INSTITUTIONS, MARKETS, AND ECONOMIC PERFORMANCE:
IMPLICATIONS FOR CUBA

Roger R. Betancourt!

An important aim of this paper is to increase the level
of rigor that we use to understand the role of the state
as an institution determining the economic perfor-
mance of other institutions. More specifically, we
seek to increase our understanding of the role of the
state in determining the economic performance of
two distinct type of markets: “spontaneous” markets
and “socially contrived” ones. Thus, in the next sec-
tion we identify the main characteristics of these two
types of markets. We then discuss in detail the role of
the state in these two types of markets by identifying
the specific services that the state provides and how
they improve the functioning of the two types of
markets. Sometimes these services have been referred
to as market augmenting services in the new institu-
tional economics literature. In general they are con-

sidered to be public goods.

What has been missing from the literature is a sys-
tematic focus on the role of these services not as gen-
eral public goods but as specific public inputs that af-
fect the operation and economic performance of the
two types of markets. Frequently, they do so in a dif-
ferential way. In the second section, we characterize
these public inputs in detail, identify four of them
explicitly, discuss how two of them have the nature
of “pure” public inputs and their production may be
subject to threshold effects. Furthermore, we discuss
how the effects of all four on the operation of mar-

kets may be associated with the existence of increas-
ing returns in the production of some of them or in
their effects generating increasing returns in the mar-
kets they affect. We discuss in the third section some
empirical evidence on the importance of these public
inputs for the economic performance of the two
types of markets. Finally a subsidiary aim of this pa-
per, which is accomplished in the fourth section, is to
draw some implications of this improved character-
ization of the role of the state in determining eco-
nomic performance for the possible paths of evolu-
tion of the Cuban economy.

TWO TYPES OF MARKETS

We will divide markets into two general types that
will be labeled “spontaneous” and “socially con-
trived,” following Olson’s (2000) terminology. Oth-
ers, for example North (1990), have used the labels
“traditional” and “modern” to make a similar point.
What is important is not the label that one uses but
the characteristics that one associates with each type
of market.

In the case of “spontaneous” markets, one character-
istic that they frequently share with traditional ones
is that transactions are self-enforcing. One can say
that this characteristic is sufficient, but not necessary,
for a market to be classified as spontaneous. Transac-
tions are self-enforcing when both parties to an ex-

1. Earlier versions of this paper were presented at the AEA meetings in Philadelphia and at James Madison University, ODE Spring

2005 seminar series. I thank seminar participants for thought-provoking questions and John Devereux, Nuno Limao, and Rodrigo
Soares for insightful comments, while staking claim to remaining errors as my own.
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change have a variety of incentives to fulfill the terms
of the exchange. Three features of markets are identi-
fied (by North) as making transactions self-enforc-
ing: (1) the transactions are repeated; (2) the number
of different persons participating in the market is
small; and (3) both parties to the exchange have
abundant information on each other.

A recent analysis of clusters, Thompson (2005), uses
the modern IO literature on contracting to show why
relational contracting in developing countries is self-
enforcing. One can relate easily the previous three
features to the ones emphasized by Thompson: (1)
repeated interactions increases the value of the rela-
tionship; (2) the small number of participants allows
trust to build in the relationship, especially if friends
and relatives are involved; and (3) information on
both sides allows for community enforcement of
contracts as an informal mechanism.

Our first point is that self-enforcing transactions are
a characteristic of many “spontaneous” markets and
in these markets we will find the three features that
lead these transactions to be self-enforcing. Whether
these features are expressed in terms of the new insti-
tutional economics or modern IO contracting theory
is to a large extent a question of semantics.

In earlier work Clague, Keefer, Knack, and Olson
(1999) characterize “spontaneous markets” as “...self-
enforcing. These markets are common, either be-
cause many exchanges simply meet the conditions for
self-enforcement or because they are so lucrative that
the absence of self-enforcement makes even risky ex-
changes worthwhile.” Some of these markets exist
even when the state tries to suppress them. Thus,
there is a second defining characteristic of “spontane-
ous” markets that is implied in the quote: lucrative,
which is a somewhat narrow term. A more appropri-
ate general term would be the size of the gains from
exchange for both parties. If sufficiently large in
terms of the preferences of the participants, it can
lead to the existence of “spontaneous” markets even
when transactions are not self-enforcing. Often ille-
gal markets have this feature. Olson (2000) some-
times refers to “spontaneous” markets as irrepress-

ible.
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Not surprisingly, given the previous discussion, a
necessary characteristic of “socially contrived” mar-
kets is that transactions are not self-enforcing, i.e.,
the participants in an exchange have strong incen-
tives not to fulfill the terms of the exchange. Some-
times these markets are identified as modern, North
(1990), and again three features that are comple-
ments to the ones associated with traditional markets
are used to generate the incentives for non-enforce-
ment of the terms of the exchange: (1) transactions
are unique or not repeated often; (2) the number of
different persons participating in the exchange is
large; and (3) the participants have little or no infor-
mation on the persons participating on either side of
the exchange.

In Clague, Keefer, Knack, and Olson’s (1999) view,
these markets are not self-enforcing because the ben-
efits to one party to the exchange are separated tem-
porally or spatially and/or by a state of nature from
the benefits to the other party and this, by itself, cre-
ates an incentive for non-fulfillment of the terms of
the exchange by one of the parties. These markets are
characterized by non-simultaneous transactions. In
these markets, third party enforcement of contracts
becomes critical for their existence or operation at a
high level. Incidentally, one can credibly argue that
Hernando de Soto’s (2000) book, The Mystery of
Capital, is an argument or a plea to convert the infor-
mal assets of the poor in developing countries into
formal assets through the development of these “so-
cially contrived” markets for property held by the
poor.

What is the relative importance of these two types of
markets in an economy? One pass at the answer
comes from Clague, Keefer, Knack, and Olson
(1999, p. 397) who state: “T'o obtain the broadest
reasonable measure of the industries that are especial-
ly dependent on contract enforcement, we took the
aggregate of the finance, insurance, real estate, and
business services sectors as a percentage of GDP from
the United Nations Accounts data.” From the U.S.
Statistical Abstract these figures in recent years would
be : 1990, 21%; 1995, 22%; 2000, 25%.% An alter-
native pass comes from Wallis and North (1986)
who identify transaction sectors and non-transaction



sectors. The former includes finance real estate and
insurance as well as retail and wholesale trade. The
share of GDP of their “transactions sector” for the
U.S. yields: 1990, 33%; 1995, 34%; 2000, 35%. In
sum, conservative estimates suggest that sectors of
the economy where third party enforcement is im-
portant took up between a fifth and a third of GDP
in 1990 and that this proportion grew to between a
quarter and 35% during the last decade of the twen-
tieth century.

Wallis and North (1986) also argue that many trans-
actions in other sectors fall into this category but can
not be directly identified as transaction activities that
are separate from the transformation ones. Thus,
these numbers are an underestimate of the resources
devoted to this type of market because there are ac-
tivities in other sectors of the private economy where
the same considerations with respect to third party
enforcement would apply, but it is not easy to sepa-
rate by sector if the activities are taking place in
“spontaneous” markets or in “socially contrived”
markets. For instance, most modern labor markets
are “socially contrived,” regardless of the sector in
which the firm operates.

In addition, the government sector uses up resources
to create the possibilities for markets of both types to
exist, but especially so for the “socially contrived”
ones. The ratio of the U.S. Government’s contribu-
tion to GDP during this period is: 1990, 14%; 1995,
13%; 2000, 12%.?> Of course, not all these govern-
ment expenditures are incurred to provide contract
enforcement services but “socially contrived” markets
also need other public inputs frequently provided by
governments. We now turn to consider what these
inputs may be.

Institutions, Markets, and Economic Performance

THE ROLE OF THE STATE IN THE TWO
TYPES OF MARKETS

Both types of markets require the state or an alterna-
tive institution to provide several services to exist or
operate at a high level. For instance, in evaluating
Cuba’s reforms Betancourt (1998) follows an early
version (1994) of Clague, Keefer, Knack, and Olson
by stressing two services that apply to both types of
markets and one that applies to “socially contrived”

markets.

The two that apply to both types of markets are: “law
and order,” in the sense of absence of a state of anar-
chy where people are dispossessed of the gains from
exchange arbitrarily on a frequent basis;* and a reli-
able medium of exchange, in the sense of a currency
that allows transactions to take place without the
need for barter exchange.> The one that applies only
or mainly to “socially contrived” markets is the exist-
ence of third party enforcement of contracts as nor-

mally provided by an impartial judiciary.

One of the arguments made by Betancourt (1998) is
that alternative institutional mechanisms, for exam-
ple corruption, arise to fill the void created by the ab-
sence of the government providing impartial third
party enforcement. This factor and the predomi-
nance of “spontaneous” markets in agricultural soci-
eties may be one basis for the explanation of short-
run economic success in Vietnam and China despite
the absence of impartial third party enforcement by
the judiciary. This alternative may not be as effective
in promoting growth over the long-term as an impar-
tial judiciary. Because it generates more uncertainty,
especially when there is competition among the sup-

pliers of corruption services.

2. Incidentally, the accounts reported in each year’s Abstract change after 2000 due to the change from SIC code to NAICS code for in-
dustry classifications. They also change due to the use of GDP rather than GNP as the standard measure of economic accomplishment

since 1991.
3. These figures are also from the U.S. Statistical Abstract.

4. Law and order in this sense is interpreted in very basic terms. Hence, it includes the phenomenon, for example, of authoritarian or
totalitarian states that often are able to provide high levels of this elementary service.

5. Similarly, medium of exchange is interpreted in very basic terms. Hence, it allows for situations in which inflation destroys mortgage
markets, for example, as long as it does not destroy all “socially contrived” markets.
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In a book published posthumously Olson (2000) ar-
gues that the above services capture the active role of
the state, but that in addition for “socially contrived”
markets to thrive there is a passive role that involves a
commitment not to predate or to have the power of
the state used for predation by small groups and that
this is demonstrated through the protection of indi-
vidual rights, of persons and firms, that are broad
and secure. Betancourt (2004) picks up on this
theme and characterizes this passive role of the state
as a commitment to abide by the rule of law.6 More
generally, the existence of this commitment also fa-
cilitates the operation of “spontaneous” markets at a
higher level, but its absence has a much smaller effect
on “spontancous” markets than on “socially con-
trived” ones.

Services provided by governments in support of mar-
kets have been recently referred to as market aug-
menting government at a conference in honor of
Mancur Olson, Azfar and Cadwell (2003). Clearly
the three identified above as well as the rule of law
would qualify as deserving of the name. This name,
however, should not obscure the reality that these
services can and should be thought of as public
goods. Furthermore, Betancourt (2003) points out
that these services are public goods that increase mar-
ket output indirectly by increasing the gains from ex-
change through a reduction of transaction costs and
are likely subject to threshold effects and increasing
returns.

PUBLIC GOODS, PUBLIC INPUTS,
THRESHOLD EFFECTS, AND INCREASING
RETURNS

There is a vast and substantial literature on public
goods, but most of the literature approaches the sub-
ject by viewing public goods from the consumption
side, e.g., Drazen (2000). The two defining charac-
teristics of a public good in this setting are non-rival-
ry, or the extent to which consumption by one agent

does not affect consumption by another agent, and
non-excludability, or the extent to which barriers to
entry into consumption are feasible in the provision
of the good. The former determines whether the
public good is a pure public good (no effect on other
consumers) or an impure one. The latter determines
whether or not it is feasible to provide the public
good as a club good (if barriers to entry into con-
sumption are possible).

At least two of the four public goods identified previ-
ously qualify as pure public goods or as close to pure
public goods as one can come.” For, it is difficult if
not impossible to conceive of some core elements of
the rule of law or of a medium of exchange where
congestion effects are relevant, at least with homoge-
neous consumers. On the other hand, it is easy to
think of situations where basic aspects of law and or-
der available to some maybe less than what is avail-
able to others. For example when crime is at a high
level in a given area, law enforcement services are
likely to vary across even homogeneous consumers.
Because location itself will be a source of heterogene-
ity, even if everything else were indeed equal.

Similarly, it is easy to conceive of situations where
contract enforcement services available to some differ
from what is made available to others. Indeed, re-
cently Chemin (2004) uses differences in the pen-
dency rate across Indian state courts to measure the
impact of contract enforcement on breaches of con-
tract and relationship specific investments for a sam-
ple of Indian non-agricultural informal firms. Simi-
larly, Visaria (2004) uses the differential introduction
of debt recovery tribunals across states in India to
evaluate the impact of differential contract enforce-
ment due to judicial quality on loan repayments.

From the exclusion perspective it is difficult to ex-
clude individuals from access to a medium of ex-
change or to the rule of law while these two public

6. Incidentally, a similar distinction is made in an essay on good contract law by Summers (2003). After categorizing specific features
required for loans secured by personal property, he goes on to add the need for an underpinning in the basic institutions of society such

as respect for the rule of law.

7. Even Samuelson (1955) is viewed as arguing that outside of national defense, maybe, there are no pure public goods, because con-
gestion effects are always possible due to the variability of the benefits from the point of view of consumers.
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goods continue to perform their role as market aug-
menting services. For instance, even as opressive a re-
gime as the Castro government did not try to exclude
some of its citizens from the use of the dollar as a me-
dium of exchange when it made the dollar legal ten-
der in 1993. Similarly, it is incongruent with the rule
of law to have it apply to some individuals and not to
others as the historical disappearance of slavery as a
recognized legal institution makes evident.

It is much easier to conceive of mechanisms where
law and order and contract enforcement services can
be made available to some and not to other members
of society by introducing barriers to their consump-
tion. For instance, one can observe communities that
provide their own security services within their gates
in cities of both developed and developing countries.
Similarly, the need to pay for lawyers to access some
contract enforcement services suggests that exclusion
is possible in the provision of this service. In all four
cases, however, one of the most relevant features of
these public goods or services is that they are inputs
into the operations of markets. They are inputs in the
sense that higher levels of these services allow markets
to operate at a higher level of transactions. It is this
role of public inputs that has been neglected in the
literature on institutions.

While the public finance literature has extended the
analysis of public goods to public inputs, it has done
so primarily under the assumption of economy wide
diminishing returns, referred to as firm augmenting
public inputs, or economy wide increasing returns
consistent with perfect competition, referred to as
factor augmenting public inputs. This terminology is
developed by Feechan and Matsumoto (2000). Fur-
thermore, the standard assumption in this literature
is that the production function for the public input
itself is a neoclassical one subject to constant returns
to scale, for example Feehan (1998).

While these assumptions may be eminently sensible
when applied to public inputs such as infrastructure,
it is not clear that they are equally sensible when ap-
plied to two of the market-augmenting services we
have identified here. Both the production of the rule
of law and of a reliable medium of exchange seem
subject to thresholds in that either you have them or
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you do not have them at a certain level. Changes in
the levels of these two market-augmenting services
seem to be quite discrete. It also seems easier for the
state to “produce” a reliable medium of exchange
through the introduction of fiat money, for example,
than to “create” a rule of law through credible com-
mitments not to engage in predatory behavior. In the
former case declaring a medium of exchange legal
tender seems usually sufficient to generate a mini-
mum level of this service. By contrast, declaring re-
spect for the rule of law by itself is unlikely to be a
credible commitment in many if not most cases.

With respect to the rule of law it is less clear how one
accomplishes the task of creating or increasing the
service than with respect to a reliable medium of ex-
change. Furthermore, increasing returns seem to be
potentially important in the following sense. Suppose
one were to double the resources devoted to the cre-
ation of the rule of law. This could be done, for ex-
ample, in the form of protecting human rights such
as freedom of assembly and speech by devoting re-
sources to encourage citizen participation in these ac-
tivities. This doubling may take us from a very low or
minimal level of the rule of law to a very high one
(more than double so to speak) if successful or to not
much change if unsuccessful.

The other two market augmenting services, law and
order and impartial third party enforcement through
an independent judiciary, seem more suitably de-
scribed as produced on a continuous basis according
to a neoclassical production function. Nevertheless,
in both cases one can argue reasonably that increas-
ing returns may play some role in their production
over some range of values. For instance, doubling the
amount of resources devoted to law enforcement or
to the judiciary may more than double the level of
law and order or of impartiality in third party en-
forcement at some points and increase them by far
less than twice their levels at other points.?

To my knowledge, no one has tried to model explic-
itly the production of these four public inputs and/or
their effects on the two types of markets that we have
been discussing. Attempts to do so would need to
pay attention to some of the distinctions emphasized
here. Taking into account thresholds and increasing
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returns in the production of the rule of law as well as
the potential for increasing returns on its impact on
the operation of “socially contrived” markets would
seem to be the highest priority, at least judging by
some of the results available in the empirical litera-
ture discussed below.

EFFECTS ON GDP/POP, GROWTH, AND
THE VARIANCE OF GROWTH

Do we know anything about the impact of these
public inputs or market-augmenting services on eco-
nomic outcomes? There have been some attempts at
measurement and at exploring their impacts on per
capita income and its growth, which we now review.
There are a number of conceptual and/or measure-
ment issues that arise in connection with these mar-
ket-augmenting services or public inputs. For in-
stance, we just argued that the rule of law is a
multidimensional concept and that one of its ele-
ments is produced by the same mechanism as impar-
tial third party contract enforcement. When we come
to measurement, these subtle distinctions can be dif-
ficult to capture.

Clague, Keefer, Knack, and Olson (1999) introduce
contract intensive money (CIM) as an “... objective
measure of the enforceability of contracts and the se-
curity of property rights.” This measure is simply the
ratio of demand deposits (DD) plus time deposits
(TD) to M2 = DD + TD + C, where C is currency.
The fundamental idea is that CIM is a reflection of
the type of governance that improves economic per-
formance. The rule of law (as the main determinant
of the security of property rights) and impartial third
party enforcement by governments (as the main de-
terminants of the enforceability of contracts) are the
more fundamental causes of economic performance
that this variable is capturing.

In a more recent paper Acemoglu and Johnson
(2003) try to unbundle institutions by separating
property rights institutions and contracting institu-

tions. By property rights institutions they mean
“...institutions constraining government and elite
expropriation ...”; by contracting institutions they
mean “... institutions supporting private contracts
...”. In principle these two correspond, respectively,
to what we have called the rule of law and third party

enforcement.

They use two measures to proxy for the rule of law:
Political Risk Services assessment of protection
against government expropriation in a country and
Polity IV’s constraint on the executive measure. The
extent of third party enforcement is measured by the
number of formal legal procedures necessary to re-
solve a simple case, for example collecting on a
bounced check or evicting a non-paying tenant. This
is derived from the legal formalism database com-
piled by Djankov, La Porta, Lopez-de-Silanes, and
Shleifer. Presumably the higher the costs of enforcing
private contracts by government the lower the effec-
tive level of third party enforcement.

Acemoglu and Johnson (2003) find that both prop-
erty rights measures have a strong and statistically
significant effect in explaining the log of GDP/POP
in 1995 PPP $. This is the case for both OLS regres-
sions and 2SLS regressions using log of settler mor-
tality or log of population density around 1500 as an
instrument. The measures of legal formalism have no
effects on GDP/POP when using constraints on the
executive and the wrong sign when using average
protection against risk of expropriation as a measure
of the rule of law. These results are taken from Table
4 in their paper. Acemoglu and Johnson (2003) ar-
gue that this impact on per capita income in their
cross-country setting captures the impact on the long
run rate of growth.

Clague, Keefer , Knack, and Olson (1999) find that
CIM, which captures both dimensions of institutions
(namely the rule of law and third party enforcement),
is an important and robust explanatory variable in

8. Incidentally, the rule of law is a multidimensional concept and some of its elements require an impartial or independent judiciary for

its production, for example the protection of individual rights through a court system. The role of the judiciary in producing these as-

pects would be quite similar, if not the same, as its role in the production of contract enforcement services. It is in the other dimensions
that threshold effects and increasing returns are essential to describe the production process.
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explaining cross-country growth in GDP/POP be-
tween 1969 and 1990, except when the investment
to GDP ratio is also included. These results are from

their Table 4.

In an Appendix Acemoglu and Johnson (2003) use
the average rate of growth between 1970 and 1995 as
a dependent variable and their results are much
weaker in that rule of law has no effect at the 1% lev-
el with one of the two measures using settler mortali-
ty as an instrument and it has no effect with both
measures using population density as an instrument
and the eviction measure of contract enforcement.
The authors, however, argue that the results are simi-
lar to the ones on GDP/POP. They also interpret
these results as relevant for “medium term growth.”

Clague, Keefer, Knack, and Olson (1999) analyze the
effect of CIM on the investment to GDP ratio. They
find that CIM is an important and robust explanato-
ry variable in explaining the investment to GDP ratio
(Table 3). Hence, their overall conclusion is that the
rule of law and third party enforcement are impor-
tant in explaining growth through their effect on in-
vestment, not necessarily through their direct effect
on growth. Acemoglou and Johnson (2003) also look
at the effect of rule of law and third party enforce-
ment on the investment to GDP ratio and they find
a strong positive and robust effect for their measures
of the rule of law and a statistically insignificant ef-
fect for their measures of third party enforcement
(Table 5). Given their results for “medium term
growth” reported above, the interpretation that both
CIM and their measures are capturing mainly rule of
law effects and that these work through investment
seems the appropriate conjecture at this stage of our
knowledge.

Given the recent paper by Mobarak (2005) about the
effect of democracy on growth, it seems reasonable to
suspect that the rule of law in particular may have a
similar effect. That is, Mobarak finds that volatility
reduces growth and this effect is robust. On the other
hand, democracy has no direct effect on growth. Yet,
it is a very robust determinant (with a negative sign)
of the volatility of growth. Given the results on “me-
dium term growth” reported earlier and that rule of
law would be one of the main determinants of de-
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mocracy, one may expect similar results if the extent
of the rule of law was used as a proxy for democracy.

IMPLICATIONS FOR THE PATH OF THE
CUBAN ECONOMY

In order to draw implications for the future, it is de-
sirable to provide a synthesis of where we are at
present. There is a fair amount of agreement on the
characterization of Cuba’s economic policies between
1989 and 2004 but less agreement on the evaluation
of the economic performance associated with these
policies, especially in the most recent period. The
policies can be classified into four mainly chronologi-
cal periods.

First, there was a period of belt tightening and inac-
tion (1989-1992) in response to the end of Soviet
subsidies. Associated with this period was a substan-
tial fall in GDP and its rate of growth, which was
negative in all four years and with rates of decline
over 10% in the last two years of the period (e.g.,
Ritter, 2004, Table 1.2).

This period was followed by a short one (1993—
1996) of substantial economic reforms oriented to-
ward the development of a market economy. These
reforms included: dollarization; allowing state farms
to become cooperatives, farmers’ markets to operate,
and certain forms of self-employment; legalizing for-
eign investment in various sectors and promotion of
tourism; macroeconomic stabilization and a switch
to western national income accounting methods by
the Central Bank. Growth of GDP stabilized and be-
came positive by the end of the period (e.g., Ritter,
2004, Table 1.2).

A third period (1997-2002) can be characterized as
treading water because some of the earlier reforms
were slowed down (for example, imposition of re-
strictions on and excessive taxation of the self-em-
ployed) and some “reformers” were purged from in-
fluential positions while new reforms (for example
managerial improvements in state enterprises) were
supported with vigor at least on paper. The rate of
growth of GDP remained positive every year but
fluctuated considerably and was fairly low the last
two years of the period. For instance, Ritter’s Table
1.2 ends with 2.7% for 2001 and Pérez-Lépez
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(2003) gives a figure of 1.1% for 2002, which is con-
sistent with Ritter’s discussion of what he expected
for 2002 due to the world economic slow down and
the effect of September 11 on tourism.

By the end of this third period Cuba’s economy had
changed dramatically from where it was in 1989.
Among the most dramatic changes is the decline of
sugar in terms of its contribution to output. In the
first period (1989 to 1992) sugar output fluctuated
between 7.2 and 8.4 million tons of annual produc-
tion; in the third period sugar output fluctuated be-
tween 3.5 and 4.3 million tons of annual production.
Similarly, there was a substantial increase in the pro-
duction of oil and natural gas during this period. For
instance, from well under a million tons of oil in the
first period (1989-1992) production rose to average
over 2 million in the period 1996-2002 (Pérez-L6-
pez, 2003, Table 2). Yet, oil imports still account for
55-60% of Cuba’s oil consumption. This makes Cu-
ba’s merchandise imports from Venezuela, which
went from 451.5 million pesos in 1999 to 951.5 pe-
sos in 2001 and are mainly in the form of oil, all the
more critical.

Among other significant changes during this period
two are worth noting. First, there is the increasing
importance of tourism in Cuba. For instance, the
number of tourists has been growing at an annual
rate of 15% since 1985 (Padilla, 2003). Tourism is
now more important than sugar in terms of foreign
exchange earnings. Second, there is the equally rapid
growth of “remittances.” The latter grew from $263
million in 1993 (Locay, 2002) to $1.1 billion in
2002 (Pérez-Lépez, 2003). Thus, they have become
the most significant single item in terms of net hard
currency earnings. Incidentally, there is a substantial
difference of opinion on whether these numbers ac-
tually reflect remittances in the usual sense, see Locay
(2002) and the references therein for a discussion.

In evaluating economic performance during these
three periods, Ritter (2004) concludes that petro-
leum extraction and food production due to the es-
tablishment of agricultural (farmers’) markets have
been most successful. He also goes on to argue that
Cuba is in a pre-transition stage, similar to Hungary
and Poland in the 1980s, and that economic policy
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and the institutional structure “...will likely remain

paralyzed...” until Castro dies. Herndndez-Catd
(2003) in evaluating economic performance over
these three periods concludes that the reforms of the
second period have exhausted their ability to propel
the economy in the third period. He forecasts little
growth opportunities in the absence of further re-
forms. His analysis is based on a decomposition of
GDP by sectors of the economy, which allows him to
show that improvements due to total factor produc-
tivity increases from the second period reforms rather
than investment were the basis for the growth in the
third period. Indeed, figures in Pérez-Lépez (2003)
show that gross capital formation over GDP de-

creased from 16.2% in 1997 to 12% in 2002.

This finding suggests that one of the critical econom-
ic problems facing the Cuban economy, if not the
most critical one, is raising its level of investment to
GDP. The market-augmenting services that we are
emphasizing are important for long-run growth pre-
cisely because of their role in allowing the financial
markets that make these investments possible operate
efficiently and at a high level. What can we say about
these markets in Cuba?

Herndnez-Catd’s research is useful in addressing this
question. His decomposition of GDP provides some
information on two important transactions sectors:
commerce and finance. First, the real GDP contribu-
tion of commerce and finance goes down percentage
wise from 1989, when it is 25% and 8%, respective-
ly, to 2000, when it becomes 21% and 4%, respec-
tively. This period includes data from two different
sources and part of the decline may be due to the
change in source. On the other hand, state employ-
ment data for these two sectors, which has the same
problem, shows an increase from 11% to 12% [1%
to 2%] of total state employment during this period
for commerce [finance]. While these figures are poor
measures of the operations of these markets, they are
dramatic enough to suggest significant declines in the
efficiency of these markets (output goes down while
one of the inputs is going up) prior to the current pe-
riod to which we now turn.

The most recent period (2003-?) can be character-
ized in terms of economic policies as a retreat to so-



cialism. It is marked by attacks against independent
journalists, economists, and other dissidents that re-
sulted in the imprisonment of 75 of them early in
2003. The subsequent condemnation by the interna-
tional community led to strained commercial rela-
tions with Europe. This has been followed by procla-
mations in favor of central planning, limits on state
enterprises independent handling of foreign ex-
change, and in the Fall of 2004 to a de-dollarization
of the economy, making transactions in dollars ille-
gal. The performance of the economy during this pe-
riod has become the subject of controversy. Cuban
authorities claim a rate of growth of GDP for 2004,
for example, of 5% but ECLA estimates suggest 3%.
The sugar harvest is lower than previous low results.
Persistent anecdotal evidence on electricity blackouts
unrelated to industrial production and similar re-
ports on available portions of the monthly rations
suggest a worsening economy. The increasingly close
political association with Venezuela is also consistent
with an increased need for their oil.

To conclude this discussion of where the economy is
at present, it is useful to note in more detail the role
of foreign investment. It was not until 1992 that the
Cuban Constitution was amended so that foreign in-
vestors could own property. Furthermore, the basic
law governing foreign investment (Law No.77) was
not passed until 1995. Travieso-Diaz and Musa
(2004) note that it explicitly allows for three different
forms: joint ventures, cooperative production con-
tracts, and management contracts. Only the first
form leads to the creation of a new legal entity. Not
surprisingly, there was little FDI of any type prior to
1995 and all three types have grown considerably in
the 1996-2002 period. Pérez-Lépez (2004) provides
an excellent account of the inventory of the three
types of projects. He differentiates between total esti-
mates derived as stocks and those derived from flows.
The former usually generate figures of between $5
and $6 billion, because they include announced in-
tentions rather than actual investments. The latter
usually generate figures between $1.7 and $2 billion
for the same period, because they are derived from
balance of payments figures that include only actual
investments.

Institutions, Markets, and Economic Performance

One of the reasons foreign investment attracts so
much attention in the Cuban case is that it is associ-
ated with the more economically successful sectors of
the last 15 years: for example, tourism, nickel oil, and
food processing. Incidentally, Pérez-Lépez (2004)
notes that in oil an important form of foreign invest-
ment is through risk contracts where the risks associ-
ated with exploration are shared between the Cuban
government and the exploring oil company. In the
most recent period (2003-?) there has been concern
that foreign investment is decelerating because, for
example, the number of joint ventures declined dra-
matically, Spadoni (2004). The Cuban government
argues that this was the natural end of some of these
activities due to unprofitability and that their policy
is not to support or encourage unprofitable activities.
Spadoni (2004) provides some evidence that foreign
investors are unhappy with various aspects of the in-
vestment climate, especially their inability to com-
pensate workers directly and to resolve disputes with
the local partners.

Given the current policy of retreat to socialism, the
implications of our analysis of the role of the state in
the two types of markets for the evolution of the Cu-
ban economy are relatively clear. While the Cuban
state provides the market-augmenting services of a
medium of exchange and law and order necessary for
both “spontaneous” and “socially contrived” markets
to function, it fails to provide the market-augment-
ing services of commitment to a rule of law and con-
tract enforcement services necessary for “socially con-
trived” markets to function at any but the lowest
possible levels of transactions. This has three major
implications for the path of the Cuban economy in
the future.

First, given the empirical evidence presented above
that both of these public inputs affect long-term
growth through the level of investment, it is not sur-
prising that capital formation in terms of the ratio of
GDI/GDP has been decreasing over the whole peri-
od (1989-2004). Nor is one to expect any improve-
ment in the future through the behavior of private
domestic investors as long as the current policies of
retreat to socialism continue to be pursued.
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Second, it is also not surprising that transaction sec-
tors such as finance and commerce have declined in
terms of their contributions to GDP, despite an in-
crease in public employment in these sectors. Fur-
thermore, little or no improvement in these two sec-
tors is to be expected in the future. Because of the
importance of the rule of law for the successful devel-
opment of markets in these two sectors.

Finally, the main possibility for growth in this setting
comes through foreign investment possibilities that
can overcome the lack of commitment to a rule of
law and contract enforcement services. Having the
Cuban government as a local partner helps joint ven-
tures as a substitute for contract enforcement services
in dealing with other entities in output and input
markets, but it provides no protection against expro-
priation by the local partner in the absence of com-
mitment to the rule of law. Hence, the recent decline
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