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Fdlipe Pazos professiond activities have adud aspect: those based on hisintellect and those
based on his active involvement in the issues of histime.  Thisistruein generd aswell as with respect
to therole of inditutions in Cuba s trangtion from socidism.  While | will spend most of my time on the
former type of contributions, it is especialy gppropriate to begin with the latter in the context of ASCE.

Fdipe played an unusud role in the birth of ASCE as an indtitution. When we decided to
creaste ASCE as a professiond association in the summer of 1990, we adapted a congtitution used by
the Indian Economic Association. Our adapted congtitution had a provision caling for the outgoing
Presdent to be an ex-officio member of the Executive Committee (in order to provide continuity in the
management of the affairs of the Association). Since we were sarting, we had no outgoing President.
We thought immediately of asking Fdlipe to become the firgt ex-officio presdent of ASCE. By doing
S0, we wanted to accomplish two things. establish alink with older professondswho, in contrast to the
organizers of ASCE, had originaly established themsdlves as professondsin Cubarather than in the
United States; and, have the Association share in the immense prestige that he enjoyed for hisinsghts
into economic affairs.

In my capacity as ASCE sfirs Presdent, | caled Felipein Venezuda to explain what we
were doing with the creation of ASCE and to request permission to use his name in the context just
described. In addition, | wanted to inquire if he wished to give the first Carlos F. Diaz Algandro
Lecture during the AEA mestings in Washington in December of 1990. | did not have to explain much
or do any convincing (it helped that Felipe knew persondly dmost everyone involved in ASCE at this
dage). He gave aringing endorsement to the creation of ASCE and permission to use his name with no

drings attached.  Furthermore he was delighted to accept the invitation to give the Carlos F. Diaz



Algandro Lecture. Not only did he have severd professona links to Carlos that led him to accept, but
he had been working on a paper that was most gppropriate for the occasion — “Problemas
Econdmicos de Cubaen & Periodo de Transicion.”

It ismy sncere belief that the unqudified support Felipe gave ASCE and hiswillingnessto
participate in one of its most vigble early activities played a crucid role in ASCE' s ability to establish
itself immediately as an indtitution committed to excellence in its endeavors. Herein lies one of Felipe's
contributions to the indtitutions affecting Cuba s trangtion.

At the time Felipe wrote his 1990 essay, many economists were unaware of the importance of
ingtitutions in affecting economic outcomes. A perusd of the writings of most economists at leading
univergities, internationa organizations and think tanks would generate no references to indtitutiond
issues or their importance. While substantia work on ingdtitutiona  issues had been carried out by a
smdl minority of economidsin diverse settings during the 1980's, these issues did not move to the
forefront of professond thinking about economic development or economies in trangtion until the mid
1990's. Itisacredit to Fdipe sindght and breadth as an economigt that in this 1990 essay he explicitly
lists “the creetion or reorganization of indtitutions required for the efficient functioning of a free enterprise
system,” (p.248) as one of the nine most important problems to be addressed during atrandtion to a
market economy in Cuba. Subsequently, he expands on what he means by this problem in a passage
that we reproduce immediately below.*

“Thefunctioning of amarket economy requires the services of auxiliary inditutions of different

! His essay was in Spanish and the two quotes here are my trandation.
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types-banks, insurance companies, stock exchanges, trade associations, firms of stockbrokers, finance
houses, etc. These indtitutions help enterprises finance their working capitd, insure againg risk,

increase the vaue of their equity and sdll their products. Hence, it will be necessary to cregte or bring
from abroad this type of indtitution. But this should not be difficult, because in the exile community there
are many well trained persons in these areas who could return to Cuba as individua technicians or by
bringing subsidiaries or branches of enterprises that they dready have esewhere. Moreover, Cuba
could open its doors to foreign enterprises that provide these types of services.

Given the absence in Cuba of entities providing financid and commercid services,
except for the National Bank which provides these services to state enterprises, and given that these
type of enterprises can't buy assets a infinitesmaly smdl prices, it would be highly advisable to open
widely for them the doors of our economy.”

Today we recognize a wider role for ingditutions in development and trangtion processes than
the one captured in the quotation. Yet, in 1990 not many writers were siressing the role of inditutions
emphasized in the above quotation. We shall proceed by evauating the rlevance of Fdipe s pointsin
light of what we have learnt in the ten and a hdf years ance the two paragraphs under quotation were
written.

The firgt paragraph contains three main idess. 1) The inditutions listed there are important,
even indigpensable for the efficient functioning of an enterprise system; 2) they have to be created or
imported into asocidist regime such as Cuba; and 3) this would be easy to do in the case of Cubain
one of two forms: Either by taking advantage of the capabilities of Cuban exiles with substantid

experience in these areas as individuals or as firm owners or managers, or by taking advantage of the
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ease of importing foreign enterprises operating in these arees.

How important economically are these ‘auxiliary’ ingtitutions that are necessary for the
functioning of the free enterprise system. If we adopt a narrow definition and limit ourselves to the ones
explicitly mentioned in the quote, we find that they correspond most closely to the sector of economic
activity classfied by the US Bureau of the Census as FIRE ( namely finance, insurance and red edtate)
initstenfold divison of US GDP. In 1998 this sector accounted for 18.9% of US GDP (measured in
constant 1996 $) according to the US Statistical Abstract (2000).

Furthermore there are other sectors necessary for enterprisesto sdll their products, but not included in
FIRE, that exist a avery low leve in socidist countries, for example wholesde and retail trade and
business services. 1n 1998 these sectors, by themselves, accounted for 22.1% of US GDP (dso
measured in constant $1996). Hence both types of sectors together accounted for 41% of US GDPin
1998. Whether one uses the narrow or the broad interpretation, there is no doubt about the
importance of these sectors for the functioning of a market economy: their operations generated
between 18.9% and 41 % of the value of fina goods and services produced by the largest market
economy in the world in 1998.

With abit of ingenuity we can use earlier research to estimate an upper bound for the potentia
contribution of these sectorsto socidist Cuba s GDP. In aclever paper Sanchez and Cahill (1998)
gpplied factor andysis to socio-demographic data for 19 Latin American countries aswell as Cuba
and generated seven factor scores for each country that are used as independent variablesin a
regresson usng GDP datafor the 19 Latin American countries as the dependent variables. The

resulting coefficients and Cuba s earlier factor scores can then be used to obtain an estimate of Cuba's



GDP. The estimate that they obtained, however, was 100% above an dternative estimate of Cuba's
GDPin purchasing power parity $ available e sewhere. Betancourt (1998) argued that the reason for
this overestimate was precisaly the fact that sectors such as banking and insurance existed in the
economies of the 19 Latin American countries and were captured in their GDP while they did not exist
in Cuba. Smilarly, wholesdle and retail trade sectors also existed at ahigh leve in these countries and
were captured in their GDP data while they existed a a much lower level in socidist Cuba If we
atribute al of the overestimate to these sectors, which is clearly an upper bound, we can argue based
on Sanchez and Cahill’ s overestimates that 50% of Cuba s GDP during a transition would have to be
devoted to these necessary functions for enterprises to operate in a market economy. While thisfigure
is an upper bound, even cutting it in haf yieds a Szable amount of find goods and services that have to
be generated by these sectors in atrangtion.

Clearly Felipe s view that these sectors are important is congstent with what we have learnt
sgnce he wrote the paper. Similarly, the second idea that the ingtitutions associated with the narrow
interpretation (FIRE) did not exist in socidist Cubais noncontroversd aswell as consstent with what
we have learnt since then. For instance, Chinawith afar more developed market economy than Cubais
gl struggling to figure out how to develop an insurance market aswell as a housng market. 1t has had
somewhat more success with banks and stock markets but there are serious problems in both cases.
That the indtitutions associated with the broad interpretation function a alow level in socidist Cubacan
be inferred from Betancourt’ s andlyss of the distribution sector (1993).  What is more controversid,
however, isthe third idea---whether the creation or importation of either the narrow or the broad

ingtitutions is an easy task. Indeed, hindsight isfar less kind to some aspects of Felipe' sthird idea



We have learnt that the development of financid inditutionsis anything but an easy task in
generd and an important reason is thet it depends criticaly on the legd frameworks existing in a society
providing incentives for economic agentsto fulfill the terms of their exchange contracts? Whilethe
avalability of technica capacity ether through exiles or through importation is a necessary condition for
the efficient operation of these ingtitutions, and it may be easlly stisfied in Cuba during atrangtion, it is
not a sufficient condition. In the absence of contract fulfillment mechanism and incentives provided by
the inditutions embedded in the legd framework, these financid indtitutions don’t function wel, and
sometimes not at al during trangtions®.  More generally these indtitutions don't function well in
developing countries and this is one of the reasons for their underdevelopment. Levine (2001) writes
“Part of Latin
America s approach to (financid) markets is due to its Napoleonic heritage. Together, these
legd/regulatory features help account for the comparably underdeveloped State of Latin America’s
bourses and its disgppointing growth.”

A smple gatigtic highlights another aspect of the problem in developing financid ingtitutions.
Theratio of credit to the private sector to GDP is quite low (less than 50%) in Latin America and most
developing countries compared to devel oped countries where thisratio is unity or higher. The

underlying issueisthesame. A lack of alegd framework that provides incentives for credit markets to

2For ingtance, see the papersin the volume Market Augmenting Government, edited by O.
Azfar and C. Cadwell (2001).

3A vistor to the stock exchange in Budapest during the summer of 1992 would have found a
very atractive building, al the eectronic gadgetry of a modern stock exchange and aticker tape with
no transactions taking place.



develop for avariety of reasons. For ingtance, in countries where inflation is endemic mortgage
markets disappear. If laws and their enforcement prevent repossession, consumer credit islow or
nonexistent and this absence gives rise to indtitutions that compensate for its nonexistence, for example
ROSCA'’s.

It turns out that Felipe’ sthird idea fares better with respect to the other main type in the broad
st of indtitutions needed for efficient operation of the free enterprise system, namely the distribution
sector. In most trangtion economies this sector, especidly a the retail leve, expanded rapidly during
the trangtion. The reason for the difference is not hard to find: the transactions involving this sector
entail exchanges in which the gains and codts of the exchange accrue a or close to the time and place of
the transaction, which enhances the incentives for fulfillment of the conditions of exchange. In contrast
in financid markets the gains and costs of the exchange are usudly far apart in terms of time or pace.
For ingance, you pay for your lifeinsurance for ten years but your family collects, for example, only in
the tenth year if you pass away.

The second paragraph of the quotation raises additiond issues. Fedlipe states as an aside that
the Nationa Bank provides commercial and financia services for state enterprisesin Cuba But the
dissatisfaction with the current banking system expressed by Cuba s own economidts, Echevarria
(1997), and the failure of reformists to suggest the use of the interest rate as an alocative mechanism for
date enterprises, Carranza, Gutierrez and Monred (1998), would indicate that these financid and
commercid servicesto sate enterprises are very far from optimally provided. Thus, their provision

would require some attention during atrangtion. Indeed, the prominent role provided by inter-



enterprise arrears as a means of credit in trangition economies indicates the need to devote attention to
thisissue in a Cuban trangtion, unless dl ate enterprises were diminated immediately. The latter event
has not occurred anywhere.

In this second paragraph Felipe notes that there would be no (domestic) assets for these
auxiliary (foreign) enterprises to acquire a bargain prices. While thisis true for the financid oneshe
listed explicitly in his paper, thiswould not be the case for the ones representing the distribution sector
and attention to his concern about the sale of assets at bargain prices would be necessary. Indeed, an
andysis of the Czech smdl privatization auctions, Stancill (2000), verifies that Felipe' s concerns did
materidize in this case, but it dso provides suggestions on how to prevent the problem at least in the
case of sadesthrough auctions.

Findly, Felipe endorses the opening of the economy to foreign investment in the financia sector,
because it satisfies his caveat about bargain prices, and one would imagine he would not be averse to
do 50 in the distribution sector provided the same caveat was sdtisfied. Ironicdly, thereis arecent
literature arguing that some of these auxiliary ingtitutions needed for the operation of the free enterprise
system are subject to increasing returns to scale and are difficult to import, which leads to poverty traps
and the inability to develop. For example, Rodriguez-Clare (1996) specificdly lists the following
sectors in making this argument: banking, auditing, consulting, wholesde services, trangportation, and
machine repair. How easy it isto import these sectors into an economy is not a settled issue in the

professon at thistime, but this argument raises the possibility that foreign investment in some of these

4 For example see Calvo' s papers on the subject in his collected works, Calvo (1996).
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sectors may not be feasible even if a country opensits doors widely.®

Since Cuba has started on atrangition of sorts, one can ask to what extent Felipe’'s concerns at
the time he wrote the paper are vaid in today’s Cuba. With respect to ingtitutions and to the ingtitutions
necessary for the functioning of the free enterprise system, reform progress has been dow enough in
Cubathat one can safdly argue that those of his remarks not superseded by new knowledge or other
experiences remain equaly relevant today.

To conclude, | should add that one of the reasons Fdlipe remained eterndly young intdllectudly
was that he was willing to have hisideas chdlenged by redlity aswell as by others through the
mechanism of professona exchanges. Hence, the fact that not dl of hisideas were vaidated by redity
or subsequent work would be a surprise to anyone but Felipe. Furthermore he would be the first one
that would want the invalid ones pointed out, since he wanted Cuba s transition to be as successful as
possible and thought our professon could help in that endeavor. The commentsiin this paper are

intended to honor him by being faithful to the wonderful example of hislife and work.

° Incidentdly, this argument also raises further doulbts about the third ideain Felipe' s first
paragraph.
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