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| NTRODUCTI ON

Thi s paper assesses the nature of the incipient narket reforms
in Cuba by | ooking at what they inply in terns of three rel ated ideas about
the operation of market economies. The first idea is that there are two broad
categories of markets: those where transactions are self-enforcing and those
where transactions are not self-enforcing. The second idea is that the
econonmi ¢ functions that the state has to performin support of these two types
of markets vary enornously. In a recent paper, Cague, et.al., (1994) note
these two ideas and attenpt to devise indicators of the extent to which the
state is performng its functions in the second type of market. Here we wll
explore in nmore detail the underpinnings of the first two ideas and their
rel evance to Cuba's reforms. Finally, when the state is unable or unwilling
to performits functions, certain markets will not exist, or operate at a very
low | evel of transactions, or alternative institutions will arise to
substitute for the function that was to be perfornmed by the state. Here we
will develop this third idea and draw its inplications for Cuba's reforns.

The argunent is devel oped by first |ooking at markets with self
enforcing transacti ons and specifying their nature in detail, including the
role of the state. Subsequently, the reforms of Cuba's markets with self
enforcing transactions are discussed. |In the third section the nature of
mar ket s where transactions are not self-enforcing is discussed, including
alternative institutional nechanisns that allow these nmarkets to exist.
Afterwards, the reformof these markets in Cuba is reviewed. Finally, we
conclude with an overall perspective on Cuba's nmarket reforns and why they are

less likely to lead to sustained growh than the ones in China or Vietnam

l. SELF- ENFORCI NG TRANSACTI ONS
Markets in traditional societies are characterized by North (1990) as

i nduci ng self-enforcing transactions due to the fact that they involve small



nunbers of participants, they consist of repeated exchanges and the

partici pants have abundant infornmation on the personal characteristics of each
other. O course, it is not necessary for a market to be a traditional narket
for transactions to be self-enforcing. For instance, in nodern markets sone
institutions allow reputation mechanisms to work, e.g., credit bureaus, in the
absence of the above characteristics.! Finally, there are sone markets where
enforcenent and neasurenent issues are far |ess inportant than in other

mar kets, nanely spot nmarkets.

Y'ncidentally, in a small country with a lack of mobility in the
popul ation, there are strong incentives for self-enforcing transactions for
all frequently purchased products because they satisfy the three
characteristics that make traditional narkets self- enforcing.



By definition spot markets are those where nost of the gains from
exchange are realized at the time of exchange or shortly thereafter and at the
| ocation of exchange or nearby. This feature tends to nake t hese exchanges
self-enforcing by the two parties involved in the exchange. The jointness in
time and space of spot markets is alnost sufficient to elinmnate the need for
enforcenent nechanisns. This is especially the case when products are
rel atively honbgeneous, as in the case of spot markets for agricultura
products. The relative honbgeneity of these products together with the
jointness feature of spot markets allows these markets to function in the
absence of other characteristics that nake transactions self-enforcing.
Honmpbgeneity is inportant because it limts the neasurenment problens associated
with asymetric information by the participants to an exchange. 2

The role of the state in these markets is a minimalist role. Its main
econonmi ¢ functions are to provide |aw and order, so that the gains fromtrade
can be appropriated by the participants to the exchange, and a nedi um of
exchange, to generate the gains fromtrade that a nonbarter econony provides.

Alternative institutions to the state can easily arise to satisfy these two
functions, e.g., private protection for caravans of traders and cigarretes as
a medi um of exchange in prisons. This ease of substitution coupled with the
standard gains from specialization associated with high |evels of transactions
have | ed these markets to flourish throughout history and to be visible
everywhere across the gl obe presently. Indeed, this is the case even when the
state engages in efforts to suppress them e.g., illegal or infornal
activities in capitalist econonies and nmany exchange activities in conmand

econoni es.

2Quality issues can lead to nmeasurenent problenms in some spot markets.
For instance, the spot market for fresh fish is affected by the possibility of
spoiled fish being sold. Hence, fresh fish can be scarce in the urban areas
of island nations due to the asymetry of information on quality between the
sell er and the buyer.



. REFORMS | N CUBA' S MARKETS W TH SELF- ENFORCI NG TRANSACTI ONS

There are at least four markets in which partial "reforms" have been
introduced in Cuba that can be characterized as nmarkets where transacti ons can
take place with limted enforcenent nechani sns: Agricultural or farnmer's
mar kets, artisan markets, self-enploynent markets and the nmarket for
prostitution services. Nonetheless the Cuban state continues to play a far
nore interventionist role than the so-called mninalist state necessary to
support these narkets.

Agricultural or farner's markets. |In Septenber of 1994 the Cuban
governnment allowed the operation of l|ocations at which farners and
cooperatives could sell a portion of their output, presumably at prices set by
supply and demand®. By April of 1995, the supply of agricultural products
avai |l abl e to consuners had i ncreased substantially although prices were high (
Cuba News, April, 1995). The same source al so reports, however, that the
price of pork in these narkets had remmi ned constant at 40 pesos (presumably
per pound) since Cctober 1st, 1994. |In any normal market for an agricultura
commodity, the price should fluctuate with output, relative availability over
the year, quality of the pork as well as characteristics of the |ocation
This enpirical operation of the |aw of one price w thout any deviation in the
pork narket suggests that a maxi numprice is being inposed by the state with
respect to this commodity. The consequence will be the further devel opnment of
bl ack markets in which these producers will sell part of the product at a
hi gher price to selected custoners, probably those who can pay in dollars.

The supply to the farmer's narkets will increase nore slowy than in the
absence of the state inposed maxi num pri ce.

Artisan's markets. These markets were also authorized in the Fall of

1994, allowing the free sale of a wi de range of consuner products through a

3For a nore extended discussion of the recent evolution of cooperatives
and agricultural nmarkets see the discussion by Perez Vill anueva el sewhere in
this vol une.



network of artisan nmarkets. Excess supply of industrial goods produced by the
state woul d al so be avail abl e through these nmarkets. Those set up in forner
state shops were subject to a fee of 30 pesos per neter of glass counter space
per day and regul ation by a government adm nistrator. Cuba News (April 1995)
reports that nmany vendors prefer the open air markets that are al so all owed.

Sel f Enpl oyment Services Markets. Since late 1991 the authorization of
sel f enpl oyment had been under discussion. |In Septenber of 1993 over 100
occupations were identified as suitable with professional occupations
excluded. Anobng the included ones were self enploynent in food preparation
hone restaurants or "pal adares". Mrre recently a score of other activities
have been added. The governnent has noved recently agai nst hone restaurants
on the grounds that they violated the self enploynent rules. It seens to have
settled on allow ng hone restaurants that sit 12 persons or |ess and do not
require the hiring of anyone. The expl osion of these restaurants before and
after their authorization by the governnent attests to the Iimted need for
enforcenent nechanisns in this transaction. As pointed out el sewhere in this
volume by Perez Villanueva, in June 1995 self enpl oynent by professionals was
all owed provided it is in an occupation other than that for which they were
trained. The limtations and attacks on this activity by the government
suggest a lack of conmitment to market reformthat undermnes the credibility
of other governental pronouncenents.

Mar ket for Prostitution Services. This market is a special case of a
sel f enployment market, i.e., one that nbst societies restrict or regulate for
a variety of reasons ranging fromhealth to norals. After its suppression for
many years during the Revolution, it has devel oped rapidly with the recent
expansi on and enphasis on tourism The econom c incentive to participate has
i ncreased trenendously as a result of the difficult econom ¢ circunstances and
the dollarization of the econonmy in 1993. Until recently the governnent had
ignored this activity, but in the sumrer of 1995 Castro denounced the activity

and a crackdown may ensue. How successful it will be remains to be seen
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Reformin these narkets with Iimted enforcenment requirenments has the
beneficial effect of decrininalizing the survival activities of substantial
segnents of the population. The less interference by the state in these
markets, the nore rapidly they will expand even under a conmmuni st regine. The
wei ght of history and contenporary evidence support this prediction. Except
for the market for prostitution, such an expansion will have positive welfare
ef fects on nost nenbers of the society. Nonetheless, even if the Cuban state
were to elinmnate all the restrictions currently inposed on these narkets,
their expansi on would have a limted effect on solving the fundanental
econoni ¢ devel oprment problem of Cuba. No society can develop solely on the
basi s of markets where enforcenment requirenments are limted. Wile inportant
for survival and well-being, they represent a very snmall part of the

activities of a nodern econony.

[11. NONSELF- ENFORCI NG TRANSACTI ONS

Transactions that require enforcenent are those where at |east one of
the two parties to an exchange has strong economc incentives not to fulfill
the conditions of the exchange. Transactions in future oriented markets are
of this kind. Wenever the benefits to one of the two parties to an exchange
take place in the distant future, the opportunities for one party to defraud
the other party loomlarge and provide a deterrent to the exchange in the
absence of mechanisns to assure fulfillnment of the explicit and inplicit
conditions of the exchange. The range of nodern markets that have this
feature is quite large. For instance, insurance nmarkets, financial markets
(i ncludi ng banking), markets for direct investnent, consuner durables, even
markets for health and | egal services in some instances as well as sonme types
of labor markets. Simlarly, if the benefits for one of the two parties take
pl ace at a substantial distance from where the exchange takes pl ace,
transactions will not be self- enforcing.

The provision of third party enforcenent nechanisns is indispensable for
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the operation of markets in which transactions are not self-enforcing. Inits
absence, these narkets will either not exist or operate at |ow | evels of
activity. The absence of these markets froma society or their operation at a
very low | evel of activity leads to poverty, underdevel opment and inability to
sustain growth rates over |long periods of time. By now we know that a key to
nodern economic growh is the ability to maintain a high rate of saving and
investnment. Wthout thriving markets for financial internediaries both the
amount of saving and the efficiency of investnment are significantly reduced.
In addition the narket for direct investnents is unlikely to operate at high

| evel s of activity if the opportunities for appropriating the benefits of the
i nvestnments are subjected to a considerabl e anount of uncertainty.

What is the main formof third party enforcenent in nodern econoni es?

An independent judiciary that protects property rights and enforces contracts.
As North (1990) recogni zes how one devel ops inpartial third party enforcenent
t hrough an independent judiciary is a critical unanswered question in our
under st andi ng of econom c devel opnent processes. W do know, however, that in
t he absence of an independent judiciary alternative institutional nechanisns
develop to provide albeit inperfectly third party enforcenment. Thus
reputation effects can act as a substitute for this function and the nerchant
codes of the Mddle Ages perforned this function well enough to allow | ong

di stance trade to materialize, MIgrom North and Wi ngast (1990).

Part of the difficulties in sustaining high levels of output in
transition economes arise fromthe difficulty of providing third party
enforcenent nechani sns during these transition processes. It is not enough to
have a comercial code; significant resources have been devoted to its
devel opnent in these econonies. The code nmust be enforceable and enforced
before it will |ead market participants to engage in significant nunbers of
transacti ons.

One of the nobst interesting questions of the |last few years is-- how has

Chi na been able to grow so fast since 1979 in the absence of an obvious third
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party enforcenent nechanisn? A simlar question is being raised by Vietnams
experience since 1989. Cearly the Cuban regine would like to figure out the
f or mul a.

Wth respect to China, a nunber of factors operate. An inportant factor
inthe growth of the the first ten years was the expansi on of narkets for
agricultural products where transactions are self-enforcing and a rel ease of
state restrictions provided the opportunity for expansions. Mdrover, growh
in nonagricultural products was based on economic activity in the rural areas,
where the features of traditional markets obtain. |In addition, the
devel opnent of township and village enterprises (TVE s) under what Q an and
Wei ngast (1995) call a "decentralized narket-preserving federalism Chinese
style" has been a key factor in this growth experience.*

China is mainly an agricultural country and the rapid expansi on of such
a substantial part of the econony can carry the growh process for a while.
The size of the gains fromexchange is so large in China, because of its size,
that it makes it worthwhile for nany foreign investors to undertake |evels of
risk and uncertainty that would not be worthwhile in other settings. Finally,
corruption is ranmpant by nbst accounts and it can serve as a substitute for an
i ndependent judiciary in providing enforcenent of contracts. Since the use of
corruption as a substitute for lack of third party enforcement is not linited

to China, let ne illustrate the process with an exanple.

“The key features of this systemstressed by Q an and Wi ngast (1995)
are: the provision of positive incentives for profit maximnization to the
TVE s, for exanple secure property rights to the residual incone; the
provi sion of negative incentives for profit nmaximzation, for exanple hard
budget constraints; and the conpetition inducing features of Chinese
federalism in particular the existence of a hierarchy of governnents wth
del i neat ed scope of authority where the |ower | evels of the hierarchy have
aut onony over the econony within their jurisdictions.



In China, certain sectors of the econony are reserved for the state
sector. Three officials of a think tank set up a conpany to operate in this
sector by giving 70 % of the shares to over 10 different |ocal governnents.
Thi s mechani sm al |l owed the conpany to operate in the state sector while the
three entrepreneurs retained control with their 30% The conmpany nade severa
mllion dollars in the first two years of operation, Ng and Yang (1995).
Connections with |ocal government officials provided a substitute for
inmpartial third party enforcement in securing the gains from exchange.

If we define corruption as any intentional departure fromarms |ength
rel ati onshi ps for personal gain, Tanzi (1994), we can see this nmechani smas an
i mportant substitute for inpartial third party enforcenent in China as well as
in Vietham O course, the corruption process has its limts and is likely to
be a less efficient nechanismthan the alternative. An illustration of the
limts is provided by a recent controversy in which a MDonald's site at a
prime location in Beijing was sold to a Hong Kong tycoon wi thout consulting
McDonal d' s!®

Corruption in these settings is an institution that substitutes for the
inability of the state to performone of its basic functions: the provision of
inmpartial third party enforcement. It lowers the uncertainty to at |east one
of the participants in the market and allows transactions to take place that
woul d not occur otherwise. It can have a substantial positive inpact on the
growmh rate for a period of tine. Nonetheless, it is not a stable process
over the long run because it generates conflicts w thout explicit mechani sms
to resolve them As long as the hierarchical structure of a regine is
mai nt ai ned wi t hout chal |l enge, the growth process can go a | ong way. Market
reforns, however, create new power structures that can becone the basis of
chal | enges to the original hierarchical structure. Incidentally, corruption

is not the only substitute for lack of inpartial third party enforcenent. In

5Thi s decision was eventually reversed.
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dealing with foreign investors, for exanple, countries with weak institutiona
structures agree to settle contractual disputes through third party
arbitration, often in third countries. Finally, nore than one of these
mechani sns can be in operation at anyone time in a particular country.

VWi le corruption is by no neans linited to markets with nonsel f-
enforcing transactions or to conmunist regines, it perforns a nore val uable
econom ¢ function in these markets and in these regines than in narkets with
self-enforcing transactions and in countries with alternative forns of third
party enforcenent. It allows markets critical to growh to operate at a
hi gher | evel of activity than it would be possible otherwi se. How quickly the
positive contributions are exhausted and overcone by the negative ones depends
on two issues inportant for the present discussion

Size is one factor that has a positive effect on the inpact of
corruption on growth. The bigger the country, other things equal, the |onger
the growt h process can proceed w thout hindrance fromthe inevitable conflicts
that arise as a result of corruption. Political conpetition is a factor that
has a negative effect on the inmpact of corruption on growth. The greater the
nunber of participants that can grant favors to rent seekers, the nore quickly
conflicts will arise and the sooner the positive inpact of corruption on
growmh will conme to a halt. The logic here is sinilar to the logic of why a
stationary bandit is nore conducive to growh than a roving bandit. Just as
the incentives to the bandits are different in both situations, the incentives

to the corrupt politician or power holder are different in both situations.®

V. REFORVS | N CUBA' S MARKETS W TH NONSELF- ENFORCI NG TRANSACTI ONS

®Interestingly, the hierarchical delineation of responsibilities in the
Chi nese system stressed by Q an and Wi ngast (1995) increases the economc
ef ficiency of corruption by avoiding local conflicts due to politica
conpetition and by stinulating econonm c conpetition between jurisdictions
t hrough t he market.
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Markets wi th nonsel f-enforcing transactions are poorly devel oped in
Cuba. For exanple, banking is rudinmentary and other financial internediaries
are nonexi stent. Clague, et.al., neasure the institutional devel opnent
required for these type of markets to function in terns of contract intensive
noney, CIM or the ratio of noney supply mnus currency to noney,
(M-O /M. Using this definition and the nunbers in Perez Vill anueva,
el sewhere in this volune, on excess noney in circulation gives a value of CIM
for Cuba of .60. This puts Cuba bel ow Uganda, Nepal, Sonalia, Sierra Leone
Rwanda and Niger in terms of this index of institutional devel opnment. Hence,
it supports putting a reformof the banking sector at the start of a
transition programas argued by Carranza, Qutierrez and Monreal in their
proposal. It does not support, however, their argument for keeping this
sector under state control

Sone refornms in these types of markets have been al ready introduced.
The nost visible ones are those that affect the market for direct investnment
and sel ected | abor markets. |In describing the current reforns Monreal and Rua
(1994) point to two types of enterprises that are now allowed to function in
Cuba, which were previously nonexistent or nuch nore linmted. These are joint
ventures with foreign investors and Cuban private enterprises. The process
has gone farther with respect to the former than the latter. Indeed, the
fornmer have been advertising for foreign partners over the | ast couple of
years. |In the advertisenents a variety of areas of operation are indicated
but bi otechnol ogy rel ated conpani es appear frequently. |In both cases, these
enterprises can be viewed as an attenpt to create a nmarket for direct

i nvestnent in various sectors.’

'On Septenber 5 1995, nodifications to the foreign investment |aw were
announced. Mst of the provisions were aimed at increasing the attractiveness
to foreign investors, e.g., shorter approval times for projects, possibility
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of a 100% ownership, and unlimted repatriation of earnings. Free hiring of
| abor, however, was not one of themand to this point we will return later on.
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Wth respect to joint ventures the fact that returns are earned over a
period of tinme and that Cuban partners nust be well connected in the
government generates uncertainties about the benefits fromthe exchange for
the foreign partners. These would be reduced by the existence of an
i ndependent judiciary but are reduced far | ess by the operations of a | aw
whi ch must be inplemented by a subservient judiciary. |If the net gains from
exchange are sufficiently |large, however, it would pay sonme investors to
participate. Several considerations can nake these net gains sufficiently
large. First, the business itself nmay be very profitable and the noney can be
recuperated quickly. |Indeed, the Cuban governnent initially pronoted these
features in the tourismindustry by trying to attract foreign investors with
the claimthat they could get their original investnment back in two and a hal f
years.

A second way of ensuring that the gains are sufficiently large is to
reduce the uncertainty due to the Iack of an independent judiciary by finding
alternative nechanisns to performthis function. Thus, in sone contracts with
foreign investors in Cuba it has been stipulated that disputes between the
partners can be resolved in a Paris court. O course, if the dispute is with
other firns operating in the systemit is nore difficult to enploy this
mechanism it is expensive to resolve disputes in Paris. Athird way is to
| ower operating costs by exenpting an enterprise fromlabor |aws or
environnental regulations. 1In the tourismindustry Spanish foreign investors
obt ai ned exenptions on firing provisions in the |abor |egislation, presunably
to secure an adequate | evel of service provision by their enpl oyees.

Wth respect to the Cuban enterprises recently allowed, they are set up
by appoi ntnent of the directors by the governnent, their ownership clains can
not be traded in any markets and it is not clear where their assets cone from

Conflicts among these enterprises or with other enterprises are likely to be
resol ved by appeals to the highest level of political contact within the party

bureaucracy or the Army. Wile some econonmic progress nmay obtain as a result

14



of the existence of these enterprises, it is unlikely to be long lasting in
t he absence of further reform steps.

A particular formof corruption has devel oped in Cuba for enployees of
foreign enterprises as a result of governnment |egislation. These enterprises
are required to pay their enployees' salaries to the governnent in dollars and
the governnent in turn pays these enployees in pesos through the "Enpl eadora
Naci onal " (the National Enpl oynent Agency). |If one wants to secure the
| oyalty of enployees and reward differential performance differentially, it
beconmes very tenpting to provide under the table paynent in dollars,
especially to key enployees with inportant decision making responsibilities.?®

In addition selection by the "Enpl eadorea Nacional" inplies the enployee has
been approved by the governnent to work in the foreign enterprise, making the
i ssue of aligning the interests of enployees and owners nore pressing. Thi s
restriction provides a nechanismfor political control, but it makes the | abor
mar ket an economically inefficient allocation nechani smunless the
distribution of skills and loyalty are perfectly correl ated.

In I abor markets for individuals with highly responsible positions,
conpensation nechani sns are introduced to align the incentives of the
enpl oyees and the enployers even in societies with an independent judiciary.
Part of the rationale for this is that nost contracts are inconplete due to
the inmpossibility of specifying unforeseen contingencies. Thus, in capitalist
soci eties executives are often paid with stock options which, depending on the
particulars of the case, often serve to align the interests of the executives
and the stockhol ders.

Cuba is a small country that is well integrated physically, and in terns
of access to potential infornmation and current propaganda. The ability to

devel op nmarkets where transactions are nonsel f-enforcing on the basis of

8An interesting illustration of this problemin Cuba is available in
Cooper (1995).
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corruption as a substitute for an i ndependent judiciary is limted. Mreover
the corruption underlying the Iimted reformprocess in these nmarkets has been
subjected to persistent criticismby the | eadership since the sumer of 1995.
The wealth it creates provides alternative power bases to the current
political structures. These are especially threatening because those with
access to the neans of corruption are also those with access to the party and

arny | eadership structures.

V. OVERALL PERSPECTI VES ON CUBA' S REFORM PROCESS

The first general characteristic of Cuba's nmarket reform process is the
m xed fervor with which it has been adopted by the | eadership. For instance,
of the packet of reforns announced in the sunmmrer of 1993 the first one to be
i mpl enented was an extrenely harsh antiprofiteering |aw (Law Decree 149). An
anal ysis of the econonmic disincentive effects of this lawis available in
Roque (1995). The thrust of the lawis a chilling rem nder that a capitali st
shoul d not be too successful. 1In all of the reform nmarkets the government
continues to intervene in nmgjor ways as shown in Sections Il and IV. This
differentiates Cuba from China and Vietnam The narket refornms have gone

deeper in these two countries.®

°Incidentally, a listing of the announced refornms in Cuba and Vietnamis
available in Qijano (1995).
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O her evidence of doubts about nmarket reform have been recent
pronouncenents by Raul Castro questioning the wi sdom of proponents of reforns
and their foreign contacts. This is significant because |ack of support for
reformfromthe top | eadership and the consequent reversal of neasures in and
of itself affects the growth process negatively. For exanple, in a conparison
of Zanmbi a and Botswana one of the nobst striking differences has been the
frequent changes of policy in Zanbhia as contrasted to Botswana. Not
surprisingly the variance of CIMin Zanbhia is two and a half tines the size of
the variance of CIMin Botswana and the growth perfornmance of the two
countries differs accordingly?®®.

A second characteristic of Cuba's reformprocess is that it nmust rely
for sustained growth over the long termon the expansion of markets where
transactions are not self-enforcing. After initially tind steps at the
macr oecononi ¢ | evel, the governnent has done enough adjustnents to be
acknow edged by a previous critic, Solchaga (1995a). Nonethel ess, the sane
critic went on to argue that the next two obstacles lie in the creation of a
private | abor nmarket and a private enterprise nmarket, Solchaga (1995b). In
these two nmarkets transactions are not self-enforcing. Unless third party
enforcenent nechani sns are devel oped, these recomendations are of linited
value. It is precisely in these future oriented nmarkets where the | ack of
inmpartial third party enforcenment provides the greatest roadblock to
expansi on.

A third characteristic of Cuba's reformprocess is that the beneficial
effects in terns of growh of a deepening of market reforns are likely to be

far more linmted than those in Vietnamand China. First, Cuba is a snmall

For a discussion of these issues in the context of Zanbia and Botswana
see R Tanner,"A Case Study of Contract-Intensive Mney and Institutiona
Quality in Two Devel opi ng Countries: Zanmbia and Botswana," Senior Honor
Thesis, U of Maryland, April 1996.
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hi ghly urbani zed country. Thus, the ability of spot nmarkets in rural areas to
sustain growth is linted by the snmall size of its nmarket, foregoing gains
fromspecialization, and by the small share in output of rural based econonic
activity. Both of these factors are far nore favorable in China and Vi et nam
For exanple, as of 1990 67% of China's population and 78 % of Vietnanis
popul ation was living in rural areas while 25 % of Cuba's population lives in
rural areas, HDR (1994). After the initial Chinese liberalization in 1979,
agricultural output grew at the hefty rate of 7.4%a year between 1980 and
1987 and nonagricultural output in rural based enterprises is likely to have
grown faster, since total output grew by 10 %

Second, narkets where transactions are not self-enforcing are |ess
likely to arise or to operate at high levels of activity in Cuba than in these
two countries, because an inportant substitute for the lack of an inpartial
judiciary ( corruption) is a less effective nechanismin a snall well
integrated country with potential conpetition for the political spoils than in
| arge poorly integrated markets with linmted (local) political conpetition as
in China and Vietnam Cuba's snall size and the potential politica
conpetition internally and froma nearby exile conmunity nake the use of
corruption as a substitute mechanismfor inpartial third party enforcenent a
two- edged sword for the reginme. Moreover, these sane factors linit the gains
to be attained even if the governnment were to |liberalize, because of the
di ssi pati on of exchange gains due to rent seeking activities. Interestingly,
in both China and Vietnamtheir greater size and limted political conpetition
facilitates the use of corruption as a substitute mechanismfor inpartial
third party enforcenent when transactions are nonsel f-enforcing.

O course other factors play an inportant role in growth. For instance,
saving and investnent rates in Cuba, when neasurable, are likely to be nmuch
closer to other Latin countries than to China. G oss donmestic investrment in
China was estimted at 38% of GDP in 1987; correspondi ng neasures in selected

Latin countries are: Argentina 10% Colonbia 19% Costa Rica 21% Venezuel a
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24% (WDR, 1989). Furthernore, in terns of other fundanental characteristics
Cuba is closer to the forner Soviet Union and its Eastern European satellites
than it is to either China or Vietnam Perez-Lopez (1995).

For those who hope for a transition where narket reforns go in tandem
with some formof a denocratic process, this analysis rai ses one issue that
deserves further attention. The |limted growh capabilities of Cuba due to
size, urbanization and the effects of corruption on growh are not going to go
away with the dem se of Fidel Castro or the conmuni st regime. Hence, it may
be useful to seek insights into the processes that bring about inpartial third
party enforcenent as well as other institutions that nake denocracy work and
civil society prosper

For those who hope for a transition where narket reforns go in tandem
with some formof a socialist process, this analysis raises two i ssues that
deserve further attention. First, in the best of circunstances the growth
possibilities of a socialist process in Cuba are far nore limted than in
China and Vietnam Second, the failure of the | eadership to unequivocally
enbrace the reforns is itself detrinental to the growh process. Furthernore,
this second issue suggests that a gradual process of reform as proposed by
Carranza, Gutierrez and Monreal elsewhere in this volune, provides the seeds
for its own denise. Because it creates plentiful opportunities for reversa

of various measures by the top | eadership.
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