by the State of clear, non-discriminatory rules has madeit 
possible for the private sector to increase its activities in the educationalfield. 
This participation has sought to resolve one of the basic functionsof Chilean 
society: to provide equal access to elementary school education.Ideally, that 
education will improve in quality and enable all citizensto adapt to the benefits of 
development. Thus, the private sector has beenan important co-participant and 
actor in the resolution of a public problemof significant magnitude. 

The primary benefits of this participation have been an increase in thecoverage 
of elementary school education -- making children's Constitutionaljustify to an 
education a reality and incorporating the most needy into thesystem; a significant 
increase in secondary school coverage; a rise in theaverage number of years of 
schooling Chileans receive; and a substantivedrop in the illiteracy rate.  

An important portion of these results has been achieved thanks to theintroduction 
of competitive conditions between the public and private sectors.Furthermore, 
the implementation of mechanisms aimed at measuring the qualityof education 
has meant that this competition been particularly transparentand makes it 



possible to identify the positive results obtained by the privatesector as opposed 
to public sector accomplishments. 

This chapter provides an in-depth discussion of the structural 
reformsimplemented in Chile in the fields of elementary and secondary school 
educationin order to achieve these results. 

II. BACKGROUND INFORMATION 

It is difficult to understand the educational system present in Chileduring the 
period of conquest and colonization in terms of current conceptsof public and 
private education. In effect, the classification of educationin one or another sector 
depends on the category assigned to the CatholicChurch. At that time, the 
Church was closely tied to the Spanish crown,and therefore to the State. 
However, for the purposes of this chapter, weshall consider Church-run 
education establishments as a part of the privatesector in order to provide 
greater historical cohesion to the decisive roleof Catholic Church educational 
establishments in Chile. 

By taking this liberty and considering Church-run schools as 
privateestablishments, we can briefly reconstruct the following chronology of 
Chileaneducational history. 

In the early days of the Colony, the totality of educational establishmentsin Chile 
belonged to the Catholic Church and religious orders; work forteaching 
professionals was extremely limited. 

During this time period, members of religious orders dedicated to teachingbegan 
to arrive on Chile's shores. The first were the Franciscans, 
Dominicans,Augustines and Our Lady of Mercies, who jointly brought the highest 
levelsof financing of their times to what had previously been the precarious 
developmentof learning in Chile. In 1589, the Dominicans formed an 
establishment whichwould later become the first university in the Capitancy 
General. The Jesuitsarrived in 1593, immediately opened a school and a year 
later began teachingphilosophy to both clergy and laypeople. The Church's norm 
that each parishshould maintain a primary school within its borders had a 
tremendously importantimpact on Chile's pre-independence period. 

The first appearance of the independent government in education occurredin 
1819 through the issuance of regulations on professorial appointments.Later, in 
1821, a decree was passed obligating convents where "thepeople permit these 
fields of enlightenment" to hold classes in Latin,philosophy and theology. This 
requirement, however, was not always heeded.As of that date, State intervention 
began its expansion through the establishmentof programs of study and the 
creation of a "Teaching State." 



In 1832, the Prieto administration dictated a decree aimed at stimulatingprivate 
participation and reiterated the obligation of convents to maintainschools. The 
latter, moreover, were required to be free of charge since"the government is 
convinced that neither our municipal nor nationalpublic treasuries are sufficient to 
cover such expenditures."1 

The State's official doctrine in education -- which established the 
government'sconcern for such matters -- was enshrined in the Constitution of 
1833 whichcreated a Superintendency of Education and called upon Congress to 
preparea nation-wide general education plan. In 1843, the Ministry of Education-- 
in accordance with the spirit of the legislation passed 10 years earlierbut in clear 
violation of some of its statutes -- granted responsibilityfor monitoring partial 
exams to the National Institute. 

As a result of this increased concern by the State for direct actionin education, by 
the mid 1800's some 41,157 students were registered inelementary school (of 
which 69% were State schools; the private sector accountedfor 31%2 ). 

In the early 20th century, there were some 20 or 22 religious 
congregationsdedicated to teaching. Of these, several congregations maintained 
elusivelyprimary schools which, coupled with mission and parish schools, 
comprisedthe private educational system which functioned, in practice, as a 
parallelto the State's program.  

In the second decade of the century (1910-1920), the results obtainedby both 
systems were favorable. For example, illiteracy dropped by 50%;elementary 
school registration totaled some 350,000 students; secondaryschools accounted 
for 33,000 and specialized academies served 14,000 registeredstudents. 

The growth in elementary education, measured in terms of registration,has 
consistently been much higher than the rate of ageing throughout Chileanhistory. 
Thus, in the almost 100-year period of 1865-1957 the populationincreased 
threefold while the school-going population increased 26 times.According to this 
data, in 1865 only 10.9% of the population of school agewas registered in 
primary schools. By 1957 that figure had jumped almost6 times to 61.5%3  

During the first half of the 20th century, there was a trend toward centralizingthe 
system and an accelerated involvement of the State in education whichresulted 
from the concept of the "Teaching State" which had gainedprecedence since the 
inception of the previous century. For financial reasonswhich will be addressed in 
a moment, under this system only those establishmentswhich were supported by 
religious orders or those who charged a fee fortheir services were able to 
function. 

By 1964, the Chilean public education system was highly centralized.The 
medulla of the system was the Ministry of Education which was responsiblefor 



formulating and implementing policies and plans, creating and 
maintainingeducational establishments; determining curricula and the 
preparation, appointmentand salaries of teachers. Furthermore, the Ministry 
exercised strong controlover private schools. During the second  

half of the 1960's the educational system was modified4and an 8-year cycle of 
general education was established. Following thisinitial or elementary level, a 4-
year cycle of secondary education offeredstudents classes in the sciences and 
humanities or technical fields. Followingcompletion of the second cycle, higher 
education was available to continuethe study of areas of specialization. 

Table 1 

Students registered by type of establishment 

(1969-1979)5  

Year Fiscal Reg. % Private Reg. % 

1960 1,031.0 68.3 479.1 31.7 

1961 1,104.9 69.2 491.9 30.8 

1962 1,179.6 69.5 518.7 30.5 

1963 1,242.6 70.1 531.2 29.9 

1964 1,287.5 70.1 549.9 29.9 

1965 1,442.2 72.4 548.8 27.6 

1966 1,548.5 75.0 515.8 25.0 

1967 1,662.6 75.7 533.3 24.3 

1968 1,786.6 76.4 552.6 23.6 

1969 1,878.6 77.0 561.6 23.0 

1970 1,963.0 77.8 560.6 22.2 

1971 2,246.1 79.2 590.4 20.8 

1972 2,371.7 79.4 613.8 20.6 

1973 2,505.3 80.6 604.3 19.4 

1974 2,567.6 80.6 618.9 19.4 

1975 2,620.7 82.4 559.4 17.6 

1976 2,624.3 83.0 538.9 17.0 

1977 2,637.8 82.5 560.9 17.5 

1978 2,616.1 81.5 592.3 18.5 

1979 2,610.5 80.9 617.3 19.1 



Source: Banco Central de Chile, Indicadores Económicosy Sociales 1960-88. 

In sum, we can see how education in Chile, from an administrative 
standpoint,commenced primarily in private hands and how the State gradually 
acquireda preponderant role through its own educational establishments. The 
dataon coverage makes this perfectly clear.  

As can be seen in Table 1, although there is a consistent increase inschool 
registration in both the public and private sectors, rates for theformer are 
considerably higher. This enabled the public sector to increaseits share of overall 
registration from 68% to over 82% while the privatesector saw its participation 
drop from close to 32% to 17%. 

In terms of coverage, important progress was made during the four 
centuriesbetween the colonial period and 1960. That year gross school 
attendancereached 104% (this rate is obviously augmented by an important 
number ofpeople considered beyond elementary school age -- 11 years old -- 
attendingprimary school classes).  

Despite this progress, illiteracy in 1960 remained at over 15% of thepopulation 
and coverage of secondary schools totaled 24.6% of the eligibleage group. 
Similarly, in 1970 the Map of Extreme Poverty,6devised on the basis of data from 
the census taken that year, showed that43% of school-aged children in extreme 
poverty did not attend classes. Furthermore,that same year, the average number 
of years of schooling among Chileanstotaled just 4.5 years. That is to say that 
centralism, bureaucracy, anda lack of incentives for private education kept Chile 
from obtaining betterresults in the formation of its human capital despite the 
resources allocatedto education. Although overall coverage had been expanded, 
results amongthe most needy sectors of the population were less favorable. 

We cannot conclude this brief historical overview without making mentionof the 
mechanisms utilized in Chile to finance primary school education.During the 
colonial period and the early days of independence, the authoritiesprevailing at 
the time provided monies for education through decrees andspecific laws 
favoring certain educational establishments. 

Later, in 1929, Decree Law 5,291 was passed to grant private elementaryor 
"vocational" schools a subsidy of $25 per student so long asthe schools: 
remained free of charge; provided education similar to thatimparted in State-run 
schools; satisfied certain minimum attendance requirements,depending on 
whether they were rural or urban; and operated during the officialschool year.  

Subsequently, in 1951, Law 9,864 established that primary, 
secondary,professional and teacher's schools which complied with certain 
requirementshad the justify to a per student subsidy equivalent to half the per 
studentcost at State-run establishments. Furthermore, this legislation called 



forthese subsidies to be paid in whole on an annual basis during the firstquarter 
of each year.  

This benefit was subsequently extended (in accordance with article 104of Law 
10,343 approved in May of 1952) to all private secondary schoolsnot 
contemplated under Law 9,864. This meant a subsidy of up to 25% of thecost of 
running analogous public institutions for schools charging feesfor educational 
services. 

During the 1960's and 70's, legally, the State's subsidy to free privateinstitutions 
was equal to half the per pupil cost of public education forstudents in the same 
grade. This can be seen in Chart 2, drawn from "TheFinancing of Private 
Education in Chile. Problems and Alternative Solutions"by E. Schiefelbein (1970). 
According to the author, this equivalence wassolely in nominal terms, given that 
the real per pupil subsidy was muchlower as a result of the drop in purchasing 
power caused by the delays withwhich the subsidies were paid out. 

Table 2 

Subsidies to Private Education 

(1964-1970) 

Year Sub. per Student Fiscal Expense perStudent 

Private Ed. ($ 1970) ($ 1970) 

1964 272.1 544.2 

1965 316.1 633.8 

1966 285.1 570.3 

1967 346.9 644.2 

1968 322.1 693.9 

1969 361.7 723.4 

1970 392.5 785.1 

Source: E. Schiefelbein, op. cit. 

It was common for subsidy payments to be made with a delay of at leasta year. 
This meant that, on average, the real subsidies in those years representedjust 
25% of the costs that the State would have to incur were it to 
assumeresponsibility for the education provided by private establishments. 

Although the State appeared to support private education through subsidies,the 
amount paid and the method of payment produced discrimination againstprivate 



initiative in this field. This may well be one of the reasons, andperhaps the most 
important reason, for the decline in the participationof the private sector as 
reflected in Chart 1. 

III. REFORMS PRIOR TO THE 1980'S 

1. ANALYSIS 

Until 1980, the Chilean educational system was characterized by a highlevel of 
State intervention in education, totalling over 80% of registration.Its 
administration was centralized, presenting the same problems as themajority of 
public school systems throughout the world: coverage was insufficientand the 
quality of education was not cost-effective. Furthermore, the systemhad only a 
limited ability to expand to absorb the poor people it had cometo exclude.  

The primary cause of these problems was probably the lack of proper 
incentivesin the different levels of the educational bureaucracy and among 
providers.The absence of such incentives meant that a supply of quality 
educationproportionate to the efforts made by society was not available. 
Moreover,it would simply not have been possible to efficiently administer the 
hugecentralized system even if those incentives had existed. 

In fact, the system itself was imbued with unpropitious incentives, including:(i) 
tenured personnel; and (ii) a pay-scale designed at the national levelthat had 
nothing to do with performance, quality of education or the numberof children 
attended. 

Essentially, the public system was plagued by the following problems: 

a. It contributed to a low levels of educational quality and efficiencyin the system 
(as measured by the drop-out and failure rates), since administratorshad no 
incentives to attract and retain students. Furthermore, there wereno supervisory 
or control mechanisms.  

b. Teachers' salaries were low as a result of the huge bureaucracy 
whichconsumed a large part of the budget. The impact of this was heightened 
bythe monopsonical power of the State as the primary employer. 

c. A lack of conditions propitious to competition among different typesof 
educational establishments. This further contributed to the absence ofefficiency 
and quality. 

d. A rigid and inflexible curricula was established that could not beadapted to 
local conditions.  

e. Community participation in school affairs was not encouraged.  



2. GENERAL REFORM CONCEPTS AND OBJECTIVES  

The overall structure of the reforms undertaken can be summarized asan effort to 
establish clear, objective rules that could be applied to allof the actors providing 
educational services. Particularly important wasthe introduction of a single 
system of financing based on the number ofstudents served. Within this 
framework, the public sector was required toadhere to the same regulations, 
financial rules, administration, controland supervision as the private sector. This 
established the basis for effectivecompetition which, stimulated by the effort to 
attract larger numbers ofstudents into the classroom, solved the problem of the 
lack of coverageand contributed to an overall improvement in the quality of 
education. Thiswas possible thanks to an objective, impartial system with 
common parameters. 

Under the new system, the State was to play a subsidiary role and promoteequal 
opportunities in the field of education, engaging in a variety ofareas of action 
through a framework applicable to both public and privateinstitutions. The State's 
presence covered all aspects of normal education,that is, pre-elementary 
(nursery schools), elementary and secondary schools. 

As we have noted, prior to 1980 the educational system was composed ofa huge 
centralized apparatus which impeded incentives for increased efficiencyfrom 
functioning properly because, at the end of the day, the State alwayscovered the 
inefficiencies of a system that was already out of control.7 

The modernization plan that was implemented sought to achieve the 
followingobjectives: 

a. To improve the quality of education  

b. To increase the scope of the educational system  

c. To establish equal opportunity in education.  

d. To promote freedom of education 

In order to achieve these goals, a new system of incentives was devisedwhich, 
unlike its predecessor, established a framework for subsidies basedon services 
provided (that is, based on demand). The previous system utilizeda criteria of the 
"needs of the service" to allocate financing(that is, based on supply).  

The concept behind this idea is that the establishment that offers thebest 
educational service will obtain the largest number of students; sincerevenues will 
depend on the number of students in attendance, the schoolwill have an 
incentive to maximize quality. However, the resources availableto the institution 
do not go beyond those obtained on a per pupil basis.Therefore, schools must 



seek to provide maximum quality at the lowest possiblecost. To the extent that an 
educational institution is successful in optimizingits cost-effectiveness, it will 
gather excess funds and therefore be ina position to expand. This method 
permits growth in the supply of educationalservices throughout the system while 
simultaneously bringing an increasein quality. 

As a logical complement to this policy, State administration of schoolsthrough the 
Ministry of Education was eliminated; the Ministry would nolonger continue to be 
the chief direct employer of teachers at the nationallevel. Thus, public education 
was transferred to the municipal (local governmental)level, which was to have 
complete administrative freedom so long as theyadhered to the technical norms 
emitted by the Ministry (private facilitieswere also required to adhere). This 
freedom also included, obviously, justifysover the contractual relationship 
between teachers and the municipalities. 

In an effort to achieve the aforementioned goals, in May of 1980 reformswere 
introduced into the elementary school curricula. These changes werefollowed in 
1981 by modifications to the program of study applicable insecondary schools. 

3. THE REFORMS 

The most important aspects of the administrative and financial reformscan be 
summarized as follows: 

a. Transfer of technical secondary educational institutions to non-profitprivate 
groups. 

b. Transfer of pre-elementary, elementary and secondary schools to 
municipalities. 

c. Creation of incentives through a per pupil subsidy in an effort tofoster the 
founding of private, subsidized schools. 

The transfer of technical schools to private institutions sought to 
enhanceinvolvement of the private productive sector in the administration and 
designof programs of study in order to make such educational facilities more 
compatiblewith the real needs of the labor market. Moreover, the transfer of 
schoolsto municipalities sought to improve administration of public schools, 
increasethe number of students registered and improve the quality of the 
educationprovided. The per pupil payment system promoted competition to 
obtain andretain students between municipal and private-subsidized schools. 
This competitiongenerated an increase in the availability of education (without 
requiringa financial and organizational effort on the State's part). 

Table 3 



Per Student Subsidy in municipalized and private subsidizedschools 

Type of School As % of UTM 

1. Pre-Primary 0.46 

2. Primary  

a.General  

Grades:  

1-2 0.46 

3-5 0.52 

6-8 0.56 

b. Special Ed. (all grades)  1.17 

c. Adults (all grades) 0.16 

3. Secondary  

a. General  

1. Daytime 0.63 

2. Evening 0.19 

b. Tecchnical  

1. Daytime grades1-2 0.37 

2. Daytime grades 3-5 0.63 

3. Evening 0.19 

UTM = Monthly tributary unitSource : Ley de Subvenciones.Decreto Nº 3.476, 
Agosto 1980. 

As noted, a per pupil subsidy was established independent of whetherthe 
educational institution was municipal or private. Differentiation wasmade, 
however, in terms of the level of education being provided and whetherthe 
services were provided during the day or in the evening. The value ofthese 
subsidies was expressed in Monthly Tributary Units (UTM)8as can be seen in 
Table 3. 

Initially the per pupil subsidy was tied to the Consumer Price Index(IPC) -- 
through the UTM -- and was set at 30% above the existing implicitpublic school 
subsidy9 and 61% above the subsidiesprovided to private-subsidized educational 
establishments. 

The increment in subsidies for private schools was so large that newschools 
burgeoned, registering a total increase of 63%. Thus, while in 1980there had 
been 1,674 private schools, by 1985 there were 2,643. 



The new subsidy framework was implemented at the same time as the 
transfersof public educational institutions from central hands to the local 
level.The situation in 1983 was as follows:  

a. 87% of schools (5,692) had been transferred.  

b. 78% of teachers (65,234) had made the shift.  

c. 83% of students (1,618,904) ceased to belong to schools run by thecentral 
government. 

Further transfers were suspended in 1983, while a total of 841 
educationalestablishments, 19,528 teachers and 331,110 students remained 
under thetutelage of the Ministry of Education. 

At the time transfers were halted, the first effects of the economiccrisis which hit 
Chile in 1982 began to be felt.10  

In June of 1982 the indexation of subsidies according to the UTM 
wasdiscontinued and instead a policy of adjustments in accordance with 
salaryincreases in the public sector was established. With the suspension of 
UTM-tiedindexation, deficits began to accumulated at municipal 
schools.11Despite the fact that salaries, which constituted the most important 
lineitem in the budget, could be adjusted at the same rate as subsidies, thiswas 
not possible with items whose rate of adjustment was greater than thatof public 
sector salaries. A surge in municipal deficits (see Chart 4) reflectsthe inability of 
the decentralized state-run system to adjust to the newconditions. 

Table 4 

Municipal deficits 

(Millons of pesos per annum) 

Year $ 

1982 180 

1983 450 

1984 1,143 

1985 1,705 

Source : Informe Social 1985, ODEPLAN and subsequent modifications. 

The economic crisis generated a series of changes which caused distortionsand 
discrimination against private educational facilities. For example,the State chose 



to cover a portion of municipal deficits, leaving the remainderto be paid by the 
municipality. This represented serious unfair competitionagainst the private 
establishments receiving State subsidies. 

In addition, there was mounting pressure to level-off the salaries ofteachers who 
were no longer State employees with those their colleaguesremaining in the 
State's employ.12 An attempt was madeat resolving this situation by creating a 
new allocation that  

paralleled subsidy resources. This approach introduced additional disruptionsfor 
a variety of reasons: 

- In addition to the subsidy, the central government was now 
providingsupplemental pay to teachers. This sent them the wrong signal by 
suggestingthat the Ministry of Education would always guarantee their income. 

- Any salary increases teachers may have received from the municipalitieswere 
now augmented by the central government. 

- Mayors were expressly prohibited from firing employees, meaning 
thateducational establishments were unable to administer personnel 
requirementsin accordance with their own needs. One of the basic conditions 
needed inorder for the subsidy system to work was shattered. It was no longer 
possibleto establish a cost-quality relationship which maximized profits at 
eachinstitution given that such an important part of the budget -- salaries-- were 
set ex-ante. 

- Furthermore, legislation was passed (Decree Law 3,476, article 3, letterh) 
requiring that the Regional offices of the Ministry of Education providea notarized 
statement indicating that there was not an excess of educationalservices 
available in areas where a new private school was to be formed.The objective 
here was to limit freedom of access to the market. The argumentwas that the 
creation of a successful private school would take studentsaway from the 
municipality, thereby augmenting the deficit. At the sametime, however, this 
concept contradicted the very essence of the subsidysystem; under a competitive 
system, if a private school takes students awayfrom a public institution, the 
students serve to benefit from the shiftin terms of a better quality education. The 
municipalities should have beenforced to compete or reduce their costs. 

Lastly, rural education became a problem because subsidies were calculatedon 
the basis of a normal student-teacher ratio (normally 30:1). In ruralareas where it 
was often not possible to attain this ratio, problems ofunderfinancing tended to 
arise. 

Clearly, Chile's economic crisis of 1982-1985 imperiled the 
decentralizationprocess and the incorporation of the private sector into the field 



of education.Fortunately, the process was not abandoned and the schools 
remaining undercentral control were transferred to municipalities between August 
and Octoberof 1986. 

At that time, moreover, a global effort was made to resolve the institutions'deficit 
problems. Two hypothesis as to the root cause of those deficitswere discarded: 
indexation; and rural location. 

The conclusion was that the primary and perhaps only cause for the deficitswas 
the excess number of teachers as compared to the number of students.This 
situation produced three effects which limited the quality of education: 

- The excess generated a deficit, which the State then had to cover.This meant 
that fewer funds were available to upgrade subsidies.  

- Educational establishments utilized their resources to fund the salariesof 
excess personnel instead of using them to improve the quality of theservice 
provided. 

- Educational establishments and municipalities continued to use thoseresources 
to cover the deficit, effectively abolishing the incentives createdby the subsidy 
system. 

The solution consisted of limiting and gradually reducing the resourcesallocated 
to paying off the deficit in such a fashion as to eliminate suchpayments by 
February of 1988. Simultaneously, the restriction which impededmayors from 
administering their personnel in a decentralized fashion waslifted. 

The problem of supplementary, ad-hoc payments to teachers, inaddition to 
subsidies, was resolved by upgrading the subsidies paid to theprivate and 
municipal sectors to meet those of the public sector and doingaway with the 
additional payments. 

The problems of rural schools -- those over 5 kilometers away from urbanareas -- 
were resolved by establishing a differentiated per pupil subsidyrate in which the 
subsidy dropped as registration rose. 

These steps helped put the incentives that had been introduced into thesystem 
back into alignment. In addition, the legislation on subsidies wasmodified to allow 
for the per pupil rate for each grade level and type ofeducation to be expressed 
in Educational Subsidy Units (USE). 

Table 5 

Direct Subsidy to Free Schools 



Type of Estab. Subsidy USE/Student Value of Subsidy1 

Pre School (2º level)  0.909 $ 2,254.50 

Basic Elem. (1º-6º 
grade)  

1.000 $ 2,480.20 

Basic Elem. (7º-8º)  1.107 $ 2,745.50 

Basic Elem.Adults 0.316 $ 783.70 

Basic Elem. 
Special/handicapped  

1.000 $ 2,480.20 

Higt School (1º-4º 
grades)  

1.245 $ 3,087.80 

Evening & Adult High 
School  

0.375 $ 930.00 

Note : 1- In 1987 pesosSource : Official Gazette D.L. 18.681,Thursday, Dec. 31, 
1987 

The value of the USE was set at $2,480.20 pesos and was be  

incremented at the same time and in the same percentage as wage 
increasesgranted to the public sector. Changes could also be made when 
discrepanciesbetween the number of pupils effectively attending a given 
educational establishmentand the average number of registrants was detected 
through on-site inspections. 

The new legislation on subsidies also called for a reorganization ofthe grade 
levels and types of education eligible to receive governmentalfunding. 
Furthermore, an article was added which contemplated an additionalsubsidy for 
technical-professional education. The latter were differentiatedby areas of activity 
and maximum and minimum payments were established.Subsidies for special 
education (physically and mentally handicapped, etc.)were included in the new 
legislation in excess of the standard subsidiesfor educational institutions. 

The legislation also noted that these amounts were to be "corrected"by a zone 
allocation factor, which would increase the assistance providedin proportion to 
the geographic distance of the province from the centralarea of the country. 

Under this new format of subsidization, income for educational institutionswas 
dependent on the type of services provided, that is, the number of studentsin 
attendance. Moreover, the expenditure structure was practically fixedon a month 
by month basis. Rural schools, furthermore, faced the problemsof fluctuations in 
attendance and a low student/teacher ratio. These conditionsoften meant that the 
income rural institutions perceived was insufficientto cover expenses, thereby 
generating operational deficits. 



In an effort to resolve this problem, the subsidy granted for studentsin rural 
schools was increased over 1987 levels and a 'rural factor' wasestablished which 
varied in accordance with the number of students attendingclasses. The 
additional expenditures based on this 'rural factor' were cappedat 240,000 USEs 
annually.  

Thus, for between 1 and 11 students the factor was 2.0 of the USE andfor 84-85 
students that factor was 1.05. For these purposes, rural schoolswere defined as 
educational establishments located at least 5 kilometersfrom the closest urban 
limit. 

IV. IMPACT OF THE REFORMS 

1. COVERAGE AND PARTICIPATION OF THE PRIVATE SECTOR 

The outcome of the establishment of clear, equal rules for all of theactors 
participating in providing educational services was as follows: 

In 1988, 2,004,710 students (children) attended regular primary school(8.3% 
lower than those registered in 1980) and were distributed among 
8,500educational establishments.13 

The coverage of private education in terms of private-subsidized 
schoolsincreased significantly as of 1980. By 1988, the number of students 
attendingsuch schools reached 610,381, representing 30.4% of the elementary 
schoolpopulation. As compared to 1980, this meant an increase in private 
participation-- with State assistance -- of 117%. The first year the new program 
wasin operation, that increase was just 14%. The increase in the number 
ofstudents attending private-subsidized schools amounted to 99.3% 
between1980 and 1988, representing almost double the number of students in 
freeprivate schools. The greater coverage obtained by private- subsidized 
schoolscan be partially explained by the negative experience with municipally-
runschools (by 1988 registration in the had latter dropped by 27.2% as 
comparedto 1980). 

Table 6 

Population Receiving Elem. Education 

(Children) 

Estab.. 1980  1983  1984  1985  1986  1987  1988  

Fiscal-
Municipa
l 

1,743,96
4  

1,524,32
4  

1,445,67
8  

1,406,76
7  

1,345,69
6  

1,299,26
6  

1,269,03
0  



Private 
Sub. 

306,196  448,502 511,597  549,171 594,934  592,329 610,381  

Private 
Paid 

136,422  112,280 88,618  106,406 107,477  115,767 125,101  

Corporat
e 

     141 198  

TOTAL 
2,186,58
2  

2,085,1o
6  

2,045,89
3  

2,062,34
4  

2,048,10
7  

2,007,50
3  

2,004,71
0  

Source : Ministry of Education  

In terms of the number of private establishments with State support,the numbers 
rose from 1,674 in 1980 to 3,583, that is, an increase of 114%. 

In terms of the overall rate of school attendance, Chart 7 indicatesthat this figure 
dropped from 109.8% in 1980 to 102.7% in 1988. This phenomenacan be 
explained by the reduction in registration of students over age 14at these grade 
levels. 

Table 7 

Gross Rate Elem. Schooling 

Year Rate  

1980 109.8  

1981 108.1  

1982 106.8  

1983 107.3  

1984 106.1  

1985 107.3  

1986 106.2  

1987 103.7  

1988 102.7  

Source : Central Bank of Chile, IndicadoresEconómicos y Sociales, 1960, 1988. 

Secondary education, available to those having completed primary school,takes 
two forms in Chile:14 science and humanities-oriented;and vocational-technical. 
The former is comprised of four years of studyfollowing which graduates may opt 
for continued studies at institutionsof higher learning. The latter has a duration of 



4-5 years depending onthe area of specialization (trade, industrial, technical or 
agriculture)and graduates are prepared to move into the labor force. 

Secondary school attendance in 1988 totaled 735,701 people, of which601,760 
(81.8%) studied science and the humanities, while 133,941 students(18.2) 
received vocational-technical education. Moreover, 92.1% of studentswere 
registered in institutions receiving State support while the remaining7.9% 
attended private, non-subsidized institutions. In comparison, in 1980there was a 
total of 541,639 secondary school students, of which 371,626(68.6%) studied the 
sciences and 170,013 (31.4%) opted for technical training. 

In 1988, the private-subsidized sector received 40.8% of total secondaryschool 
registrations, while municipal establishments registered 51.4% ofthe overall total. 
The remaining students attended private, non-subsidizedschools. The figure for 
the private-subsidized sector represents an importantincrease over the 1980 
figure of 15.9%. It is also important to note thatthis shift took place at a time of 
overall expansion in the number of secondaryschool registrations nationwide. 

The number of students attending private sector schools receiving atleast some 
State financing -- including those supported by business organizations-- 
increased from a total 85,981 students in 1980 to 300,079 in 1988. 
Thisrepresents an increase of 249% in coverage by the private sector, 
almosttripling the educational services provided in this area. Furthermore, 
private,non-subsidized establishments charging fees increased attendance 
levelsfrom close to 50,000 students in 1980 to almost 58,000 in 1988. 

Table 8 

Population Receiving High School Education 

(Children) 

Type Estab. 1980  1983  1984  1985  1986  1987  1988  

Scient. Human. 371,626 488,346 524,907 539,150 552,978 579,826 601,760 

Fiscal-Municip. 284,382 333,909 342,686 330,893 326,952 319,425 332,153 

Private Sub. 38,178  109,463 139,565 156,062 174,255 207,277 212,128 

Private Non Sub. 49,066  44,974 42,656  52,195 51,771  53,124 57,479  

Techn.-Prof. 170,013 125,200 112,186 128,647 127,060 116,037 133,941 

Fiscal-Municip. 121,992 76,342 58,191  66,118 67,124  37,867 45,607  

Private-Sub. 47,803  42,690 44,560  60,496 59,645  48,609 57,683  

Private non Sub. 218  6,168 9,435  2,033 291  236 383  

Corporate      29,325 30,268  



TOTAL 541,639 613,546 637,693 667,797 680,038 695,863 735,701 

Source : Ministry of Education  

As noted in Chart 9, the gross secondary school attendance rate increasedfrom 
37.4% in 1970 to 52.9% in 1980 and 74.8% in 1988.  

Table 9 

Gross Rate of High School Education 

Year Rate 

1980 52.9 

1981 54.1 

1982 55.4 

1983 60.5 

1984 63.3 

1985 66.8 

1986 68.4 

1987 70.4 

1988 74.8 

Source : Central Bank ofChile, IndicadoresEconómicos y Sociales, 1960, 1988. 

2. QUALITY OF EDUCATION 

One of the primary objectives of the modernization of the Chilean 
educationsystem, conducted through partial privatization and complete 
decentralization,was to improve the quality of education. In order to measure this 
progress,a Student Performance Examination (PER) was devised establish a 
quantitativeappraisal of the behavior of certain factors linked structurally to 
thequality of the educational services provided.15 

The PER was implemented between 1982 and 1984 only to be 
temporarilysuspended and subsequently revamped and reintroduced as of 1988. 
The evaluationconsisted of a series of questions aimed at ascertaining the 
cognitive knowledgeand affective area development of some 85% of students 
between 4th and 8thgrade (elementary school). In 1982, the examinations 
covered Spanish andMathematics, in the cognitive fields and habit formation and 
social attitudein the affective fields. As of 1983, additional examinations were 
addedto evaluate the achievement of objectives in the areas of social and 
naturalsciences as well as a writing sample. The test on habits and social 



attitudewas transformed into a more specific exam on affective development. In 
general,the PER provided information to support decisions at a variety of 
levelssince it: 

a) Informed parents of their pupil's results as well as those of theclass and 
educational establishment as compared to the national average.This information 
was of use in seeking to select the school with the bestacademic record. 

b) Informed teachers of the overall results of each grade level as wellas course-
specific results. This data was of particular importance in evaluatingand 
projecting teachers' performance at educational establishments. 

c) Provided the Ministry of Education with centralized, regional andprovincial 
data. 

Even though the PER was suspended in 1982 for a variety of reasons, asof 1988 
a system with similar characteristics and identical objectives wasreintroduced. 
The results provided by new system, known as the System forMeasuring 
Educational Quality (SIMCE), for the period 1988-1990 are shownin Charts 10 
and 11 below.  

Table 10 

SIMCE Results 1988-90 

Mathmatics 

Type  Soc.-
Econ.  

Results 88 Results 89 Results 90 

 Level % Correct. 
resp. 

% Correct. 
resp. 

% Correct. 
resp. 

Municipal A  - 71.4 67.7 

 B 58.3 59.0 63.4 

 C 49.1 49.9 55.2 

 D 43.2 - 48.2 

Private 
Sub. 

A  69.0 73.4 73.9 

 B 61.3 61.3 67.7 

 C 52.4 51.4 60.0 

 D 42.4 - 45.8 

Private 
Paid 

A  76.7 78.1 81.7 



 B 69.9 69.2 78.1 

Source : Ministry of Education  

Table 11 

SIMCE Results 1988-90 

Spanish 

Type  Soc.-
Econ.  

Results 88 Results 89 Results 90 

 Level % Correct. 
resp. 

% Correct. 
resp. 

% Correct. 
resp. 

Municipal A  - 68.7 71.6 

 B 62.4 62.3 64.5 

 C 51.2 50.9 56.3 

 D 42.8 - 48.4 

Private 
Sub. 

A  74.3 74.1 75.2 

 B 66.7 64.5 69.4 

 C 55.9 53.8 61.5 

 D 41.4 - 46.1 

Private 
Paid 

A  81.6 78.3 81.5 

 B 75.6 71.4 78.4 

Source : Ministry of Education  

There are three aspects of this data worth highlighting: 

First, there is the so-called "SIMCE effect," meaning thatthe very presence of this 
standard of measurement suffices to spur decentralizededucational actors to 
improve the quality of education. 

Second, the suspicion that the quality of education declines as one movesdown 
the socioeconomic scale is confirmed. 

The third aspect is the one that most concerns us here, and that is thatthe quality 
of education is significantly higher in the private-subsidizededucational 
establishments than in the municipal schools. This is true atall socioeconomic 



levels, expect for the lowest, where the quality of theprivate institutions is just 
under that of the municipal establishments. 

Thus, the percentage of achievement obtained by private-subsidized schoolsat 
upper-middle class (B) and middle class (C) socioeconomic levels in 1988was 
5.15% and 6.72% higher in mathematics, respectively, than in municipalschools. 
A similar phenomenon occurred in Spanish, where the results were6.89% and 
9.18% higher in the private-subsidized schools than in their 
municipalcounterparts. In 1989, the difference dropped to approximately 4%. In 
1990,the performance of private-subsidized schools once again was 
dramaticallybetter than that of municipal establishments. That year, the 
differencesbetween these two types of institutions were even greater than in 
previousyears, despite a general, overall increase in quality. Thus, in 1990, 
private-subsidizedestablishments bettered municipal schools (in socioeconomic 
groups B andC) by 6.8% and 8.7% in mathematics and 7.65% and 9.2% in 
Spanish. 

However, for the lowest socioeconomic strata, the results of municipalschools 
were better than those of private-subsidized establishments in bothfields. The 
difference in 1990 as compared to 1988 was close to 5% in favorof the municipal 
schools. 

The results obtained by private institutions are worthy of note. However,we must 
not forget that although the level of subsidy is the same for alleducational 
institutions, private schools do not have the option of dippinginto municipal 
resources to supplement their needs. It is not peculiar,then, that the qualitative 
results of the private sector are lower thanthe municipal efforts in the lowest 
income group. Most assuredly, theseschools require additional funds -- which the 
municipalities are in a positionto provide -- in order to make up for the home-
based contributions and trainingwhich are most likely lacking among these 
students.  

In conclusion, we have seen how the private sector has been transformedinto a 
vital element in education in Chile and how it has contributed activelyto resolving 
the problem of coverage which, despite intensive efforts, afflictedChile since the 
early 1970's. This participation has led to an increasein the average number of 
years of schooling among the Chilean population;to the incorporation of more 
people from lower income groups into the educationalsystem; and to strong 
growth in secondary school education. In terms ofquality, here again the private 
sector has been a key element in producinga gradual improvement in the 
education received by Chilean youth. The factthat private establishments provide 
qualitatively better education thanpublic ones is worthy of special note. 

3. EQUAL OPPORTUNITY 



The average number of years of schooling, which is directly related tooverall 
coverage, increased to 8.7 years in 1987 according to polls takenby the Ministry 
of Planning.16 It is interesting tonote that those polls indicate that the number of 
years of education amongthe lowest income group (by fifths) increased from 6.4 
years for urban headsof household to 8.9 years. In rural areas, the increase was 
from 4.3 yearsto 7.1 years for the children of families in that income group.  

The Map of Extreme Poverty17 from 1970 indicatedthat 43% of children of 
school age living in extreme poverty did not attendclass. By 1982, that figure had 
dropped to 9%. 

Furthermore, the ODEPLAN studies mentioned earlier indicate that theilliteracy 
rate among the lowest income groups in urban areas in the mid1980s was 1.9% 
for those aged 15-19. The figures for older generations weresignificantly higher, 
namely: 4.4% for those aged 20-39 and 11.4% for thosebetween 40 and 59 
years of age. 

Although the figures are somewhat higher in rural areas, the drop inilliteracy 
among youth was still precipitous. Thus, for those aged 15-19,illiteracy totaled 
4.1%; for those 20-39 the rate was 9.1% and for thosein the oldest age group, 
40-59, the illiteracy rate was fully 29.3%. 

V. CONCLUSIONS 

Clearly, the establishment of a framework of overall incentives and 
egalitarianrules of participation which favor competition have permitted notable 
levelsof development in the participation of the private sector in providing 
educationalservices in Chile.  

Thus, at the elementary school level, the private-subsidized sector grewfrom 
14% of total registration in 1980 to 30.4% in 1988, doubling the numberof 
students attending this type of educational establishment. In secondaryschool 
education, private-subsidized schools accounted for almost 41% ofregistration in 
1988 as compared 15.9% in 1980 -- almost tripling the numberof students 
registered in private institutions supported by the State. 

Furthermore, these increases were accompanied by an expansion in theaverage 
number of years of schooling received by Chileans, a figure whichleapt from 4.5 
in 1970 to 8.7 in 1987. This, coupled with the growing participationof the most 
needy sectors of the population in the formal educational system,has made a 
significant contribution toward providing equal opportunity andequity throughout 
the educational system. 

Moreover, the private system has shown that the same contributions madeto 
decentralized state-run institutions can be used, on average, to providebetter 
levels of education in private hands. This provides important dataon ways of 



continuing to improve the educational system without having torely on increased 
governmental spending.  

In terms of the perspectives for the private educational system, as ofthe time of 
this writing the private-subsidized system faced two threatswhich could 
significantly hamper its development in coming years. First,the real value of 
subsidies has dropped consistently since the implementationof the adjustments 
born out of the debt crisis in the early 1980s. In essence,if we take the initial 
value of the USE for elementary school educationat the time of the transfer, its 
present value should be approximately 6,400pesos per student today. However, 
the subsidy in effect as of March 1991was just 4,359 pesos; in other words, the 
subsidy has lost 32% of its realvalue. 

The second threat is passage of legislation known as the Teaching Statutewhich 
imposes a certain rigidity in the administration of personnel in themunicipal sector 
as well as a series of obligatory additional payments tothat personnel. The 
impact will undoubtedly soon be felt in the privatesector as well even though the 
latter does not have access to the same sourcesof financing as the municipal 
schools. 

There are, however, additional incentives to the development of privateeducation 
in Chile. First, legislation known as the Law on Shared Financingtook effect in 
1989 which for the first time enables educational institutionswhich receive a State 
subsidy to charge fees for their services. This legislationcalls for the State 
subsidy to drop proportionally to the revenue generatedby private schools. This 
mechanism makes it possible for parents to makecontributions, within their 
means, toward improved education for their childrenand frees up State resources 
which can be allocated to strengthening theeducation of those who lack such 
additional resources. 

Another option, although clearly more daring, would be to transfer 
municipaleducational institutions to the private sector through teachers' 
associationswhich could acquire the educational infrastructure outjustify or 
through loans,administering the schools in accordance with their own interests 
and asthey best see fit. 

 

 

Notas:  
1 F. Encina, Historia de Chile 

2 CIDE: La Educación Particular en Chile, Antecedentes y Dilemas,Santiago, 1971. 

3 E. Schiefelbein: El sistema escolar y el problema del ingreso a la universidad.CPU 1975. 

4 The Reform decrees were signed December 9, 1965. 



5 Includes nursery, elementary, secondary and higher education 

6 Map of Extreme Poverty, ODEPLAN, Catholic University of Chile, 1974. 

7 In 1980 there were 8,846 primary and secondary educational establishmentsin Chile of which 6,370 were state-run, 1,674 were private-

subsidized and802 were wholly private. 

8 La UTM (Unidad tributaria Mensual) es una unidad de cuenta que crece conla inflación y se reajusta de acuerdo a las variaciones de ésta.El 
monto a pagar fue el costo promedio de las escuelas en 1980. 

9 Es decir, el gasto fiscal dividido por el número de alumnos. 

10 Ese año el PGB cayó en un 14,5 %; fue necesario hacer unareducción del gasto fiscal y se incrementaron los impuestos. 

11 Aquellos gastos distintos de las remuneraciones aumentaron en relaciónal IPC. 

12 In is important to note that 841 educational establishments continuedto depend directly on the Ministry of Education. Most of these 
establishmentswere located in the Santiago area. 

13 The reduction in registration in primary schools can be attributed inpart to a drop in the birth rate. However, an adjustment between the 

ageof entry into school and the age of graduation was also taking place. Thus,the number of "over-age" student (those outside the 6-14 yearold 

range) dwindled. Furthermore, it is important to note that internationalexperience shows that once 90% of primary education has been covered, 
itis common for such variations to occur for the reasons given above. Thisdata is drawn from total coverage. 

 

14 ODEPLAN: Social Report 1984-1985 

15 Quality of service includes the following aspects: a) resources andmaterials; b) teacher's training level; c) stability of programs 
implemented,etc. 

 

16 National Socio-Economic Characterization (CASEN) poll, ODEPLAN, Universityof Chile, 1985 and 1987. 

17 Map of Extreme Poverty, ODEPLAN, Catholic University of Chile, 1974-1986.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



HIGHER EDUCATION 

Gerardo Jofré M.  

Antonio Sancho M. 

1. CONCEPTUAL ASPECTS 

1. WITHOUT STATE INTERVENTION, PRIVATE UNIVERSITIES WOULD 
EXIST AND STUDENTS WOULD PAY FOR THEIR EDUCATION 

Obtaining professional or technical training entails important costs: the recipient 
has less opportunity to earn an income during the period of study; teaching 
requires the use of scarce resources, such as professors, installations, materials, 
etc. which have to be paid for; students must engage in intense intellectual 
activities which often require that they give up time for relaxation. Despite these 
costs, some of which inevitably befall the student, people often express an 
interest in receiving this type of education. The most common explanation for this 
interest is that people perceive that higher education will enable them to obtain a 
better standard of living. In truth, it is probable that a person with technical or 
professional training beyond the secondary school level will be more productive 
and, as a result, will obtain a better job at better pay. 

However, people do not always believe that obtaining a higher education is 
worthwhile. Quite often, there are people who feel that the costs of such an effort 
will outweigh the benefits, either because: they already have the ability to 
generate high income; they can engage in stimulating work without obtaining an 
additional degree; the cost of registration is higher than the expected benefits of 
the education or than the attractiveness of future employment; the sacrifice in 
terms of free time is greater than the benefits a student could hope to receive 
upon graduation. Lastly, it may well be that a potential student finds that his/her 
probability of completing the course of study is limited and therefore, the 
opportunity to actually secure higher income or more enjoyable work is not within 
their reach. 

The decision, then, to undertake higher education is evaluated by potential 
students, some of whom opt to continue their studies and some of whom do not. 

When the decision is in favor of higher education -- motivated by a desire for 
personal benefit -- one can assume that the student is willing to accept the costs 
of his/her education if this is required in order to carry out the proposed plan of 
study. 

Furthermore, since higher education will most often result in a significant 
increase in income following graduation, people will not only be willing to support 



the expenses generated by their education, but will be in a position to do so by 
charging these costs to their future income. 

From this perspective, without the need for State intervention of any kind, 
potential students can evaluate their decisions and -- should they opt for higher 
education -- absorb the costs involved. Under these circumstances, there are 
sufficient incentives for private entrepreneurs to offer higher education to those 
who are willing and able to pay. 

2. NONETHELESS, THERE ARE REASONS FOR STATE INTERVENTION, 
ALTHOUGH AT A MUCH REDUCED LEVEL 

The preceding section describes the medulla of the issue of higher education. 
However, there are additional aspects which justify State participation in this 
area, although at levels considerably below the norm. 

First, institutions of higher learning -- particularly universities -- because of their 
activities, have certain inherent advantages in conducting research in scientific 
and technological fields. Moreover, such facilities need to be in a position to offer 
students the best training possible. Often, the research conducted at the 
universities is considered "purely academic", that is, it is not possible to take 
immediate economic advantage of the results obtained. Thus, the social benefits 
of research conducted by universities may be greater than the private benefits, 
and on these grounds, a subsidy can be justified. 

Second, there may be some types of professions whose social benefit is greater 
than the private benefit obtained by students engaging in their study (even when 
a certain amount of private benefit is generated). In these cases, a State subsidy 
is also justified.  

Third, there are many people interested in engaging in a professional or technical 
course of study, but who lack the resources to do so and have no access to 
credit. This lack of access does not necessarily mean that their proposed course 
of study is non-viable or unprofitable. In essence, what tends to happen in these 
cases is that, since "human capital" cannot be provided in escrow for loans, 
viable educational projects do not receive financing. Under these circumstances, 
it is desirable for the State to intervene so that these viable projects can be 
implemented and people have the opportunity to attain improved standards of 
living. 

Unfortunately, however, the reasons given in support of a certain level of State 
involvement in higher education have historically meant that these institutions 
have been taken over by the State and the concept of an "inalienable justify to 
free education" has been introduced. This has led to an unfair portion of 
educational expenses being placed on the taxpayers. 



3. PROBLEMS DERIVED FROM STATISM IN HIGHER EDUCATION 

Statism, in addition to the negative effects of excessive taxation, distorts the 
personal evaluation process of potential students -- no longer must they include 
this aspect among the costs they are required to bear -- and thus resources are 
inefficiently distributed. Furthermore, when financing comes from the State, 
inefficiency in the use of available resources is bound to occur. Logically enough, 
the effects of this inefficiency are not a financial crisis within the University, but 
rather an increased burden on the taxpayers who lack agile ways of defending 
themselves against such impositions.  

Moreover, statism and free education in an area as politically exploitable as 
higher education has in many countries led to strong, public disturbances which 
successfully press for increased funding for universities, to the detriment of 
elementary and secondary schooling, which in turn leads to widespread 
educational undevelopment.  

An additional problem arising from statism in higher education has to do with who 
makes decisions as to the number and type of professionals to train. In effect, 
when these decisions are made by the market, the types and characteristics of 
professionals, as well as their numbers, are in accordance with the real needs of 
the marketplace. The statist option, on the other hand, entrusts such decisions to 
central planners. This almost inevitably leads to misalignments between the 
supply and training of professionals and the actual demand for their services. 

4. STATE INTERVENTION SHOULD ONLY GO AS FAR AS CAN BE 
JUSTIFIED. GOING FURTHER IS HARMFUL 

The conclusion we can draw from the arguments presented above is that the 
State should only intervene to the extent that its action will be beneficial. If it 
exceeds this limit, far from providing additional benefits, its participation will serve 
as distortion.  

5. STATE INTERVENTION CAN TAKE DIFFERENT FORMS; THE MOST 
EFFICIENT SHOULD BE CHOSEN 

The need for the State to intervene in higher education does not mean that 
universities or other institutions of higher learning should be in the hands of the 
State. In truth, State intervention can take on a variety of forms. The most 
important factor is that the allocation of resources by the market be interrupted 
solely when the market is less than fully functional in achieving the results 
desired. 

Well-conceived State intervention will be more efficient in achieving its goals. 
Thus, it is likely that the effectiveness of the State in higher education will be 
maximized when -- instead of diluting its efforts in engaging in activities in which 



it has no real advantage, such as maintaining its own institutions -- it 
concentrates on being efficient in areas where the State is irreplaceable, that is, 
in providing subsidies or creating mechanisms to encourage the market to make 
the most desirable decisions. 

6. WAYS OF SUPPORTING SCHOLARLY RESEARCH 

The first justification for State intervention noted earlier was that the social 
benefits of many "purely academic" research projects are greater than their 
private benefits. 

Under these circumstances, society runs the risk that a project may not be 
implemented because costs are considered to outweigh eventual benefits, not 
because it is not profitable, but because an overall evaluation of its benefits 
renders it futile. 

The decisions made in such cases are not always erroneous. In effect, at times 
the rejected projects really are not worthwhile and therefore their rejection is 
beneficial for society. Even when all of the potential benefits are not taken into 
consideration, a project may be evaluated as being worthwhile and be 
implemented. The problem, then, arises solely when there is a danger of 
rejecting projects mistakenly. 

In these cases, it is a good idea for the State to modify the evaluation of potential 
research projects conducted by private agents. The most obvious, although not 
necessarily the best, way of doing this is to empower the State to make this type 
of decision. In taking this route, it is likely that the State will have considerable 
difficulty identifying selection criteria and will make mistakes. Just because the 
social benefits are considered greater than the private benefits does not mean 
that the project should be implemented without advance evaluation. 

If the State takes direct responsibility for the decision-making process on 
research projects, there is no guarantee that its selections will be better than 
those of the free market. This is true because the social cost of implementing a 
non-viable project may be greater than the cost of not implementing a viable one. 
The frequency with which the State may commit this type of error may well be 
greater than the rate of similar errors committed by the private sector without the 
State's participation. 

The idea, then, is that the State introduce incentives for the project to be 
evaluated taking into consideration all of the relevant costs and benefits. The 
best way to ensure this is for the State to subsidize the project in the exact 
amount of the benefit differential. The problem resides in how to calculate this 
amount, particularly since the factors being weighed in include social vs. private 
benefit, that is, the factors are very often more conceptual than economic. 



A practical solution to this problem is to assign subsidies through a competitive 
process. This approach seeks to intervene on behalf of projects that are more 
socially than economically worthwhile in a fashion that retains certain rational 
criteria over decisions on investing in research.  

Through this type of mechanism, private agencies apply for a limited number of 
subsidies, whose amount will depend on the State's perception of the magnitude 
of the discrepancy between social and private worthiness in the areas of 
research and investigation. 

Under this scenario, the problem of how to assign subsidies among competing 
projects remains unresolved. To overcome this obstacle, two approaches can be 
taken: empowering a group of prestigious academicians with good judgement to 
make the decisions, or trust that applicants willing to provide a larger portion of 
the costs of the research have the most worthwhile ideas and, therefore, should 
receive preferential treatment. The first of these two options has the defect that a 
group of specialists, sooner or later, will move away from their mission of 
providing supplementary funds and seek to impose their own preferences on the 
decision-making process. The negative side of the second option is that it tends 
to favor projects for which the difference between social and private profitability is 
the lowest. 

Nonetheless, whichever approach is taken (a mixture of the two may actually be 
best), the probable magnitude of social losses involved will probably be lower 
than if the State simply took responsibility for the decisions. In other words, when 
different institutions with distinct points of view compete, the depth of the pool for 
assigning State subsidies will be greater and, therefore, the probability of 
selecting worthwhile projects will be enhanced.  

This mechanism is frequently accused of failing to foster long-term development 
projects. However, it is important to recall that an institution which does not 
engage in long-term planning or research projects will most likely have little 
chance of successfully participating in the competition for funding. Thus, the 
mechanism of controlling the funds available through competitive subsidies does 
not hamper the development of lines of research but rather forces institutions to 
compare these areas with those proposed by other groups, thereby leading to 
constant institutional enrichment.  

A second criticism formulated against this type of mechanism is that academics 
require peace and quiet in their labors and that the obligation to submit their 
projects to competition would destroy that peace. Nonetheless, there is no 
scientific evidence to indicate that scientific productivity is incompatible with 
competition. There is, however, considerable evidence in other fields of human 
behavior to indicate just the opposite. 



A third criticism is that the State will loose the option of developing scientific 
development plans by turning decisions over to the private sector. In truth, if the 
State wishes to control the scientific development of the country according to 
specific plans (although there is little empiric or theoretical evidence to suggest 
that this is beneficial to the country) it can easily do so through the competitive 
funding process by introducing incentives in areas of particular interest to the 
State. 

7. STATE SUPPORT FOR SOCIALLY DESIRABLE COURSES OF STUDY 

The second justification for State intervention given at the beginning of this 
chapter is to provide support for those who wish to follow courses of study which 
are socially worthwhile but economically unprofitable. Should these situations 
exist, there are several possible solutions. 

The most frequently utilized solution, although clearly not the most efficient, is for 
the State to create and maintain institutions of higher education which offer these 
majors or courses of study free of charge or at a cost far below the State's real 
expense in providing these services.  

The primary drawbacks to this option are that it does not provide any criteria on 
which decisions should be based so that excessive expenditures are not incurred 
in providing this type of education, nor does it provide incentives for the State 
agencies charged with training these professionals to use the resources provided 
with optimum efficiency. Despite these disadvantages, one could justify the 
presence of such State-run institutions if more efficient alternatives did not exist, 
but they do. 

In truth, there are two alternatives the State may utilize which, although they 
suffer from the former of the two drawbacks given above, are affected to a lesser 
extent than traditional models.  

The first and most efficient option is for the State to seek to generate a demand 
for this type of professional. That is, the State may seek to subsidize those fields 
of activity in which these professionals will work, thereby creating an additional 
demand for their services. 

If professions exist whose private profitability is inferior to their social benefit -- 
that is, the benefits obtained by those who study these fields are lower than 
those obtained by society as a whole as a result of the services the professional 
is trained to provide -- actual demand for such services does not reflect social 
demand. Under these circumstances, the State should seek to correct the market 
with the appropriate subsidy so that the income generated by these professionals 
reflects the value of the services they provide. 



The second alternative is for the State to make the course of study personally 
worthwhile for students by reducing their costs through subsidies to private 
institutions which provide these types of professional training. 

The latter alternative has tremendous advantages over the maintenance of State-
run institutions given that once the subsidies have been delivered, the private 
institutions responsible for handling them have private sector incentives to make 
good use of the monies provided. A second advantage is that although the 
system does not provide technical criteria to determine the amounts of such 
subsidies, at least the endemic trend toward increasing costs common to State-
run establishments is halted. Furthermore, it is possible to reasonably manage 
the difficulties of determining the amount of the subsidies by utilizing competitive 
funding mechanisms to allocate State resources. The total amounts involved, 
even when they do not make up the full difference between what is privately 
profitably and the public good, will at least reflect a global estimate of the 
magnitude of the discrepancy between these two values. 

The second option, we should note, has some advantages which the first and 
third options lack. By correcting distortions at the source, it is much easier to 
identify their overall magnitude and seek to resolve the obstacles causing them. 
This is of particular use given that, in debating the social profitability of different 
courses of study in abstract terms, we tend to believe that the fields of 
specialization with low incomes have higher social profitability. This judgment is 
usually made without giving sufficient consideration to the fact that the income 
generated by each profession, in most cases, is a reflection of the value 
assigned to it by society.  

Another advantage to this option that it resolves the issue at the root, while the 
other two options simply postpone the problem or push it into other areas. In 
essence, although the State may make every effort to make a course of study 
worthwhile -- by reducing costs for students -- it cannot guarantee increased 
income upon graduation nor impede the sense of frustration on the professionals' 
part when they discover that despite their studies, the increase in the standard of 
living they have come to expect does not materialize.  

In summary, the best way to eliminate discrepancies between social and private 
profitability for certain courses of study is for the State to seek to influence the 
markets rather than subsidize education. Thus, to be efficient, the State should 
not intervene in this type of higher education. 

8. SUPPORT FOR STUDENTS WHO CANNOT FINANCE THEIR EDUCATION  

Frequently, students who have the ability to successfully study a profession lack 
the resources to pay for their education at the prices established by the market, 
that is, their real cost.  



This situation is undesirable for two reasons: first, because society is wasting its 
potential human capital; and second, because there are worthy people who are 
being denied the opportunity to develop and progress. Therefore, the State tends 
to maintain its own establishments to offer free education so that these people 
will have the opportunities to which they aspire. 

The problems generated by this solution are multiple: first, there are the 
problems inherent in all state-run activities, that is, inefficiency in the use of 
resources as a result of a lack of proper incentives; second, by offering a service 
free of charge, all interested parties expect these conditions, regardless of their 
ability to pay. This means that sufficient State resources will not be available to 
meet demand. Moreover, we should note that under these conditions, the tax 
burden is such that it serves as a disincentive for investment and production. 
Third, not everyone who seeks access to this type of education will be able to 
receive it and there is no guarantee that those who are able to follow the course 
of study are not able to pay; and lastly, the evaluation of educational projects 
looses all validity since potential students no longer factor in the cost related to 
this type of expenditure. As a result, a large quantity of non-viable or undesirable 
projects will be attempted, and considerable resources will be wasted on them. 

One can argue that good, fair selection systems help attenuate a portion of these 
last two problems. While this is partially true, no selection system is as infallible 
nor as honest as one would hope and therefore this mechanism provides only a 
limited solution to the problem. 

But perhaps the strongest argument against free, State-financed higher 
education is that it not only faces important obstacles of a practical nature, but is 
also unfair and unnecessary. It is unfair because it means paying a subsidy 
which, like all subsidies, is paid for through the tax contributions of the entire 
population, including the most needy, to provide a benefit to someone who could 
perfectly well do without it. Clearly, if a person obtains a profession and takes 
advantage of the skills acquired, he or she will have access to a better standard 
of living. Thus, although students may appear to be poor in the short-term, while 
they are engaging in their studies, they really are not needy if one looks at their 
perspectives for future income. Thus, just as it is unfair to subsidize people with 
higher incomes, it is inequitable to subsidize those students who will be relatively 
well-off in the future. These students do not need subsidies but rather loans so 
that they can finance their studies given that as professionals, they will be in a 
position to pay back the cost of the education received. That is why such 
subsidies are not only unfair, but also unnecessary. 

9. IS THERE A ROLE FOR PROFIT IN HIGHER EDUCATION? 

Frequently, the idea that it unacceptable for for-profit institutions to operate in 
higher education and other social sectors is put forward. Arguments such as "you 



shouldn't make a profit off education" are utilized to oppose the participation of 
for-profit entities in these fields. 

Nonetheless, economic theory discusses at length the issue of profit as a 
fundamental incentive to mankind who is guided toward providing the best 
possible service to others primarily by his own personal interest. At the same 
time, mankind seeks to take full advantage of the resources available to 
maximize this personal benefit.  

Recently, there has been a growing awareness of the crucial, irreplaceable role 
positive incentives provide in encouraging men to act constructively in society. 
Thus, one of the most direct causes of the strident collapse of centrally planned 
economic systems was precisely the fact that they were based on negative 
incentives, such as fear of the repressive power of the State, rather than on 
positive incentives, such as the desire for profit, in order to encourage mankind to 
provide services to society and do so efficiently.  

Therefore, to deny society the possibility of utilizing the desire for profit as a 
mechanism for inducing people to play a role in building education is to take 
away a powerful tool for its construction and does nothing more than limit -- on 
the basis of quasi superstitious fears -- the possibilities of a nation's success in a 
field which is absolutely key to its current and future development. 

Profit, therefore, must be allowed in higher education not as a necessary evil, but 
rather as an instrument with tremendous potential in helping to achieve national 
educational objectives.  

This does not mean, however, that the State should abandon its subsidiary role 
in the industry, but rather should focus on effectively performing its role by 
providing scholarly subsidies when required, subsidizing demand for those 
professions whose social benefit is greater than their private gain, and giving 
credit to those students who lack sufficient resources to finance their higher 
educations themselves. 

This proposal, however, should not keep non-profit establishments from 
engaging in educational activities. In truth, not only profit motivates mankind to 
provide quality service to the society around him. Therefore, when 
establishments with other, legitimate motivations do exist, society should give 
them the warmest of welcomes. 

10. FREEDOM OF EDUCATION 

The freedom to create any type of institution is an indispensable requirement for 
real freedom of education. A society which includes freedom of education among 
its principles must permit any persons or group which, adhering to the rules of 



healthy interaction, to form and maintain institutions of higher learning. Otherwise 
the declaration of principles is nothing more than ink on the page. 

11. PRIMARY CRITICISM OF FREEDOM OF EDUCATION 

a. A failure to monitor the quality of professionals trained in the country 
means that unqualified people can offer in higher education 

Restrictions impeding the formation of private higher education establishments 
are frequently justified on the grounds that if the State permits just anyone to 
form this type of institution, the overall quality of graduates will drop. This 
argument overlooks the monopoly generated by this approach which is 
diametrically opposed to the formation of quality professionals. In fact, a system 
monopolized by the State does not guarantee that the quality of professionals will 
be optimum. Moreover, this argument fails to explain why new institutions should 
not be created so long as they are subject to systems of accreditation and 
controls over the educational quality provided. In addition, this position dismisses 
the fact that countries need to train a vast array of professionals, not just 
extraordinary ones. Clearly, there will always be differences in the quality of 
different institutions and among students. This is true even in countries where the 
entire responsibility for training such professionals lies in the hands of the State. 
It is good that the system work this way because, since perfection is not possible, 
it is better to have a large number of professionals of excellent to average quality 
than to have a only a few because the system is expected to produce only top-
rate specialists. Lastly, there is no evidence that the private sector, even though 
it does not waste its resources, is less successful in training good professionals.  

b. Scientific and technological research will be abandoned  

A second frequently-heard argument against the private sector's participation in 
the field of higher education is that this will lead to a reduction in scientific and 
technological research. This is based on the fact that such activities are 
frequently not profitable from a private perspective and therefore private 
institutions will never be interested in engaging in these ventures. As noted 
earlier, the State can promote scholarly research much more efficiently through 
certain private mechanisms than taking direct responsibility for its 
implementation. This can be achieved without having to incur in the expense of 
limiting freedom of education nor failing to take advantage of the immense 
creative and energizing potential of private initiative. 

c. The poor will be left without opportunities 

The affirmation is also made that if the private sector is allowed to create 
institutions of higher learning freely, these institutions, in a desire to maximize 
profit, will not make room in its classrooms for students with limited resources. As 
a result, this argument goes, higher eduction will be converted into an elite good 



and will tend to deepen social differences. This argument is partially accurate to 
the extent that private entities, in general, will demand that their students pay at 
least the real cost of their education as a basic premise for providing those 
services. However, as noted above, this obstacle can be overcome through 
mechanisms which are much more efficient and beneficial to the students and 
the country than a simple prohibition against private sector participation in 
education. Among these options, one of the best is loans to university students. 

d. Keeps scientists from having an environment appropriate to the 
development of science 

The argument is frequently made that scholars require a completely tension-less 
environment in order to engage in science. The supposition is that the private 
sector could not provide such an environment, given that the profit-seeking 
variable would force scientists to work under pressure. This argument is difficult 
to sustain when compared with the results of productive activities of private and 
state-run efforts in a wide variety of fields. 

e. Courses of study that only State support encourages will be abandoned 

Lastly, there is resistance to the idea of authorizing the private sector to 
participate in higher education on the ground that private entrepreneurs would 
only be willing to offer courses of study that are in demand by the student body. 
This, the argument holds, runs against the best interests of society. First, we 
should note that students tend to be interested in courses of study in which they 
believe they will be able to find ample opportunity to work once they graduate. 
This only means that they are showing an interest in the fields of specialization 
the country needs the most. Second, as noted earlier, in those cases where, for 
one reason or another, professions in the national interest are not as attractive in 
terms of opportunities for professional achievement, the State should seek to 
resolve that problem rather than restrict freedom of education. 

II. PROGRESS IN PRIVATIZATION IN CHILE 

1. SITUATION PRIOR TO THE REFORM 

Until 1980, Chile's system of higher education was composed of a total of 8 
universities, of which 2 were State-run and functioned through campuses located 
around the country. The remaining 6 had originally been private, although the ties 
with their founding fathers had weakened over time as a result of their almost 
complete dependence on State financing to remain in operation. 

The system was closed -- there were no expedient and sufficiently open 
mechanisms for creating new universities -- nor were there other, non-university, 
alternatives to higher education. Outside the system, the private sector 



maintained a quasi informal market of alternate, non-university programs of study 
which lacked the benefit of "State recognition". 

Moreover, at that time Chile's system of higher education was essentially free of 
charge. As a result of these factors, it is easy to understand the tremendous 
pressure on existing universities and their interest in opening up new courses of 
study in a wide range of academic fields which could, furthermore, represent an 
increase in the funding they received from the State. The resources provided to 
Chilean universities consisted of a single, direct contribution which was based on 
historic contributions and the lobbying power of the different institutions among 
State officials. During the decade ending in 1974, the 8 existing universities 
underwent considerable growth in their activities and in the resources allocated 
to them by the State. 

As can be seen in Chart 1, from 1964 through 1974 university registrations 
expanded from 36,500 to 144,500 people. That is, in 10 years, the number of 
students attending higher education almost quadrupled while the nation's total 
population rose by just 25%. This could be considered significant progress were 
it not that the education was provided free of charge and that supply was limited 
by political decisions. 

Table 1  

Evolution of University Registration  

(Years 1964-1980)  

Year Total Registration  Index (Base 1965 = 100)  

1965 41.800  100.0  

1966 49.900  119.4  

1967 55.600  133.0  

1968 62.000  148.3  

1969 70.600  168.9  

1970 77.000  184.2  

1971 99.600  238.4  

1972 127.200  304.3  

1973 140.000  334.9  

1974 144.500  345.7  

1975 147.000  351.7  

1976 134.100  320.8  

1977 130.700  312.7  



1978 129.500  309.8  

1979 127.400  304.8  

1980 119.000  284.7  

Source : Statiscal Yearbook, Consejo de Rectores  

At the same time, the direct contribution from public coffers to the universities 
grew sharply from 1964-1974 as the State absorbed even greater responsibility 
for their financing. 

From 1971-1973, higher education, which represented just 4.8% of school 
registrations in Chile (including elementary and secondary school attendance), 
consumed 39.7% of overall fiscal spending on education. 

Such a process naturally led to problems, which were accentuated by in erratic 
fashion in which growth occurred. 

The most significant problems were: 

- Disorderly and erratic growth in courses of study and classes;  

- Lack of orientation and stability in the quantity of resources allocated to 
research and artistic creation;  

- Certain confusion in the hiring and payment of academic personnel;  

- Inappropriate investment decisions;  

- Substandard use of installations and equipment;  

- High failure and drop out rates among students.  

- Lackluster administration and poor resource allocation at the institutional level. 

In 1975, the country confronted a particularly serious economic situation, which 
translated into a 13% drop in GNP. The crisis was met with a series of measures, 
including a strong reduction in public spending which did not exempt educational 
expenditures.  

Higher education, moreover, was resigned to accepting a substantial reduction in 
fiscal contributions. Given this restrictive situation, Chilean universities adjusted 
by reducing their overall personnel, significantly diminishing investment, 
restricting operational costs and obtaining additional revenue through services 
and increased indebtedness. 



Furthermore, registration, which had reached its highest level in 1975 with a total 
of 147,000 students, began to descend as of 1976 -- when 134,000 students 
registered -- and stabilizing at over 127,000 students in 1980. That is to say, 
registrations in higher education in these years suffered a drop of over 13%.  

Once the crisis concluded, in 1977, fiscal contributions to the universities 
increased once again, although five years later, in 1978, such financing had 
dropped to below their 1974 levels. This situation was reflected in 11.6% 
reduction in university registration between 1973 and 1978. 

In addition, whereas in 1974 the universities received just over 40% of fiscal 
contributions to education, for the period 1979-1980 that figure fell to 
approximately 29%. 

This drop was the result of a decision by government officials aimed at 
concentrating funding on the priority areas of elementary and secondary school 
education. Thus, the State per-pupil subsidy which, in 1974, had been some 20 
times higher in advanced education than in elementary schooling had been 
reduced 10 times by 1980.  

It is important to note that the results of a study known as the Map of Extreme 
Poverty from 1970 indicated that 43% of underprivileged school-aged children 
did not attend classes. 

Moreover, between 1974 and 1980, while the per-pupil subsidy increased at the 
elementary level by some 110%, the funds provided to university educational 
institutions increased by just 25%. 

This process took place within a framework of strong criticism about the 
development and management of universities. At the same time, however, 
studies were released which showed that the explosive and frenzied growth of 
university establishments in earlier years were not only inefficient in terms of 
fulfilling their objectives, but also imposed a burden on the community and the 
public budget which was impossible to sustain. 

The result of this stage can be summarized as a reduction of universities on the 
fiscal budget and the introduction of certain elements of rationality in the 
management of each institution. 

2. REFORMS TO STATUTES GOVERNING HIGHER EDUCATION 

The clear awareness of the problems caused by university expansion, led to the 
decision to modernize higher education through a set of legal texts which were 
promulgated as of 1980. 



The principal shortcoming of the Chilean university system, its closed and 
virtually monopolistic nature, was the focal point of the efforts to reform the 
system. Thus, an effort was made to reinforce broad freedom of education, 
introducing elements of competition which fostered improvements in academic 
quality. Furthermore, the need to rationalize the current framework was 
discussed, given the disorganized and disproportionate growth some institutions 
of higher learning had attained, reaching gigantic proportions in some cases, 
which made effective and quality administration impossible. 

Of the reform laws passed in the 1980s, the first piece of legislation provided a 
definition of the concept of a university, the titles and degrees such institutions 
could grant as well as mechanisms for their formation and dissolution. In 
addition, the reforms allowed for the creation of new private universities and the 
option to create private "professional institutes" was also provided for. These 
institutes were authorized to grant degrees in a variety of areas, including those 
which up to that time had been under the exclusive domain of the universities. 
Thus, the path to private participation in higher education was opened.  

In addition, a set of regulations was issued aimed at forcing universities adopt 
policies of institutional restructuring and rationalization and at resolving the 
complex situation some institutions faced regarding the payment of personnel. 
Nonetheless, the legislation on university financing was the most innovative and 
influential of the reforms. 

3. PRINCIPAL REGULATIONS 

The decrees with the force of law (known by their Spanish acronym, DFL) issued 
by the government established a new institutionality for universities covering the 
following areas: 

- Norms on the general principles of universities, their purposes, activities and 
autonomy;  

- Regulation of the title and degree-granting system;  

- Creation and operation of new universities;  

- Rationalization and regulation of the university system;  

- University financial structures. 

Moreover, priority was placed on promoting scientific and technological 
development given its decisive role in the economic, social and cultural 
development of the nation. Toward this end, the National Fund for Science and 
Technology was created in 1981 to provide financing for specific research 



projects. Resources allocated to Fund have been increased from year to year in 
accordance with the availability of monies in the State budget. 

In terms of the contributions made by the State to the universities, the new 
regulations called for public financing in three areas: a direct contribution, set in 
proportion to the amount received by each institution in 1980; an indirect 
contribution based on the number of students acquiring high scores on the 
national university qualifying examinations registering at a given institution; and a 
so-called "university credit" to be utilized to off-set the cost of tuition for students 
at each establishment. 

The direct contribution for 1981 was set at the 1980 and was slated to be 
reduced to 90%,75%,60% and finally 50% of that figure over the period 1982-
1985. Indirect contributions were established for the 20,000 top scorers on the 
national entrance exams from among a universe of 30,000 first-year students 
qualifying for college entry (a total of 120,000 students took the entrance exams 
that year). 

An initial figure of US$ 690 (in 1976 local currency) per pupil was established for 
1982, increasing to $1,725 and $2,760 in 1983 and 1984, respectively, to reach a 
base value of $3,450 per qualifying student as of 1985. 

In order to calculate the State's contribution, the 1985 base value was multiplied 
by an adjustment factor linked to the costs of different courses of study which 
varied from 2.5 for medicine to 1 for law. 

Furthermore, "university credit" was established as of 1981 on the basis of the 
number of students registered who needed and requested such loans to cover a 
part or all of their tuition costs. 

The maximum credit to be granted each year was set on the basis of the 
budgetary contribution from 1980. Thus, funds equivalent to 15% of that year's 
total were made available for university credit in 1982. This funding increased to 
23%, 30% and 40% per annum during the period 1983-1985, with allocations 
after that date equivalent to 50% of the 1980 fiscal contribution to higher 
education. 

This credit was to be refunded to the State by the student through up to 10 
annual payments commencing two years after graduation at a real annual 
interest rate of 1%. This conditions denoted a strong additional State subsidy in 
this area. 

It is important to note that the amounts mentioned above were initially 
established in an indexed fashion, that is, at an equivalent level of purchasing 
power. 



4. OBJECTIVES 

As noted earlier, the root cause of the deficiencies in the Chilean university 
system, prior to the reforms implemented as of 1981, stemmed from its closed 
and virtually monopolistic nature. Thus, the new institutional order was designed 
primarily to expand the blueprint from higher education to allow for the 
participation of private initiative and introduce important components of 
competition into the system. Toward this end, opportunities and incentives were 
granted to those seeking to establish new universities, as this was perceived as 
being key to the introduction of competitive mechanisms. Moreover, the 
university financing system was revamped. The new system called for a 
framework of general incentives aimed at steering the activities of institutions of 
higher learning on the basis of academic excellence, competitiveness and 
maximization of available resources. 

The new system also allowed for the creation of non-university continuing-
education institutions. These establishments included professional institutes 
offering 3-4 year courses of professional study which did not grant a university-
equivalent degree and technical training centers which, as their name would 
indicate, were designed to provide technical training in an average of two-year 
courses of study. 

a. Reduction in Direct Fiscal Contribution 

The reduction in the relative weight of direct fiscal contributions sought to achieve 
several goals: 

First, it sought to diminish the potential for financial inefficiency in state-run 
universities. An institution whose revenue is assured, no matter how well or how 
poorly it utilized the resources, can indulge in expenditures which are not fully 
justifiable. Not only are such institutions in a position to splurge, they will 
inevitable end up doing so; stemming the tide of inefficient expenditures is 
notoriously difficult. In effect, controlling such spending is so taxing that 
particularly strong incentives need to be provided to make it possible. The most 
efficient of these incentives to eliminate funding for such carelessness. 

Second, the reduction was aimed at saving fiscal resources whose consumption 
could not be rationalized in accordance with a judicious definition of the common 
good. All of the arguments given for providing resources to institutions of higher 
learning could be dealt with through much more efficient mechanisms than direct 
support. Moreover, a variety of such mechanisms were instituted through the 
new legislation. The new procedures, moreover, would facilitate the transfer of 
funds to such establishments, allow resources to be channelled to other socially 
needy areas or reduce taxation; a set of objectives that would be beneficial to 
society as a whole. Among these alternatives, a decision was made to allocate 
the savings to finance the new mechanisms established in the legislation given 



that in the end, as noted earlier, this represented an important increase in the 
financial efforts of the State in this area. 

Third, the modifications sought to reduce the possibility of unfair competitive 
advantages at the State level (as compared to the newly formed institutions 
derived from the regulatory changes). If State institutions continued to have a 
guaranteed source of financing, they could engage in dumping practices to 
thwart efforts by new group to penetrate the educational "market."  

b. Creation of Indirect Fiscal Contributions 

The creation of indirect fiscal contributions sought to encourage institutions of 
higher learning to actively recruit the nation's top students. The idea behind this 
mechanism was that a student obtaining a high score on the entrance 
examinations has a greater number of options open to him/her as to where to 
study. Therefore, the schools chosen by the best students will enjoy enhanced 
prestige. Given admissions limitations, the students with lower scores will not be 
able to enroll in such institutions and will have to opt for less prestigious schools 
should they chose to continue their educations. In other words, the prestige of a 
given institution is reflected in the quality of student it attracts. 

This mechanism, therefore, assumes that the prestige of each institution is in 
direct proportion to its performance and, in accordance with this supposition, 
provides financial rewards to those schools with "better reputations;" a concept 
which in turn is dependent on the number of high test-scorers the institution has 
enrolled. 

c. University Credit 

The creation of university credit sought to guarantee access to higher education 
for capable students who lacked sufficient resources to pay for their educations. 
Unnecessary subsidies, however, were to be avoided. As noted early, thanks to 
this mechanism, even students with meager resources could obtain loans, rather 
than State subsidies, to follow their chosen course of study. These loans were to 
be paid back to the government following graduation.  

d. Funding for Science and Technology 

This mechanism was established in an effort to ensure that the resources 
provided by the State to stimulate scientific and technological research were 
effectively utilized for these purposes and not for other less productive activities 
or to supplant institutional inefficiencies. Moreover, the program sought to ensure 
that the projects receiving financing were in fact those of greatest interest and 
benefit to the nation. 

5. PROBLEMS IN THE LEGISLATION 



In terms of one of the principal objectives of the modernization process -- 
opening the system up to private initiative -- there was an important void, until 
1988, in the university area. Following the creation of three private universities 
between 1981 and 1983 on the basis of the regulations contained in DFL 1, the 
process was suspended. The administrative decision to postpone the formation 
of additional private universities was the result of political indecisiveness over 
whether such freedom to create institutions should really be granted as well as 
imperfections and irregularities in the process which had been exposed. There 
was, moreover, a conspicuous lack of adequate supervisory regulations. 

In terms of the financial mechanisms, the indirect contribution and university 
credit were in theory available to any actor in the system, including students 
registered in the new private institutions of higher learning. In practice, however, 
for budgetary reasons these contributions were limited to students in the 
traditional system. 

Nonetheless, after a number of years in operation, the revised framework for 
financing such institutions through a variety of transfer mechanisms 
demonstrated that although increased competition had been introduced into the 
system, other less desirable elements had also been introduced into operations. 
This generated important distortions, such as: 

a) Unsystematic, explosive growth in some fields of university study which 
resulted in academic deficiencies. For example, Civil Engineer registrations rose 
from a total of 8,413 students in 1981 to 17,148 in 1985. The fundamental reason 
for this was that engineering, as a highly sought-after major -- although not one 
many of the new registrants were likely to complete -- could draw increased 
resources for the university through the fiscal contributions allocated in proportion 
to the number of registered students, indirect contributions and student loans. 

b) Inefficient behavior at some institutions of higher learning which had failed to 
adopt measures aimed at coping with budgetary restrictions and improving the 
utilization of available resources.  

These inefficiencies were associated with the level of direct fiscal support. 
Institutions receiving a high percentage of their revenue from the State enjoyed 
(in addition to stability) an environment which allowed them to prolong deficient 
operating formulas and lacked incentives to rationalize expenditures.  

c) In general, the costs set for tuition responded to the availability of fiscal credit 
rather than following the spirit of the legislation passed in 1981 which called for 
there to be two basic factors taken into account in setting such rates: the cost of 
implementing a course of study and the subsidy to be provided to certain 
programs of particular social importance or need. 



d) The presence of significant financial surpluses from 1981-1983 translated into 
investment in financial assets in the capital markets rather than strengthening the 
mechanisms which would have allowed the development of other more stable 
sources of independent income, such as the sale of services and consulting 
which, moreover, are more in line with the objectives of the universities as 
institutions. Similarly, some institutions allocated important sums to infrastructure 
and equipment which was not directly related to the quality of teaching or 
academic excellence. 

Once implemented, new legislation produced interesting results. First, 3 
universities, 21 professional institutes and 181 technical training centers -- 
primarily oriented toward business administration and elementary school 
education -- were instituted by the private sector. 

Second, universities were restructured. The headquarter of the two State entities, 
the University of Chile and the State Technical University remained in Santiago, 
while outlying campuses were merged. Thus so-called "derived" regional 
universities were created in an effort to encourage decentralization and better 
satisfy local needs. 

The universities were also restructured on the internal level, leading to increased, 
although still insufficient, rationalization in central coordinating bodies and 
administrative systems. 

In financial terms, the first difficulty arose in early 1982. In March of that year, 
faced with the effects of the economic crisis that were beginning to felt, Chile's 
economic authorities were forced to reduce fiscal contributions to higher 
education globally by 4%. Later, the indexation of contributions corresponding to 
the second quarter was eliminated, resulting in an additional 5% cut to overall 
State contributions to the system. 

As a result, the contribution by the State during this, the first year that the new 
legislation on university financing was to become fully operational, dropped by 
some 9%. 

Furthermore, the importance of the indirect per-pupil contribution led universities 
-- especially those born of the restructuring -- to begin to open up new fields of 
study and increase the admissions quota in areas which had been virtually frozen 
since 1979. This was particularly true for the majors garnering the highest 
weighted "factors." Subsequently such differentiations were eliminated (the factor 
for all majors was set at 1) and a system of quintiles was established whereby 
the scores on the aptitude examination were weighted (in descending order) by 
12,9,6,3 and 1 to establish a student's overall placement. 



Moreover, since the new legislation did not establish clear norms for the granting 
of university credit, institutions began to compete to provide such loans under the 
most open terms possible. 

Overall, the universities' interpretation of the new financial legislation began to 
cause some undesirable side effects. 

In addition, regulations were issued which restricted access to fiscal credit in 
accordance with the social objectives on which it had originally been based and 
academic performance requirements were introduced. 

In the development of the academic aspects of the system financed by the State 
(teaching, research and outreach), problems remained in the disorderly growth of 
courses of study and professorships (such as pedagogy and civil engineering), 
the lack of orientation and instability in the resources allocated to research and 
the high drop out and failure rates. As a result, scare resources were wasted as 
can be seen in the following chart (Chart 2): 

Table 2  

Drop-out rate for some majors  

Major Percentage  

Law 26  

Agronomy 71  

Architecture 53  

Civil Engineering 72  

Forestry Engineering 77  

Business 61  

Medicine 29  

Source : Cuadernos CRUCH Nº 22, 1984. 

In terms of administration, the problems of deficiencies in the administration of 
resources at the institutional level continued. This situation was characterized by 
investment decisions which were not always in accord with the needs and 
priorities of academic activity. 

Nonetheless, the limitation on resources affecting Chilean universities as well as 
many of the criticisms formulated about the management of higher education in 
1975 remained. On this matter, it is important to note that although the global 
resources allocated to the system underwent significant reduction, there was no 
perceivable drop in academic quality, providing staunch proof of the 



inefficiencies of the previous system. Some of those inefficiencies, however, 
persisted and still needed to be corrected. 

The structure of financing, for its part, resulted more in distortions generated by 
the interpretation of the framework of incentives put forth in the legislation of 
1981 than in those produced by the economic crisis per se. These distortions 
were as follows:  

- The most important imbalances were in the distribution of direct fiscal credit and 
the disorderly installation of State universities which did not meet minimum 
requirements for such institutions. This resulted in competition aimed not at 
improving academic excellence, but rather the acquisition of a larger volume 
State resources. In the private sector, these two elements should dovetail nicely. 
When the resources are provided by the State, it is another matter entirely. 

- The majority of the "derived" (provincial) universities were forced to depend on 
fiscal credit as their primary source of funding because of their limited access to 
direct and indirect fiscal contributions. 

- Furthermore, there was no linkage between resource distribution mechanisms 
and research as a fundamental element in university activities. This meant that 
private institutions were to a large extent deprived of the possibility of developing 
areas of research that would have helped consolidate their contribution to higher 
eduction and their status as universities. This occurred because the distribution 
of direct fiscal credit was based on historic considerations and current 
registration; indirect fiscal support, moreover, was related to teaching through a 
portion of the best scores on Chile's university entrance examinations; 
FONDECYT, the only mechanism linked to research was not of the same 
significance in terms of resources available for transfer as the other mechanisms.  

- Competition to obtain increased fiscal resources was the primary cause of the 
proliferation of majors and admissions even when minimal conditions in 
equipment and human resources required by some courses of study, such as 
Civil Engineering, could not be met. 

- Furthermore, courses of study with low teaching costs, such as pedagogy, also 
saw their ranks soar given that the increased number of students made it 
possible for the school to obtain additional resources. 

- This led to extraordinarily complex situations for some universities which 
expanded their level of activity beyond their real possibilities by increasing 
institutional indebtedness to finance the expansion.  

- Tuition failed to bear any relationship to the approximate cost of a given course 
of study but rather were adjusted in accordance with estimates on the availability 
of fiscal credit. As a result, in 1986, 54.7% of undergraduate tuition was obtained 



from fiscal coffers. Naturally, requests for credit spiraled and their distribution 
within universities was not based on students' real needs and socioeconomic 
conditions. 

Lastly, one of the conclusions we can draw from this analysis is that the 
distortions and inefficiencies to a large extent were the result of a lack of an 
owner who could effectively orient behavior; this was also true for initially private 
institutions linked to the Catholic Church and other foundations which received 
fiscal contributions. These institutions gradually became more and more 
dependent on fiscal funding and distanced themselves from their founding 
fathers. 

6. CORRECTIVE MEASURES ADOPTED 

The corrective measures adopted, following a profound analysis of the impact of 
the legislative reforms of 1980-81, dealt with modifications to the system's 
general framework of incentives as follows: 

- In 1988, fiscal university credit was transferred to the institutions of higher 
learning to form the University Credit Funds which belonged to the universities 
and professional institutes themselves. These institutions then administered the 
monies in accordance with their own criteria and were authorized to invest 
surpluses obtained through a higher-than- expected repayment rate in 
development.  

- As of 1989, 95% of direct fiscal contributions were distributed in accordance 
with the historic criteria utilized in the past. The remaining 5% was distributed 
among institutions of higher education in accordance with five new criteria, 
including the number of research papers in internationally renowned magazines 
published by university personnel, the proportion of professors with Masters 
degrees and Doctorates as compared to the rest of the teaching staff and the 
proportion of full time professors over the number of part-time instructors. 

- As of 1989, indirect fiscal contributions were opened up to all of the institutions 
of higher learning recognized by the State rather than just the traditional 
institutions and their "derived" campuses has had been the rule in the past. Thus, 
universities, professional institutes and technical formation centers created as a 
result of the legislation passed in the 1980s were able to access a source of 
State financing in accordance with their ability to attract students placing in the 
top 30,000 on the system's entrance exams. 

- The Fund for Science and Technology (FONDECYT) expanded from a total of 
400 million pesos in 1986 to 3 billion in 1989. This increase came at the expense 
of direct fiscal contributions and permitted a significant increase in the financing 
of research projects. 



- Lastly, and perhaps most importantly, the option to create new private 
universities was reopened, as per the legislation enacted in the early 1980s. As 
noted earlier, this option had been closed through administrative measures 
following the creation of a few such institutions early in the decade. 

III. PRIVATIZATION ACHIEVEMENTS 

1. CREATION OF PRIVATE INSTITUTIONS: NUMBER OF INSTITUTIONS 
AND NUMBER OF STUDENTS 

By 1990, the results of the new thrust toward private higher education were clear: 
60 universities, 80 professional institutes and 156 technical formation centers. 
These figures are all the more impressive if we compare them with the statistics 
from 1989 which show a total of 34 universities, 41 professional institutes and 
133 technical training centers. 

That is to say that as a result of the liberalization of the restriction on the entry of 
new universities, 26 such institutions, 39 professional institutes and 23 technical 
training centers were formed. 

It is important to note that of these establishments, just 20 universities -- a third of 
the total in operation today -- and two professional institutes receive direct fiscal 
support. The remaining institutions -- some of which receive indirect fiscal 
support -- are essentially self-financing through tuition payments by students. 
Other institutions prefer to do without State contributions in an effort to maintain 
their efficiency and autonomy. 

The number of institutions in the private system located throughout Chile's 12 
regions in 1984 and 1990, including regional campuses of some institutions, is as 
follows (Chart 3): 

Table 3  

# of Higher Education Establishments  

(Private Sub-System)  

Region Tech. Training inst. Prof. institutes Universities  

 1984  1990  1984  1990  1984  1990  

Iª 8  13  -  3  -  1  

IIª 10  10  -  3  -  -  

IIIª 2  3  -  2  -  -  

IVª 8  10  -  6  -  -  



Vª 26  33  4  14  -  6  

RM 90  79  18  45  3  27  

VIª 6  12  -  2  -  2  

VIIª 9  7  -  3  -  -  

VIIIª 15  13  2  8  -  3  

IXª 8  14  -  4  -  2  

Xª 8  12  1  5  -  -  

XIª 2  -  -  -  -  -  

XIIª 4  3  -  -  -  -  

Total 196  209  25  95  3  41  

Source : 1984, La Educación Superior en Chile, riesgos y oportunidades en los 
'80, Mª José Lemaitre, Iván Lavados. 1990, Directorio de Instituciones Privadas 
de Educación Superior en Chile. 

Moreover, registration in the higher educational system rose from a total of 
116,962 students in 1980 to 248,354 in 1990; an increase of 112.3%. Of this 
total, 130,767 students were registered in institutions in the private system which 
did not receive fiscal support (52.7% of these students were following non-
university courses of study).  

2. DEVELOPMENT OF INTERMEDIATE EDUCATION 

In terms of the development of intermediate education, it is important to keep in 
mind that the number registrations in alternative post-secondary school 
education -- technical training centers offering short, two-year, programs of study 
-- leapt from zero, in 1980, to 77,724 in 1990. This figure represents 31.3% of the 
total number of students registered in the higher education system, all of whom 
are enrolled at private educational establishments.  

Table 4  

Total Registration in Higher Education by Sub -System  

 1980  1981  1984  1989  1990  

Sub System       

w/Fiscal 
Support  

     

Universities  116,962  101,620  105,573  105,583  111,115  

Prof. institutes  -  14,155  18,740  5,467  6,472  



Tech. training 
centers  

-  -  -  -  -  

Sub total 116,962  115,775  124,313  111,050  117,587  

Sub System       

w/o Fiscal 
Support  

     

Universities  -  -  3,686  13,773  19,509  

Prof. institutes  -  441  11,033  28,290  33,534  

Tech. training 
centers  

-  12,368  45,402  76,695  77,724  

Sub total -  12,809  60,121  118,758  130,767  

Total System       

Universities  116,062  101,620  109,259  119,356  130,624  

Prof. institutes  -  14,596  29,773  33,757  40,006  

Tech. training 
centers  

-  12,368  45,402  76,695  77,724  

Total 116,962  128,584  184,434  229,808  248,354  

Source : 1980, 1981 y 1984, La Educación Superior en Chile, riesgos y 
oportunidades en los '80, Mª José Lemaitre, Iván Lavados. 1989, Memoria 1973-
1990 Ministerio de Educación. 1990, listados División Educación Superior, 
Ministerio de Educación. 

IV. CONCLUSIONS 

The privatization of higher education is of tremendous importance, both in order 
to achieve an increased contribution by this industry to the development of the 
country and to guarantee the corporeality of mankind's most fundamental 
liberties. 

In Chile, important progress has been made in this field, but important hurtles 
which pose limitations to the nation's system of higher education remain. 

The first of these hurtles is that the State continues to provide substantial 
subsidies for education in a poorly structured fashion.  

Thus, direct fiscal support continues to be provided to universities. Recently, 
moreover, this type financing has tended to increase as a portion of overall fiscal 
funding granted to such institutions. As we have noted in this chapter, this type of 
financing is the least desirable given that it not only provides an incentive for 
inefficiency in the use of resources allocated to higher education, but also 
conceals misuse. 



Furthermore, the State continues to provide indirect fiscal support. This 
mechanism, although far superior to that of direct contribution, is not a desirable 
option over the long term either. It is true that this mechanism stimulates 
universities to excel by providing a subsidy to the institutions which are most 
capable of attracting top students and therefore garner the greatest prestige. 
However, one still needs to justify why these institutions should receive 
subsidies. In truth, the potential justifications for such financing are not all that 
different from those applicable to higher education as a whole, that is, 
encouraging academic investigation, guaranteeing access to students with 
limited resources and ensuring a supply of majors whose social consequence is 
greater than the personal gains of those who engage in that particular field of 
study. The most efficient mechanisms for achieving these objectives were 
discussed in this chapter and have nothing to do with indirect fiscal support. 

Over the long term, then, the system should move toward the elimination of these 
types of contributions and focus on more appropriate mechanisms, such as: 
enhanced, better-funded research programs; increased resources for university 
credit and the extension of this option to professional institutes and technical 
training centers; and corrections to discrepancies between social and private 
profitability when they exist. 

Lastly, another area where progress remains to be made is in the establishment 
of a system in which freedom of education is a reality. Toward this end, 
institutions should be allowed to be formed without the obligation of being 
subjected to systems of accreditation or examination by existing institutions. By 
functioning in this fashion, the current system grants existing establishments a 
monopoly and produces no specific benefit. Instead, the State should created a 
merely informative classification system on the quality of education being 
provided by academic entities so that students and their parents can orient their 
selection process and facilitate full freedom in the creation of institutions of higher 
learning.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



MUNICIPAL REFORM 

MANUEL CERECEDA V. 

I. INTRODUCTION 

The field of municipal services is undoubtedlyone of the areas in which the 
structural transformation of the Chilean publicsector over the last several 
decades can most clearly be seen. 

The introduction of organizational innovations,transferal to the municipal level of 
services which in the majority of developingnations are administered by a 
centralized public apparatus coupled withthe transfer to the private sector of a 
variety of services which in thepast had been provided by local government 
directly are some of the elementswhich characterized the formulation of a new 
profile for Chile's municipalities. 

The municipal reform process can be separatedinto three successive stages: 

- The period prior to 1976 during which thelegislation passed in 1955 remained in 
effect. As of 1973, however, Mayorswere appointed by the Executive Branch. 

- The second stage commenced in 1976 with passageof new legislation on 
Municipalities. The regulations contained in thisDecree Law (number 1,289) 
constituted the beginning of the municipal transformationin terms of 
administration and internal organization. 

- Lastly, the third stage witnessed the mostprofound changes in municipal 
institutions, beginning with passage in 1980of Decree Law 3,063 on Municipal 
Revenues; a set of legal norms which, inaddition to restructuring the organization 
of the nation's municipalities,empowered local governments to take responsibility 
for the administrationof services in such areas as health care, education and 
youth centers, whichuntil that time had been administered by the central 
government. 

Today, the results of these changes are perceivedas clearly favorable and 
although there is broad consensus on the need toreform the way local officials 
are selected -- they are currently electedthrough an indirect mechanism -- there 
is widespread agreement on the needto maintain the fundamental lines of 
municipal institutionality. 

II. THE OLD MUNICIPAL SYSTEM 

1. BACKGROUND INFORMATION 



Under the old municipal system, local governmentwas conceived more as an 
opportunity for participation than a service-providingentity. Thus, a large portion 
of the development attained by local governmentswas limited to the participation 
of residents in the election of city councilmembers. In addition to serving as 
representatives of the community at themunicipal level, these elected officials 
also selected the Mayor from amongtheir ranks and constituted the body 
responsible for running the municipality. 

The nature of municipalities as an arena forparticipation -- a concept which 
existed prior to the reforms undertakenat the end of the 1960's -- has its roots in 
Chilean history. 

In essence, the nation's municipalities werebased on the "cabildos" or citizens' 
meetings formed bythe Spanish. Such institutions were of particular importance 
in the early19th century when the Chilean Republic was in formation. For 
example, thehistorical importance of this institution is demonstrated  

by the fact that Chilean Independence was declaredon September 18, 1810 in an 
open cabildo, or a meeting of neighbors. 

If we examine the evolution of the powers andresponsibilities of Chilean 
municipalities through the course of this century,it is clear that administration has 
alternated between decentralization,or local government autonomy, and the 
centralizing and statist goals thatmarked the decades prior to the reform. 

In 1891, as the 19th century drew to a close,legislation known as the "Law on 
Community Autonomy" was put forwardby conservative politicians based on 
Swiss experience with local participation.Under this framework, the 
independence of municipalities was enshrined andimportant responsibilities, 
including education, public health and policewere handed over to local officials as 
additions to their classic task ofproving sanitation services. 

Nonetheless, Chile was not spared the centralistphenomenon which have 
affected developing countries -- and the nations ofLatin America in particular -- 
hampering the incipient autonomy of the nation'smunicipalities. Thus, the 
intervention of centralized powers in local affairsfirst appeared in the articles of 
Municipal Law 2,950 of 1915 and was subsequentlysustained in the nation's 
Constitution according to the reform of 1925. 

During the following decades, municipal legislationwas accrued which sought to 
strengthen the Executive Branch and centraladministration agencies. 

The process of reducing municipal powers foundits full legal expression in 1955 
with the passage of Law 11,360 in whichthe conditions of municipalities at the 
time were accurately described:reduced resources, which in the majority of cases 
were insufficient to covereven the most basic of operating costs; limited powers; 



excessive politization;and a concentration in municipal hands of activities which 
could have beenconducted by the private sector. 

A well-known Chilean author once describedthe nation as having "a crazy 
geography." Upon examining the country'sgeographic and natural conditions, the 
logic behind decentralization becomesperfectly clear. Nonetheless, these 
arguments were not sufficient to curbthe move toward centralist ideas which 
were implemented without mercy throughthe 1970's in the area of municipal 
services as well as other realms ofnational activity. 

An illustration of the absurdity of this situationis that the city of Santiago, where 
the Executive, Legislative and Judicialpowers were concentrated, is located 
2,074 from the country's northernmostmunicipality and 2,050 kilometers from its 
southernmost township. 

Despite these distances, prosaic decisionsof importance solely at the local level, 
such as the hiring or replacementof a teacher, or the installation of a drinking 
water or sewage system,had to be resolved in the nation's political and 
administrative capital. 

The combination of factors noted earlier whichled to the crisis in the Chilean 
municipal system (lack of resources, participationin activities which could have 
been conducted by the private sector, limitedpowers and excessive politization) 
was evident in the specific practiceswhich sparked the system's demise and 
fueled the loss of confidence in municipalitiesas a mechanism for resolving local 
problems and needs. 

City council members, who constituted the localdecision-making body, 
increasingly placed higher priorities on the interestsof the parties they 
represented than on those of the local community. 

Moreover, the Mayor, who was in theory thehighest ranking official at the 
municipal level, was not elected by directvote, but was rather selected by the 
Council from amongst its members. Thisoften meant that the power of the Mayor 
was restricted and reduced by thepartisan coalition that had brought him/her to 
power. 

Furthermore, the positions of Mayor and citycouncil member were ad-honorem, 
without pay, and therefore such officialscould rarely dedicate themselves to 
governance on a full-time basis andwere forced to split their time between 
personal activities and those requiredby public office. 

Of the attributes or powers the Chilean municipalitiesretained even through the 
1970's, the following are the most relevant:  



- In the area of public safety, the municipalitieshad certain powers to prescribe 
regulations and apply fines to regulatethe consumption of alcoholic beverages in 
public places, decree obligatorynorms in the areas of public transportation, 
exercise administrative controlover the staffs of the Juzgados de Policía Local, 
(local courtswhich administer justice in matters of minimal importance). 

- Granting of commercial, professional andindustrial licenses and receiving any 
revenues such licenses might generate. 

- Providing sanitation services in public areas. 

- Authorizing the construction of homes orbuildings, the design of a community 
regulatory plan, approving plans fornew housing developments and determining 
the names and numeration of streets. 

- Granting driver's licenses and motor vehicleregistrations. 

- Authorizing construction and maintenanceof town squares, playing fields, parks 
and gardens with municipal resources. 

- In the area of community services, municipalitieswere authorized to construct 
and maintain public electrical lighting; regulatethe placing of commercial 
advertisements and public announcements; constructschools, libraries and 
school museums; pave streets or work with specially-createdState organizations 
in doing so; build drinking water and sewage systems,cemeteries, 
slaughterhouses and municipal markets. 

The powers granted to the municipalities had,however, two insurmountable 
limitations. 

The first was the endemic lack of resourcesat the municipal level. Local 
governments were financed on the basis ofthe revenue they generated and 
contributions from the national governmentwhich were included in the nation's 
annual budget. Such allocations wereneither regular nor periodic and depended, 
most of the time, on the amountof influence local authorities held with the 
Executive and Legislative branchesof government;  

The second was the creation, by the centralpowers, of Ministry-dependent 
agency which was charged with the same functionsas the Municipality at the 
local level. 

In practice, the overlapping of attributesand powers between municipalities and 
organizations dependent on centralizedadministration meant that, for example, in 
paving a street, the Directionof Roadways of the Ministry of Public Works, the 
Ministry of Housing andUrbanization or the local Municipality could all take part in 
the project. 



As tends to occur wherever resources are scare,disputes among potential 
executor agencies tended to focus less on determiningwho should implement the 
project and more on who should not participate. 

As has been noted, municipalities engaged inactivities or served functions which, 
by nature, could have been adequatelychanneled through the private sector. This 
is the case with meat processingplants and slaughterhouses, cinemas and 
theaters, markets, etc. 

The lack of objective technical proceduresin prioritizing the investment of the 
limited resources that were availablemeant that communities grew in an irregular 
fashion, without a long-termdevelopment plan. 

An additional distinctive aspect of the municipalsystem prior to the reform was 
the dearth of professional and technicalstaff qualified to plan and implement local 
development projects that couldbe financed, and would be of long-lasting and 
real social benefit. 

With this data in mind, a discussion of potentialreforms to the municipal system 
commenced. These reforms sought to ensurean acceptable level of efficiency in 
the generation and administration ofresources among municipalities and 
incorporate the same parameters utilizedby private companies seeking success 
in their respective areas of work intothe municipal system. 

II. THE SEARCH FOR SOLUTIONS 

As has been noted, the search for new structures,systems and procedures in the 
field of municipal services in Chile was neitherautomatic nor instantaneous, but 
was rather the result of a long, sustainedprocess of changes in the legislation 
and regulations controlling the functioningof local government. 

The following is a brief discussion of eachof the areas which fall under municipal 
management, its problems or weaknessesat the time of the reform and the 
solutions that were implemented in aneffort to overcome existing obstacles.  

For these purposes, we shall divide the analysisinto three areas: 

1. Administration  

2. Technical, Financial and Planning Area  

3. Municipal Services  
 

1. ADMINISTRATION 



The primary weaknesses in this area prior tothe reforms were related to the 
everyday administration of municipalitiesand were derived from a lack of 
profesionalization among key personnel,the dearth of an appropriate 
organizational structure and the lack of modernprocedures that would have made 
it possible for local government to functionefficiently. 

Initial improvement in local management cameunder the guise of nationwide 
policies aimed at decentralizing the administrationof the State. The country was 
divided into 12 new, administratively autonomousregions and a Metropolitan 
Area. These subdivisions were granted specificresources and their highest-
ranking official -- a Regional Governor or Intendente-- was authorized to 
coordinate and systematize the work of public servicesin his/her region. 

It terms of the legal framework which regulatedthe administrative modernization 
process, legislation was oriented towardachieving two objectives: decentralizing 
the financial decision-making process(Law on Municipal Revenues) and re-
organizing the internal functioning ofmunicipalities (Organic Law). 

Furthermore, the Constitution expressly notedthe role of municipalities, defining 
them as "Corporations of PublicLaw, with their own legal status and patrimony, 
whose purpose is to satisfythe needs of the local community and ensure its 
participation in the economic,social and cultural progress of the township." 

As a result of these modifications, profoundchanges in the administrative and 
organizational structures of the Chileanmunicipal system were introduced, 
establishing a new set of institutionsaimed at instilling efficiency and rationality in 
municipal management.Among the most important innovations in this area were 
the following: 

a. Common Municipal Fund 

The Common Municipal Fund, a system of financingcreated in 1981, consists of 
a national fund composed of contributions frommunicipalities and the national 
government. These contributions are subsequentlydistributed to each township in 
accordance with pre-established parametersincluding the socioeconomic 
situation in each community, number of inhabitants,etc., in order to allocate the 
proper amount of resources to each community. 

The concept behind the Common Municipal Fundwas borne of the need to find a 
way to redistribute income between "rich"and "poor" communities. The Fund has 
been entirely successfulin achieving this goal; today a small number of 
municipalities contributean important portion of the resources which are 
distributed among the nation's325 townships.  

The Fund's operating mechanism is fairly simple:each town or community 
provides a percentage of its revenue -- those generatinggreater revenues 



contribute a larger share to a central pool and withdrawa smaller proportion at 
the time of distribution. This benefits the municipalitieswhich have higher indexes 
of poverty or a larger number of inhabitants. 

b. Regulations on personnel 

A second important aspect in improving theadministration of Chilean 
municipalities was the modifications made to regulationson personnel. As noted 
earlier, existing legislation was so rigid that itprevented municipalities from hiring 
the best personnel needed to fulfilltheir obligations -- neither on a permanent nor 
temporary basis. 

According to data collected in 1975, of a totalof 20,722 municipal employees, 
only 8% were professionals (holding collegedegrees) while 67% were auxiliary 
and service personnel and concierges. 

 

Under the reform plan, new full-time personnelwere hired in municipalities 
throughout the country. The primary characteristicof this shift was the increasing 
profesionalization of employees and themaintenance in absolute terms of the 
overall number of municipal workers. 

Furthermore, since municipalities were authorizedto subcontract services with 
the private sector which had traditionallybeen implemented directly by the 
municipality, the drastic reduction inauxiliary and service personnel was more 
than justified. 

Municipalities were also authorized to contractpart-time or  

temporary personnel, through the payment ofhonoraria, for services that the full-
time staff was not in a position toprovide either because of a lack of specific 
knowledge or shortage of time.Under this system, municipalities were able to 
enlist the assistance ofqualified professionals from the private sector in designing 
and evaluatingprojects in infrastructure, architecture, roadwork, equipment, 



computersas well as areas related to the implementation of social and local 
developmentprograms. 

c. Introduction of the concept of the municipalityas a service-provider 

A third element which must be noted in theadministrative modernization of local 
government lies in a new conceptionof the type of specific role a municipality 
should play. 

The idea of the "Benefactor State"continues to persist in many developing 
nations. Under this system, potentialusers of the services provided by public 
entities are passive subjects farremoved from social policy. 

The reforms introduced in Chile, in both municipaland social areas, coincided in 
their efforts to enhance objective mechanismsof access to programs and social 
services. Thus, the role of public employeeswas reduced to that of intermediary, 
whose primary responsibility was providinginformation and processing the 
benefits the citizenry aspires to receive. 

This reduction in the margins of discretionin the management of municipal 
services has a variety of advantages as it:reduces the prospects for 
administrative corruption; guarantees that resourceswill be focused on the most 
needy and those with the least lobbying power;permits decisions to be made on 
the basis of technical parameters; and,from the administrative standpoint, it 
reduces the number of bureaucraticprocedures needed to solicit a service or 
benefit. 

From the point of view of the ordinary citizen,the concept of the "municipality as a 
service-provider" has anadditional advantage: upon requesting municipal 
assistance, he/she doesso from a position similar to that of a "client" at a 
privatefirm who is requesting a service with widely known characteristics and 
forwhich the requirements for receiving such a service are absolutely clear. 

This new style of municipal management is todayparticularly useful in 
administering housing programs, assistance pensionsand subsidies as well as 
such programs the "Presidential Scholarships"available to students. In all of 
these cases, the municipality acts as anintermediary between the petitioner and 
the Ministry or other centralizedagency. Upon registering for a benefit in these 
and other areas, peoplehave clear information as to the likelihood of obtaining 
the service orcredit requested and, more importantly, what they can do to 
improve theirchances (such as increasing savings upon applying for participation 
in housingprograms or, for students, improving grades). 

In order to efficiently fulfill these new functionsof mediation and the furnishing of 
social services, municipalities had toadjust both administratively and technically. 
An important factor in thismodernization process was the installation of computer 



systems which todaymake it possible to access accurate information on the 
population benefittingfrom programs and services. Furthermore, this information 
can be continuallyupdated, thereby avoiding duplicity in the granting of benefits 
and improvingthe focalization of resources aimed at assisting lower income 
groups. 

Given the enormous distances between urbancenters and many municipalities, 
particularly in the farthest flung reachesof Chile, the availability of computer 
systems has been a crucial factorin the implementation of the so-called "Social 
Network," a setof programs, plans, subsidies and services designed to combat 
extreme povertyand facilitate social development in Chile. 

The operational efficiency obtained by themunicipalities in administering large-
scale selection social benefit programshas resulted in an additional phenomenon 
which is worthy of note: a consistenttransfer of responsibility from centralized 
powers to local officials. 

In truth, this shift resulted not only fromthe modifications of a legal nature that 
were implemented, but also fromvoluntary agreements reached between central 
agencies and municipalitiesto conduct joint activities or for the local institution to 
take responsibilityfor tasks which could be conducted more efficiently at the local 
level. 

Thus, municipalities today participate in aplethora of tasks which were at one 
time the exclusive responsibility ofcentralized, nation-wide agencies, including: 

- Application processes for housing programs(Ministry of Housing);  

- Operation of community-based offices of employmentand work-related training 
(National Training and Employment Service);  

- Operation and administration of day-timecare for minors, pre-schools and open 
day-care centers (National Minor'sService, National Kindergarten Service);  

- Administration of sporting areas (GeneralDirectorate of Sports and Recreation);  

- Application and selection process for assistancepensions and family-oriented 
subsidies (Social Security Service);  

- Implementation and co-financing of legalassistance centers (Corporation for 
Judicial Assistance of the Ministryof Justice);  

- Administration of unemployment subsidiesand transitory work programs for 
heads of household (Ministry of Labor andSocial Security);  

- Process of revising and appraising real estate(Internal Revenue Service);  



- Administration of elementary, secondary andtechnical-professional educational 
establishments (Ministry of Education); 

- Administration of primary health care centers(Ministry of Health). 

These examples are just a sample of a widevariety of responsibilities and areas 
of power which were gradually transferredto municipalities thanks to the 
administrative capacity demonstrated bylocal institutions in efficiently conducting 
activities which, as we haveseen, in developing nations are frequently lodged in 
the upper echelonsof centralized administration. 

In conclusion, we can state that the decentralizationprocess was made possible 
thanks to the efficiency of the municipalitieswhich were able to accept 
responsibility for additional tasks by improvingnotably the professional and 
technical qualifications of their employeesand incorporating modern 
administration techniques which were common preceptsin the administration of 
the private sector rather than by significantlyincreasing personnel. 

2. TECHNICAL, FINANCIAL AND PLANNING AREA 

An additional relevant aspect of the processof improving and modernizing 
municipal services were the modifications introducedin the technical and financial 
area, in addition to the incorporation ofplanning as a key element in municipal 
management.  

The new concepts incorporated into municipalaction in these areas translated 
into measures that were unheard of in publicmanagement at the time. 

Of these innovations, the following are ofparticular significance: 

a. The Creationof Community Secretariats for Planning and Coordination in each 
municipality 

Hindsight bears testimony to the appropriatenessof the legal requirements Chile 
imposed on its municipalities obligatingthem to create technical units within their 
administrative structure. Thefundamental goal of these units is to provide 
consulting services and guidanceto municipal authorities in adopting a 
community development strategy. 

As noted in the brief description of the conditionof Chilean municipalities prior to 
the reform, one of the primary deficienciesin municipal management was, 
precisely, a lack of highly qualified technicalteams which could provide useful 
information to the authorities seekingto make decisions regarding the allocation 
and investment of resources whichthe municipality received from a variety of 
sources. 



The Community Secretariats for Planning andCoordination (SECPLACs) filled 
this void. Composed of a multi-disciplinaryteam of professionals, SECPLACs 
evaluate the feasibility of each projectproposal put forth by the community or by 
groups within the municipalityitself. SECPLACs are also responsible for 
coordinating efforts by similarentities on the regional and national levels 
(Regional Secretariat for Planningand Coordination and the Ministry of Planning, 
respectively) and are, inpractice, the institutions charged with seeing to the 
processing of projectsfinanced by supplemental public funds, such as those 
provided by the Fundfor Regional Development and programs derived from 
foreign loans.  

The procedures for the preparation, evaluation,presentation and prioritization of 
social projects have been standardizednationwide through generally accepted 
practices which have been enhancedover time. This has allowed a common 
"language" to develop amongentities requiring resources, such as the 
municipalities, and the agenciescharged with distributing such funding (regional 
Governor's offices andthe central government). 

Many of the improvements in the technical-professionalcapacity of Chilean 
municipalities can be attributed to the creation ofthese instances of local 
administration.  

b. Delegatingan important number of works and services that were traditionally 
implementedby public employees to the private sector 

Although under the old municipal system itwas possible to hire private companies 
to implement certain initiatives,this option was effectively limited to the 
construction of physical projectswhich, in many cases, were performed directly 
by municipal employees. 

One of the areas which best illustrates thispoint is that of waste management. In 
effect, as recently as 20 years agothe deficiencies in the system for removing 
domestic and industrial wastewere the cause of frequent protests and complaints 
by residents in a majorityof Chile's townships. 

The vehicles utilized by municipalities toprovide this service were both insufficient 
in number and technologicallyobsolete. Furthermore, the municipalities lacked 
the power to rationalizethe use of the personnel engaged in these activities, 
given the legal rigidityof their schedules and the presence of severe economic 
restrictions. Theseconditions were further exacerbated by continuing population 
growth andrural-urban migration which at times led to the most dire of situations. 

In order to confront this critical situation,the new municipal legislation authorized 
local governments to hire privatecompanies to engage in trash collection. This 
procedure was set in operationin the early 1980's and today is common 
throughout almost the entire country. 



In order to fully understand the impact ofthis measure, it is important to note that 
there were no private waste managementcompanies in Chile at the time this plan 
was adopted. Thus, the privatesector was challenged to organize firms 
specifically for this purpose. 

One interesting aspect of the implementationof this procedure was the situation 
among employees who had worked in municipalSanitation Departments. Once 
the justifys to domestic and industrial trashcollection had been sold off, many of 
the municipal employees resigned tojoin the newly formed private companies. 
The reason for this was that themunicipalities contracted and paid for waste 
management on the basis ofthe volume of trash removed. The subcontractors 
passed this system on totheir workers in the form of a salary incentive. Under the 
public system,salaries were static; under private system, pay was tied to 
productivity. 

Other areas of municipal action were eventuallyincorporated into the system of 
contracting private companies to providetraditionally municipal-run services 
including: 

- Roadwork and infrastructure;  

- Preparation of design and architectural projects; 

- Construction of civil works;  

- Computer services;  

- Maintenance of plazas and gardens;  

- Maintenance of traffic lights and other trafficmarkings;  

- Maintenance and repairs of municipal vehiclesand equipment;  

- Implementation of environmental hygiene projects. 

In the technical field, this new method ofoperating with the private sector 
constituted significant progress.  

c. Promoting efficiency as a stimulus forhealthy competition among 
municipalities in applying for certain lines offinancing for development 
projects 

In order to enhance the efficiency of municipalities,a competitive system was 
designed to determine the allocation of some typesof resources at the regional 
and national levels. The resources utilizedin this program were granted as 
supplements to ordinary municipal budgetaryexpenditures (the latter were 



primarily comprised of funds derived fromthe Common Municipal Funds and 
fiscal contributions). 

In order to obtain access to the supplementalfunds (derived from the National 
Fund for Regional Development or foreigncredits), municipalities put forth 
proposals that could be easily justifiedin terms of technical, economic and social 
impact. 

This meant that local authorities were requiredto present the needs of their 
respective communities within the frameworkof a careful evaluation and 
accompany their proposals with background informationand other elements 
needed to justify the program. In many communities "ProposalBanks" began to 
operate in an effort to respond appropriately and opportunelyto the potential 
availability of resources, both in the "public market"and the private sector. 

These procedures for allocating resources havehad several noteworthy 
advantages and have resulted in high rates of socialreturn on the supplemental 
funds provided by the State in an effort to promotelocal development. 

 

d. The simplification, rationalization andmechanization of techniques for 
collecting fees, licenses and other municipalrevenue 

In order to effectively improve the situationof the municipalities, it was critically 
important to provide them withthe resources needed to satisfy the community's 
requirements. To achievethis, a restructuring of the mechanisms through which 
municipalities raisedtheir own funds was added to the reforms mentioned above. 

Municipalities are empowered to charge feesfor concessions of goods or land, 
construction permits, commercial licensesand fees for the transitory occupation 
of publicly-used national goods.Furthermore, municipalities may collect fees for 
those services which areregulated by law, such as motor vehicle circulation 
permits and driver'slicenses. 



One of the most important changes in this sensewas the establishment of a 
policy of charging users the real cost of theservice being provided. The first area 
in which this was applied was thatof fees for domestic waste management. Thus, 
those users who required frequenttrash removal or exceeded certain maximum 
waste limits were charged higherfees. Furthermore, such users were authorized 
to forego the municipal trashcollection service and establish contracts with 
private companies to providethis service. 

In other areas, municipalities simplified theirtax and fee collection systems by 
signing agreements with commercial banksto receive payment and forward 
revenue to the municipalities or, where municipalitieshad banking accounts, 
deposit the funds collected directly into those accounts.In the past, there had 
been a requirement that all public entities keeptheir resources in accounts with 
the Banco del Estado (State Bank). 

Another example of the simplification of operationsrelating to the collection of 
taxes or fees was the modifications introducedinto the system of motor vehicle 
licenses. Until the 1970's an annual feewas charged and the physical 
replacement of a vehicle's metal "licenseplate" -- which varied in color and 
number each year -- was required.Naturally, the production of these license 
plates on an annual basis forall of the country's vehicles was costly. 

In order to amend this situation, a NationalRegistry of Motor Vehicles was 
created to assign each vehicle with a singlelicense plate which would be valid 
throughout the vehicles usable "life."Municipalities then collected an annual fee 
for authorization to utilizedthe roadways ("circulation permits") instead of 
charging for thephysical license plates. The incorporation of computer systems in 
this areawas also a boon to its improved functioning. 

Lastly, municipalities were empowered to dictateordinances to set fees for those 
services, concessions or permits not coveredin existing legislation. 

 

e. Creation of nationwide, standardized,modern financial mechanisms 



Just as it is possible to determine how successfula private business is by 
examining its annual report and budgetary performance,it was believed that the 
performance of municipalities could be measuredthrough similar mechanisms. 

First, municipalities were required to preparean annual budget which clearly 
stated their expected sources of revenue.In addition, in an effort to make local 
governance more transparent, municipalitieswere required to make their annual 
financial statement public. 

The existence of mechanisms of redistributionsuch as the Common Municipal 
Fund meant increased revenue for townshipswith the greatest needs and the 
transfer of revenue generated by certaintaxes from national coffers to the 
municipalities. The resources obtainedthrough the Fund were required to be 
spent on community services or localdevelopment projects. 

Furthermore, in an effort to foster the participationof the private sector in 
municipal activities, legislation was passed indicatingthat donations or 
contributions made by private citizens or corporationsto development or social 
projects implemented by the municipality were consideredlegitimate expenses for 
all legal purposes and could be considered tax deductions. 

 

3. SOCIAL SERVICES AREA 

As noted earlier in this chapter, Chilean municipalitiesunderwent a set of 
significant, innovative changes which extended into thebroadest reaches of their 
activities. 

Nonetheless, the area in which these changesare most evident is that of social 
services, since it is here that the communitycan best perceive the specific 
improvements or setbacks that these reformsimplied. 



As with all initiatives dealing with publicaffairs, the analysis of these changes 
must be based on fundamental conceptsrather than partial or specific aspects of 
the programs implemented. 

It appears that there is consensus that modernsocial policy should be based on 
social profitability, focussing expenditureson the most needy, progressiveness, 
objectivity and efficiency.  

The reformulation of the social developmentstrategy implemented in Chile had as 
its key objective the modernizationof social services at the local level. 
Municipalities, as the governmentalagency closest to the people, played an 
important role in achieving thisgoal. 

Thus, the initial objective of the modernizationstrategy sought to decentralize the 
operation of social programs and servicesand provide local authorities with 
increasing levels of influence. 

We have already seen how municipalities adjustedto their new role and the 
means they used to confront their new responsibilities.It is time, therefore, to turn 
to the ways in which decentralization ofmunicipal services in a variety of areas 
actually took place. 

a. Education 

In the early 1980's, the administrative transferof educational establishments from 
the central government to local municipalitiescommenced. This process was 
timidly begun in a limited number of townshipsand was subsequently expanded, 
over a period of approximately five years,to include all of the nation's 
communities. 

The primary objective of this transfer wasto bring the decision-making process 
closer to the students, parents andteachers. 

In its initial stages, the educational reformprocess transferred public elementary 
schools to municipal hands. In successivestages, secondary and technical-
professional establishments followed thesame route.  

Municipalities were given the option of administeringthe educational 
establishments through one of two mechanisms: creating privatecorporations 
directed by a board presided over by the Mayor and composedof representatives 
of the community. The board was then responsible forappointing a manager 
charged with administering the corporation and itspersonnel; the second option 
was to administer the schools through MunicipalDepartments of Education. This 
alternative granted administrators less autonomythan the first option. 



In any case, both alternatives meant that employeeswould have to adhere to 
private sector norms (except for teachers for whoma different set of regulations 
was in effect). 

The transition from the old system, in whicheducational establishments 
depended on centralized public administration,and the new one, whereby 
schools depended on municipalities, was not easy.Difficulties arose primarily as 
a result of a profound administrative rationalization,which meant the dismissal of 
excess personnel employed under the old system. 

At present, Chilean municipalities administeralmost all public educational 
facilities aimed at the first two levels ofschooling. An important aspect of the new 
system is that is applies exactlythe same financing mechanisms for the public 
sector as are in operationin the private educational field. In fact, the State 
provides a per pupilsubsidy to all such establishments.  

During the first years the system of municipaladministration of educational 
establishments was in operation, the majorityof municipalities accumulated large 
budgetary deficits. These deficits canbe explained by the presence of excess 
personnel when the municipalitiestook control as well as other causes produced 
by poor management. Furthermore,modifications in the system used for 
calculating the re-adjustability ofthe educational subsidy provided by the State 
also helped to generate thesedeficits.  

Despite these and other difficulties peculiarto large-scale transition processes, 
the transfer of the administrationof educational facilities to the local level has 
been highly successful.Achievements include increased participation by parents, 
concern among localauthorities over the services provided, improvements in 
physical infrastructurein elementary and secondary schools and community 
participation in determiningthe future of local education. 

 

b. Health Care 



Important progress was also made in the areaof health care. The reasons for 
transferring the administration of doctors'offices and small hospitals to municipal 
were threefold:  

- To reinforce the administrative decentralizationprocess;  

- To expand coverage of primary care; and  

- To adjust primary health care services tothe needs of each community. 

The Ministry of Health was also restructuredin order to create a technical 
superintendency charged with overseeing themunicipalized establishments. 
Thus, 27 Health Services were created aroundthe nation. Each Service was 
granted relative autonomy to implement thetechnical evaluation responsibilities 
retained by the Ministry of Health. 

At the national level, the process for suchtransfers commenced during the 
second half of 1981 through the followingmechanisms: 

- An agreement was signed between each municipalityand the respective Health 
Service. These agreements were formalized by SupremeDecree. The 
agreements were to last for five years and could be automaticallyrenewed for 
subsequent periods. 

- The Ministry of Heath, in the majority ofcases, remained the proprietor of 
health-related properties and loaned themto the municipalities. 

- Municipalities were obligated to identifythe legal or conventional services 
beneficiaries would receive and provideambulatory and non-ambulatory care. As 
a result municipalities were alsoobligated to engage in activities aimed at 
fostering and protecting healthand well-being among the populace as well as 
providing simple recovery services.More complex cases were referred to the 
corresponding Health Service. 

- In terms of programs, the agreements indicatedthat the following services were 
to be provided free of charge:  

- Infant and adolescent care  

- Adult and senescent services  

- Obstetric, gynecological and pre-natal care 

- Orthodonture program. This was the only exceptionto the complimentary benefit 
rule as municipalities were authorized to chargefees for this service.  



- Healthy home program. 

In addition to these programs, individual agreementsidentified supplementary 
programs that health care establishments were requiredto continue to provide 
such as house calls, group education, vaccinations,nutritional programs, etc. 

- The labor laws covering personnel employedat municipalized health care 
centers (as with education), were modifiedso that they were subject to the same 
norms as private workers. 

- Municipal resources available for the administrationof these facilities could 
originate from three sources. Payments by therespective Health Service, which 
were made available within the first 10days of the month following the date the 
service was provided. A secondsource of financing was the resources the 
municipality itself chose to investin health care. Lastly, resources were also 
available through the NationalFund for Regional Development which focused on 
improvements to physicalinfrastructure and equipment. 

- Other social programs. In addition to themodifications introduced in the fields 
described above, changes were alsoimplemented in a variety of areas related to 
social development. In eachcase, an effort was made to show that the application 
of efficient rulesand good administration could and must be accepted and 
practiced by thepublic sector. 

For example, in the area of care for minors,centers administered by the private 
sector were established and a systemof pre-school care was implemented which 
consisted of having mothers whofulfilled certain prerequisites take over the part-
time care of childrenfrom less stable homes in exchange for a salary. 

This was also true in the area of subsidies,where private poll-takers provided 
services aimed at identifying beneficiariesthrough questionnaires. 

Furthermore, a considerable number of privateentities work with the State and 
Municipalities in implementing social developmentactions. 

Even the poorest communities have instituteda system of shared or proportional 
contributions in order to engage privatefirms in local development projects.  

Thus, the large-scale structural transformationof Chile's social sectors was 
followed by additional, simpler initiatives.These efforts bear testimony that the 
concept of maximizing available resourcesthrough simple, creative solutions has 
been assimilated as a key elementin Chilean social policy.  

 

 



ELECTRICAL INDUSTRY 

SEBASTIAN BERNSTEIN L.  

I. BACKGROUND INFORMATION 

1. THE FIRST 50 YEARS: 1880-1930  

The origins of the electrical industry in Chile can betraced to the mid 1880s with 
the inauguration of public lighting in Santiago'smain square (the Plaza de 
Armas). The following half century producedimportant developments in this field; 
developments launched by the privatesector. 

During this time period, a large number of public serviceelectrical companies 
were formed, some of which later merged to form largerfirms. By the 1930's four 
key companies had emerged: the Chilean ElectricalCompany (CHILECTRA), the 
General Industrial Electrical Company (CGEI), theSouthern Electrical Society 
(SAESA) and the National Electrical Force Company(CONAFE). Moreover, self-
generation of electrical power grew tremendously,in part as a response to the 
deficiencies of the public services in providinga timely supply of energy to 
important industries and mining installations. 

As of the 1930s, electrical development diminished significantly.The reasons 
behind this reduction include the world economic crisis as wellas the setting of 
electrical rates on the basis of political criteria andgrowing governmental 
regulations which tended to check electrical companies'freedom of action.  

2. THE PERIOD BETWEEN 1940 AND 1973  

As a result of the lack of investment by private firmsin the electric industry, the 
State elected to intervene actively throughthe Corporation for Fostering 
Production (CORFO). Thus, physical developmentbetween 1940 and the end of 
the 1970s was controlled through the implementationof the National 
Electrification Plan. This program, initially formulatedby the Chilean Institute of 
Engineers, was studied by CORFO and implementedessentially through 
ENDESA, a CORFO subsidiary, formed in 1944. ENDESA subsequentlytook 
control of planning for development in the electrical industry andreported its 
progress to CORFO and the Ministry of Finance. The followingchart shows the 
general structure of the industry in 1940, the startingpoint for the aforementioned 
Plan (Chart 1): 

Table 1 

Electrical Sector in 1940 



Installed Capacity  Public Service  179 MW 

 Self generators  308 MW 

Location of the 
installed  

  

capacity Northern Zone  43% 

 
Central Zone 
(Aconcagua-Linares)  

44% 

 Southern Zone  13% 

Type of generation    

 Hydro  32% 

 Thermal  68% 

Gross annual 
generation  

Public Service  588 GWh 

 Self generators  1365 GWh 

Gross per capita 
consumption  

Public Service  121 kWh/Hab 

 Self generators  281 kWh/Hab 

 Total  402 kWh/Hab 

(1) Estimated at 330 kWh/Inhab net. In comparison, in 1933the net kwh/inhab 
consumption ratio in the USA was 1020, in Germany it totalled540 and in France 
the figure was 380. 

The Plan's foremost protagonist was ENDESA although theprivate CHILECTRA 
was also able to participate, primarily during the 1960s,in the development of 
thermoelectric power stations and electrical distributionin the metropolitan areas 
of Santiago and Valparaíso. The ElectrificationPlan called primarily for the 
development of hydroelectric plants in thecentral-southern portion of the country 
and the construction of transmissionlines which would connect a series of 
electrical systems which until thatpoint had operated in isolation. 

In 1970, CHILECTRA -- the company responsible for generating,transmitting and 
distributing electrical power in the areas of Santiago,Valparaíso and Aconcagua -
- was nationalized. Therefore, by the early1970s the generation of practically all 
public service electrical powerand a large portion of the distribution networks 
were in the hands of theState. 

The following graph reflects the development of electricalgeneration in Chile for 
the period 1930-1990 (Graph 1): 

Chart 1 
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The physical and institutional development of Chile's electricalindustry was the 
result of the evolution of the regulatory framework. Thus,there was growing 
confusion over the notion of public service, in termsof electrical supply, with the 
active participation of the State in thebusiness and the objectives assigned to the 
industry (particularly in theperiod 1970-1973) which tended not to coincide with 
the criteria which shouldguide an economic undertaking of this nature. The 
following section is abrief summary of the history of regulations in Chile's 
electrical industry. 

3. HISTORY OF THE REGULATORY FRAMEWORK  

Initially, the development of the electrical industry wasconducted quite freely, 
without any special regulation. In 1904, legislationentitled "Prescriptions for the 
Concession of Permits for the Installationof Electrical Companies in the Republic" 
was approved. This 5-articlepiece of legislation was short and simple: essentially, 
it granted concessionsto utilize public or fiscal possessions for the installation of 
electricalnetworks and established security conditions to avert danger to humans 
fromthese constructions. 

In 1925, the State began to take an increasingly activeregulatory role. The first 
"General Law on Electrical Services"passed that year regulated concessions for 
the use of water to be utilizedto generate electricity, as well as the use of public 
property and compensationto private parties for the installation of transmissio 
lines. Furthermore,an oversight organism was created to ensure compliance with 
the law andestablish a formal linkage between businessmen and the State. 

This legislation referred explicitly to the proceduresfor setting rates: essentially, 
companies were authorized to obtain 15%return on net fixed assets which could 
be set in gold pesos, thereby providingan automatic indexation clause. 



The second version of this legislation was passed in 1931.Here, the State 
increased its control through the Direction of ElectricalServices. In terms of rate 
control, the fixed assets of the companies wereto be assessed every five years 
but new rates could only be requested ifprofitability failed to reach 10% over 3 
consecutive years. This clause-- a significant set-back as compared to the 1925 
regulations -- was accompaniedby the elimination of the gold standard, thereby 
revoking the automaticrate adjustability which had been inherent in the previous 
legislation. 

The disincentives contained in these regulations, combinedwith the international 
crisis of the early 1930s and the repercussions forthe financing for new works, 
increasingly led private companies to abandontheir participation in the 
development of the industry. 

As a result, the State took charge of the generation andtransmission of electrical 
power, while the private sector limited its activitiesto participating in distribution 
and maintaining wholly-owned power stations.Planning for the system was 
conducted centrally by ENDESA, with a high degreeof technification. Eletrical 
rates, particularly as of the 1950s, were sufficientto provide adequate levels of 
revenue. 

A statutory decree passed in 1959 (DFL No. 4), establishedcriteria for the 
granting and cessation of concessions, as well as on proceduresfor rate 
calculation. Tariffs were to allow a profitability of 10% overnet fixed assets with 
annual re-adjustability clauses for capital and theoption of temporary rate 
adjustment when fluctuations over 10% in the costof primary components 
occurred. The legislation called for the establishmentof a rate commission to be 
comprised of delegates named by the Presidentof Chile, electrical companies, 
consumers and the Superintendency of ElectricalServices. 

DFL No. 4 established a clear framework for the electricalindustry and made it 
possible for private firms, such as CHILECTRA, to developimportant 
thermoelectric projects in the Santiago-Valparaíso areafor a total of 338 MW.  

In 1966, the regulations on electrical rates were modified.Henceforth, the Ministry 
of Economy was required to approve any rate hikesproposed by the Tariff 
Commission. As a result, political factors were broughtinto play in the rate-setting 
process which served as an additional disincentiveto private industry. As noted 
earlier, CHILECTRA was nationalized in 1970. 

In 1971, prices were frozen. The skyrocketing inflationregistered as of 1972 
resulted in huge operational deficits for both publicand private electrical firms. 
These difficulties led multilateral banksto discontinue loans to the Chilean 
electrical industry, effectively bringingdevelopment programs to a standstill.  

II. GENERAL ASPECTS OF THE NEW ELECTRICAL POLICY  



1. SHORT-TERM MEASURES 

In the first few years following 1974, a process of financialrecovery was instituted 
among state-owned and private electrical firms.This process led primarily to the 
progressive recovery of prices for electricalenergy. Management ofi state-owned 
enterprises was rationalized and responsibilitieswhich could be better handled by 
the private sector were transferred toprivate firms. Thus, the construction 
activities conducted by ENDESA wereactually implemented by private 
contractors, as was the case with otherservices such as transportation and 
repairs.  
 
 
 

2. REMAINING STRUCTURAL PROBLEMS  

The changes introduced in the period between 1974 and 1979contributed to the 
rationalization and normalization of a large portionof the industry, but failed to 
attack the roots of a series of structuralproblems which made it difficult to 
increase efficiency and make managementof the electrical industry compatible 
with the policies applicable to otherfields of economic activity. The following are 
among the most importantproblems in this area: 

- Preponderant State participation in the industry: almost90% of generation, 
100% of transmission and 80% of distribution was in Statehands. This meant 
controlling resources of some US$ 200 million per yearwhich competed directly 
with the State's priorities in social areas. 

- The practically monopolistic role of ENDESA in the developmentof the industry. 
The possibility the participation of the private sectoror other State entities in the 
formulation of new projects -- particularlyin the area of electrical generation -- 
was limited. 

- Control was difficult: although the electrical companieswere overwhelmingly 
state-owned, there was no effective control over theindustry; moreover, in terms 
of overall energy-producing entities, therewere no appropriate mechanisms for 
coordination among the various sub-sectors.In practice, the power of the large 
State firms was greater than that ofthe governmental organizations charged with 
their oversight. 

- Political impositions on state-owned companies of un-profitableactivities, such 
as the development of inappropriate projects or the hiringof excessive personnel.  

- Generation of technological monopolies and occupationalmonopolies at the 
technical level, particularly in the fields of generationand transmission. 



- Definition of the role of state-owned companies: untilthe creation of the National 
Energy Commission (NED) and the definitionof policies on the macro and 
sectoral levels by the Office of National Planning(ODEPLAN) -- as well as the 
redefinition of CORFO's responsibility in themanagement of its subsidiaries -- 
there was a certain degree of confusionin the electrical industry as to the State's 
regulatory and business roles.In effect, the largest state-owned firms fulfilled both 
roles, creatingfrequent conflicts of interests between their objectives and those of 
thecommunity as a whole. 

- Inefficient rates from the economic perspective: in essence,the rates based on 
ensuring profitability over a portion of assets failedto recognize the costs 
associated with production, transmission and distributionof electrical power. 
Thus, a system of premiums for the most efficient companieswas not generated, 
nor did the most inefficient firms pay the price fortheir extravagance as would 
occur in a competitive market.  

Furthermore, the legislation failed to specify criteriafor the establishment of rates 
within and among companies. This led to avast array of rates schedules among 
power companies. Lastly, the enormouslyhigh inflation registered in Chile during 
the early 1970s further servedto complicate the adjustment of rates in 
accordance with accounting principles. 

3. OVERALL STRATEGY 

The strategy designed to deal with energy production --and electrical power in 
particular -- was consistent with the general economicand social development 
policies adopted during the mid 1970s. In essence,these measures sought to 
maximize social well-being by introducing increasedefficiency into the industries 
in question within the conceptual frameworkof a subsidiary role for the State. 

Economic efficiency is understood here as achieving anoptimum distribution of 
resources in the economy, in direct reference toPareto's optimum. 

The subsidiary role of the State means that the governmentdoes not act so long 
as there are intermediary individuals or organizationsin society which are capable 
of acting on their own initiative. Moreover,the State should provide sufficient 
mechanisms to ensure the basic needsof those individuals who are unable to do 
so for themselves, so long asthis support does not curb the activities of other 
social actors who arecapable of satisfying those needs efficiently. 

In terms of energy, the subsidiary role of the State translatesinto the non-
participation of the State in business activities relatingto the industry to the extent 
that said activities are or can be implementedby private entities. The State's 
participation, therefore, should focuson ensuring adequate service and coverage 
for the lowest income groups. 



Among the variety of mechanisms utilized in Chile to achievethese goals in terms 
of energy production, the following are of particularimportance: 

a. The clear separation of the regulatory and business-relatedactivities of the 
State. 

The regulatory function was handed over to the NationalEnergy Commission 
(formed in 1978) and the National Planning Office (ODEPLAN). 

The NEC is a decentralized advisory body which reportsdirectly to the President. 
It is composed of a 7-member Council and presidedover by an Executive 
Secretary. The Secretariat is responsible for the Commission'stechnical activities 
as well as its administration. 

ODEPLAN prepared, in conjunction with other governmentalentities, its so-called 
annual "Ministerial Programs," which establishedspecific goals in the field of 
defining the "rules of the game"for public administration and for state-owned 
firms in particular. In termsof energy, there was close collaboration between 
ODEPLAN and the NEC. 

The management of the energy-producing state-owned companies,whose 
structures most often mimicked private enterprises, was submittedto the 
Corporation for Fostering Development (CORFO), a government-controlledentity 
which served, in essence, as a holding company. As such, CORFO wasnot 
responsible for issuing regulations controlling the industry, but ratherplayed a 
crucial role in re-organizing companies, controlling their management,division 
and privatization. 

b. In an effort to maximize community benefits, the NECwas charged with 
coordinating the large-scale investment decisions madeby state-owned electrica 
utilities. Once a large portion of the industryhad been privatized, this central 
planning was replaced with individualefforts undertaken by private companies.  

c. Implementation of institutional and legal adjustmentsin an effort to: 

- Achieve efficient management within state-owned companiesand subject them 
to the same regulations as private firms.  

- Open new areas to the participation of the private sectorin electrical industry, 
either through the creation of new companies orby privatizing those held by the 
State. 

d. Subjecting State participation in the evaluation ofenergy resources to strict 
socioeconomic criteria and restraining Stateparticipation where other 
organizations could effectively complete specificprojects. 



e. Lastly, one of the most decisive elements of the newpolicies was the 
formulation of a realistic and efficient price system whichaccurately reflected the 
value of electrical energy. 

III. SPECIFIC ASPECTS OF ELECTRICAL POLICY 

1. CENTRALIZATION VS. DECENTRALIZATION  

Before delving into the specifics of Chile's electricalpolicy, it is important to pause 
for a moment to discuss a factor that wascrucially important in determining the 
best strategy for continued developmentin this area: the level of decentralization 
acceptable in the productionand distribution of electricity which, over the previous 
4 decades, hadbeen characterized in Chile by a high degree of centralization. 

The questions Chilean regulators asked themselves were:to what extent is 
possible and appropriate to decentralize the generationand distribution of 
electrical energy? To what extent can the industry bemade competitive and be 
privatized? What were the real reasons behind centralizingand maintaining State 
control over these activities? In the early stagesof the debate, serious 
consideration was given to the formulation of a single,state-run company, 
following the French model. However, this proposal wasdiscarded as it was 
quickly agreed that such a company would, for the reasonsnoted earlier, go 
against the grain of the long-term economic activity policiesbeing designed for 
Chile. 

Thus, the following elements were considered in the discussionover the need to 
retain the levels of centralization on which the Chileanelectrical industry had 
been constructed.  

a. Economies of Scale in Generation and Distribution 

As demonstrated through the comparison of hydroelectricprojects in Chile, the 
concept of an economy of scale does not appear beapplicable to the generation 
of electricity.  

Furthermore, economies of scale are not important elementsin the growth of 
distribution companies. In effect, a comparison of theaverage distribution costs of 
different sized companies (defined as theratio between the yearly renewal costs 
plus annual development expensesand the power delivered by the network) 
indicates that size plays almostno role in cost. Thus, the presence or lack of 
economies of scale in thegeneration and distribution of electrical energy is not 
significant. 

Chart 2 

Average Cost of Generation at Several 



Hydroelectic Plants in Chile  

 

Chart 3 

Average Distribution Costs 

 

Once the need for economies of scale had been discarded,the advantages of 
having a variety of competing electrical generation anddistribution companies 
became apparent. However, three problems remainedto be resolved: 

- Investment planning decisions, that is, the degree ofcentral coordination 
required to bring generating plants on line. This problemis only relevant to the 
extent that the projects comprising an optimum expansionplan are all of a 
structural nature, thereby requiring coordination amongthem.  

- Cooperation in operations and in devising an efficientsystem of pricing for 
transfers among utility companies. In Chile, the presenceof large reservoirs 
whose management conditioned the operation of the entiresystem made 
coordination of such operations particularly important.  



- Establishing fees for the use of transmission lines. 

The measures taken to address these problems will be discussedin a moment. 

b. Private Participation in a Decentralized Industry 

Clearly, private participation in the generation and distributionof electrical energy 
is possible if: there is a demand for electrical power,profitable projects exist, 
processes for planning works and setting rateson the basis of solid technical-
economic criteria are utilized, and if theso-called rules the game are stable and 
rational. Furthermore, an environmentof decentralization favors the participation 
of the private sector.  

c. Competition in the Electrical Industry 

Competition in operation can be achieved through the identificationand 
development of a variety of power plant projects. These projects maybe 
implemented on the basis of the different styles and criteria utilizedby companies 
to study, finance, implement and operate power stations. Inlarge state-owned 
companies, on the other hand, there is a tendency forpriorities to be placed on 
large projects which are most often based onengineering criteria than on 
economic or financial viability. Moreover,alternatives for such companies are 
frequently unavailable and the Stateis obligated to support such large-scale 
projects.  

In distribution, concessionaires can compete in effortsto expand services with 
other private, unregulated distribution services,such as rural electrification 
cooperatives. Moreover, public service concessionscan be allowed to overlap in 
cases where the quality of service by a givenconcessionaire fails to meet 
expectations. Lastly, when the framework forestablishing distribution prices is 
based on a the aggregate referentialvalue of a standard, model company (rather 
than on expenses of individualdistribution firms), concessionaires end up 
competing with the model company. 

d. Decentralization, Privatization and Efficiency  

The decentralization and privatization of electric companiesalso present 
advantages in terms of the stability of the rules of the game. 

- Government officials are no longer faced with a singleinterlocutor but rather 
have several sources of information. Thus, an environmentof greater competition 
is encouraged. 

- The diversity of companies and private participationconstitute good protection 
against lobbying efforts by certain groups toobtain arbitrary reductions in rates. 



- An incentive is provided to improve technology, diversifytypes of employment 
and allow for greater work-related mobility. 

Furthermore, privatization provides an important sourceof revenue for the 
Government without having to tax the private sector.Privatization also requires 
diversification in the ownership of installations,the development of capital 
markets and the participation of strong institutionalinvestors such as pension 
funds, insurance companies and the employees ofelectrical companies 
themselves. 

De-concentration, decentralization and privatization incomplex fields, such as the 
electrical industry, require that policies bedesigned and implemented with great 
care. The relationships between differentcompanies in a decentralized, privatized 
framework mean that obligationsand reciprocal justifys -- particularly in the area 
of pricing for energytransfers -- be clearly stipulated (whether they are regulated 
or not) andthat coordination mechanisms be explicitly established. 

2. INSTRUMENTS FOR IMPLEMENTING ELECTRICAL POLICIES 

In 1978, Chile initiated a process aimed at an institutionalrestructuring of its 
electrical industry in an effort to decentralize, enhanceefficiency, establish 
competition and attract private participation. Ingeneral terms, electrical service 
was recognized as just another type ofeconomic activity -- responding to the 
same stimuli as other fields -- andtherefore the regulations implemented could 
not work against natural forces. 

The instruments designed to achieve these objectives were: 

- Rates set at marginal cost for small consumers and freedomof pricing for large 
end users.  

- Division of large state-run companies and the separationof generation and 
distribution activities. Rates set at marginal cost forsupply by generators to 
distributors.  

- Creation of a Economic Load Dispatch Center, a key elementin competition 
among generators.  

- Design of a fee system applicable to common carrier transmissionsystems.  

- Establishment of a new framework for generation planning. 

- Changes in the types of financing available for investmentsand the drawing 
down of profits from state-owned firms.  



- Clear definition of regulations, obligations and justifysof Public Service 
Distribution concessionaires.  

- Authorization of the operation of non-regulated privatedistribution services.  

- Privatization of the majority of the electrical industry. 

The following is a brief description of each of the basiccomponents of these 
instruments. 

2.1 RATES 

Rates should reflect the efficient costs of supplying electricity.Special emphasis 
was placed on establishing efficient prices for transfersbetween and among the 
different actors participating in the system, namely,generators, distributors and 
end users.  

The tariff system was based on a clear distinction betweenelectrical supply with 
natural monopolistic characteristics (such as electricaldistribution to a large 
number of clients utilizing streets and roadways),for which regulated prices were 
established, and areas in which it was possibleto create competitive conditions 
(supply to large clients) for which freedomof pricing was established. The pricing 
system for electrical energy wasdevised and implemented by the NEC in 1980 
and was described in detail inthe new legislation on Electricity approved in 1982.  

These legal bodies established four basic prices linkedto the marginal costs of 
supply: 

- Prices for transfers among generators;  

- Prices for sales between generators and distributors; 

- Prices for clients of distribution companies; 

- Freedom of pricing for large end users (over 2MW).  

Prices for transfers among generators correspond to theshort-term marginal 
costs of the electrical system and were calculated onthe basis of the Economic 
Load Dispatch Center (ELDC). This matter willbe discussed in greater detail in a 
moment.  

a. Rates between Generators and Distributors  

These rates, known at "node" prices, are calculatedby the NEC as the marginal 
cost needed to satisfy peak power (kW) and energy(kWh) at the sub-stations 
located throughout the system. These marginalcosts are calculated for the 



generation-transmission system on the basisof optimum development and 
operations. 

The marginal cost of peak power is based on the unit costof gas turbine 
installations (considered the most economic fashion of supplyingpower during 
peak hours.) 

The price of energy is calculated as the short-term marginalcost of the expanded 
electrical system operating under optimum conditions.In order to avoid 
fluctuations which might affect the stability of the tariffto end users, a flexible 
average of sort-term marginal costs for the following48 months is utilized. 
Projectred short-term marginal costs are computedthrough an optimization model 
based on dynamic programming, appropriatefor the multi-year management of 
Chile's Central Interconnected System ofreservoirs.  

The "node" prices are calculated every 6 monthsand are expressed through 
indexation formulas based on a variety of theprincipal cost components of 
electrical generation and distribution (fuelcosts, reservoirs levels, demand and 
others). These formulas make it possiblefor rates to be indexed automatically 
within any given semester. 

b. Rates for Clients of Distribution Companies  

These prices are calculated on the basis of two components:node prices and 
distribution costs (known as the "aggregate cost ofdistribution"). 

The aggregate cost of distribution is roughly equivalantto the ratio between 
annual capital costs plus the operating cost of a "model"distribution network and 
the peak power it delivers. Over time, it has becomeclear that these aggregate 
costs are representative of the long-term marginalcost of distribution given that 
practically no variation occurs as a resultof company size. 

The aggregate cost is calculated for a "model company,"that is, one of an 
optimum size and efficient management operating in aarea defined on the basis 
of the density of distribution areas. These areasare, in turn, divided into high, 
medium and low density areas and the nation's23 concessionaires are classified 
in accordance with this system.  

The aggregate cost is expressed in terms of three basiccomponents: fixed costs 
associated with clients which are unrelated to consumption;investment, operation 
and maintenance costs, as well as reduced use of distributioninstallations 
(associated with the demand for power during peak hours);the cost of supplying 
power during non-peak hours; and, lastly, losses associatedwith the distribution 
of energy. 



This regulatory framework does not recognize the expensesgenerated by each 
distribution company, but rather those of a hypotheticalmodel company which 
serves as an incentive for real firms to reduce theircosts. The aggregate costs 
are established every four years and are expressedthrough formulas indexed in 
such a fashion as to allow companies to adjusttheir rates accordingly.  

c. Prices for Large End Users 

Sales to end users of power over 2,000 kW are contractedfreely between 
electrical companies and users. At present, approximately35% of Chile's public 
service energy is provided in this fashion. The applicationof free pricing is based 
on the presence of a number of generation-transmissioncompanies and the 
possibility of competition among them (even when theymay use transmission 
systems belonging to third parties).  

Furthermore, such large clients have both the power tonegotiate and the ability to 
develop, either on their own or in conjunctionwith other users, projects aimed at 
satisfying their electrical needs whichwould compete with the services supplied 
by the public utility companies. 

It is important to note that to a certain extent, the freepricing system serves as a 
guideline for "node" prices. In effect,current legislation indicates that node prices 
may not be more than 10%higher or lower than the free market rates for the 
system at large. 

2.2 DECENTRALIZING STATE-OWNED COMPANIES  

Chile's large, vertically integrated, state-owned electriccompanies were 
separated into generation and distribution firms (the latterwere also sub-divided 
into regional companies).  

Thus, subsidiaries of ENDESA and CHILECTRA were formed,as were new 
companies which depended on CORFO. Chilectra was divided intothree sub-
divisions, CHILGENER, was charged with generating and transmittingenergy in 
the Santiago-Valparaíso area; Chilectra Metropolitana,distributed electricity in 
Santiago; and Chilectra V Región tookcharge of distributing electrical energy in 
Valparaíso and the Aconcaguariver valley. 

ENDESA was transformed into a company dedicated exclusivelyto the 
generation of electricity while its old Distribution Administrators,EMELAT 
(Atacama), EMEC (Coquimbo), EMELIG (Ligua Valley), EMEL (Melipilla)and 
EMECO (Colchagua) became distribution subsidiaries. Subsequently, manyof 
these companies located in rural areas merged.  



ENDESA also created generating subsidiaries, namely PULLINQUEand 
PILMAIQUEN S.A. (each with a capacity of approximately 40 MW), COLBUNS.A. 
(490 MW). PEHUENCHE S.A. (500 MW) was formed as a subsidiary of CORFO. 

In addition, some ENDESA affiliates broke away to formindependent companies, 
as was the case in the farthest-flung reaches ofthe country: ENDELNOR 
(Northern Chile), EDELAYSEN (Aysen) and EDEMAG (Magellan). 

2.3 ECONOMIC LOAD DISPATCH CENTERS (ELDC) 

Undoubtedly, the coordination of the operations of a large,inter-connected 
system is a technical, economic and political necessityif efficiency is to be 
achieved through the decentralization and de-concentrationof the generation and 
distribution of electricity. With this purpose inmind, the NEC designed the so-
called Economic Load Dispatch Center (ELDC)which primarily sought to: 

- Ensure the viability of the electrical system; 

- Ensure operations at a minimal cost for the system asa whole;  

- Charge fees for transfers among companies generatorsin accordance with the 
system's short-term marginal costs;  

- Establish equal conditions for marketing the energy. 

The ELDC was conceived to: 

- Plan the operations of the existing system, consideringthe schedule for the 
incorporation of power stations. The ELDC plans operationsover the long-term (5 
years), medium-term (1 year) and short-term (1 weekto 1 month), including 
operations for the following day. In addition, theCenter calculates the short-term 
marginal costs associated with optimumoperations and ascertains and assigns 
the cost of transfers of electricityamong companies and ensures their payment to 
the owners of the transmissionsystem. 

- Conduct the operations of the system, considering exclusivelythe generation 
activities of each company, independent of the conditionsunder which they sell 
their energy. Thus, the Center did not take pricescontracted with end users into 
consideration.  

- Plan operations. However, the Center does not operatethe system on a real-
time basis. 

Small inter-connected generators were not required to belongto the Center and 
were authorized to sign contracts freely with larger generators. 



This meant that for planning purposes the ELDC was independentof the 
particular preferences of each generator and made its decisions onthe basis of 
broadly accepted criteria: reservoir level, price of coal andoil, demand, etc.  

Prices for transfers of energy among generators are establishedin accordance 
with short-term kWh marginal costs as measured at the sub-stationwhere the 
transfer takes place. 

Transfers of peak power are established on the basis ofkW marginal costs, 
utilizing the investment cost of gas turbines (as a reference)located at the most 
convenient point on the system. Prices for these transfersare established in 
advance, in January of each year. 

In order to keep generators from selling more power orenergy than their 
company has available, contracts are inspected so as toensure that 
commitments do not exceed production and/or supply contractedwith other 
generating companies. Prices for power supplied through suchcontracts with 
outside companies are free to fluctuate. This tends to limitover selling by 
generators.  

It is important to note that the ELDC does not purchaseenergy nor establish 
prices for end users but rather serves as an intermediarybetween generators in 
order to enhance the organization of their services. 

2.4 FEES FOR UTILIZING THE TRANSMISSION SYSTEM 

Sharing of the transmission system is a critical tool fora successful policy of 
competition among generators of electrical energy.Given the importance of the 
transmission system, the regulations establishinga fee structure for its use is 
contained in the general Electrical Law. 

Obviously, the use of transmission lines owned by thirdparties for the 
transmission of electrical energy requires that fees bepaid for this service. If 
economies of scale did not exist, there wouldbe no problem in charging a general 
fee for production and transmission(such fees would simply be the difference in 
rates between the two endsof the line in use). However, the presence of 
economies of scale in thissegment of the electrical industry means that the so-
called "tariffrevenue" (difference in rates at each end of the line) must be 
supplemented.This need is even more evident when power stations generating 
electricalenergy are brought on line which do not have contracts with end users 
butmake use of the transmission system. 

Thus, the annual income received by the owner of the transmissionsystem must 
be supplemented when third-party power stations make use ofthose installations. 
As a result, a connection fee or "basic toll"is established. This toll is calculated on 
the basis of the total supplementcorresponding to the "area of influence" where 



the latter is definedas that portion of the system where the presence of a power 
station resultsin alterations in the flow over those lines. The proportion is 
calculatedas the ratio between the maximum power emitted by the owner of the 
powerstation and the maximum power emitted by all of the users in the area 
ofinfluence, including the owner of the transmission system. 

Payment of this toll enables the owner of the power stationto sell energy to end 
users located at any point within the area of influencewithout the need to charge 
an additional fee. When a power station doesnot have end user clients, the 
station is authorized to sell its energythrough the ECDC at the price 
corresponding to the short-term marginal costat the sub-station generating the 
energy. 

2.5 PLANNING 

Because of their characteristics, distribution-orientedinvestment programs lend 
themselves to full decentralization. That is, suchdecisions can be adopted 
independently by each company. Nonetheless, a clearframework of justifys and 
requirements is needed in order to ensure that activitiesin this area, which tend to 
form a natural monopoly, actual serve the community'sinterests.  

In generation and transmission, however, large-scale projectstend to be of a 
structural nature and therefore have a significant impacton the operation of 
existing and future power stations. Thus, coordinationis extremely important in 
order to minimize the total cost of supply, marginalexpenses and, eventually, the 
rates end users pay for electricity. The exceptionsto this rule, however, are the 
small-scale projects whose feasibility canbe independently evaluated through 
existing pricing mechanisms.  

The role of the State in coordinating large-scale investmentprojects in these 
areas is important in terms of both the impact these effortsmay have on rates and 
the position the State adopts when confronted witha potential disequilibrium 
between supply and demand. 

When Chile's electrical companies were owned by the State,proposals resulting 
from such planning activities were obligatory. Withinthe framework of active 
private participation in the industry, however,such planning is considered a 
recommendation.  

Responsibility for planning Chile's large-scale electricalgeneration projects has 
resided with the NEC since its formation 1978. Theagency worked with 
companies generating electrical power which were requiredto submit their 
expansion projects to the Commission for consideration.These requirements 
remained in place until 1989, when the privatizationprocess was finalized. As of 
that date, the NEC's findings have been considered"recommendations."  



Because the electrical industry is a competitive one inwhich there is no direct 
relationship between producer and consumer (transmissionlines owned by third 
parties can be utilized), the new legislation did notrequire that electrical 
generation services be provided. Moreover, the pricingsystems -- both free and 
regulated -- were sufficiently attractive so asto ensure that such development 
activities in fact took place without governmentintervention. 

2.6 FINANCING POWER PLANTS  

Small and mid-sized projects were initially conducted directlyby state-run 
companies and work continued on them following privatization.In order to finance 
these projects, a variety of mechanisms were utilized,including depreciation, and 
credits from suppliers and multi-lateral lendinginstitutions (primarily the IDB) as 
well as the so-called "reimbursablecontributions" electrical companies received 
from new users.  

Chile's largest power stations (those generating over 200MW),were developed 
through the creation of new CORFO subsidiaries. These companiesundertook 
the activities relating to the development of the stations, utilizing,for the most 
part, a portion of the engineering know-how accumulated throughENDESA, as 
was the case with COLBUN S.A. and PEHUENCHE S.A. (500 MW 
each).Financing of these projects was structured through minority capital 
contributionsmade by existing companies and CORFO, as well as credits from 
suppliers,the IDB and IRDB. 

A policy of distributing the largest possible percentageof profits among 
shareholders was established. While the State continuedto own the companies, 
such dividends naturally went to the State. Obviously,this policy was designed to 
sustain a healthy financial situation withinthe new companies. The exception to 
the rule in this case was ENDESA itself.The company's enthusiastic use of 
favorable international market conditionsjust prior to the economic crisis of 1981-
1982 contributed heavily to thenegative results on the firm's balance sheet.  

In fact, ENDESA's indebtedness was sustained at acceptablelevels through 
1981. With the devaluation of the Chilean currency in 1982,however, the situation 
became critical and special measures were neededto resolve the company's 
financial woes. These measures will be discussedin a moment. 

The State's policy of drawing down profits must be understoodwithin a context of 
maximum flexibility in the use of revenue, taking intoaccount its fungibility and 
without establishing re-investment requirements:an effort was made to keep the 
electrical industry from becoming a "closedcircuit" where the revenue generated 
was automatically re-investedin the industry itself. The concept was -- and 
continues to be -- that theviability of each electrical project should be sustainable 
on its own meritsand that financing for such ventures should be a separate 
matter.  



2.7 ORGANIZATION OF DISTRIBUTOR justifyS AND RESPONSIBILITIES 

Although the concept of competition is not foreign to electricaldistribution, it is 
clear that, in practical terms, the field for such activitiesis limited. Thus, a system 
of pricing and quality regulation needed to beestablished to ensure adequate 
supply of electrical energy at a reasonablecost. Toward this end, geographic 
areas were outlined for distribution concessionsand the responsibilities and 
justifys of each of the distributors were established. 

Legislation was approved calling for "Concessionsof Public Service Distribution" 
for electrical energy in the establishment,operation and use of public service 
distribution networks.  

The concession defines a framework for the justifys and responsibilitiesof 
distribution companies. The former include the justify to utilize publicgoods and 
private property, the justify to a fair rate (but which does notsubsidize 
inefficiencies), and the justify to request that users contributeto the financing of 
the expansion of distribution installations as wellas increasing the capacity of 
existing installations for electrical generation,transmission and distribution. These 
contributions must be reimbursableand are therefore unrelated to the rates 
established for services.  

Among the latter, companies are required to provide serviceto any person or 
institution requesting service within the concession areaand to comply with the 
regulations governing service quality. 

Users located outside the concession area are authorized,by law, to link up with 
the concessionaires installations through privateor third party lines. The price of 
energy at the contact point is the sameas throughout the rest of the concession 
area.  

The time-frame granted for each concession is unlimited.However, concessions 
can be canceled if the quality of service falls belowacceptable levels. Prior to 
cancellation, reminders and fines must be issued. 

2.8 THE PRIVATE SECTOR 

The legislation allows for the private sector to engagein non-regulated distribution 
activities. A good example of this participationhas been the activities of rural 
electrification cooperatives and small-scaledistribution companies. These 
services are not regulated in either qualityor price. 

When non-regulated services require the use of public landsto string lines, 
governmental authorization must be obtained.  

IV. PRIVATIZATION OF THE ELECTRICAL INDUSTRY 



The privatization of the electrical industry -- fosteredby the need for coherence in 
the framework of socioeconomic developmentimplemented in Chile as of late 
1973 -- was conducted with considerablecare and pragmatism, particularly in 
terms of the speed with which changesoccurred. In fact, the earliest privatizations 
did not occur until 1980and the process was not completed until early 1990. The 
measures taken inthis field were adopted over time, and care was taken to 
respect institutional,political and financial situations which arose along the way. 
Frequently,these situations meant that strategies which had initially appeared 
viablehad to be altered and, in fact, not all of Chile's electrical companieswere 
privatized. 

It is important to note that in the early years, therewas no consensus within the 
government as to the advantages of privatizingan industry considered of strategic 
importance. These initial doubts meantthat the process was conducted slowly. 
Solutions were found to the industry'sfinancial problems and many people within 
the government who felt that theindustry functioned efficiently opposed its 
privatization. The primary problem,however, continued to be one of definitions. In 
terms of efficiency, onemust not, obviously, confuse the efficiency of a company's 
personnel --who may be capable and the most appropriate individuals for the job 
-- withthe efficiency in executing specific tasks on the macro level of a state-
ownedcompany subjected to pressures, obligations and distortions which, in 
effect,impact negatively on its management. 

It was also clear that the incorporation of private capitalinto the electrical industry 
would not be trouble-free; it was no longera matter of normalizing the situation of 
companies which had been nationalizedduring the previous administration, but 
rather a shift in the overall focusof development policy. As a result, opposition to 
the privatization processemerged in a variety of quarters: 

- From elements within the government itself, who fearedloosing the ability to 
manage the industry politically.  

- From company employees who feared for their jobs andthe so-called "social 
achievements" (benefit packages) which werefrequently much more attractive 
than those of the rest of the nation's workers. 

- From company professionals and executives who, to a certainextent, controlled 
the day-to-day operations of the companies as a resultof the weak, rotating, 
directors appointed by the State.  

- From extensive sectors within the Armed Forces whichperceived the electrical 
industry as being of particular strategic importance. 

- From the political opposition, imbibed primarily witha statist culture and even 
from within the ranks of the government's supportersfrom those who feared 
taking a step of this magnitude.  



- From some business groups who perceived state-owned electricalcompanies 
as a vehicle for obtaining subsidies through prices. 

In any case, it was clear that privatization required,in addition to a clear definition 
of the rules of the game, the presenceof strong, important capital markets. The 
emergence of such markets in Chilewas closely linked to the participation of 
institutional investors arisingfrom the reforms implemented in the nation's social 
security system. Inessence, the Pension Administration Funds (AFPs) which 
managed the individualcapitalization funds of the nation's work force became the 
largest singleinvestors in the privatized electrical system. Thus, AFPs and other 
institutionalinvestors, such as insurance companies, the employees of the 
electricalindustry themselves, and foreign investors (operating through debt 
conversionmechanisms) became key actors in the privatization process. 

As a result, two paths for privatization were identified:sale of entire companies to 
individual investors and "share packages"to institutional investors; and the 
widespread, broad sale of smaller packetsto individuals through so-called 
"popular capitalism." 

As noted earlier, a prerequisite for privatization wasthe establishment of clear 
rules of the game -- regulations, obligationsand justifys, rates, guarantees on the 
justify to property, etc. -- that wereboth transparent and grounded in sound 
technical and economic analyses. 

Another prerequisite was transparency in the process ofselling shares; except in 
those cases where the price of the shares wasnegotiated directly with employees 
(most often at a rate set in accordancewith prices on the stock market). The sale 
of shares in the electrical companieswas done through public bidding or through 
the auctioning off of "sharepackets" on the local stock market. 

During the early stages of the privatization process, theargument most often 
given to oppose these sales (in addition to those ofa purely ideological nature) 
had to do with the prices at which the shareswere sold. Thus, arguments such as 
the following were heard: 

a. The State is selling property at prices below theirbook value. Thus, the 
argument goes, the government is "giving away"national property to a few select 
individuals. The error in this logic isclear: assets are worth the cash flow they can 
generate (this may bear norelationship to the book value).  

b. The price charged for the installations is lower thansimilar facilities being built 
by the State; thus, national patrimony isbeing given away to the private sector. 
Again, there is a conceptual errorin this argument which is similar to the 
preceding one: if rates are setbelow costs, the flow of future income -- and 
therefore the economic worthof the installations -- may be much lower than the 



cost of similar facilitiesunder construction. This example serves to reinforce the 
importance of establishinga rational price system prior to privatization.  

c. An argument was made that if the private sector wishedto participate in the 
electrical industry, it should be willing to makeits investments under the same 
conditions as the State, that is, with lowrates of return (given that electricity is a 
public utility). The conceptualerror continues to be the same: discount rates -- 
linked to the cost ofmoney -- are set by the economy, just like any other price; the 
State cannotimpose a discount rate below what the market stipulates for the 
service. 

Nonetheless, it is clear that the State, upon privatizing,cannot accept just any 
discount rate; setting this component -- which tendsto diminish as public trust in 
the system increases -- is clearly one ofthe most delicate aspects of the 
privatization process. The indicationsof confidence exuded by the State itself, as 
well as the stability and rationalityof the regulations affecting the industry, are 
therefore the keys to a successfulprivatization process. 

The first privatizations in Chile consisted of the publicsale of two ENDESA 
distribution subsidiaries, SAESA and FRONTEL in 1980.Both companies were 
acquired by the COPEC conglomerate.  

From 1980 through 1983, almost no progress was made inthis area as a result of 
opposition within CORFO to the privatization ofits largest subsidiaries, ENDESA 
and CHILECTRA. Progress was made, however,in the formation of regional 
distribution companies stemming off from ENDESAand in the break up of 
CHILECTRA into local subsidiary companies. 

In order to continue progressing toward privatization,the NEC issued regulations 
requiring that the reimbursable financial contributionscompanies were authorized 
to request of new clients be paid back in companystock. Through this procedure, 
the public became more aware of the presenceand behavior of electric company 
paper on the stock market. Between 8 and10% of two Chilectra distributors were 
privatized in this fashion. 

Between 1983 and 1987, 3 small-scale hydroelectric plantsbelonging to 
Chilectra-Generating (CHILGENER, for a total of some 20 MW)were sold through 
public bids. In addition, PILMAIQUEN (35 MW) and Pullinque(49 MW), both 
ENDESA-owned stations which had been transformed into subsidiarycompanies, 
were also privatized through this mechanism. 

Although a large number of interested parties participatedin the bidding process, 
the properties were eventually sold to Banker'sTrust (whose offer of some US$21 
million for PILMAIQUEN bettered those offive other contenders) and the 
Fernández business group, associatedwith the Rural Electrification Cooperatives 
(who paid some US$31 millionfor Pullinque). It is important to note that the sale 



of these power stationsincluded a temporary option for the companies 
themselves to purchase theenergy produced. This arrangement was based on 
the system's marginal costs,with discounts of approximately 10% for the use of 
transmission lines andcharges for frequency regulation. 

Following those sales, privatizations in Chile picked upspeed with the full sale of 
Chilectra Metropolitana, Chilectra V Regiónand Chilectra-Generating. Employees 
were particularly active in acquiringshares through the early withdrawal of 
retirement funds. In addition, AFPsand banks invested heavily, the latter through 
such mechanisms as debt conversionand swaps. 

In order to privatize ENDESA, the company's financial problems-- arising from its 
indebtedness -- needed to be solved. It is importantto note that with the 
devaluation of Chilean currency, a so-called "preferential"exchange rate for the 
dollar had been established to avoid excessive lossesfor domestic companies 
holding loans in U.S. currency. The "preferential"rate was set at a mid-point 
between pre and post-devaluation levels andwas adjusted over time so as to 
match, eventually, the real value of foreigncurrency in the Chilean market.  

In 1985, the preferential rate for the dollar was eliminated,and ENDESA was left 
with losses totaling some 360 million dollars. The debtwas absorbed through a 
reduction in the firm's capital holdings. This proceduremade it possible for 
ENDESA to continue to make profit payments on its shares. 

With the patrimonial absorption of this loss, the company'sfinancial position -- 
although not its operational conditions -- progressivelyweakened. By the end of 
1985, in fact, its debt/capital ratio had risento 2.3. 

As a result, the Chilean government decided to adopt twoconcurrent measures: 
first, the Colbún-Machicura power station, whichbelonged to ENDESA, was 
transferred to CORFO as COLBUN S.A. The debt/capitalratio of the new 
company was 1.5; second, 500 million dollars worth of ENDESAdebt were 
capitalized, leaving the company with a healthy debt/capital ratioof under 1.0. 

It is important to note that, from the State's perspective(that is, in CORFO's 
rather than ENDESA's view), this capitalization didnot produce tangible any 
changes, given that ENDESA's debt belonged, inconsolidated terms, to CORFO. 
Nonetheless, it was clear that the improvementin ENDESA's indebtedness would 
improve the company's position via-a-visprivatization. Moreover, in terms of 
obtaining a better selling price forENDESA, the capitalization proved to be 
important given that investors perceivedthe risk of investing in a financially 
healthy company as significantlylower than that of investing in a financially 
troubled firm. 

The privatization of ENDESA was conducted through the saleof "share packets" 
to AFPs, employees and, most importantly, throughso-called "popular 



capitalism." The latter format consisted ofsales of discounted shares (calculated 
on the basis of stock market rates)to the public at large. The number of shares 
an individual could acquirewas limited, and the credit extended for such 
purchases was favorable. Asa result, the privatization process was completed 
even faster than originallyprojected. 

V. RESULTS OF THE NEW POLICIES 

1. GENERAL ASPECTS 

The policy modifications and privatization processes introducedin the electrical 
industry are entirely too recent to provide conclusivequantitative results. 

Moreover, such an analysis is further complicated by thefact that the privatization 
was preceded by a complete restructuring ofthe industry. Thus, the question is, 
what portion of the results can beattributed directly to restructuring, even within 
the state-dominated framework,and what portion resulted exclusively from 
privatization?  

These questions are not easily answered. Nonetheless, itis possible, from a 
qualitative perspective, to formulate some conclusionson the results of the overall 
process conducted in Chile. We will brieflyreview the behavior of the industry in 
terms of its financial position,level of operational efficiency and the level of 
stability of the currentrules of the game. Lastly, we will look into the challenges 
facing in industryin years to come. 

2. FINANCIAL STANDING OF ELECTRIC COMPANIES 

First, let us compare the standing of Chilean electriccompanies with those of 
other Latin American nations (many of which arefacing crisis situations) and 
those of developed nations. From this comparison,the Chilean industry appears 
to be on solid ground, both financially andin terms of operations, despite some 
persistent problems which will be discussedin greater detail in a moment. (Charts 
4 and 5). 
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The data indicates a important evolution in the key variablesfor Chile's primary 
electric companies, including:  

- Profits: operational and non-operational, balance andaccounting patrimony.  

- Profitability: defined as operating profits over fixednet assets (gross depreciated 
fixed assets).  

- Profitability: defined as operational results plus depreciationdivided by gross 
fixed assets. This variable is similar to an internal rateof return on the 
investments conducted to the extent that the gross fixedassets are not overly 
distorted by the worth of new installations. 

Important fluctuations can be seen in the accounting profitability,which result 
primarily from external factors such as currency devaluations.The devaluations 
led to significant non-operational losses in 1982 and 1985and their impact was 



particularly strong among the firms generating electricalpower (which tend to hold 
most of their debt in foreign currency.)  

The current rates of profitability for Chile's primarysuppliers of electrical power 
are given in greater detail in the chartson the following pages.  

In addition, these charts show clearly that ENERSIS isnot only a holding 
corporation for distributors, but also owns shares inENDESA (some 12%) and 
has subsidiaries dealing in real estate and services.Thus, the overall results for 
the company are, in truth, not limited todistribution activities, even the latter do 
compose the bulk of the firm'sbusiness dealings.  

Moreover, the data makes it clear that the operating profitabilityof distribution 
companies tend to be higher than those of generators interms of fixed net assets. 
This is due to the fact that the accounting depreciationsaccumulated by 
distributors, in terms of gross assets, are much greaterthan those of generation 
companies. Thus, the result is more of an accountingeffect than an economic 
one. 

It is also important to note that, in 1991, the profitabilityof the two largest 
generators was even greater than in 1989 and 1990 (inthose years, Chile was 
affected by a severe drought which limited results.)Moreover, in 1990 ENDESA 
brought a new hydroelectric power station (Canutillar,145 MW) on line. The 
energy produced at that plant will not affect the datauntil 1991 even though the 
investments were completed in 1990. A similarsituation arises with other stations 
being brought into service, such asPehuenche, a 500 MW station developed by 
an ENDESA subsidiary, and Alfalfal,a 160 MW station under construction by 
CHILGENER. Both plants were expectedto be operational by late 1991. 

In any case, it is clear that the distributors presenta higher rate of return 
(measured as net operatioal income plus depreciationover gross fixed assets). 
However, it is interesting to note that for recentprojects and those under 
construction, that rate is similar to those achievedby distribution companies (8-
18%). (See Tables 2 and 3 below). 

Table 2 

FINANCIAL INDICATORS 

(US$ per year) 2 GENERATING FIRMS 
 

COMPANY OPERATION  1988 1989 1990 

ENDESA Operational Income  155.75 114.63  121.14 

 Profit  178.52 105.94  103.99 



 Depreciation  56.38 56.14  65.12 

Installed Net Assets  1,706.55 1,771.85  2.110.39 

capacity 
1990 

Gross Assets  2,629.22 2,753.05  3.290.60 

2050 MW Patrimony  1,445.77 1,458.17  1.697.89 

 Debt 686.94  724.94 824.35  

     

 Liab./patrim.  47.5% 49.7%  48.6% 

 Profit/patrim.  12.3% 7.3%  6.1% 

 Op.inc./net fix. assets  9.1% 6.5%  5.7% 

 
Op.inc,depr/gross 
assets  

8.1% 6.2%  5.7% 

     

CHILGENER Operational Income  23.07 23.66  39.66 

 Profit  22.13 24.73  32.55 

 Depreciation  10.32 10.60  12.57 

Installed Net Assets  305.41 402.83  556.33 

capacity 
1990 

Gross Assets  543.07 652.55  853.59 

570 MW Patrimony  296.44 309.53  364.73 

 Debt 58.86  145.74  222.19  

     

 Liab../patrim.  19.9% 47.1%  60.9% 

 Profit/patrim.  7.5% 8.0%  8.9% 

 Op.inc/net fix. assets  7.6% 5.9%  7.1% 

 
Op.inc.+depr./gross 
assets  

6.1% 5.2%  6.1% 

Table 3 

FINANCIAL INDICATORS 

(US$ per year) 2 DISTRIBUTION FIRMS 

EMPRESA RUBRO  1989  1990  

CHILQUINTA 
Resultado 
operacional  

8.89 9.88  



 Utilidad  9.58 11.11  

280.000 Depreciación  2.49 2.65  

clientes Activo neto  43.78  51.85  

 Activo bruto  108.42 127.82  

 Patrimonio  52.11 60.32  

 Deuda LP  1.74 2.03  

    

 Pasiv. LP/patrim.  3.3% 3.4%  

 Util/patrim.  18.4% 18.4%  

 
Res.oper./act.fijo 
neto  

20.3% 19.1%  

 
Res.oper.+depr./act 
bruto  

10.5% 9.8%  

    

    

ENERSIS 
Resultado 
operacional  

46.26 52.89  

 Utilidad  53.30 93.81  

 Depreciación  11.27 15.84  

1.100.000 Activo neto  230.70 272.83  

clientes Activo bruto  458.78 549.00  

 Patrimonio  245.25  316.22  

 Deuda LP  28.69 70.47  

    

 Pasiv. LP/patrim.  11.7% 22.3%  

 Util/patrim.  21.7%  29.7%  

 
Res.oper./act.fijo 
neto  

20.1%  9.4%  

 
Res.oper.+depr./act 
bruto  

12.5% 12.5%  

3. EFFICIENCY 

A second aspect of the evolution of Chile's electricalindustry in recent years is 
the overall improvement in efficiency, as demonstratedby the following: 

- Low rates as compared to nations where the industry operatesnormally. Even at 
the Latin American level, where there has been a traditionof subsidizing 



consumer consumption in a variety of fashions, Chile's ratesmeet the average. 
The following tables show typical rates for residentialand industrial power in 
foreign countries and in three areas of Chile: north(thermoelectric generation 
based on oil and coal); central (hydroelectric)and south (thermal generation 
based on natural gas). (See Tables 5 and 6). 

Table 4 

AVERAGE RESIDENTIAL RATES 

(US$/kWh) 

Country Residential 

 100 KWh 

  

West Germany 20.63 

Belgium 19.60 

Japan 19.17 

Spain 15.66 

Austria 14.63 

Northern Chile (Emelari)  14.39 

France 14.38 

U.K. 14.04 

Argentina 13.99 

Switzerland 12.82 

Netherlands 12.46 

Portugal 12.40 

Canada 11.93 

Central Chile (Chilmetro)  10.89 

Italy 10.25 

Greece 9.37 

Southern Chile (Edelmag)  9.16 

Sweden 8.72 

Brazil 8.60 

Morocco 6.71 

Uruguay 6.53 

Bolivia 4.97 

Paraguay 4.34 



Costa Rica 4.24 

Mexico 4.08 

Colombia 2.62 

Ecuador 1.95 

Venezuela 1.62 

Peru 0.51 

Note: - Includes taxes. As of 6/90  

Source: - Unión Internacional de Productores y Distribuidoresde Energía 
Eléctrica. (UNIDEPE)  

Chilectra Metropolitana (Poll dated 1/89)  

- Sistema de Información Económico Energéticode la Organización  

Latinoamericana de Energía (SIEE-OLADE) (Poll dated6/90) 

AVERAGE INDUSTRIAL RATES 

(US$/kWh) 

Country Industrial rate 

(excluding Latin 
Amer.)  

Pot: 500 kW 

 FC: 45,7% 

  

Japan 9.70 

W. Germany 9.19 

Morocco 8.85 

Italy 7.97 

Spain 7.89 

Austria 7.19 

Portugal 6.62 

U.K. 6.51 

Belgium 6.43 

Northern Chile 
(Emelari)  

6.27 

Greece 5.95 



France 5.49 

Switzerland 5.35 

Netherlands 5.02 

Sweden 4.30 

Central Chile 
(Chilmetro)  

4.09 

Canada 3.84 

Southern Chile 
(Edelmag)  

2.99 

AVERAGE INDUSTRIAL RATES 

(US$KWH) 

Country Industrial rate 

(Latin America) FC: OLADE 

  

Argentina 14.47 

Mexico 7.30 

Costa Rica 6.56 

Chile 6.56 

Peru 6.37 

Uruguay 6.07 

Brazil 5.61 

Colombia 5.52 

Bolivia 5.19 

Ecuador 3.59 

Paraguay 3.42 

Venezuela 2.87 

Theses figures indicate that the healthy financial conditionof Chile's electric 
companies is not the result of high rates, but ratherof sound management. 

- The efficient and rational use of energy: the pricingsystem, not only in terms of 
electricity, but for other types of energyas well (particularly liquid fuels), has 
provided an incentive for the properallocation of energy products. Thus, although 
the utilization of electricityin Chile is relatively high (1374 kWh/resident in 1989), 
use is concentratedin areas where it is economically viable. As a result, the 



inefficient useof electricity in such areas as heating, water heaters and, above all, 
kitchenstoves, is not a problem in Chile given that there are more cost-
efficienttypes of energy available for these purposes and the appropriateness 
ofthe pricing policies for such products. In some Latin American countries,the use 
of electricity in heating water and kitchen stoves -- as a resultof price distortions -
- constitutes a serious problem. 

- Some indicators, such as the evolution of the ratio betweenthe number of 
company employees and energy sold, bear further testimonyto the productivity of 
Chilean firms. Chart 6 demonstrates this evolution. 

Chart 6 

Number of Workers per Amount of Energy Soldor Generated 

 

- Competition has become the catalyst for further developmentsin the electrical 
generation industry in Chile. This competition has beenreflected in recent years 
in the growing number of occasions on which largeindustrial and mining 
complexes call for public bids to supply them withelectricity.  

- In terms of service, quality and sensitivity toward publicimage, important 
progress has been made. In fact, current legislation callsfor periodic polls to be 
taken among clients in order to enable both companiesand government officials 
to evaluate the performance of concessionairesin terms of service quality. Thus, 
important firms, such as Chilectra Metropolitana,have completely revamped their 
customer service and billing systems andimplemented policies aimed at 
providing electrical installations quickly(24 hours after a request is filed for small 
consumers whose installationsdo not require that the network be expanded, and 
a maximum of 1 week inall other cases). 

Coverage in Chile is high by Latin American standards.In 1987, for example a 
poll among low income sectors (CASEN) showed thefollowing electrical coverage 
rates for the nation as a whole:  

Urban Area 97.9% 



Rural Area 62.0% 

Total  91.4% 

Source: El Sector Energía en Chile. CNE, 1989  
 

Estimates indicate that improvements have continued tobe made since the time 
of the poll noted above. Thus, in 1991, for example,coverage in the greater 
Santiago metropolitan area reached 100% of homes. 

It is important to note, moreover, that several companieshave offered new 
products such as price differentiation according to thetime of day and level of 
usage. Prices continue to be within the range establishedby the government 
while the equipment needed for such measurements is providedby the interested 
parties themselves.  

- Control over the payment of bills and invoices and theillegal use of electricity -- 
a serious problem in many Latin American countries-- has encountered creative 
solutions which have generated important resultsfor Chilean companies, 
including Chilectra Metropolitana, one of the firmsmost affected by these 
problems. Similar improvements have been registeredby Chilectra V Región and 
EDELNOR. Chilectra Metropolitana has reducedtotal losses -- including those of 
transmission -- from 21% to 13% (thelatter can be considered much closer to the 
norm which tends to be some11-12%). Chilectra V Región, moreover, reduced 
losses from 12% in1988 to 8% in 1991. 

Control over these losses was the result of joint effortsundertaken by the 
companies and the State. Thus, the companies designedand installed protected 
distribution lines (braided conductors, high voltagepower lines and those out-
fitted with concentric conductors) and standardizedhook-up points and meters. 
The State, moreover, cooperated by financingthe pardoning of interest 
accumulated on consumers un-paid electric billsand facilitating more convenient 
payment schedules for such debt. The effortsaimed at reducing losses 
commenced while the companies were still ownedby the State, and therefore the 
results obtained through these measurescannot justifyly be attributed to 
privatization. It is clear, however, thatthe solution to the problem of losses and 
uncollectables has been much moreefficient within the framework of private 
companies than under the State'sadministration. 

4. STABILITY OF THE RULES OF THE GAME 

A third element worth mentioning in Chilean electricalpolicy is the stability of the 
rules of the game. The concepts governingthe electrical industry in Chile today 
are stable not only because the in-cominggovernment has agreed to support 
existing policies, but also because ofthe important presence of institutional 



investors in the ownership of thecompanies' shares. The following Charts reflect 
the shareholder compositionof some of Chile's largest electric companies. (See 
Charts 7 and 8). 

Chart 7 

Distribution of ENERSIS Shares 

(December 1990) 

 

Chart 8 

Distribution of ENDESA Shares 

(December 1990) 

 

Nonetheless, it is obvious that the stability of the rulesof the game will depend 
upon behavior within the electric industry itselfand the way the companies, 
primarily the private ones, confront their responsibilities. 

VI. CHALLENGES FACING THE INDUSTRY TODAY 



1. GENERAL ASPECTS 

Despite the fact that the electric policies implementedin Chile have been quite 
successful, challenges do remain to be surmountedby both the State and the 
private sector. Thus, some of the questions whichremain are: will private 
development of generation facilities by fast enoughto meet demand? Will the 
existing pricing policies for generation be sufficientto foster development in this 
area? Will the country's political authoritiesmaintain the rules of the game over 
the long-term in such a fashion thatthe private sector will be able to continue to 
be active in this area? Willthe electric companies be willing to accept and 
correctly interpret existingregulations in such a fashion that will avoid internal 
conflicts that mightled to a global reassessment of policies in an effort to solve 
the problem? 

2. DEVELOPMENT OF INVESTMENTS BY PRIVATE COMPANIES  

Some of the questions mentioned above have been resolvedover time. In its first 
year of construction, the Alfalfal hydroelectricproject (160 MW) suffered a natural 
disaster (a mudslide) and was reevaluatedby CHILGENER (mostly privatized by 
that point). The decision was to proceedwith its construction and at the time of 
this writing, the station was justcoming on line. It is important to note that a large 
portion of the IDBloan extended for the construction of this project was replaced 
by bondsissued in the domestic market in an effort to reduce the risk of 
fluctuatingexchange rates. 

In 1989, ENDESA and CHILGENER (both privatized), installed100 MW in gas 
turbines to mitigate the effects of a severe drought. Morerecently, an ENDESA 
subsidiary initiated construction of an 85 MW hydroelectricpower station at 
Curillinque. The private Guardia Vieja Hydroelectric hasjust started work on a 46 
MW station. Furthermore, a consortium of fourcompanies is in the process of 
studying a 125 MW thermal, coal-based, stationwhich would be operational as of 
1995 or 1996, while ENDESA is putting togetherthe financial package needed to 
build a 450 MW hydroelectric station calledPangue. Completion of the latter 
project is slated for 1996 or 1997. 

The decisions surrounding the construction of the thermaland Pangue stations, 
given their size and the number of years required fortheir construction, will be key 
signals as to the willingness of the privatesector to take on added responsibility in 
terms of the nation's electricaldevelopment. Both projects can be expected to 
provide reasonable profitabilityand the perspectives for their construction are 
optimistic. In any case,the State, which must ensure the common good, will have 
to play a role ifthe worst should occur and the postponement of the construction 
of theseor similar projects threatens to make the overall supply of electrical 
powerin Chile insufficient. Such involvement could come in the form of the saleof 
the justifys to the water so that the project could be conducted by otherentities or 
by participating directly in the construction of such stations. 



It is worth highlighting the fact that Chilean legislationdoes not oblige generators 
to expand their capacity. On the other hand,prices for such services are 
practically unregulated. Thus, additional powerstations will be brought on line to 
the extent that the prices determinedon the basis of competition provide an 
acceptable level of profitability.The attractiveness of that rate for the private 
sector is clearly dependenton the options for investment and the risks inherent in 
the electrical industry.The perception of the industry as a "risky business" has no 
doubtdiminished in recent years (reflected in the sharp rise in the prices ofshares 
in electric companies on the stock market) as is shown in the followingtables (see 
Tables 5 and 6). 

Table 5 

Stock Value/Book Value Ratio 

for Individual Electric Companies  

Worth through December of each year 

 1987 1988 1989 1990 jul1991 

1- 
Generators 

     

      

ENDESA 0.40 0.30 0.37 0.45 1.16 

CHILGENER 0.21 0.20 0.32 0.37 0.80 

      

2- 
Distributors 

     

      

CHILQUINTA 0.50 0.55 0.78 2.05 3.47 

ENERSIS 0.53 0.51 0.85 1.50 3.60 

This trend has been on the rise in Chile not only in theelectrical industry, but 
throughout the stock market as a result of increasedconfidence in the economic 
system and the internationalization of Chile'seconomy which has attracted 
foreign investors. Thus, the stock price-profitratio of Chile's electric companies, 
which came to 3 just two years ago,has now reached levels of between 12 and 
15 as can be seen in Table 6 below. 

Table 6 

Stock Price/Profit Ratio 



 1988 1989 1990 Jun1991 

ENDESA 2.5 5.3 7.1 15.8 

CHILGENER 2.7 4.0 4.2 8.9 

CHILQUINTA 4.5 4.2 11.1 15.5 

ENERSIS 3.7 4.2 5.6 11.3 

The alternative investment or "risk-free" ratein Chile is approximately 5%. For the 
AFPs, which hold accumulated investmentstotalling some 8 billion U.S. dollars, 
the long-term rates bordering on10% are sufficiently attractive and new 
generation projects are expectedto have even higher rates of return. 
Nonetheless, the decisions made byAFPs are sovereign, so long as they comply 
with diversification requirements,and they cannot be pressured toward investing 
in any given area. In anycase, it would probably be a good idea to modify existing 
legislation toallow AFPs to participate in the acquisition of shares issued for 
generationprojects in their initial stages. At present, such acquisitions can onlybe 
made after the power station has been on line for at least 3 years. 
Electriccompanies, moreover, must seek to make greater use of non-traditional 
fundingmechanisms, such as issuing shares or bonds which can be converted 
intoshares. 

3. INTER-COMPANY CONFLICTS 

The creation of competitive conditions among companiesgenerating electrical 
energy coupled with their management in support ofshareholders' interests has 
led to a series of conflicts over the interpretationof current legislation. 
Overcoming these conflicts and establishing a commoninterpretation of the 
norms is therefore one of the challenges still facingChile's private electric 
companies. 

In some cases, the regulations have been sufficiently clear,both in terms of the 
overall framework and specific policies, but interpretationthat breaks with their 
"spirit" has led to serious conflicts which,unless resolved by the companies 
themselves, could lead to over-regulationand revisions to the legislation. 
Naturally, such modifications would havea negative impact on the rules of the 
game. 

Therefore, the role played by the companies is key to avoidingan escalation of 
these difficulties and to exploring solutions within theframework of the spirit of 
existing legislation. The lesson to be learnedfrom these conflicts is that it is of 
crucial importance that an industryas complex as the electrical field not be 
privatized until the rulesof the game have been clearly established and in 
operation for some time.The strategy followed in Chile respected this principle 
and undoubtedlythe maturity of the actors engaged in negotiations over pending 



issues willbe sufficient to allow the conflicts that emerge over legal 
imperfections,which are inevitable, to be resolved successfully.  

Bibliography: The author hasmade use of portions of the following publications 
in which he participatedactively: 

-El Sector Energía en Chile, 1990. Co-author. 

-La Desconcentración del Sector Eléctricoen Chile, el Punto de Vista del 
Gobierno que lo Llevó a Cabo. Reportto the World Bank, 1990. Author.  
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TELECOMMUNICATIONS INDUSTRY 

RENATO AGURTO C.  

1. INTRODUCTION 

This chapter is primarily oriented toward describing the actions takenin the 1980s 
aimed at achieving a successful privatization in the telecommunicationsindustry 
and at the influence that this process had on the structuring ofan appropriate 
regulatory framework for the industry. 

Emphasis will be placed on public service telecommunications, namelylocal fixed 
calling and long distance and international telecommunications,as they constitute 
the backbone of Chile's telecommunications network. 

The first portion of the chapter provides a brief historical overviewof the physical, 
institutional and legislative development of Chile's telecommunicationsindustry. It 
is important to note that, as with all services exhibitingthe general characteristics 
of a natural monopoly, the industry's developmenthas been influenced by the 
type of regulations implemented. This sectionconcludes with a summary of the 
primary problems the industry faced in themid 1980s. 

The second section describes the measures taken to adjust the 
regulatoryframework, with an emphasis on those which the reformers believed 
wouldbolster economic efficiency in the industry's development.  

Thirdly, a description is provided of the most important measures takentoward 
the end of the 1980s to pave the way for the full privatization 
oftelecommunications in Chile.  

Lastly, the current status of telecommunications in Chile and perspectivesfor 
future are presented along with a discussion of some of the problemsand salient 
issues facing the industry.  

II. HISTORICAL OVERVIEW 

1. SUMMARY OF PHYSICAL AND INSTITUTIONAL DEVELOPMENT 

a. Evolution of companies in the industry  

The evolution of telephone service in Chile was similar to that of therest of the 
world; it emerged as of 1880 through a number of local companieswhich were 
subsequently consolidated, as of 1930, into a single large companyknown as the 
Chilean Telephone Company or CTC. The CTC was actually ownedby the U.S.-
based firm International Telephone and Telegraph (ITT). Thus,leading 
companies around the world included American Telephone and Telegraph(ATT) 



in the United States, Siemes in Germany, Ericsson in Sweden, Argentina,Mexico, 
etc. and ITT in Spain, Brazil, Argentina, Peru, Cuba, Mexico andother nations in 
addition to Chile. 

As we shall see upon examining the existing legislation, as of 1930 
Chileconceded development of this capital-intensive field -- which was, 
moreoversusceptible to important technological changes -- to a foreign company 
withexperience and resources. Through the purchase and merging of local 
firms,the Chilean Telephone Company came to cover some 95% of Chilean 
phone service.It is important to note that the expansion of the CTC in order to 
fulfillobjectives established in the legislation which created the firm were madein 
an environment of increasing State intervention in the nation's economy.This 
served as a progressive disincentive for the industry's developmentand caused a 
serious deficit in the availability of phone services. Thisprocess culminated with 
the intervention of the company by the State in1971. 

The CTC's coverage is nationwide, except for the 10th Region (locatedin 
Southern Chile) where the local National Telephone Company of Valdivia-- 
established in 1894 -- has remained in private hands except for a briefperiod of 
State intervention between 1971 and 1982 and the AysénRegion, which is 
serviced by the Coyhaique Telephone Company, a former municipalfirm that was 
privatized in 1982. 

The growing participation of the State in the development of 
telecommunicationsin Chile reached its zenith in the early 1960s with the 
creation of theNational Telecommunications Company (ENTEL) which was 
charged with the exclusivedevelopment of long distance and international 
telecommunications services. 

Even after the State had achieved full control over the nation's 
telecommunications,the statist view of the industry persisted for many years, 
based on a multiplicityof justifications: governmental and administrative needs; 
emergency reasons;security; national defense; etc. 

In 1981, two new local phone companies emerged, CMET and the 
ManquehueTelephone Company which helped to alleviate the phone line deficit 
in areasof Santiago and the 5th Region where demand was greatest.  

The national telegraph and telex services, moreover, were transformedinto a 
legal monopoly under State control in 1960 through formation of theState Mail 
and Telegraph Service.  

b. Regulatory Entities 

From the perspective of regulator entities, the industry's institutionswere 
characterized by the initial creation (in 1925) of a general organism,known as the 



General Directorate for Electrical Services. This service wassubsequently 
transformed into the Superintendency for Electrical Services,Natural Gas and 
Telecommunications (SEGTEL). Nonetheless, for the first40 years, the CTC was 
controlled directly by the government through 3 representativeson its Board of 
Directors, including the General Director of Services, NaturalGas and 
Telecommunications. It was not until 1971 that regulation of theCTC was 
completely transferred to SEGTEL. 

As of 1978, responsibility for regulating the telecommunications industrywas 
shifted to the Undersecretariate for Telecommunications (SUBTEL), aninstitution 
subordinated to the Ministry of Transportation and Telecommunications. 

c. Evolution of physical and economic indicators  

In an effort to better understand the physical evolution of the 
telecommunicationsindustry in Chile, a set of charts is presented below which 
reflect thephysical and economic indicators relating to local telephone service 
andthe development of long distance and international calling. These chartsmake 
the effects of the telecommunications polices implemented in the 1980sclear and 
illustrate the impact of the privatizations conducted toward theend of that decade 
which will be commented upon in greater detail in a moment. 

In terms of growth in the number of available telephone lines, Chart1 shows 
moderate growth with annual rates of 6.4% for the period 1960-1967;9.1% for the 
period 1967-1972; 3.2% between 1972 and 1980; 7% from 1980through 1985; 
and 5.4% between 1985 and 1988. In 1989 and 1990, the growthrate jumped to 
9.2% and 25.7%, respectively. From a broader perspective,the average growth 
rate for the period 1960-1980 totaled 5.8% and 6.4% between1980 and 1988. 
This chart also shows the increase in demand as expressedthrough the number 
of pending requests for phone lines. However, it is importantto note that these 
figures do not always represent the totality of unsatisfieddemand.  

CHART 1 

DEVELOPMENT OF LINES IN CTC AREAS 

(Through Dec. of each Yr.) 



 

CHART 2 

PHONE DENSITY IN CTC AREA 

 

As a result of the course of phone line development, the country slowlyachieved 
the densities shown in Chart 2, expressed in the number of linesinstalled per 100 
inhabitants and in phones per 100 inhabitants. 

CHART 3 

INT'L PHONE DENSITY 

(lines in service per 100 inhab.) 

 



Chart 3 seeks to compare Chile with prevailing international conditionsin terms of 
telephone density in lines per 100 inhabitants for a varietyof developed and 
developing countries as well as the world average. Thischart shows that despite 
the tremendous expansion in telephone availabilityin Chile in recent years, by the 
end of 1990 Chile was still below the worldaverage in per capita telephone 
density. 

Chart 4 reflects the degree of automation and digitalization of the 
CTC'sswitchboards. As can be clearly seen, at present close to 100% of linesare 
handled through automatic switchboards; for 65% of those lines automationis 
digital (this figure has been achieved over the last 8 years). 

CHART 4 

LEVEL OF AUTOMAZATION & DIGITALIZATION IN CTC AREA (%) 

 

Chart 5 shows the annual number of domestic long distance calls. Growthin this 
field over the last decade has been noteworthy, reaching an annualaverage rate 
of 15.1%. Furthermore, growth during the period 1984-1990 wasparticularly 
strong, with an average annual rate of 18.5%. For the period1960-1980, the 
average annual growth rate in long distance calling was 7.1%.In terms of the 
equipment utilized in the long distance network, Chart 6provides information on 
the number of circuits used by the CTC's long distanceservices including both 
wholly-owned and rented equipment (the latter belongsprimarily to ENTEL). 
Considerable growth in the number of circuits utilizedtook place in the 1980s, 
with an annual average rate of 11.2% as comparedto rates for the two previous 
decades in which growth averaged just 6.1%per year. 

CHART 5 

LONG DISTANCE CALLING IN CTC AREA 



 

CHART 6 

DOMESTIC LONG DIST. CIRCUITS 

 

Chart 7 provides data on international phone calling for the period 1977-
1990.Growth in international traffic was particularly strong in the period 1985-
1990.Furthermore, the number of available international circuits, belonging 
toENTEL, is reflected in Chart 8. 

CHART 7 

INT'L PHONE TRAFFIC 

 

CHART 8 



INT'L CIRCUITS 

(Satelite & Microwave) 

 

In terms of the evolution of economic indicators in this industry, Charts9 and 10 
show financial data for the CTC and ENTEL based on informationcontained in 
the annual reports filed by the two companies. From this information,the 
deterioration in economic conditions of the early 1970s and the recoveryfollowing 
1975 become clear. Moreover, it is apparent that ENTEL's 
performanceconsistently bettered that of the CTC. This is probably due to 
distortionsin the tariff regulations -- a subject which will be discussed in a 
moment-- affecting these companies. 

CHART 9 

CTC FINANCIAL INDICATORS 

 

CHART 10 

ENTEL FINANCIAL INDICATORS 



 

Chart 11 reflects two indicators which have been developed in order tobetter 
understand the average tariffs charged by the CTC in the 1980s. Thesefees 
include the average monthly per line revenue generated by urban service(fixed 
and variable rate local service and equipment rental) as well aslong distance 
services. This data shows a slight trend for revenue fromlong distance services 
to drop as income from local calling rises and viceversa. This is most likely an 
effect of corrections and accentuation inthe subsidy between long distance and 
local calling rates.  

CHART 11 

MONTHLY REVENUE PER AVERAGE LINE IN SERVICE 

(Dec. 1990 pesos) 

 

  

2. SUMMARY OF REGULATORY DEVELOPMENT IN THE CHILEAN 
TELECOMMUNICATIONSINDUSTRY AND THE CORRELATION WITH 
PHYSICAL DEVELOPMENT 

As occurred with electrical services, the first regulations on telecommunicationsin 
Chile were contained in the general legislation applying to electricalservices 
passed in 1925. From that date forward, the development of pertinentregulations 
was as follows:  



a. Era of regulated monopoly with guaranteed profitability  

From a general perspective, during this period telecommunications serviceswere 
regulated on the precept that rates should cover operational expensesand a pre-
determined level of profitability on the companies fixed assets.This criteria was 
maintained in the legislation of 1925, 1931 and 1959 
coveringtelecommunications.  

However, the largest developments in telephone services came as a resultof 
special legislation and contracts. For example, the Contract Law of 1930resulted 
in the formation of the CTC and the ad referendum agreementsof 1958 and 1967 
were signed between the government of Chile and the CTC.Some of the 
noteworthy aspects of the Contract Law of 1930 include:  

- Broad, although not exclusive, concession to develop telephone 
servicethroughout the entire country; concessionaires were required to 
providetelephone services and construct a basic telecommunications network to 
integratethe nation. 

- Tremendous freedom to introduce new technology and, in general, toallocate 
resources. 

- Extensive freedom to establish purchasing or installation usage agreementswith 
other companies and establish contracts with international operators. 

- Minimal governmental authorization was required to develop service(general 
installation plans required governmental approval in an effortto accelerate the 
achievement of goals established in the contract). Accessto public goods, 
governmental properties and other areas were facilitated.The State, moreover, 
was granted power to expand that access. 

- Stipulations that foreign companies transfer know-how to Chileans 
throughemployee and worker training in telephones and phone service.  

- Specifications that required companies, upon increasing their capital,to 
disseminate its property among the largest possible number of 
domesticinvestors. 

The Contract Law also applied regulations based on accounting criteriato tariffs; 
covering costs and ensuring a profitability of up to 10% overnet investment. 
Nonetheless, cost allocation criteria between the differentservices were not 
spelled out (e.g. between local and long distance calling).This, combined with the 
fact that tariffs had to be approved in advanceby governmental officials -- despite 
the adjustability of rates in goldpesos -- and the overall statist, politicized 
environment, meant that inherentsubsidies were produced which resulted in the 
transfer of funds betweenlong distance and local calling. The presence of this 



subsidy naturallyserved as a disincentive to the development of improved local 
telephoneservice. The result was a chronic deficit in local service -- which 
hasonly recently begun to be overcome -- and a strong incentive to invest inlong 
distance service. 

In summary, despite the stipulations contained in the Contract Law of1930 aimed 
at ensuring the quick development of the telecommunications industryin private 
hands, the lack of resolution within the government, the increasinglystatist 
system and the influence of politics on the setting of phone rates-- combined with 
murky regulatory conditions -- made the implementationof the legislation difficult, 
served as a disincentive to the CTC and contributedto the continued transfer of 
these services to the State. 

The agreements of 1958 and 1967 sought to stimulate the development 
oftelephone services which had been interrupted as a result of 
prevailingconditions. Of particular importance for the purposes of this chapter 
isthe agreement of 1967 through which the State intervened widely in the 
propertiesheld by the CTC and in the configuration of the State long distance 
monopolythrough the recently created ENTEL. In essence, this agreement 
reduced theparticipation of ITT in Chile to 51% of the CTC through a forced 
capitalizationby CORFO of the revenue necessary to implement the firm's 
expansion plans.In terms of the primary long distance network, the agreements 
limited CTCexpansion in this field with the exception of the microwave circuitry 
thecompany had installed between Santiago and Valparaíso. 
Furthermore,restrictions were imposed on the CTC's access to existing primary 
networksand the firm was required to make use of secondary lines. This 
restrictioncame as a result of the National Telecommunications Policy which was 
includedin the 1967 agreement and stated: 

"The government of Chile believes that it is necessary for basicmeans of 
domestic and international communications to be present in thecountry. These 
means should be constructed in accordance with modern techniqueswhich grant 
residents all types of access to these advances. 

The domain and regulation of these basic means shall be in the handsof the 
State as a result of, among other reasons, the needs of governmentand 
administration, and on the grounds of emergencies, security and nationaldefense 
as well as the urgency of promoting development in the most backwardareas of 
the country and ensuring efficient telecommunications servicesat the national 
and international levels." 

In early 1973, following the intervention of the CTC, the Contract Lawof 1930 was 
repealed and control of telecommunications defaulted back tothe general norm, 
DFL 4 of 1959. The tariff regulations contained in thatlegislation were similar to 
those of the Contract Law. 



b. Era of the liberalization of services  

In 1978 a new National Policy on Telecommunications was issued which,in its 
most relevant aspects, called for the development of telecommunicationsservices 
to be conducted by private institutions through concessions, 
authorizations,permits and licenses granted by the State. Nonetheless, the policy 
endorseda series of regulations aimed at establishing increased technical 
controlover such investments and conferring certain discretionary powers on 
thegovernment.  

This policy was formalized through the General Law on 
Telecommunicationsapproved in 1982, in which free, non-discriminatory access 
was granted toprivate firms in the development of the nation's 
telecommunications services.Moreover, this legislation called for technical control 
over the developmentof these activities to be exercised through authorizations 
granted by SUBTEL. 

In terms of the rates for telecommunications services, the legislationestablished 
general freedom while reserving the justify for the authoritiesto set tariffs should 
monopolies surface. Nonetheless, the law failed toestablish criteria, procedures 
and explicit time limits for this type ofregulation. 

3. FIRST STEPS TOWARD PRIVATIZATION 

a. Reorganizing the industry's largest firms  

As of 1974, a "normalization" process was implemented aimedat reorganizing the 
two largest State-owned companies, CTC and ENTEL. Thisprocess concluded in 
1985 with the privatization of these firms. Measurestaken to achieve this goal 
included:  

- Adaptation to general norms regulating private firms: private 
organization,criteria and control mechanisms were implemented in the 
management of theState-owned. 

- Average rates were brought into greater alignment, although the 
largestdistortions remained unresolved. 

- Elimination of privileges. 

- Elimination of discounts and special rates for the State and 
dependentorganizations. 

- Financial normalization and the elimination of State contributions. 

- Elimination of State guarantees for domestic and foreign credits.  



- Profitability requirement and distribution of dividends by the firms. 

b. Efforts to decentralize the industry  

In the early 1980s, efforts were made to decentralize the 
telecommunicationsindustry through the establishment of various subsidiaries 
throughout thecountry. The concept behind this policy was that it would be easier 
to attractcapital to smaller-scale private phone companies. However, from the 
perspectiveof the large foreign investors, this was entirely undesirable. To 
them,the CTC was already small enough; it was comparable to local phone 
networksin some developed countries. Moreover, the CTC opposed the 
formation ofsubsidiaries, arguing that this would make it impossible to achieve 
economiesof scale. For both of these reasons, the efforts to privatize the CTC 
throughdecentralization were unsuccessful. 

c. Privatization of telex services 

In 1982, the State monopoly over domestic telegraph and telex serviceswas 
repealed and a private firm, Telex Chile S.A., was created as a subsidiaryof the 
State Development Corporation (CORFO) to handle the services takenaway from 
the state-owned Mail and Telegraph Service. Subsequently, in 1985,100% of 
Telex Chile S.A.'s shares were sold off. 

d. Liberalization of phone justifys 

Until 1980, local telephone services were provided through non-
transferablecontracts. That year, transfers between private owners were 
authorized andproperty justifys were recognized through what came to be known 
as "phonejustifys." This represented a market solution aimed at distributing 
thelimited number of lines existing at that time among those most able to pay. 

e. New telephone companies 

Toward the end of the 1970s, the expansion plans put forth by the CTCsimply 
could not meet demand for additional phone lines1.This, combined with the 
property justifys to phone lines described above,made it possible for two 
additional companies, CMET and Manquehue, to commenceoperations. These 
companies covered new areas as well as those in whichtheir services overlapped 
with the CTC.  
 

III. PRIMARY MARKET REFORMS OF THE MID 1980s  

1. THE PHONE LINE DEFICIT 



The key problem affecting the telecommunications industry in the 1980swas the 
tremendous deficit in the number of available phone lines (unmetdemand totaled 
some 300,000 lines.)2 This deficithad accumulated over many years and was 
primarily caused by the State'sinability to resolve the situation through the CTC. 
Part of the problemcame from the fact that the State, logically enough, had 
allocated its limitedresources to more pressing social areas and to basic 
infrastructure, suchas electricity. Thus, despite a willingness among the public to 
pay forphone services -- which would imply that such an enterprise would be 
highlyprofitable -- the State-run company was unable to respond.  

The options for resolving this problem lay in bringing private capitalinto the 
development of the telecommunications industry or allowing themost important 
companies, CTC and ENTEL, to continue expanding indefinitelyas state-run 
operations. The latter not only went against the overall economicpolicies being 
implemented at the time (aimed at developing productive sectorsand services in 
accordance with the precepts of free private initiative)but was also highly 
impractical. The CTC and ENTEL would continue to behampered by the State's 
financial limitations and by the complexities ofthe budget approval process 
inherent in all public spending projects. 

It is worth taking a moment to note in greater detail the approach adoptedin Chile 
through which the role of the State was conceived as subsidiaryin both general 
economic terms and in the telecommunications industry inparticular. The 
subsidiary role of the State should not be understood asthe development by the 
State of areas in which the private sector is notactive -- without asking why this is 
-- but rather as the effort to removeall obstacles which may be impeding private 
investment. In the case of thetelecommunications industry, there were no 
institutional obstacles and therewas no doubt that the property itself could be in 
the hands of the privatesector. In the mean time, the state-run companies were 
authorized solelyto implement those expansion plans which could be financed 
with the limitedlevels of indebtedness that the macroeconomic situation permitted 
the State.Moreover, as noted earlier, the presence of more pressing needs in 
socialdevelopment and infrastructure meant that the telecommunications 
industrywas relegated to, at best, second place. Furthermore, any profits 
generatedby the state-run telecommunications companies formed part of the 
State'sgeneral budget and therefore were utilized to subsidize other areas of 
developmentrather than being reinvested in the industry itself. 

In addition, as of 1985, its was clear that the strategic nature of 
telecommunications-- which in the past had been used as an argument for 
nationalizing theindustry and which to a certain extent had been hampering its 
reprivatization-- need not be an obstacle to the participation of private capital in 
theindustry. Thus, mechanisms were devised whereby in cases of 
catastrophe,severe domestic convulsion or foreign war, the State may intervene 
in telecommunicationsservices. In fact, this had occurred at an earlier date when 
the industryhad been in private hands. Moreover, from a strategic perspective, it 



waspreferable that the telecommunications industry be well developed and 
thiscould only be achieved through the participation of private capital. 

Nonetheless, the privatization of the CTC and ENTEL required, in additionto the 
political will to do so, that certain regulatory problems which werehindering the 
industry's development be resolved. Overcoming these problemswas of particular 
importance given that their existence could be perceivedby potential investors as 
future sources of instability. 

2. OVERLAPPING CONCESSIONS AND CONNECTIVITY  

By 1985, the effort to establish a variety of smaller phone companieswhich would 
have competed with the CTC, as per the legislation signed in1982, had 
collapsed. The negative experience resulting from the installationof the CMET 
and Manquehue firms was partially to blame for this setback(the companies 
initiated operations during the recession of 1982-83 whichfurther complicated 
their economic situation). More important, however,was the lack of clear 
regulations on connectivity between these companiesand the CTC. This legal 
void led to a multiplicity of lawsuits among theseparties. A 1985 effort to clarify 
this situation was not sufficient to movethe country forward toward the 
development of decentralized, competitivephone services.  

Nonetheless, the key reason for the breakdown in the budding new systemwas 
the monopolistic nature of local calling which made it impractical andinefficient for 
a variety of concessionaires to operate in the same geographicarea. 

3. COMPETITION BETWEEN THE CTC AND ENTEL  

An additional problem in 1985 was the competition between the CTC andENTEL 
for long distance services. This problem originated with the creationof ENTEL in 
1964 and continues to exist today. Nonetheless, the most importantpoint of 
tension between the two companies arose over the issue of tariffdistortion 
(which, as noted earlier, meant that profits from long distancecalling were used to 
subsidize local service). These differences were partiallyresolved through the 
tariff regulations enacted in 1985 but persists asan on-going of source conflict 
between the CTC and ENTEL for reason willreview in a moment. 

While the CTC and ENTEL were still state-run companies during the 1980s,an 
effort was made to overcome this competition by having CORFO issue 
clearinstructions separating the activities of the two firms. However, despitethe 
wishes of the majority shareholder (the State), the problem continuedas a result 
of the position taken by minority stockholders and the naturalimpulse of 
executives at both companies to expand into the lucrative areaof long distance 
calling. 

4. REGULATORY INEFFICIENCY 



As noted earlier, an important portion of the problems in the 
telecommunicationsindustry in the 1980s resulted from regulatory inefficiency. 
Specifically,two areas -- market accessibility and pricing -- can be highlighted as 
beingof particular importance. Both areas originated from an erroneous 
analysisof the degree of acceptable liberalization in basic telephone service 
andlong distance transmissions. Since the legislation enacted in 1982 soughtto 
maximize freedom to develop these services -- and therefore 
encouragecompetition -- it failed to establish efficient mechanisms to regulate 
prices. 

a. Market accessibility 

Although the legislation passed in 1982 retained the concept of 
"concessions"granted by the authorities in order to install and develop public 
telecommunicationsservices, it failed to establish any significant requirements for 
obtainingsuch a concession. Furthermore, no obligations were imposed on the 
concessionarywho, by default, was authorized to discriminate or limit the type of 
servicesprovided. This situation was wholly incompatible with the concept of 
fosteringstrong competition in the telecommunications market. 

Moreover, the legislation was interpreted in such a fashion that -- unlikestandard 
concessions for public services -- government officials were notauthorized to 
make justifiable decisions on the approval or rejection ofconcession requests. 
This could lead to a proliferation of concessionaires,particularly in commercially 
attractive areas. Furthermore, technologicaldevelopments at that time in fixed 
local calling were (and continue to be)sufficient to create a natural monopoly. The 
presence of such a monopolymade it unwise, from an economic standpoint, for 
there to be such a proliferationof services while technological advances meant 
that all of the servicesneeded to be interconnected, adding yet another source of 
conflict to thedisarray. In fact, controversy over connectivity rose in quantity and 
tenorwith the increase in the number of concessionaires. This situation led 
officialsto deny concessions to new groups; the new groups responded by suing 
thegovernment for what they perceived as their justify to enter the market. 

b. Pricing 

In principal, the legislation enacted in 1982 established free pricing.However, the 
authorities reserved the justify to regulate tariffs if marketconditions failed to be 
sufficient to ensure free competition. Moreover,the legislation did not establish 
criteria nor procedures for fixing prices,indicating that these were to be set in 
accordance with the "direct,necessary costs of providing services" and at a rate 
of return to beestablished by the Ministries of Economics and Transportation and 
Telecommunications. 

In the absence of a legal framework for setting prices, government 
authoritiesopted not to make formal use of these powers. Nonetheless, the 



governmentdid continue to do so informally through the authorization of tariff 
schedulespresented by the state-run telecommunications firms. This made it 
difficultto resolve existing tariff distortions (namely crossed subsidies from 
longdistance to local calling and fees for telephone justifys) in an 
organizedfashion. 

5. ROLE OF GOVERNMENT OFFICIALS 

An additional problem confronting the telecommunications industry inthe 1980s 
was the level of indecisiveness regarding the specific role thatthe corresponding 
regulatory agency, SUBTEL, should play. The situationwas further complicated 
by a lack of resources at that agency which obstructedits effort to fulfill all but its 
minimal duties. 

An indication of the extent of this problem was the degree of regulationSUBTEL 
sought to impose on the telecommunications companies. One of theoptions 
discussed was to have the regulatory agency organize a central strategyfor 
domestic telecommunications; however, the scope of such a plan was 
notdefined. The need for basic domestic telecommunications to develop 
harmoniouslyin accordance with some type of planned growth was clear. 
Nonetheless, theindividual company-owned networks conforming the national 
system expectedplanning to be decentralized. Clearly, these positions could not 
be easilyreconciled. Moreover, if the concept of a planned strategy meant the 
establishmentof a global referential framework for the industry, then such a 
strategycould only serve as a guideline for the State's action in such areas 
astariffs, price transfers among services and the granting of concessions.In any 
case, the lack of resources made it impossible to conduct researchon these 
issues and influenced future legislation on procedures for engagingin tariff 
studies. 

In summary, all of the problems mentioned above tended to transform 
telecommunications,in general, into an excessively risky business for investors 
and reduced,despite the best intentions of the legislation passed in 1982, 
interestin opening new companies or acquiring shares in existing ones. 

IV. REASSERTING A TELECOMMUNICATIONS POLICY AND 
ADJUSTMENTS TO THEREGULATORY FRAMEWORK  

1. POLICY REESTABLISHMENT 

By 1985, the investment needs of the telecommunications industry in 
Chilereached 1.1 billion dollars for a 10 year plan for public telephone 
servicealone. Clearly, the only way to stave off continued deterioration was 
toopen the industry up to domestic and international private capital. 
Thegovernment therefore decided to reintroduce development by the private 



sector,implementing the changes necessary in the regulatory framework to make 
thispossible. 

In order to achieve this goal, the general guidelines of telecommunicationspolicy 
were reinforced to enhance productivity, assign the State a subsidiaryrole and 
recognize the market as an efficient allocator of resources. 

Furthermore, specific policies aimed at resolving the problems arisingfrom the 
general guidelines were re-defined to identify those segments ofthe industry with 
the largest degree of monopolization and create efficientregulatory mechanisms 
to control those segments.  

Measures were also taken to define the subsidiary role of the State.For example, 
in areas where developing telecommunications could be justifiedon social 
grounds even when private investment did not prove profitable,policies were 
adopted which made it possible for the State to encourageinvestment without 
having to play a direct role in the implementation ofdevelopment projects or 
imposing social obligations on private firms. Inorder to do this, the State granted 
direct subsidies which made it worthwhilefor private companies to invest in these 
areas. One such program was introducedin rural areas whereby the National 
Fund for Regional Development providedthe resources needed to finance a 
portion of specific investment projectswhich had been carefully evaluated and 
selected on the community and regionallevels. 

2. ADJUSTMENTS TO THE REGULATORY FRAMEWORK, 1985-1987 

Adjustments made to the regulatory framework as of 1985 were primarilyoriented 
toward: 

- Making the rules of the game more explicit and transparent in termsof access to 
the marketplace by different telecommunications services, identifyingobligations 
and responsibilities of participants and, in particular, establishingpricing 
mechanisms.  

- Providing financial mechanisms for telephone companies which wouldenable 
them to meet their obligations. 

- Specifying appropriate technical and regulatory controls by the authoritiesin an 
effort to stimulate greater growth among different telecommunicationsservices. 

It is well worth looking closely at the General Law on Telecommunicationspassed 
in 1982 and subsequent modifications to understand the general spiritbehind the 
law. This background information is of particular use in analyzingcurrent 
proposals for additional changes to existing legislation. 

3. THE MOST PRESSING REFORMS 



a. Authorizing concessions and permits 

At the end of 1985 the clause regulating the granting of concessionsand permits 
(article 12) was modified to read: "Concessions and permitsmay be granted 
without limitation as to their number, type of service orgeographic location; more 
than one concession or permit of equal naturemay exist in the same geographic 
area." This modification sought toclarify that government officials had the 
authority to grant concessionsand permits. Previously, this clause had indicated 
that "The grantingof concessions and permits shall not be submitted to 
restrictions or limitationsin terms of their number, type of service or geographic 
location; more thanone concession or permit for equal types of service may exist 
in the samegeographic area." The language contained in the original article 
wasinterpreted as meaning that government officials were not authorized 
toapprove or deny concessions or permits. 

It is important to note that by retaining the possibility of grantingmore than one 
concession or permit in a single geographic area -- insteadof regulating such 
authorizations -- special care was taken not to establishlegal monopolies. Such 
structures are rarely advantageous, even when theservice in question bear the 
markings of a natural monopoly. The purposeof retaining this clause was to make 
those holding quasi monopolies understandthat if they failed to develop their 
services quickly and satisfactory incertain areas, the authorities could make use 
of their option to grant otherconcessions or permits in the same region. 

b. Connectivity regulations 

In addition to improving regulations on concessions, two key reformswere 
introduced into the norms controlling connectivity among public 
telecommunicationsservices. First, clarification was made that the indemnization 
paid betweenconcessionaires was derived from the differences between the 
benefits andthe cost of the connection. Prior to the reform, the rule was that the 
dominantservice (the new concessionary) was to make payment to the existing 
concessionary,yet the legislation established no formula on which the amount of 
this paymentwas to be determined. The second key area of reform dealt with 
removingon-going conflicts over such payments from the Court system and 
handingthem over to arbitration.  

c. SUBTEL oversight powers 

At long last, the reforms implemented in 1985 specified the oversightattributes 
and powers held by SUBTEL in order to ensure fulfillment of legalrequirements, 
regulations and technical standards by concessionaires, permitholders and 
users. Furthermore, sanctions on transgressions of those legalbodies were made 
more flexible in an effort to ensure that they could beeffectively employed by 
SUBTEL. 



4. SUBSTANTIVE REFORMS 

In early 1987, the Ministry of Transportation and Telecommunicationsissued a 
decree which introduced substantive modifications into the GeneralLaw on 
Telecommunications passed in 1982. Key changes included: 

a. Compulsory public phone service 

Companies receiving concessions for public phone service were requiredto 
provide service in their area within a maximum of 2 years following approvalof 
the request. 

Since it was impossible for some companies to fulfill this requirementin such a 
short period of time, timetables were established to graduallybring areas on-line 
over a period of 10 years. Under no circumstances couldthese areas be smaller 
than the urban areas which had local service at thetime the new legislation was 
approved.  

Similarly, concessionaires were authorized to increase their area ofcompulsory 
service within the overall area assigned to them. A request fora new concession 
needed to be filed only where such expansion overlappeda portion or the entirety 
of the compulsory zone of another concessionary. 

The key purpose behind these legal changes was to provide an impetusfor the 
development of phone service so that users could acquire lines asquickly as 
possible. From this perspective, other legal clauses -- whichrequire additional 
procedures for telephone companies to expand -- mustbe implemented without 
loosing sight of the objective of serving the client.That is to say, these additional 
regulations should not serve as an obstacleto telephone development so long as 
the companies receiving concessionsadhere to technical stipulations. One way of 
adjusting the regulations tobetter suit the expansion of phone services would be 
for the authoritiesto conduct inspections once installations are completed to 
ensure that technicalcriteria are met and impose sanctions on those companies 
which fail to meetestablished standards. 

b. Reimbursable bonds 

One of the fundamental aspects which made it possible for telephone 
companiesto acquire the resources necessary to comply with the compulsory 
serviceareas was the establishment of a system of financing through company 
sharesor bonds. This system, which had already been successfully implemented 
inthe electrical industry, was easy to set in motion in the field of 
telecommunicationsand gradually came to replace the so-called "phone justifys." 
Theold fee system, in addition to serving as a tariff distortion, did not 
effectivelyprovide companies with new resources for investment given that the 



revenuegenerated in this fashion formed part of the companies' profits which, 
inthe case of the CTC, were distributed as dividends among shareholders.  

The new mechanism was utilized in privatizing the CTC and resulted ina diffusion 
of property. 

c. New rate schedule 

Undoubtedly, the most important legislative modification was the introductionof a 
new rate schedule for local fixed public telephone service and longdistance 
calling, for comminution and/or data transmission either as intermediaryservices 
or on private circuits. In this sense, the principal of freedomof rates for all 
services was retained. However, in those cases mentionedearlier where 
competitive conditions did not exist, as determined by theanti-monopoly 
commission, the government was authorized to regulate rateschedules. The 
biggest innovation was the incorporation of statutes whichexplained the basic 
aspects of the tariff structure: criteria and methodology,procedures, oversight 
agencies, review frequency and price adjustment criteriafor each study. 

- Criteria and methodology: 

The general criteria established tariffication at a marginal cost ofeach affected 
area, with the verification that the resulting rate resultin sufficient revenue so as 
to cover the total cost of providing a similarservice in the area by an efficient, 
model company. Regulations were adoptedto limit crossed subsidies among 
services in those cases where more thanone service is provided in a common 
tariff area. 

The methodology for applying this criteria was described in considerabledetail in 
the legislation and descriptions of each item to be taken intoconsideration, as 
well as the procedures for establishing item costs, wereprovided. 

- Procedures, oversight agencies, review frequency and adjustment criteria. 

Rates are calculated to cover a 5-year period, expressed in terms whichallow for 
indexation and formalized through a decree issued by the Ministryof 
Transportation and Telecommunications. During the period rates are ineffect, 
companies may automatically readjust their fees in accordance withvariations in 
the cost of the primary supplies required to provide servicesas stipulated in the 
indexation formulas.  

One of the principal advantages of establishing a period of five yearsfor rate 
studies is that it provides sufficient time for concessionairesto implement 
improvements and internalize the corresponding revenue. Thechief drawback is 
that a dislocation in rates is possible as a result ofstructural modifications in the 
cost of items not included in the indexationvariables. Upward dislocations 



resulting from diminishing costs can be resolved,when there is competition, 
through rate reductions by concessionaires. Whenthe dislocation is in the other 
direction, however, the concessionary mustabsorb the additional expense of 
obtaining supplies. Nonetheless, the benefitsof the stability generated by a five-
year rate scheme and the absence ofconstant debate over pricing outweigh the 
drawbacks.  

The procedures for conducting studies and implementing tariff schedulesare 
described in detail in the legislation. In essence, three stages arecalled for: 
definition of the bases for the study; realization of the study;review and 
implementation of the resulting rate formulas. The first andfinal stages are 
conducted by the government, while the second is conductedby the 
concessionaires, either directly or through specialized consultants.Should 
differences arise in terms of the definition of the bases for thestudy or the results 
of the review process, the opinion of a specializedcommittee can be requested. 
In any case, the final decision lies in thehands of the governmental authorities.  

The definition of the bases for the study is of crucial importance inachieving a 
cost-effective rate. In order to make this process as transparentas possible, the 
legislation requires that all of the criteria utilizedin the formulation of the 
calculations be specified: perspectives for thestudy, network optimization criteria, 
definition of tariff areas, technologyto be considered, etc. Such transparency has 
led to a reduction in the marginof conflict over the review process and approval of 
the tariff study.  

Given the large distortion presented by the regulated tariffs, the legislationcalled 
for a maximum adjustment period of 5 years, in accordance with acalendar to be 
established when the results of the first tariff study wereimplemented. 

V. SPECIFIC ACTIONS TAKEN TO PRIVATIZE LARGE COMPANIES 

In addition to the efforts to prepare the regulatory framework describedabove, the 
Chilean authorities began to take measures aimed at privatizingthe state-owned 
telecommunications companies. The privatization processwas administered by 
CORFO, the official owner of the State's shares in theindustry. The mechanisms 
utilized for privatization included the auctioningof share packages on the Stock 
Market, direct sales of shares to workers-- paid for with indemnization funds 
corresponding to the number of yearsof employment -- as well as sales to foreign 
buyers and the acquisitionof reimbursable bonds by clients. 

In the case of the CTC, the company's tremendous need for investmentmade the 
strategy of sale to foreign buyers with a commitment to investparticularly 
important. This mechanism, implemented by CORFO in late 1987,was wholly 
successful and as a result by early 1988 the CTC had been fullyprivatized, 
producing an immediate boost in its development. 



For ENTEL, privatization took place primarily through the sale of sharepackages 
on the Stock Market. An interesting aspect of this privatizationprocess which 
differentiates it from that of the CTC was that the new ownersacquired only 
existing paper (additional capital investment was not neededto expand the 
company) as pending projects could be financed with depreciationand debt. 
Nonetheless, private participation produced tremendous dynamismin the 
operations and development of the company. 

VI. CURRENT STATUS OF THE INDUSTRY 

A review of the physical and economic indicators achieved following 
privatizationmakes it clear that the process has been wholly successful, although 
itwill probably be several years before its full impact is registered. 

From the perspective of physical development, the private firms haveshown 
tremendous dynamism in meeting demand and moving forward with 
developmentplans. This progress can be seen in the charts provided earlier in 
thischapter. 

Moreover, state-of-the-art technology, including cellular phones, 
networkdigitalization and the use of fiber optics, is being introduced in Chile. 

Additional data on the privatization of the large, state-run companiesis provided 
in Charts 12, 13 and 14. Chart 12 reflects the evolution ofthe property of the CTC 
and ENTEL during the 1980s, showing how State participationin the industry fell 
from over 90% in 1982 to just over 70% in 1987 andto zero in 1990. Furthermore, 
reasonable levels of property dispersion havebeen achieved through the 
privatization process, as can be seen in Charts13 and 14.  

2. PERSPECTIVES FOR THE FUTURE 

Industry perspectives are promising; as we have noted, the large companiesare 
developing with considerable dynamism and efficiency in terms of theirexpansion 
plans and continue to modernize services currently provided andintroduce new 
ones. The legislation currently in place has been administeredwell and provides 
an adequate framework for continued efficient development. 

Technological evolution may mean that in the future services will beintegrated in 
such a fashion that monopolies are formed where today theydo not exist. Should 
this occur, the matter of how to regulate prices forintegrated network services will 
have to be addressed. 

3. PENDING PROBLEMS 

The problems of fixed telephone service are essentially resolved; itwill continue 
to be a natural monopoly and existing legislation providesadequate mechanisms 



to ensure regulation. Most likely, it will be necessaryfor the State to place an 
emphasis on providing regulatory agencies withsufficient resources to constitute 
a good counterpart to the tariff studies.This is vital to providing assurances to 
users that the fees they are payingare truly cost-effective, independent of the 
professionalism and good intentionsof industry companies in conducting those 
studies. 

In areas where telephone development projects require the use of 
directsubsidies -- such as rural networks, for example -- the State, in 
grantingsuch financing must take care not to interfere with the emergence of 
serviceswhich phone companies might otherwise have developed 
spontaneously. 

Conflicts also exist in the development of data transmission networks,as does the 
classic problem of the separation of activities between theCTC and ENTEL. In 
analyzing potential solutions to this problem it is importantto recall that subsidies 
from long distance to local calling continue toexist. A second factor worth 
considering is that the maximum rates ENTELis authorized to charge for 
transmission services provided by the CTC, whilecomplying with the costs 
established in prevailing legislation, do not representthe maximum effective rates 
given that ENTEL currently utilizes technologywhich makes it possible to provide 
those same services at lower rates. 

The attitude of government officials in responding to this type of conflictshould 
focus on ensuring that participating companies do not acquire monopolies.If the 
market is left to act for itself, any over-investment which may occurin the industry 
should not be a problem; moreover, this may be the bestpath for bringing prices 
down, should companies with maximum rates set beyondthe bounds of the what 
the market will bear fail to react in time. The alternative-- reconsidering a 
separation of areas of activity on the grounds that duplicationof investment will 
reduce efficiency -- may, in the long run, hamper developmentby providing 
excessive protection to industry companies. 

CHART 12 

STATE PARTICIPATION 

 



CHART 13 

CTC SHARE HOLDERS 

(December 1990) 

 

CHART 14 

ENTEL SHARE HOLDERS 

(December 1990) 
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TRANSPORTATION INDUSTRY 

JORGE ASECIO F. 

I. INTRODUCTION 

This chapter covers solely maritime, harbor, air and railroad transportation,while 
highway, cargo, passenger, urban and suburban transportation is notincluded 
here given the broadness of the subject and a tradition of privateparticipation for 
such services.  

With the emergence of the military government and particularly as of1975, the 
development strategy launched in Chile required a transport systemcapable of 
facilitating the achievement of economic objectives both domesticallyand on the 
international level. Given Chile's geographical location andits relative distance 
from the world's key markets, the debate over internationaltransportation was of 
particular relevance.  

No doubt, the majority of the modifications implemented in the area 
oftransportation were radical -- particularly those dealing with Chile's portsystem. 
Nonetheless, it is important to note that, in some cases, certainsegments of the 
modernization plan were not fully implemented, as was thecase of with the 
privatization of the operations of port facilities andrailroads. This failure to 
privatize may have a specific impact on theseindustries in the future given that 
they have reached operational levelswhere it is impossible to expect increased 
productivity solely through normativechanges. Today, the challenge is to engage 
in large-scale investments (whichthe private sector is capable of) and establish a 
legal framework underwhich these investments can flourish.  

Special consideration should be given to modernization of the ports 
which,although partial, has made it possible to save important quantities of 
resources.It is important to note that in 1973, Chilean ports were so crowded, 
thatships had to pay between 60,000 and 80,000 dollars in demurrage. 
Moreover,consideration was given to building new berths in the Valparaiso - San 
Antoniocorridor to abate the chronic overcrowding ("bunching"). 
Nevertheless,with the implementation of the reforms, said ports are today in a 
positionto move more cargo with fewer berths than those available in 1973 (the 
earthquakeof 1985 partially or completely destroyed several moorings). In 
addition,in the case of some products, savings equal to moving Chilean ports 
significantlycloser to the destination of certain types of merchandise is achieved 
byfacilitating departure from domestic ports (typical distances for wood areover 
10,500 kilometers whereas Chilean fruit products frequently travelsome 3,500 
kilometers). 

The success of the changes implemented in Chile's ports, both in termsof labor 
relations and the operation of the state-run port company, wasmade possible 



thanks to the compensation granted to the workers who hada monopoly over the 
port activities. As a result, a setting was preparedin which the private sector 
would take responsibility for port operationsand actions by the government-
owned port company would be strongly restricted. 

In terms of sea, air transport and port operations, the modificationsintroduced 
into the legal framework sought to establish an essentially competitivesystem 
and open the system to the participation of the private sector ineach field of 
transportation services. Special emphasis should be placedon the application of 
the principle of reciprocity in international transport(air and maritime), which 
served as the foundation upon which the juridicalframework for area was built. 
Moreover, it is important to note that initially,in these two cases, the legal 
modifications introduced were much more rigorousthan those in force today. In 
any case, one could say that, on balance,the institutional regulations instituted in 
each sector safeguarded a highlycompetitive system while providing tools 
through which Chilean companiescould consistenly compete with foreign 
enterprises in the fields of maritimeand air transport.  

In the development process of the air transport sector, the lack of 
businessgroups charged with administering existing facilities was evident. 
Moreover,these facilities continue to be managed by the Central Government 
througha semi-decentralized institution which answers to the Chilean Air Force. 

Important aspects of the modifications introduced as of 1975 were 
theprivatization process (still unfinished) and the dissolution of firms thatwere 
state-owned (or nationalized during the Popular Unity government).This process 
made it possible for the private sector to play a decisiverole in providing 
transportation services, either through privatized companiesin some cases, or by 
creating new companies. In addition to the necessaryjuridical framework, 
assurances needed to be provided to private investorsthat the Government, 
through its companies, would not compete disloyallywith them, as had been a 
tradition in Chile in recent decades.  

Progress was also made in the railroad industry, where efforts were undertakento 
"rationalize" organizational structures, focus the state-runcompany's activities (on 
those most appropriate for such an entity) andseek to identify areas where the 
firm had comparative advantages. Furthermore,the private sector was introduced 
-- however incipiently -- into the areaof railways, particularly insofar as 
maintenance, equipment repair and infrastructurewere concerned. Unlike other 
transportation industries, no modificationsto the legal framework governing the 
industry were introduced in order toachieve the goals which had been set. This 
may well be why the efforts to"rationalize" the firm were relatively successful 
while the effortsto project an efficient enterprise, with significant private 
participation(either directly or through railroad operation companies) was less 
productive. 



Lastly, we should note that one of the most important limitations theauthor 
confronted in preparing this study was the lack of quantitative andqualitative 
statistical information dealing with the aforementioned objectives. 

II. AIR INDUSTRY 

The origin of commercial domestic air transport dates back to March 5,1929, 
when the president of the country, General Carlos Ibañez delCampo signed the 
deed that inaugurated the Santiago-Arica Mail Airline.Three years later, Decree-
Law 247 was passed creating the National Air Line(Lan Chile). Commander 
Arturo Merino Benitez, the project's true architect,served as the company's first 
Vice President.  

In addition, a Civil Aeronautical Board (Junta de Aeronautica Civil,JAC) was 
created at the initiative of the Chilean Air Force. Thus, on October30, 1941, the 
Air Counsel, led by Arturo Merino Benitez (who by that timehad been promoted 
to the rank of General), recommended the creation of acivil organism, charged 
with organizing, developing and controlling civilianair services. This proposal 
materialized in 1948 through decree-law No.42. The JAC served an exclusively 
administrative role through 1953, at whichpoint it placed under the jurisdiction of 
the Ministry of Defense. 

As of 1953, the JAC was empowered to authorize domestic traffic services,so 
long as Lan Chile was consulted in advance. As one can imagine, fromthis date 
Lan Chile enjoyed a privileged position that far outstripped thatof any other 
service. This situation was not rectified until 1978, whenjustifys to domestic traffic 
service were granted to all Chilean domesticcompanies. Furthermore, in 1979, 
traffic within Chile was deregulated andforeign operators were authorized to 
compete on domestic routes (such concessionswere based upon reciprocity 
justifys). 

In any case, Statutory Decree 241 of 1960 established the responsibilitiesand 
attributes of the Civil Aeronautics Board, tasking the organizationwith the 
following: 

- Direct Chile's commercial aviation.  

- Develop a general plan for airports, airfields and installations inan effort to 
facilitate and protect air navigation.  

- Distribute and allocate, in accordance with the plan mentioned above,the 
resources required for the construction, maintenance and modificationof airports 
and airfields.  

- Inform the Ministry of Defense regarding fees and duties to be chargedfor the 
use of airports and airfields.  



- Authorize the establishment of air transport services within Chile'sair space.  

- Regulate traffic capacity and approve the frequency of flights of commercialair 
navigation services.  

- Formulate proposals on rates for air transport for review by the 
nation'sPresident.  

The legislation passed in 1960 also called for the administrative oversightof the 
JAC to be transferred to the Ministry of Economics, Development 
andReconstruction, through the Under Secretariat of Transportation. 
Subsequently,law 16,723 of 1967 shifted responsibility for both the Under 
Secretariatand the JAC to the Ministry of Public Works which was to be known as 
theMinistry of Public Works and Transportation. In 1974, a separate Ministrywas 
created to handle transportation issues (decree law 557) and the 
activitiesperformed by the Under Secretariat and the JAC were shifted to the 
domainof the newly-formed Ministry of Transportation.  

One of the JAC's primary responsibilities is to define and seek to ensureproper 
implementation of Chile's domestic air traffic policies. Thus, asof its creation, two 
periods can be identified: the first, from 1948 to1979, was characterized by 
ample powers for regulating the commercial airmarket; while the second, dating 
from 1979 to the present, has been characterizedby a restricting of the powers 
granted to the JAC as increased regulatoryresponsibility has been granted to the 
marketplace on the basis of supplyand demand. 

In terms of international services, from 1948 to 1964 the only internationalroute 
handled by Lan Chile ran between Santiago and Buenos Aires, Argentina.As a 
result, individual agreements with foreign companies were signed toprovide such 
services. During the period 1964 - 1979, Lan Chile increasedits international 
services and successfully lobbied government officialsinto restricting the 
operations of foreign carriers, including per-flightquotas for both passengers and 
cargo. 

In 1977, administrative measures were adopted aimed at easing cargo 
restrictionsaffecting foreign carriers. Subsequently, the JAC took additional 
administrativesteps to free up Chilean international air travel by adopting a policy 
ofapproving all new applications for passenger services, unless Lan Chilecould 
demonstrate conclusively -- within a week -- that such services wouldbe 
detrimental to the state-run airline. Thus, the framework for the deregulationof 
Chile's air travel was cast. 

A year later, on December 5, 1978, two pieces of legislation were 
approved(Decree Laws 446 and 459, respectively) which granted complete 
freedom inestablishing rates for international air cargo and passenger services 
betweenChile and other countries.  



Just six months later, on June 22, 1979, a decree was issued to revisethe 
regulations on commercial aviation contained in the legislation approvedin 1931 
and 1960 noted earlier. The new decree called for restrictions onaccess to the 
market to be lifted and granted freedom to establish fareschedules. Furthermore, 
the JAC was empowered -- in accordance with internationallyaccepted norms -- 
to restrict access to the Chilean market by airlines representingnation's which 
limited access by Chilean carriers to their airspace (theso-called "principle of 
reciprocity") and establish tariff schedulesfor those international routes where 
price freedom was not possible as aresult of the price setting policies of foreign 
powers. 

Thus, as of 1979, the Civil Aeronautics Board was charge with:  

- Directing Chile's commercial aviation and administrating related policies. 

- Representing the Chilean Government before international organisms. 

- Participating in negotiations and the preparation of internationalagreements on 
commercial aviation.  

- Classifying the level of reciprocity awarded to Chilean carriers byforeign 
countries.  

- Establishing international flight time schedules through a processof public bids.  

- Setting international airfares in cases stipulated by existing legislation. 

- Maintaining a record of fares on routes with unrestricted fee schedules. 

- Establishing and ensuring compliance with insurance requirements 
forcommercial aircraft.  

A subsequent modification to the legislation (Law 18,063 of November23, 1981), 
sought to strengthen certain elements of the JAC's powers inan effort to enhance 
the Board's ability to negotiate airspace justifys withthird countries. As of that 
date, the JAC's attributes have not undergonefurther modification. 

It is important to note that a nation's justifys to commercial airspaceare 
determined by what is known as "freedom of the air." As aresult, individual 
nations can define the level of access to their airspacegranted to foreign carriers. 
Chile's new policies sought to open additionalmarkets for the nation's airlines by 
negotiating bi-lateral reciprocal treatmentagreements. 

These policies have led to a steady rise in demand for internationalair transport 
services in recent years, as can be seen in the followingcharts:  
 



 

 
 



 

 

Clearly, the indicators which best represent "production" levelsin the air transport 
industry -- that is, passengers and tons transportedper kilometer -- are only 
slightly dependent on GNP (in constant terms)in the years prior to 1979. As of 
that date, the data indicates a much closerrelationship between GNP and 
production. 

This phenomenon can be explained, at least in part, by the restrictivepolicies in 
place prior to 1979 which kept Chile's commercial air industryfrom playing an 
effective role in the nation's development. This situationwas further exacerbated 
by the economic conditions which prevailed in Chilethrough 1975. Furthermore, 
the growing trend for a closer relationship betweenGNP and production indicates 
a process of continual adjustment in both supplyand demand. These adjustments 
are the result of an overall improvement incompetitive conditions for air transport 
(in terms of both fares and technology)and the effective use made by customers 
of available flight offerings.  



The burgeoning of new service companies in the marketplace, combinedwith the 
incorporation of newer, more modern aircraft into the airline'sfleets, has made it 
possible to meet demand at a lower cost (on average)which in turn has secured 
and bolstered existing demand for air travel andcargo services. 

Chile's international air travel is characterized by long trips and intermediarystops 
are obviated as much as possible, a additional boon passenger 
comfort.Moreover, technological developments in commercial aviation around the 
worldhave brought high-capacity, low cost aircraft on-line whose state-of-the-
artengines have made it possible to overcome rising fuel costs, a criticalfactor in 
air transportation. Another important aspect of the Chilean marketis its reduced 
size. Thus, the nation serves as a terminal (or "endof the line") for many carriers. 
Although the advantages of this uniquesituation is quite obvious for users, it does 
tend to hamper the activitiesof domestic airlines.  

These and other market characteristics led the Chilean government toimplement 
a policy which would allow for competition among airlines. Asa result, flight 
frequencies have increased, services are provided at alower cost and a 
multiplicity of routes connecting Chile with the worldhas blossomed. (yes, Peter, 
that is a "carril" of my very own). 

The results of the new policies are clear: in 1964, 14 foreign carriersserviced 
Chile. By 1991, over 32 companies were offering a wide varietyof regular 
services and a plethora of tariff schedules for travel betweenChile and other 
nations. 

1. AIRLINES 

Decree Law 3 of 1969 (which modified laws 10,645 and 15,334 and repealedDFL 
305 of 1960), created a legal framework known as an "Organic Law"for the 
formation of the Línea Aérea Nacional - Chile (LANChile). This legislation further 
noted that: 

- The government was to act as a broker to ensure air transport betweendifferent 
points within the country and abroad.  

- The nation's yearly budget was to include an allocation aimed at coveringthe 
operations deficit of LAN's domestic and international routes.  

- LAN Chile was exempted from all national and local taxes.  

- Prior to the discussion of international agreements on air transportor any other 
action requiring new permits to be issued or extending existingauthorizations for 
engaging in commercial air operations within Chile, theopinion of LAN Chile had 
to be requested.  



- Officials from all public, semi-public, administratively autonomousand municipal 
bureaus were required to purchase their tickets on LAN Chile.This rule was also 
applied to representatives of other state-owned firms.Furthermore, air cargo 
belonging to these agencies or individuals was alsorequired to be transported by 
the national airline. 

With time, the company's "organic law" was subjected to politicalmanipulation as 
a series of administrations further stipulated the servicesLAN was required to 
offer, regardless of cost, thanks to the government'sability to allocate the 
necessary resources during budgetary process. Theseconditions, in conjunction 
with managerial procedures which failed to reflectthe firm's level of efficiency, led 
LAN to accumulate losses of US$74 million.This drain on the national budget, 
combined with the lack of managerialflexibility, persuaded the government of the 
need to formulate a new legalstructure for LAN Chile and completely re-organize 
the firm. 

In 1985, legislation was approved calling for the state-owned autonomousfirm 
responsible for administering LAN Chile to be transformed into a 
privatecompany. In December of 1988, further legislation was approved which 
repealedthe requirement that CORFO retain a 40% share of the company's 
capital.As a result, the privatization process of Línea Aérea NacionalS.A. was 
initiated with the sale of 15% of the company's shares to it workers.At present, 
the State retains a minority share in the company which, inthe view of this author, 
is wholly unjustified in practical terms. 

Furthermore, the end of Lan-Chile's monopoly made it possible for 
privatecompanies to become active in undeveloped or poorly developed areas. 
Companiessuch as AERONOR, ASA, AERPAMDOMA. T.A.C., AERO 
GUAYACAN, AEROVIAS DAP, AEROSANTAwere born and others, such as 
LADECO, were strengthened. Only those firmsutilizing good business principles 
and strategies were able to remain inoperation, as was the case with LADECO 
(Líneas Aéreas delCobre). The evolution of the participation of domestic carriers 
in air travelover the last 15 years can be seen in the following charts (Charts 5 
and6): 



 

 

In addition, the evolution of the participation of domestic carriersin international 
traffic is reflected in the charts provided below (Charts7 and 8). As is clear from 
the data presented here, in recent years therehas been a trend for this 
participation to level off at between 45% and50% of this rapidly expanding 
market.  
 



 

 

2. EVOLUTION OF FARE SCHEDULES 

a. International Market 

IATA, an organization created under the auspices of the InternationalCivil 
Aviation Organization (ICAO, a United Nations agency), to assist inthe 
organization of international air travel has divided the world intothree large traffic 
zones. Each of these zones is in turn divided into regionsand sub-regions with 
coordination systems among them. Thus, Traffic Zone1 (The Americas) is 
divided into four regions, including South America (1D),within which a sub-
division has been formed to cover Argentina, Brazil,Chile, Paraguay and Uruguay 
(known as sub-region 1D2).  

The aforementioned agencies have developed a concept of fare schedulesthat 
calls for the "prices to be charged by the air transport companyor companies [to] 



be established at reasonable levels, with due considerationbeing given to 
assessment factors, including costs of development, servicefeatures, 
commission rates, a reasonable level of profit and fares appliedby other air 
transport companies".  

Furthermore, the objective of Chile's new air transport policy  

was to obtain the largest possible number and variety of quality passengerand 
cargo transport -- both within its territory and among other countries-- at the 
lowest possible fare. In an effort to achieve this goal, the CommercialAviation 
Law -- approved in June of 1979 -- called for the complete deregulationof 
passenger and cargo air transport rates, domestically as well as 
internationally,and granted carriers the justify to charge the prices they deemed 
most appropriatefor their services. 

Within this competitive framework, there were strong incentives for anincrease in 
the participation of the private sector in air transport. Forexample, the 
tremendous distances between Chile and the majority of itstrading partners mean 
that their is a high demand for seats and tons perkilometer, the two standard 
measures of air transport "production." 

Therefore, the greater the distance, the greater the need for equipment.However, 
as noted earlier, Chile's location at the end of most carrier routespresents a 
competitive disadvantage for domestic airlines. This is particularlytrue of 
European airlines which stop over in Brazil and Argentina or U.S.firms which stop 
in countries en route (or utilize the U.S. as a transferpoint toward other 
destinations). 

Another important element which affects real costs, and therefore 
thedevelopment of the participation of a variety of airlines in the 
internationalmarket, is the direct or indirect support granted by certain foreign 
legislationin an effort to foster or discourage traffic originating or terminatingin 
Chile. 

As a result, it is particularly illustrative to review the fares recommendedby IATA 
for coach class travel between Chile and other destinations. Thefares shown in 
Chart 9 are given in U.S. dollars per kilometer. Naturally,costs are higher for 
destinations where demand or protectionist policiesmake it possible to charge 
higher fares. The effects of demand and monopolisticpositions for some North 
American and European cities are clearly shownin the following chart: 



 

As can be seen, there is a tremendous difference between the per kilometerfares 
for cities located farthest from Santiago and those located closerby. Clearly, the 
cost per passenger-kilometer is lower when the distancesare greater. This 
situation leads to a wide variety of promotions aimedat reducing IATA 
recommended fares. Whenever such reductions are made, effectivecompetition 
in the international air transport market ensues. 

b. Domestic Market 

An analysis of the historical evolution of domestic fares shows a trendtoward 
monopolies through such elements as fare differentials for the hubsof large 
domestic carriers as well as their itineraries. For example, thedifference in fares 
on routes costing between $30,000 and $60,000 pesosis some $100 despite the 
fact that the itineraries are practically the same.Although it is clear that in a 
market economy fares and service qualitywill tend to level off, such conditions do 
not guarantee that "duo-polic"(a monopoly of two companies) situations will not 
arise (it is particularlydifficult to document and contest these situations). Thus, it 
is of crucialimportance to seek to ensure expedient access to the market by 
additionaloperators and to create oversight agencies charged with imputing 
monopolicabuse. 

Chart 10 shows the historical evolution of fares between the cities ofSantiago 
and Punta Arenas. This route tends to be fairly self-containedfor domestic 
airlines and therefore reflects real costs better than manyothers. 



 

An illustrative response to the situation presented in Chart 10 was 
theincorporation of SABA AIRLINES into Chile's domestic marketplace at 
pricessubstantially lower than those of traditional airlines. On this matter,it is 
important to note that the argument of early supporters of an openingof Chile's air 
travel market who noted that, in such a small market witha constant rate of 
growth, small companies will tend to grow in the mediumterm. As this growth 
occurs, space will once again be made available forthe emergence of additional 
small airlines to cover new routes as well asthose abandoned by expanding 
carriers. Thus, these smaller companies canbe expected to play an important 
role in regulating the market, particularlywhile they remain small. 

Another important feature affecting the industry today is the lack ofbusiness-
oriented entities capable of financing, constructing and managingair 
infrastructure, as well as a noteworthy void in regulations which wouldallow for 
these responsibilities to be assumed by private industry. 

3. CONCLUSIONS 

The policies implemented in the air transport industry as of 1974 havebeen highly 
successful in achieving their goals, namely, providing efficient,low-cost air 
services to the country, increasing flight frequency and havingthe industry serve 
as an effective aid for the nation's economic and socialgrowth while ensuring 
truly efficient growth among domestic carriers.  

Nonetheless, international air transport continues to operate under 
protectionistpolicies implemented by foreign governments in an effort provide 
benefitsto local carriers. However, the impact of these policies is negative forboth 
the local and complementary markets (such as Chile's). 

In any case, Chile's domestic air policy and regulatory instruments alonedo not 
provide sufficient protection against the effects of protectionistpolicies applied by 



other nations in the local marketplace. Therefore, itis important that Chile 
continue to strive to open additional markets rathercontribute, however 
unintentionally, to their closing. 

As noted in this chapter, the historical evolution of air traffic inChile demonstrates 
quite clearly the disastrous effects of the participationof a state-run company in 
the market for air travel, given that such agenciestend become a political 
instrument for the administration in office at anygiven time. Moreover, the Chilean 
Air Force -- despite its initial roleas a champion of commercial air navigation -- 
currently plays an excessivelyactive role in the formulation of regulations on 
commercial air trafficand in the management of airports (which should justifyly 
belong to civilauthorities) and competes directly with private industry by providing 
commercialpassenger and cargo services.  

III. RAILROAD INDUSTRY 

1. HISTORICAL BACKGROUND: 1851 - 1978 

In 1851, twenty five years after the first passenger train in the worldstarted to run 
between Stockton and Darlington in England, railroad activitycommenced in 
South America with the inauguration of a train line betweenthe Chilean cities of 
Caldera and Copiapó. As of that date, constructionof a rail network moved 
forward quickly, thanks to the initiative and driveof the private sector.  

As a result, in 1862 the first regulations were drafted to control railwayuse and 
called for free access to the industry to be granted so long asminimal safety 
conditions were met which were compatible with the developmentof rail transport 
for cargo and passengers.  

In 1884, the Chilean State became active in the railroad industry throughthe 
creation of the Empresa de los Ferrocarriles del Estado (State 
RailroadCompany). The new entity was charged with the management, operation 
anddevelopment of Chile's railroad system. At that time, legislation was 
alsoapproved stipulating that companies providing railroad services would, 
ingeneral, not be exempted from taxation. However, any such exemptions 
thatmight be implemented were to be equally applied to all companies, 
includingthe state-run firm. 

Several years later, in 1889, the state company began to benefit -- withwhat 
would prove to be a spiraling series of government-mandated advantages-- from 
legislation requiring municipalities receiving funding from thecentral government 
to provide the State Railroad Company with drinking water,free of charge. 

In 1922, duties began to be charged on merchandise imported or exportedby 
train. However, government merchandise, or that transported by the state-
runcompany were expressly exempted from these payments. Furthermore, a 



processof State intervention commenced with the established of rates for train-
relatedservices in an effort to cover the operating expenses of the most 
inefficientcompany (the state-run firm). Private companies were barred from 
charginglower rates. Therefore, the combination of duties on transported 
merchandiseand price setting created a system which openly discriminated 
against theprivate sector in this industry.  

It is also important to note that, from its inception through 1940s,railroad activities 
in Chile retained a semi-monopolic role in the transportindustry, competing solely 
over long distances with maritime transportation.Furthermore, Chile's railroads 
played a crucial role in the settlement ofthe Southern part of the country, in the 
development of mining and as afundamental means of surface transportation. 

In 1937, in an effort to extend services South from the city of PuertoMontt, the 
State railroad company created the Servicios Marítimosde los Ferrocarriles del 
Estado (State Railroad Maritime Services), which,in 1953 was transformed into 
the Empresa Marítima del Estado (StateMaritime Company), known as 
EMPREMAR. During that same period, Ferrocarrilesdel Estado (FF.CC) built a 
chain of hotels throughout the country whichlater were passed on to CORFO, 
creating what was called HONSA. 

Following the Second World War, however, the explosive development ofthe 
automotive industry destroyed the quasi-monopolic privileges of 
railroadtransport. This trend was particularly strong between 1955 and 1965, 
atwhich time the Pan American highway was constructed, running parallel tothe 
railway network and linking the country from North to South. 

By the time the use of the automobile became widespread, the State 
railroadcompany had expanded to enormous proportions and had an 
organizational structurewhich was quite impossible to sustain under the 
competitive conditions emergingin the transportation industry. The company ran 
a consistent and progressivelyhigher deficit, forcing the State to absorb the 
losses through subsidies.In practical terms, such financing protected the 
company from outside competitionand made it unthinkable to try to adapt the firm 
to the new market conditions. 

In 1960 legislation was approved which sought to redefine the state-runrailroad's 
organizational structure, identify its objectives, obligationsand attributes as well 
as the relationship between the company and the government,including 
payments to the latter.  

From 1960 through 1973, the railroad was considered a public servicecompany 
and its investments, as well as its operating deficit, were financedby the State. 
Between 1972 and 1973, the number of railroad employees reachedits historical 
peak, totaling almost 28,000. 



The application of a severe and systematic misconception of the roleof a public 
service company resulted in a consistent deterioration in thecompany's economic 
and managerial conditions.  

In 1973, the new government initiated a process aimed at rationalizingthe 
services provided by the state-run company. This process commenced witha 
drastic reduction in personnel -- the number of employees fell from itall time high 
of 28,000 to 15,000 by 1978 -- and continued over a periodof several years, 
culminating with the definitive suspension of governmentsubsidies in late 1978. 

The rationalization process produced an immediate improvement in 
management;employee productivity rose from 178,600 traffic units per worker to 
196,500;the management factor (the ratio between total income, excluding 
governmentcontributions and total expenditures, excluding retirement costs) 
increasedfrom 0.53 to 0.80, and the operational coefficient (the ratio of incometo 
expenditures) rose from 0.54 to 0.84. 

These advances notwithstanding, the company's level of indebtedness --which 
had totalled 53.1 million dollars in 1974 and was subsequently reducedto 36.8 
million in 1976 -- again expanded for a total of 44.4 million dollarsin 1978. 

As noted earlier, the government initiated a drastic program aimed atreducing 
railroad subsidies and, as of 1979, eliminated these payments completely. 
 

2. ELIMINATION OF GOVERNMENT CONTRIBUTIONS: 1979 - 1991 

In 1979, a new era commenced for the Empresa de los Ferrocarriles delEstado 
when, for the first time, the company began operations without 
governmentcontributions or compensation of any type. Neither its assets nor its 
liabilities,or its over-sized investments, number of employees and size its 
network-- which together accounted for a 50 million dollar debt -- were to 
continueto be financed by the State. 

As of that date, the company was forced to operate within the frameworkof a free 
market economy in which the most efficient allocation of resourceswas achieved 
through market mechanisms.  

In order to facilitate the new operational procedures, the State agreedto eliminate 
the factors which distorted market-based allocations in thetransportation industry. 
The most important change in this regard took placein the area of the commercial 
use of railroads (for cargo and passengertransportation) which, up to that time, 
had been made available to userspractically free of charge.  



Moreover, a variety of employee benefits and taxes, as well as the legalobligation 
to provide certain services, weighed heavily on the state-runrailroad's ability to 
operate efficiently.  

By eliminating government contributions, an effort was made to forcethe 
management of the FF.CC. to investigate ways of reducing its size andfocusing 
its efforts solely on profitable areas and services. 

Toward this end, a Master Plan was formulated which established the 
dimensionsof the new company, determined its operation criteria and made a 
seriesof recommendations on a variety of aspects of railroad management. 

To order to achieve financial stability, the following measures weretaken: 

- Efficient organization of the staff.  

- General downscaling of the other resources.  

- Sale or transfer of extraneous assets.  

- Implementation of modern, dynamic and flexible commercial actions. 

- Strict control over expenditures.  

- Transfer to private companies fields of activity which did not pertaindirectly to 
transportation or which would provide substantial savings tothe company if they 
were sold off.  

- Legal and managerial rationalization of the company. 

The implementation of these procedures established a solid frameworkfor 
additional measures such as: 

- Closing down non-profitable branch lines.  

- Establishment of temporary routes based on demand.  

- Elimination of steam engines still in operation on the Southern railways. 

- Reconditioning of engines and cars.  

- Creation of an agency charged exclusively with handling passenger service. 

- Staff cut-back from 15,000 to 7,500 employees.  



- Adjustment of rates and fares to reflect market prices, despite a lackof complete 
deregulation in this area.  

- Elimination of passenger service from the capital to the far Northernreaches of 
the country (1,800 km. of railroad).  

- Creation of services such as the Autotren (trains which transport automobilesas 
well as passengers) and lounge-cars with small areas for video shows. 

- Remodeling of sleeping cars.  

- Restoration of a large quantity of other equipment.  

- Computerized system for ticket reservations and sales. 

Chile's economic boom, from 1979 through 1981, and the measures 
mentionedabove generated positive results and the operational ratio rose to an 
averageof 0.91 during those years. However, as of that date, the ratio 
experienceda decline which bottomed-out at 0.69 in 1985. 

By December 31, 1985 the total debt of Empresa de los Ferrocarriles delEstado 
reached approximately 105 million dollars, derived primarily fromloans obtained 
to compensate personnel for lay-offs and the operationaldeficit which had 
accumulated prior to 1979. Another important element ofthe debt was credits 
extended by suppliers in an effort to help financemodernization plans. This meant 
that the FF.CC. not only had to make paymentson such installations and 
equipment -- which by market standards were notalways profitable -- but also 
cover, at times, excessively high costs forcapital and equipment maintenance. 

Railroad transportation policies as of 1979 focused on modifying theconditions 
and operational policies of the FF.CC. in order to make its managementmore 
efficient, balance the budget, eliminate the accounting deficit andobtain real 
benefits from the State's extensive investment in the industry.Moreover, in order 
to implement the principle of a subsidiary role for state-ownedcompanies and 
introduce flexible, efficient business management strategiesand criteria, the 
company had to abandon its policies of self-sufficiencyand transfer the supply of 
goods and key services to the private sector. 

Despite the changes in policy, by 1985 the state-run company was stillfar from 
achieving the goals established by the Master Plan. It is importantto note that 
despite erstwhile efforts to organize the company efficiently,the measures taken 
proved to be insufficient and a cash flow balance wasnever achieved. 
Furthermore, prices for transportation services were artificiallydepressed as a 
result of Chile's economic crisis and government subsidiesto the railroad's direct 
competitors: commercial trucking.  



This situation underscored a variety of problems existing at the time(many of 
which still prevail) such as: 

- Low traffic densities resulted in less than optimum use of Chile'srailroad system. 
This was true even for lines with the heaviest trafficfrequencies and resulted in 
inordinately high per unit fixed costs.  

- A total lack of maintenance of infrastructure and, in many cases, oftractor and 
rolling equipment seriously restricted service options. Thus,further development 
of railroad traffic was hampered and in some areas evenbecame unsafe.  

- The infrastructure technology, including tracks, signaling controlsand traction 
energy, dated back to the 1st half the 20th century for themost part of the 
network. This clearly out-dated equipment restricted servicefeatures, operational 
efficiency, and to a certain extent, safety.  

- Nevertheless, in some areas, investment had been made in installationswhich 
greatly exceeded historical and current traffic needs. Such 
investmentrepresented a tremendous potential for increased profitability, 
althougha clear imbalance existed between overall capacity and the real levels 
ofcargo and passengers those lines were in a position to handle.  

- The company had accumulated a large number of unproductive and 
extraneousassets.  

- As a result of these and other factors, the level of quality of railroadservices -- 
particularly passenger services -- was severely diminished.It is important to note 
that such services have never covered their costsand require substantial 
investment in infrastructure, moveable materialsand a sizeable staff.  

- Despite tremendous improvement in the reliability of services duringthis time 
period -- particularly in the areas of cargo and adapting to users'needs -- a huge 
gap continued to remain between quality and reliability.Clearly, both elements 
are required in order to satisfy current demand andcompete successfully in the 
transportation marketplace.  

- As noted earlier, rates for passenger travel and cargo were depressedand were 
therefore highly unstable. This meant that traffic patterns andrates could not be 
consolidated and users were alert to the probabilityof frequent changes. 

Undoubtedly, the changes resulting from the new transportation policiesenacted 
as of 1974 took place faster and more markedly in railroad servicesthan in any 
other transportation field. The State-owned company, which engagedin the lion's 
share of the industry's activities up to that time, saw Statecontributions plummet 
from some US$122.8 million in 1974 to zero as of 1980while its personnel was 
markedly reduced. The operational savings whichmade it possible for the 



company to get by without government subsidiescame, for the most part, at the 
expense of salaries and a noteworthy reductionin maintenance costs, achieved 
through both greater rationalization of expendituresand postponement of non-
crucial procedures. 

Moreover, it is important to note that the process was not perceivedby 
government officials as an opportunity to rationalize the company andenhance its 
financial standing through mechanisms provided by the centralgovernment. 
Rather, an emphasis was placed on imposing financial restrictionsin an effort to 
force the company to eliminate unprofitable operations andsell off idle assets to 
reduce its debt. The savings were then expectedto be reinvested in recuperating 
the firm's infrastructure and moveablematerials. 

Nonetheless, this strategy never failed to clash, in one way or the other,with the 
restrictive policies imposed by the authorities themselves, withthe lack of legal 
instruments for executing changes and, frequently, withthe lack of willpower 
among company executives to implement the reforms. 

In addition, an important factor in understanding the status of Chile'srailroads and 
their evolution over the last few years, is the unequal treatmentthe government 
gave to different modes of transportation as a result ofa lack of consistency in 
development policy. The most important dichotomyin this regard was priority of 
the government of lowering the cost of highwayinfrastructure. This funding in 
effect provided a subsidy to trucking companieswhich served as a detriment to 
the railroads. In fact, some studies haveconcluded that the government's actions 
at the time added some 15 to 20million dollars per annum in losses to the 
railroads books (today, lowerfigures could be expected due to new fuel taxes 
established recently). Inan apparent effort to off-set these effect, the railway 
system is exemptfrom land taxes and it does not pay dividends on the sizeable 
assets inheritedfrom the government through the privatization process. 
Nevertheless, theseexemptions -- as well as many others -- are also applicable 
to road transportationand infrastructure for commercial use.  

In terms of private participation, recent traditions seem to have beenthe key 
factor in the limited success achieved in efforts to increase privateinvestment in 
railroads. This tradition encompasses the tendency of Chileanrailroads toward 
self-sufficiency and exclusivity as well as the perceptionthat, in general, neither 
the company nor the State are reliable partnersor counterparts for mid-term or 
long-term business deals. The entry of privatecompanies into the railroad 
business -- the most important component ofthe privatization goals -- requires 
tremendous institutional stability andclear company policies in order to ensure 
that the "rules of the game"will remain unaltered. Within the FF.CC. and in the 
management policiesestablished the government, an emphasis on creating and 
disseminating thisstability has been lacking. Certainly, the company's financial 
problemshave posed an important obstacle to such stability. 



Furthermore, the rules of the game between company management and thatof 
the government have not been at all clear. This makes it difficult toconsolidate 
the operational conditions needed to attract potential investors. 

In terms of maintenance and the supply of other materials, however, thereis as 
stronger tradition of private participation which has led to satisfactory,although 
still limited, levels of private activity in this area. Nonetheless,such private firms 
do not consider business coming from the FF.CC. to bestable enough to justify 
and guarantee large-scale investments. Clearly,if these investments were to be 
made, the FF.CC.'s service performance wouldbe greatly enhanced. 

The analysis of railroad traffic statistics shows, quite obviously, agradual and 
steady drop in the railroad's share of the transportation market.Nevertheless, an 
increase has been registered in the use of medium-distancetrips (although the 
number of passengers has dropped in the last few yearsdue to the introduction of 
the Metro-Train). These changes indicate thatdespite the loss of its position as 
compared with other means of transportation,the railroad system is concentrating 
its efforts on those areas where ithas the greatest comparative advantages.  
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3. DEEPENING OF THE FINANCIAL CRISIS: 1986 - 1991 

In 1986, Ferrocarriles del Estado owed US$128 million, its highest debtin history. 
In 1987, a so-called "Rehabilitation Plan" was introducedand approved by the 
government in an effort to find a way to salvage thefailing industry. In essence, 
the plan sought to create affiliate companies(by type of activity), generate an 
investment plan and formulate a programaimed at consigning nonessential 
assets. During the plan's first year ofoperation, nonessential assets valued at 
US$21 million were sold off.  

In 1988, the rehabilitation plan continued and expendable assets totallingUS$22 
million were sold. On December 30, 1988, commitment to sell was 
signedbetween the Empresa de los Ferrocarriles del Estado (FF.CC.) and the 
Empresade Transportes Ferroviarios (Rail Transportation Company or 
FERRONOR S.A.),a Corfo affiliate, which was implemented once legislation 
authorizing thesale had been approved. The sale included real estate and other 
types ofproperty located between the Calera Norte and Iquique stations, 
includingbranch lines and services, as well as the stretch between Augusta 
Victoriaand Socompra. This transaction resulted in revenue of US$37 million 
andan accounting loss of US$232 million. 

The sale of the FF.CC.'s assets reduced the company's debt from its all-timehigh 
of US$128 million in 1986 to US$88 million by 1989. Moreover, the Stateserved 
as co-signer for the firm's commercial bank loans during that timeperiod.  

Nevertheless, by 1990, the company's liabilities had once again increasedto 
US$94 million as a results of the deterioration suffered by tracks andother 
equipment and a slowdown in the process of selling off expendableassets. This 
resulted in government expenditures of US$3.5 million in Januaryof 1990 and 
subsequent first quarter debt service payments of over US$9million. Given that 
the company is not in a position to sustain expendituresof this size and that the 



sale of assets has been suspended by governmentofficials, the FF.CC. will 
undoubtedly incur additional increases in itsliability in coming years. 

As a result of these conditions, legislation is currently under studyin Chile that 
would seek to resolve the company's most pressing needs. Thebill under review 
by Congress calls for a reducing the FF.CC.'s liabilitieswith its own resources, 
such as the sale of assets; incorporation of financialand technological resources 
through partnerships with private companies;re-locating human resources 
through compensation payments; definition ofa Strategic Plan every three years; 
and the identification of common groundfor competing fairly with land 
transportation. If approved, the projectunder consideration would enable the 
FF.CC. to retain ownership of existinginfrastructure and will seek to take 
advantage of cargo services. For passengerservice in suburban Valparaiso, 
Santiago and Concepcion, subsidiary companiesare to be created in conjunction 
with Metro S.A. (Santiago's subway). 

4. CONCLUSIONS 

The efforts undertaken by the previous government to rationalize andorganize 
railroad operations were important, but insufficient. Nonetheless,it is important to 
recall that government officials under the previous administrationnever believed 
that the government should take direct responsibility forsolving the company's 
financial problems. On the contrary, members of theprevious administration 
believed quite firmly that such intervention wouldserve as a disincentive for the 
creation of a development strategy for thecompany which would coincide with the 
nation's new economic system.  

Furthermore, unlike other transportation industries, the legal frameworkgoverning 
railroad operation was not modernized. This has made it difficultto create a 
system that would encourage private companies to participatein this field of 
transportation.  

The extensive debt accumulated by Ferrocarriles del Estado and its 
pooroperational results require that drastic economic and managerial 
measuresbe taken to rectify the situation. Toward this end, the company should 
makeevery effort to see that a legal framework is adopted which would allowit to 
participate actively in a competitive marketplace and authorize thefirm to enter 
into agreements with private companies or sell off portionsof its operations.  

In addition, modifications need to be introduced into the General Lawon 
Railroads (which dates back to 1925) in order to establish clear rulesaimed at 
facilitating the emergence of private companies in the railroadindustry. 

Lastly, the bill currently under study in Chile may provide an importantinstrument 
for resolving pending problems within the state-run railroadcompany and for 
encouraging the private sector to participate in the industry.Nonetheless, in order 



to achieve these goals and other goals -- such asan overall strengthening of the 
nation's railroads as part of a domesticdevelopment strategy -- the legislation can 
be greatly enhanced.  

IV. MARITIME INDUSTRY 

1. MERCHANT MARINES 

1. HISTORICAL BACKGROUND 

On June 26, 1956, legislation was passed calling for the creation ofa National 
Merchant Marine (law 12,041). This law, which replaced the so-calledCabotage 
Reserve Law of 1939, remained in force for 23 years and servedas the legal 
framework for the development of Chile's maritime transportationindustry.  

A series of measures aimed at promoting the activities of Chile's new-
foundMerchant Marines were contained in the bill approved in 1956, including: 

a. Cabotage (trade within Chilean territorial waters) 

- Cabotage was reserved for Chilean ships.  

- Any ship registered in Chilean ports, with Chilean owners, captainand crew was 
considered to be Chilean.  

- Twenty percent of the value of ships, tugboats and docks was allowedto be 
depreciated annually.  

- Shipping companies in charge of tugboats, launches and docks were requiredto 
allocate a yearly amount of at least 35% of profits toward a special"acquisition 
fund," which could be utilized solely to acquirebuy ships, tugboats, launches, 
equipment, machinery and other elements destinedto active maritime business 
activities. This fund was tax free. Losses sufferedby the companies in any fiscal 
year could be charged to the savings accumulatedin the special acquisitions 
fund.  

- Establishment or modification of cabotage services had to be authorizedby the 
president of the country.  

- There were preferential products for ships dedicated to cabotage.  

- Rates for cabotage as well as international routes were establishedby the 
Maritime Rates and Transport Commission.  

- Itineraries had to be studied by the Commission.  



- Postal transportation was free of charge.  

- Fuel used by cabotage ships was tax free.  

b. International Transportation 

- Fifty percent of maritime transport of imports and exports was reservedfor 
domestic shipping lines as follows: import and export freight was 
classifiedseparately according to the type of cargo and country of origin or 
destination. 

- Large-scale, homogeneous import cargo was reserved exclusively fordomestic 
merchant ships.  

- Rates charged by Chilean shipping companies could not be higher thanthose 
determined by the Liner Conference.  

- Ships applying for Chilean registry were required to hold the 
highestclassification granted by Lloyd's Register of Shipping; moreover, such 
shipscould be no more than 10 years old.  

- Ships with Chilean registry could be sold solely with the express authorizationof 
the nation's president.  

- Half of the capital increments of Chilean companies could be deductedfrom 
taxable income.  

- National shipping companies with services abroad were authorized tosign 
agreements with foreign companies to reserve or distribute cargo orto divide 
profits, so long as the cargo percentage belonging to Chileanships by law did not 
decrease. As a result, shipping companies were forcedto hold the justifys to over 
50% of profits.  

- Domestic shipping lines were required to carry insurance provided byChilean 
insurance companies.  

- The Sociedad Química y Minera de Chile (Mining and ChemicalAssociation of 
Chile, SOQUIMICH) was granted special benefits.  

- All imports of ships, machinery, spare parts, accessories, equipment,material, 
and supplies, including fuel and lubricants for use on board wereduty free, as 
were all incorporation papers. 

Furthermore, additional legislation (laws 6,037 and 7,759) comprisingthe so-
called Organic Law of the Caja de Prevision of the Marina MercanteNacional 
(National Merchant Marine Social Security Fund) indicated thatall freight on 



board domestic and foreign ships was required to pay 0.5%tax directly to said 
Fund. That percentage was subsequently increased to3%. Additional 
adjustments were made to the existing legislation throughStatutory Decree 466 
of 1974. 

Toward the end of the 1970s, Chilean officials initiated a program aimedat 
deregulating the port and maritime industry (the latter was to be broachedfirst). 
The idea behind these efforts was that the deregulation of the 
maritimetransportation would lead to increase competition which would in turn 
providedstronger incentives for proceeding with the deregulation of the port 
industry. 

The first such modification sought to allow Chilean lines to registertheir ships in 
foreign countries, thereby avoiding the obligation to useexclusively Chilean crew 
members. This change alone accounted for savingsin labor costs of up to 
US$350,000 per ship. Moreover, this shift effectivelydestroyed the monopoly held 
by Chilean crews and served to reduce costsfor users.  

2. NAVAL DEREGULATION 

On December 21, 1979, a new decree law (law 3,059) was officially enactedto 
replace existing regulations with the following:  

a. Cabotage 

- 100% of cabotage was reserved for domestic ships. Nonetheless, bidscould be 
submitted by users with participation in foreign lines for cargoesover 5,000 tons.  

b. International transportation 

- Regulations on the justifys of foreign ships to load Chilean export productswas 
based on the so-called principle of reciprocity (e.g. the justifys grantedto Chilean 
vessels in foreign ports). However, shippers objected to thisdefinition, alleging 
that the measures taken by Chilean authorities didnot adequately compensate for 
treatment received in foreign ports. For example,when access by Chilean lines to 
exports in foreign ports was restricted,local authorities reacted by barring the 
offending nation's ships from transportingChilean exports (rather than adopting 
"reciprocal" cargo restrictions). 

- Rate freedom for all services was implicitly established.  

- The taxation, subsidy and exemption systems remained subject to generalrules.  

- Resolution 663 of the Under Secretariat of Transportation (dated June20, 
1980), determined that access and participation of ships from Argentina,Bolivia, 
Colombia, Ecuador, Paraguay, Peru, Dominican Republic, Uruguay,Venezuela 



and Brazil could total up to 50% of Chilean foreign transportationtrade with those 
nations. 

Subsequent legislation (law 18,454 and decree law 3,059 of 1985 and 
StatutoryDecree 24 of February 1986) once again re-defined the regulations on 
maritimetransport. These regulations stipulated that: 

- Cabotage is reserved for Chilean vessels. Foreign merchant vesselsare 
authorized to transport cargo volumes over 900 tons (contracted throughan open 
bidding process called by the user).  

- Transportation of foreign trade will be subject to the principle ofreciprocity. 

Furthermore, important innovations were adopted in areas such as 
newregulations on port employees, those on ship board and seafarers in general. 

2. SHIPPING COMPANIES 

By September 1973, all of Chile's shipping companies were fully or partiallyin the 
hands of the State. Thus, over 50% of the CompañíaSudamericana de Vapores, 
95% of the Compañía Chilena de NavegaciónInteroceánica and through them, 
100% of Naviera InteroceangásS.A., and Sociedad Anónima de Navegación 
Petrolera (the nation'slargest shipping firms) had been acquired by CORFO. For 
the most part, theseacquisitions had taken place during the Popular Unity 
government as partof the so-called Social Program. In addition, the Empresa 
Marítimadel Estado (State Maritime Company) and Transportes Marítimos 
deChiloé Ltda. (Chiloé Maritime Transport Ltda. - TRANSMARCHI)continued in 
State hands. By adding to this list the Empresa Portuaria deChile (Chilean Port 
Company) and the Empresa de Servicios Portuarios (PortService Company -- 
Enserport), it becomes clear that the entire developmentof Chile's port and 
maritime sector was fully controlled by the State, eitherthrough purchase or 
expropriation.  

In 1974, a policy aimed at re-privatizing these companies was 
implemented,including the dissolution of Enserport. Moreover, the situation of 
TRANSMARCHI-- where private shareholders which accounted for 49% of the 
company's totalholdings -- was normalized. This was achieved by transferring 
ownershipto CORFO and extending service to the region of Aysen (as a result, 
thename was changed to TRANSMARCHILAY). 

The modifications to the legal framework and ownership of these 
shippingcompanies facilitated the rapid incorporation of technology into both 
vesselsand cargo handling. This, in turn, enabled the companies to introduce 
substantivechanges in their management systems and compelled them to look 
for new marketsand renew their fleets. As a result, Chile's shipping lines became 
a modelemulated world-wide. For example, the Compañía Sudamericanade 



Vapores (known abroad as the Chilean Shipping Lines) and the Compañíade 
Navegación Interoceánica have been highly successful indiversifying their cargo 
and markets and developing new management techniques.Moreover, their 
innovations in the field of cargo handling technologieshave become one of 
Chile's most sought-after non-traditional exports.Thesuccess achieved by 
Chilean companies is shown in Charts 13 and 14. 
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3. EMPREMAR S.A. 

This company was established as a result of law 18,773 of January 1989which 
transformed the State Maritime Company into a corporation in whichCORFO held 
a 99% interest and the government the remaining 1%. 



From its creation in 1938 through 1973, the State Maritime Company hadbeen 
used as a political tool by the government. Moreover, given that Statesubsidies 
could be counted on to balance the books, the company had neverimplemented 
accounting procedures capable of ascertaining the firm's reallevel of efficiency.  

This situation not only generated huge losses, but also brought an endto 
cabotage within the country as a result of the rates applied by the 
company.Furthermore, these subsidies served as the basis of the strong 
distortionsaffecting domestic transportation on the whole. From 1962 through 
1967,the company accumulated a debt of US$ 17 million dollars. In 1962, 
53.7%of governmental resources were utilized to cover operational expenses. 
Thisfigure dropped to 29% in 1966, rising to 39.3% by 1969. It was not until1974 
that this situation was rectified and the company showed a profit of1.13 million 
dollars. 

Final Results 

(thous US$) 

1980 9,370 (Sale of Lagos type ships) 

1981 3,610 (Sale of Lagos type ships) 

1982 (6,010)   

1983 (1,348)   

1984 (5.748)   

1985 (1,745)   

1986 6,199 
(Insurance for loss of OBO 
Valparaiso) 

1987 376  

1988 174  

1989 4,392 
(sale of Pdte.Gonzalez V. 
freighter) 

1990 500  

In general, the company has not generated important profits except asa product 
of high non-operational earnings, as in the case of payment ofan insurance claim 
from the loss of a vessel or the profitable sale of ships. 

It is also important to note that for many years Empremar has held 
atransportation contract with ENAP, the State oil company which has 
generatedsufficient revenue to off-set many of its other losses. This situation 
isclearly reflected in the chart showing the companies final balance overa period 
of 11 years.  



On November 27, 1989, EMPREMAR S.A. and Empremar Navigation Service 
arrangedfor the creation of a subsidiary, EMPREMARSUR S.A., in an effort to 
utilizeoperating resources generated by the so-called Flota Regional 
(RegionalFleet) based in the Southern city of Puerto Montt. As a result of 
lossesgenerated in 1990, the company was liquidated. 

2. PORT STATUS 

In 1973, the Liner Conference had imposed overcharges of up to US$40per ton 
for Chilean foreign trade cargo. Freighters, in general, paid between60 and 80 
thousand dollars for demurrage at Chilean ports and Bolivian cargohad been 
detoured to Peruvian ports. 

In those days, labor unions were particularly powerful within the portsand their 
influence on the organization of port-related activities was clearlyfelt. This 
situation frequently led to the hiring of excess personnel andinflated rates and the 
use of obsolete equipment. Also, rate systems andadministrative practices, for 
both the State Port Company (Emporchi) aswell as the labor unions, tended to 
make poor use of existing port infrastructure. 

Emporchi's financial statements were three years behind. As of 1974,a rate 
system was established based on real costs, expressed in U.S. dollars;pending 
balance sheets were prepared (including the one for 1970); and bythe end of 
1974, the company became self-financed, covering an accumulateddeficit of 15.6 
million dollars and, for the first time, generating a profit.As of that date, the 
company has consistently generated positive returnswhich are transferred to the 
national budget (for the period 1980-1990,said revenue was over 3 billion pesos 
per annum). 

In 1972, as a result of overcrowding in Chilean ports, the governmentsigned a 
service contract financed by the government of Holland with portexpert Dr. Th. J. 
Risselada, who, after studying the situation, recommendeda variety of alternative 
solutions to the problem. Among them, he outlinedthe need to increase the 
number of berths in Valparaíso and San Antonioand the construction of a port 
complex in Quinteros bay. That year, thecomplex managed by EMPORCHI 
moved 2,372,379 tons. In 1990, these same portshandled 5,634,132 tons; fully 
39.5% more than the tonnage handled by twelveports managed by the company 
in 1972. 

In 1990, movement in all of Chile's ports and marine terminals totaled64,438,498 
tons (of which 31,065,146 were in foreign trade and 16,686,676tons in 
cabotage). The 10 ports managed by Emporchi handled 13,639,462 
tons,whereas between 1960 and 1973, tonnage managed by these same ports 
failedsurpass 4,500,000 tons per year. 
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Research conducted to analyze this situation has concluded that the 
primarycause of the limited movement in Chilean ports prior to the mid 1970s 
wasthe poor performance of port workers which resulted from the monopoly 
unionsheld over port employment. Moreover, the monopoly made it impossible 
toincorporate new technology into the ports aimed at reducing manpower 
andincreasing efficiency. Moreover, the unions had a similar impact on 
restrictingthe incorporation of similar technology on Chilean vessels. 

As of 1973, a series of small improvements were made which permittedthe 
incorporation of a larger number of temporary workers and private executivesinto 
the port system. This was essentially achieved by freezing the hiringsystem, 
prohibiting EMPORCHI from acquiring new equipment and by organizingthe 
company's personnel more efficiently. 

Nevertheless, the most important modification to the port system wasintroduced 
through law 18,032 which banned the labor monopoly and openedthe doors of 
the ports to the entire labor force. The legislation was officiallyenacted on 
September 25, 1981 and required that compensation payments bemade -- at a 
total cost of some 40 million dollars -- to workers who hadenjoyed the benefits of 
such a monopoly. Clearly, these payments servedto legitimize the modifications 
and stave off discontent among workers which,if it had gone unchecked, might 
have undermined the entire project.  



 

Another relevant change was the elimination of the separation betweenmaritime 
and port workers. This facilitated the integration of port operationsand allowed for 
the creation of companies dedicated to dockside loadingand unloading activities.  

A second legal instrument was devised which helped to create 
conditionspropitious for substantive change in the organization of the port 
workers.The legislation, law 18,042 (approved on October 15, 1981) called for 
theformation of a National Port Corporation and provided for each 
EMPORCHImanagerial sub-division to be transformed into a holding company. 
Moreover,the legislation called for the elimination of the exclusive justify of 
Emporchiworkers to perform port and warehouse jobs, as well as ensuring the 
safekeepingof cargo inside of Chile's ports. Nonetheless, pressure from a variety 
ofsectors (workers, the Navy and Emporchi itself) kept this legislation frombeing 
implemented. 

In early 1990, legislation was signed (law 18,966) which repealed 
Emporchi'sauthority to perform transfer-related work. As a result, the Under 
Secretariatof Transportation drafted Statutory Decree 125 of August 3, 1990 in 
an effortto resolve the accounting difficulties the new legislation produced. 
Thedecree created a wharfage fee (charged to the cargo) which in effect 
wasequivalent to a transference fee, except that use was not made of 
Emporchi'sequipment or personnel.  

As of 1981, Emporchi's rate system was organized more efficiently andwork 
shifts were increased to three a day to enhance the effective use ofport 
infrastructure. 

According to studies carried out by steamship agents, the savings toforeign trade 
in 1990, as compared to 1981, totalled almost US$96 millionannually. 

An example of these savings was developed by INECOM, a consulting firm,and 
shows the evolution of the cost of resources used in port operations. 



COST OF RESOURCES USED IN PORT OPERATIONS 

(in 1986 dollars) 

Product Unit  1970 1975 1980 1986 

Fruit US$/box 0.73 0.72 0.54 0.26 

Copper in bars US$/ton 0.71 9.13 7.01 4.36 

Fish meal, 
bags 

US$/ton 16.17 15.32 14.62 8.44 

Sawn wood US$/m3 15.70 15.19 7.80 3.35 

Logs US$/m3 13.28 12.84 6.47 3.11 

Another way of analyzing the figures pertaining to the application ofthe new 
regulations can be seen in the following analysis done by the MaritimeChamber: 

PRODUCT: APPLES 

1980 yield : 1,100 boxes per crew  

1986 yield : 1,700 boxes per crew  

Freighter lay days in 1980 :  127 hours 

Freighter lay days in 1986 :  48 hours 

Total cost in 1980 : US$101,856.00  

Total cost in 1986 : US$ 36,005.00  

Cargo : 200,675 boxes  

1980 unit cost : US$0.51  

1986 unit cost : US$0.19  

Lay-day savings expressed in the distance a freighter can travel at 12knots 
(3,420 kilometers.) 

PRODUCT: WOOD 

1980 yield : 250 m3/crew  

1986 yield : 350 m3/crew  

Freighter lay days in 1980 :  294 hours 

Freighter lay days in 1986 :  144 hours 

Total cost in 1980 : US$179,309.00  

Total cost in 1986 : US$ 78,582.00  



Cargo : 34,9143 m3  

1980 unit cost : US$5,14  

1986 unit cost : US$2,25  

Lay-day savings expressed in the distance a freighter can travel at 12knots 
(10,683 kilometers). 

PRODUCT: COPPER 

1980 yield : 380 tons per shift  

1986 yield : 470 tons per shift  

Freighter lay days in 1980 :  37 hours 

Freighter lay days in 1986 :  24 hours 

1980 total cost : US$19,248.00  

1986 total cost : US$13,791.00  

Cargo : 2,800 tons  

1980 unit cost : US$6.87  

1986 unit cost : US$4.93  

Lay-day savings expressed in the distance a freighter can travel at 12knots (728 
kilometers.) 

3. CONCLUSIONS 

1. MERCHANT MARINES 

The general strategy for economic development implemented in Chile 
requiredstrong growth in foreign trade. In order for this strategy to be 
successful,the deregulation of the maritime and port industry and the large 
numberof private companies willing to provide such services was crucially 
important. 

Authorities at that time chose to spearhead such modifications throughthe 
maritime industry despite existing international agreements aimed atregulating 
traffic and rates on the grounds that competition arising inthis area would provide 
an incentive for additional deregulation of theport-related industry.  

In terms of international maritime transportation -- the initial focalpoint for reform -
- the policies approved were much more radical than thosein place today. 
Shipping companies were forced to become highly efficient,otherwise, they ran 
the risk of going out of business. We should also notethat shortly after the new 
regulations were put into effect, an internationalfinancial crisis erupted which had 



a substantial impact on Chile's foreigntrade. Moreover, cargo owners began to 
organize in an effort to negotiatebetter rates with freight forwarders in what 
proved to be a remarkable reversalof what had once been the freight companies 
semi-monopolistic position priorto the modifications implemented in maritime 
transportation regulations. 

Although data on the overall volume of cargo transported by Chilean shipowners 
is not available (only data on vessels flying the Chilean flag canbe secured), 
informed estimates indicate that when the 50% requirement wasin force, in truth 
no more than 35% of all cargo was carried by Chileanship owners. Today, that 
figure is calculated at being around 40%. 

In addition, the number of freighters and net tonnage registered by Chileanship 
builders has increased by approximately 35% since 1979, with the tonnageof 
dead weight remaining more or less stable.  

In analyzing the evolution of the merchant fleet, we should also notethe 
contribution of increased efficiency in Chilean ports in fostering theavailability of 
maritime services and reducing waiting time of freightersdue to overcrowding. 

Furthermore, the development of cabotage, and cargo in general, has 
beenseriously affected by the regulations and behavior of state-run 
companies,making it almost impossible for the private sector to enter this field 
ofactivity. 

2. PORTS 

Clearly, the presence of a government with both the authority and energyto 
implement change was crucially important to the success of the 
measuresimplemented in Chile, particularly since some of the modifications 
facedstrong resistance (such as law 18,042 which was never fully enforced). 

One of the most important factors in ensuring success in achieving thegoals 
established for the port and maritime industries was the sequentialprogramming 
of modifications. Thus, actions aimed at preparing the fieldwere undertaken 
before more substantive changes were enacted. As a result,the gradual 
incorporation of private companies, the increased number oftemporary workers, 
the decrease in the government's sphere of action, modificationsto Merchant 
Marine regulations and rate schedules all form an integral partof a process which 
should have culminated with the regionalization of portsand operations in the 
hands of private companies.  

Furthermore, it is worth noting that one of the most negative aspectsof the 
modernization process was the slow pace with which changes took place.As a 
result, some of the most important tasks, such as the definition ofthe institutional 
framework governing port infrastructure and the participationof the private sector 



within Chile's ports, is still unclear. This is becomingincreasingly important as the 
need to make important investments in portinfrastructure -- which the private 
sector could very well provided -- grows.In addition, the competitive experience 
between Emporchi and private portsin Southern Chile (VIII Region) has been 
marred by efforts by the state-runagency to run its operations in those areas 
below cost. Naturally, thisserves as a disincentive for the creation of truly 
competitive port facilities.Instead, investments and improvements have only been 
made within existingprivate and publicly-owned ports in that area. 
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