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Introduction

Five decades after Fidel Castro's “26™ of July Movement” marched victoriously into Havana on
New Year's Day, 1959, the United States and Cuba, separated by less than 100 miles of choppy wa-
ters, remain deeply distrustful neighbors entangled in a web of hostilities. Heated U.S. policy debates
over how best to respond to the Cuban Revolution—through legislation in the Congress or executive
orders issued by the Executive Branch—implicitly assume that there are only two players in conten-

tion: Washington and Havana. Yet, this conceit takes us very far from the realities of Cuba today.

Since the collapse of its former patron, the Soviet Union, a resilient Cuba has dramatically diver-
sified its international economic relations. Initially, Cuba reached out to Europe, Canada, and a
widening array of friendly states in Latin America. Over the last decade, Cuba has reached out to
forge economic partnerships with major emerging market economies—notably China, Brazil, and
Venezuela. Spanish firms manage many of the expanding hotel chains in Cuba that cater to 2.5
million international tourists each year. A Canadian company jointly owns mining operations that
ship high-priced nickel to Canada and China. In the next few years, China is poised to spend billions
of dollars building a large petrochemical complex at Cienfuegos. A Brazilian firm will modernize the
Mariel Port so that it can accommodate very large container ships transiting the newly widened
Panama Canal. Petroleum companies from ten or more countries have lined up to explore for deep-

sea oil in Cuban waters in the Gulf of Mexico.

Despite these advances, the Cuban economy remains in the doldrums (as described in Section 1).
The main constraint slowing the Cuban economy is not U.S. sanctions (even as they have hit hard).
Rather, it is Cuba's own outdated economic model, inherited from the Soviet Union, of central plan-
ning. Cuba's many commercial partners would like to invest more in Cuba and would prefer to
purchase more Cuban exports to correct the imbalances in their bilateral trade accounts, but are

frustrated by Cuba’s scant economic offerings.
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Section 2 of this policy paper tells the story of Cuba’s outreach to the dynamic emerging market
economies, as seen from the perspective of Cuba and also through the eyes of its Chinese, Brazil-
ian, Venezuelan and Mexican partners—examining their motivations as well as their anxieties and
frustrations. How does Cuba fit into their international economic and geo-political strategies, and
what are the domestic political drivers behind their friendships with Havana? Canadian interests
are also explored, as Ottawa has sharply differentiated its Cuba policy from those of its close North

American ally.

While comprehensive U.S. sanctions attempt to undermine the Cuban economy, European coun-
tries have been sending development assistance, albeit in modest amounts. European aid targets
its resources to empower municipalities, private farmers and cooperatives—to strengthen social
forces less dominated by Havana's powerful bureaucracies. Section 3 describes these European
and Canadian cooperation programs as well as the creative initiatives of the non-governmental or-
ganization Oxfam, and draws lessons—pointing out potential pitfalls as well as opportunities—for

future international development programs operating in the difficult Cuban context.

One hundred and eighty-seven nations are members of the International Monetary Fund (IMF)
and World Bank—uvirtually equivalent to the universal membership of the United Nations. Cuba's
absence from these leading international financial institutions (IFls) stands out as a stark anomaly.
As Section 4 of this paper reveals, Cuban authorities are no longer opposed to engaging with the
IFls. As institutions that pride themselves on their universality, the IFls ought to reach out to as-
sist Cuba as it strives, however gradually and haltingly, to reform its economic structures. With
their deep experience in countries seeking to improve the efficiency and competitiveness of their
economies, and to transit to more decentralized modes of economic decision making, the IFls are

natural partners for Cuba today.

This paper recommends a step-by-step approach, beginning with modest confidence-building mea-
sures, for bridging the gap between the IFIs and Cuba. It also addresses legal and political con-
straints on U.S. policy, including restrictive Congressional mandates, and suggests practical strate-
gies for overcoming them. Information gaps in the public debate are corrected; in fact, there are

viable mechanisms for gradual rapprochement.

Many Cubans remain suspicious of the IMF and World Bank, viewing them as agents of “capitalist
imperialism.” Yet, the IFls have worked successfully in promoting poverty alleviation and economic
growth in two of Cuba’s closest allies, Vietham and Nicaragua. To ally Cuban anxieties, Section 5 ex-

plores the IFI's new terms of engagement, designed to be more sensitive to the national institutions
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and policy priorities of borrowing countries. The IFls today partner successfully with many coun-
tries whose stated goals are growth with equity, efficiency with dignity—the very goals embraced

by Cuban authorities.

This study (Section 1) opens with a discussion of the accomplishments and shortcomings of the
ailing Cuban economy: the paradox of the Cuban revolution is that while it endowed its citizens
with abundant human capital it has sadly left them without the tools or incentives to fully employ
their acquired talents. The Cuban economy is characterized by sagging industrial and agricultural
production, insufficient savings and investment rates, poor export performance and chronic defi-
cits in merchandise trade, and repeated suspensions of service on external debts. The scarcity of
consumer necessities, over-crowded housing, and the indifferent quality of services make daily life
in Cuba especially challenging, and ambitious Cuban youth are frustrated at the lack of attractive

opportunities for productive and well-paid employment.

The Cuban government recognizes these deficiencies and in April 2011 promulgated reform “guide-
lines" with 311 initiatives aimed at addressing these and other structural flaws. The guidelines are
replete with internal contradictions and continue to render homage to central planning; but the
pro-reform fractions were strong enough to insert language which, if acted upon, would transform
Cuban political culture and social ethics. As this study suggests, in our interdependent world, ex-
ternal agents—such as national economic cooperation agencies and the IFIs—can legitimately
transfer ideas and resources that increase the authority of reformers in their internal struggles
against the entrenched forces of inertia and resistance. Notwithstanding its centralized leadership,

Cuba, like the United States, is hardly a unitary actor.

This policy contribution seeks to reframe the debate, to break it loose from the narrow U.S.-Cuban
bilateral optic, to instead appreciate the opportunities offered by Cuba's pro-reform impulses, to
grasp the breadth of Cuba's international economic relations, to examine more closely the eco-
nomic cooperation programs of our allies on the island, and to reconsider U.S. interests in allowing
the international financial institutions to perform their proper mission of promoting economic
progress in Cuba. Section 6 summarizes key findings and policy recommendations for the interna-

tional development community, the IFIs, and for the Cuban and U.S. governments.

This paper flows from the traditional notion that it is in the interests of the United States, and the

international development community within which the U.S. has long played a leadership role, to
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promote progressive economic reforms, however gradual and partial, in countries opening to inter-
national trade and investment and seeking to enhance market mechanisms and empower a domestic
private sector. While there is no automatic, linear relationship between market-oriented economic
reform and political liberalization, political theory and recent history suggest that one trend tends
to reinforce the other, especially in the Western Hemisphere and in the long run. Moreover, in the
absence of direct leverage over a nation's political institutions, promoting economic reform may
be the most realistic option for advancing political pluralism. In Cuba today, the opportunity is in
economic policy, legitimized by the regime and openly and widely debated by the Cuban public;
whereas the government’s powerful security apparatus maintains its tight control over political

activity and insists on the hegemony of the Cuban Communist Party.

In Cuba today, the

opportunity is in Some in the United States have long supported severe sanctions
economic policy, intended to starve the Cuban regime of resources and thereby pre-
quitimized by the cipitate a political breakdown. Yet, within the national security bu-
reqime and openly and reaucracy of the U.S. Executive Branch, notwithstanding occasional
widely debated by the presidential rhetoric, there is a strong preference for gradual, peace-
Cuban pUb"C'" ful evolution in Cuba. A sudden breakdown, it is feared, would entail

substantial risks for U.S. interests, including an immigration crisis right
off of our shores, and in the worst case, irresistible pressures for intervention to quell a bloody civil

war and halt a mass exodus of refugees.

Furthermore, prolonged efforts to impoverish an economy run counter to long-standing U.S. for-
eign assistance policies and our fundamental humanitarianism, that favor attention to the basic
human needs of the poor majorities in developing countries. The exemptions to the sanctions
against Cuba that have been carved out over the years, for example allowing for the sale of some
foods and medicines, and more recently, the liberalization of family travel and remittances, speak

to these American traditions.
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SECTION 1

The Cuban Economy: Distorted
Development and Gradual Reforms

I n its early years, the Cuban revolution made great strides toward providing universal access to
quality health care and guaranteeing education for all citizens. Although some of these gains
have eroded, Cuba continues to score highly in global rankings of social indicators (Table 1.1). Adult
literacy is 100 percent and the mean schooling is more than 10 years. Child mortality rates are a low
six per 1000 live births and life expectancy at birth is 79 years—strong accomplishments at a par
with developed countries. Similar to some post-industrial societies, the well-educated population, at
1.2 million, is trending slightly downward, as Cuban women choose low fertility rates (1.63 children
per female).! Cuba achieved many of the United Nation's Millennium Development Goals (MDGs)

decades ago.

In the social realm, Cuba compares very favorably with the neighboring Dominican Republic where,
despite a higher per capita national income, child mortality is 33 per 1000 live births, life expec-
tancy is just 73 years, mean years of schooling is under seven, and 10 percent of the population
remains illiterate. Cuba plays in the same premier league (“high human development,” in the tax-
onomy of the UN Development Program, UNDP) as those Latin American nations renowned for

their social achievements—Chile, Uruguay, and Costa Rica.

But social standards enjoyed by Cubans today are not sustainable without an increase in labor pro-
ductivity, international competitiveness, and export capacity. Cuba must correct the extraordinary
imbalance between its social progress and the low efficiency of its productive sectors. In many
developing economies, the availability and distribution of social services lags behind productive

investments in factories and farms—Cuba suffers from the opposite malady.

"United Nations Development Program (UNDP) (2010), international human development indicators, country profiles.
Available at: http://hdr.undp.org/en/data/profiles/
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Table 1.1. Cuba’'s Human Development Index Ranking

The Revolution's Pride
Latin American HDI Rankings (2010)
Chile: 45
Uruguay: 52
Cuba: 53
Panama: 54
Costa Rica: 62
Jamaica: 80
Dominican Republic: 88
El Salvador: 90
Honduras: 106

Source: United Nations Development Program (UNDP) (2010)

The paradox of the Cuban revolution is that it has effectively endowed its citizens with abundant
human capital but has sadly left them without the tools or incentives to fully realize their acquired
talents. Still predominantly set by government fiat and based on job categories rather than on
labor productivity, wage scales are ludicrous. The median salary (salario medio) per month is 448
Cuban pesos—at the official exchange rate of 22 Cuban pesos to one U.S. dollar, that's $20.36 per
month!? It is no wonder there is a frantic search for jobs that offer privileged access to foreign
currency. Hence the joke: “A Cuban neurosurgeon recounted a dream, of working as a porter in an
international hotel. His friend quipped: No way! You really are an optimist!” The other alternative
for those with portable skills is emigration: a still youthful alumnus of the prestigious Lenin High

School in Havana calculated that about half of his graduating class was now working overseas.

Table 1.2. Cuba’s Per Capita Income Ranking

The Revolution’s Neglect
Per Capita Incomes (PPP, USS thousands)
Mexico: 14
Uruguay: 14
Chile: 14
Costa Rica: 11
Brazil: 11
Dominican Republic: 8
Cuba: 6

Source: World Bank.

2 Statistics in this section are from the website of the Cuban Office of National Statistics (Oficina Nacional de Estadisticas,
ONE) unless otherwise noted. Available at: www.one.cu
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The UNDP places Cuban per capita national income (on a purchasing power parity basis) at
$5,747. This number is well below the income levels achieved by other Latin American coun-
tries with similar social accomplishments: Chile's per capita national income is $13,651, Uruguay
$13,808, Costa Rica $10,870. Cuba's per capita income is also well below those of the two larg-
est Latin American populations, Mexico ($13,971) and Brazil ($10,607). (Table 1.2). Government-
fixed exchange rates and internal prices are so distorted in socialist Cuba, so far removed from
reflecting either the true costs of production or some realistic supply-demand equation, that
any measure of Cuba's per capita income can only be a rough estimate.®> As revealing as un-
certain official statistics is a stroll around Havana. The housing stock is shockingly dilapidated
and transportation systems are relics of the 1950s (Figure 1.1). In the more densely populated
neighborhoods, the assemblages of idle, underemployed youth resemble those all too com-
mon in U.S. inner cities (notwithstanding the official Cuban unemployment rate of 2.5 percent).
Within most people’s apartments, the few visible household durables, such as televisions and
blenders, are often badly in need of repairs. And this is in the relatively well-heeled capital. The

Eastern provinces are poorer still.

Figure 1.1. Havana's 1950s Housing Stock and Transportation
“Che" + USSR =

Photo credit: RFeinberg

3 A report on the Cuba economy prepared for USAID by Nathan Associates made this comment on data quality and format:
"“In general, data on Cuba present problems of availability, reliability, timeliness, and transparency....Many gaps exist, and the
definitions of the official statistics and the methodology used in deriving the indicators are not always clear. Furthermore,
the absence of support to Cuba from the IMF and World Bank make international comparisons difficult...thus, the data and
our interpretation of the data should be interpreted with caution.” Cuba: Economic Performance Assessment, October,
2009. On data problems, also see Carmelo Mesa-Lago, “Social and economic problems in Cuba during the crisis and subse-
guent recovery,” CEPAL Review 86, August 2005, pp. 177-199; Gabriel Di Bella and Andrew Wolfe, “Cuba: Economic Growth
and International Linkages - Challenges for Measurement and Vulnerabilities in a Bimonetary Economy,” in Cuba in Transi-
tion, Vol. 19, Proceedings of the Association for the Study of the Cuban Economy, ASCE, Miami, 2009); and Rafael Romeu,
“Inferring Quarterly Real Gross Domestic Product Growth in Cuba During the Global Financial Crisis,” in Rafael Romeu et al.,
The Cuban Economy: Recent Trends (Washington, DC: Woodrow Wilson International Center for Scholars, 2011), pp. 7-29.

4 Youth that neither work nor study have also become a commonplace problem in Latin America. See Mauricio Cardenas
et al., Idle Youth in Latin America: A Persistent Problem in a Decade of Prosperity (Washington, DC: Brookings Institution,
Latin America Initiative, 2011).
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Painful Post-Soviet Adjustments

Through the 1980s, the pervasive inefficiencies in Cuba's productive apparatus were masked by
massive subsidies from the Soviet Union, estimated to have averaged more than $4 billion per year
between 1986-1990—an enormous 15 percent of Cuba's GDP (if converted at the official rate of one
peso per US dollar, and much more if converted at a market exchange rate).> In the 1970s, when
the Soviets grew tired of the youthful revolution's exuberance and “Che"” Guevara's impulsive ro-
manticism, Moscow conditioned its assistance upon Cuba adapting its rational bureaucratic model
of central planning. When the Soviet Union collapsed and the subsidies were suddenly withdrawn,
the Cuban economy took a steep dive, national income tumbling by some 30-35 percent in the
early 1990s.6 Cuban families suffered serious deprivations, with measurable declines in per capita

caloric intake.

In response to this massive external shock, in the 1990s the Cuban authorities instituted some
partial reforms to the inherited Soviet system. In a sharp reversal of the revolution’s earlier poli-
cies of across-the-board nationalizations, a more mature Cuba courted joint venture investments
in hotels, mining, energy and communications. Desperate for hard currency, Cuba welcomed in-
ternationalism tourism including visits by exiled Cuban-Americans formerly branded as "gusanos”

(worms). Other market-oriented reforms included:’

+ Legalization of self-employment (micro enterprises) and the hiring of relatives in select
occupations, notably in small private restaurants and boutigue hotels. This opening helped
to create jobs and absorb employees fired from unprofitable state enterprises. Self-em-
ployment, which had accounted for only 1.6 percent of all workers in 1981, peaked at 4.1

percent in 1999,

+ In the agricultural sector, Soviet-style state farms were converted into semi-private co-
operatives (although land ownership remained in state hands). Farmers were permitted
to sell some of their production, after meeting their obligations to state wholesalers, in

“farmers markets” at decontrolled prices. Fresh fruits and vegetables became more avail-

5 Ernesto Hernandez-Cata, The Fall and Recovery of the Cuban Economy in the 1990s: Mirage or Reality? IMF Working
Paper, International Monetary Fund, December 2000.

6 Jose Luis Rodriguez, Notas Sobre Economia Cubana (Havana: Ruth Casa Editorial, 2011), p.22-23. Rodriguez served as
minister of economy and planning from 1995-2009.

70n the 1990s reforms, see UN Economic Commission for Latin America and the Caribbean, The Cuban Economy: Struc-
tural Reforms and Economic Performance in the 1990s (Mexico City: ECLAC, 2" edition, 2001); Jorge Dominguez et al.
(eds.), The Cuban Economy at the Start of the Twenty-First Century (Cambridge: Harvard University Press, 2004); and
Ernesto Hernandez-Cata, The Fall and Recovery of the Cuban Economy in the 1990s: Mirage or Reality? IMF Working
Paper, International Monetary Fund, December 2000.
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able. Most Cubans no longer had to resort to this black humor: “We Cubans only have three

problems: breakfast, lunch, and dinner.”

+ The possession and use of hard currency was de-criminalized as was the transfer of dollars
from Cubans living abroad. Remittances from the Cuban Diaspora reached $700 million by

1999, surpassing revenues earned from traditional sugar exports.

These initial reforms succeeded in halting and partially—but only partially—reversing the post-
Soviet downturn and dire austerity: not enough innovation to give Cuba a new economic model or
to place it is a sustainable growth path—but sufficient to allow the Cuban government to survive a
treacherous political moment. The resilient Cuban regime escaped the fates of the dislodged com-

munist parties of Eastern Europe.

Once its overriding political objectives had been secured by the late 1990s, the Cuban government
chose to halt and partially reverse the economic opening. Once again, Fidel Castro shifted the gov-
ernment’s ideological posture, denouncing private enterprise and open markets as unacceptably
petty bourgeois and prone toward corruption; the revolutionary leader characterized the emerging
private sector not as a source of productivity and opportunity but of “parasites” breeding injustice
and inequality. A series of onerous taxes and regulations choked the incipient micro-enterprise
sector, decreasing the number of independent enterprises. The dollar was withdrawn from general
circulation in favor of the “convertible Cuban peso” and a dual currency system. The government
recentralized the authorization of foreign exchange, requiring joint ventures to appeal to the au-
thorities in the Central Bank and Ministry of Foreign Trade for approval of international transac-
tions. Overall, the economy remained centralized and socialized, with the state employing most of
the work force (over 80 percent), owning most of the means of production, setting most prices, and
authorizing most investment and production targets. Government functionaries and communist

party officials had again solidified their domination over economic decision making.

As the 1990s wore on, attitudes toward foreign direct investment also became more restrictive.
Official statistics on foreign investment are incomplete and inconsistent and it is difficult to distin-
guish accumulated stocks from annual flows, and early announcements of intention from complet-
ed investments. But it appears clear that both new investments and the stock of total investments

declined sharply after 2002.2 The government chose to eliminate smaller firms to concentrate

8 Omar Everleny Perez Villanueva, The External Sector of the Cuban Economy (Washington, DC: Woodrow Wilson Interna-
tional Center for Scholars, Latin American Program Update on the Americas, 2010), figures 2 and 3, p3. See also Emily
Morris, “Cuba’s new relationship with foreign capital: economic policy-making since 1990," Journal of Latin American
Studies 40, 769-792.
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on larger, strategic joint ventures and, eventually, to focus more attention on state-to-state proj-
ects with Venezuela, China and Brazil. There were also a pile of complaints from foreign inves-
tors touching on virtually every aspect of business operations, e.qg., low profit margins, rigid labor
requirements, non-compliance with contracts, delayed access to foreign exchange, and arbitrary,
unpredictable actions by government bureaucrats.® Intrusive vigilance by the state security appa-

ratus irritated some expatriates unaccustomed to political oversight.

By several key indicators, the Cuban economy continues to underperform:

+ The economy has increasingly become a low-productivity service economy. Industrial pro-
duction has yet to recover its pre-1989 levels. Agricultural output, despite some gains, re-
mains insufficient to feed the population and hefty imports of food staples impose severe

pressures on the balance of payments.

«  Merchandise exports are a paltry $3-4 billion per year, leaving a chronically large merchan-

dise trade deficit that Cuba struggles to finance, often by accumulating payments arrears.

+ Especially debilitating, national savings and investment rates are very low, resulting in the

on-going de-capitalization of some sectors, and relegating Cuba to a low-growth trap.

+ Cuba's large and rising external debts are a depressive overhang that impedes Cuban ac-

cess to international capital markets.

By themselves, the economy's more positive developments—in tourism, mining, energy, biotech-

nology—are insufficient to offset these weaknesses.

Lagging Industrial and Agricultural Production

The Soviet-era industrial plant collapsed after the loss of Soviet supplies and markets (Graph 1.1).
Despite some recovery from a very deep trough, industrial output stands at only 43 percent of
its 1989 levels; food and beverages have rebounded somewhat but apparel and shoe production
remain gutted. Industrial employment has fallen proportionately, dropping to 10 percent of today's
workforce. Industrial output was stagnant between 2009 and 2010. (There is a silver lining here:

Cuba has already absorbed some of the costs of adjustment inherent in industrial restructuring,

° Jorge Dominguez, “Cuba’s Economic Transition: Successes, Deficiencies, and Challenges,” in Dominguez et al. (eds.), The
Cuban Economy at the Start of the Twenty-First Century. (Cambridge: Harvard University Press, 2004), pp.30-37.
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raising hopes that the transition to a more market-oriented system might not have to entail another

sharp depression of the sort experienced by some Eastern European economies in the early 1990s.)

Graph 1.1. Industrial Output, 1989 - 2010
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Source: Oficina Nacional de Estadistica (ONE).

In recent years, agricultural production has been disappointing. By 2010 agricultural output had
recovered from mid-decade droughts and hurricanes but only to regain 2000 levels.”° Distressed
farmers complain about shortages of critical inputs such as fertilizers, fuel, and machinery, lack of
financial credits, and the repressed prices set by the government for their harvests. Despite gov-
ernment programs to distribute idle lands to farmers, much farmland still lies fallow. As a result of
shortfalls in domestic agricultural production, Cuba must allocate scarce foreign exchange to feed
the population: in 2008, Cuba imported $2.3 billion in food stuffs including rice (5479 million) and
beans ($148 million) and other dietary staples such as powdered milk (5234 million), chicken ($166
million), and fruits and vegetables ($219 million)." In response, the government has made increas-

ing agricultural production for domestic consumption a priority.

With industry and agriculture lagging, the goods sector of the economy has shrunk from 25 per-
cent to 19 percent of total production during the last decade (Graph 1.2). In contrast, the service
sector has expanded dramatically: basic services (utilities, transportation, communications) plus

other services now account for 81 percent of national output. These lopsided proportions might be

' Economist Intelligence Unit, Cuba Country Report, May 2011, p.14.
"ONE, “Imports of selected goods,"” table 8.13.
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appropriate for an advanced economy with high productivity in the service sector. But for Cuba,

they are another indicator of a distorted economic development.

Graph 1.2. The Rise of the Service Sector
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Source: Oficina Nacional de Estadistica (ONE), “Panorama Economica y Social - 2010.”

Insufficient Investment Rates

Driving these disappointing production results are low national investment rates. The ratio of gross
capital formation to GDP averaged about 12.5 percent from 1996-2008, startlingly low by interna-
tional standards; in a survey of 157 countries, Cuba’s investment rate has been consistently below
the lowest 10" percentile during the period 1990-2008.”? Government has fallen short of its own in-
vestment targets, realizing only 76 percent of planned investments (2007-2009).8 Low investment
rates are explained by equally low internal savings rates and the limited inflows of foreign capital.
In 2009, a biting foreign exchange constraint forced the government to radically squeeze imports,
from $14.2 billion in 2008 down to $8.9 billion (Graph 1.3). This harsh shock was engineered by
slowing the entire economy: GDP growth during 2009-2010 registered under two percent. The
investment/GDP ratio fell to 10 percent in 2009, insufficient to sustain existing plant and equip-
ment no less drive forward economic growth and create quality jobs. Trapped in a vicious cycle, low

investment is both a cause and result of this macroeconomic stagnation.

The Balance of Payments Tourniquet

Remarkably, Cuba exports only $3-4 billion per year in merchandise goods, less than ten percent of

its annual output. If we factor in reported service exports, which include the heavily inflated value

2 Dj Bella and Wolfe (2009), op.cit.

3 Omar Everleny Perez Villanueva, “La actualizacion del modelo econémico Cubano, " In Mauricio Font (ed.), Political
Economy of Change in Cuba (New York: Bildner Center for Western Hemisphere Studies, 2011), Figure 1-5.

4 Oficina Nacional de Estadisticas (ONE), Anuario Estadistico de Cuba, national accounts.
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attributed to Cuba’s transfer of medical and other skilled personnel to its political ally Venezuela,
Cuba’s ratio of exports of goods and services to gross domestic product would be 20 percent.®
Even this inflated export ratio is still unacceptably low for a small island economy, reflective of the
low international competitiveness of much of Cuba's industrial and agricultural sectors. Compare
this vital indicator of competitiveness to the export/GDP performances of Chile (38%), Costa Rica
(43%), or Barbados (61%), not to mention Vietnam (68%) or Malaysia (98%)."®

Cuba's merchandise exports (by volume) have been stagnant since 2000. In its search for foreign
exchange, Cuba has become increasingly dependent upon tourism receipts and remittances from
Cubans living abroad. As is the case throughout the Caribbean, these sources can be valuable
components of a national development strategy, but by themselves they cannot generate suffi-
cient high value-added employment to complement the talents of Cuba’s highly developed human

resources.

Graph 1.3. Cuba Merchandise Trade Deficits, 2000-2010
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Source: Economist Intelligence Unit, Cuba Country Report, various

S CEPAL, Cuba: Evolucion Economica Durante 2010. Cuadro 1: “Cuba: Principales Indicadores Economicos, 2006-2010."
Author's calculation based on data for 2007.
e World Bank, indicators. http://data.worldbank.org/indicator/NE.EXP.GNFS.ZS.
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External Debt Burdens

An alarming indicator of Cuba’s economic status is its external debt picture. Cuba publishes only
very partial and delayed statistics on its external debts. According to Cuba’s central bank, as of
2007 the “active external debt” totaled $8.9 billion, of which $6.9 billion was medium and long
term. In addition, the Central Bank recognizes a “frozen debt” that has not been serviced or re-
structured since 1986, of $7.6 billion, of which 60 percent is official debt owed mainly to Paris Club

creditors.

The European Union office based in Havana has undertaken the yeoman work of pulling together a
more complete picture of Cuba’s external obligations.” The EU paper explains, with regard to this
“frozen debt,” that negotiations with Cuba's credit group failed in 2001 and Cuba has not made
any official contact with the Paris Club since, seeking instead to negotiate bilateral deals. With re-
gard to the “active debt,” the EU report notes: “Since January 2009, Cuba no longer honors over
the majority of its commitments on active debt and has blocked the transfer of foreign exchange
(which amount to over $1billion). Most creditors are only given the choice between giving up their
claim and their assets or restructure the conditions in Cuba.” Adding to its poor credit history, the
Cuban government does not acknowledge claims by Moscow and other former trading partners in

Central and Eastern Europe regarding certain large-scale debts originating in the Soviet era.

The EU paper uncovered $31.6 billion in Cuban external debt, as of 2008, with these major country
creditors each owed $1 billion or more: Venezuela ($11.4 billion), Spain ($3.2 billion), China ($3.2 bil-
lion), Japan ($2.8 billion), Argentina ($2.0 billion), France ($1.9 billion), Romania ($1.2 billion), and
post-Soviet Russia ($1.1 billion).

In short, Cuba is both illiquid and insolvent. Cuba does not publish data on its international re-
serves, fearing exposure to U.S. sanctions, but it is safe to assume that they are not large, as
Cuba has frequently suspended service on international obligations asserting lack of payments
capacity. Is it any wonder that Moody's rates Cuba “Caal,” the category where “obligations are
judged to be of poor standing and are subject to very high credit risk”?'® Unable to service or to
renegotiate many of its outstanding debts, Cuba is denied access to international capital markets
(beyond secured short-term suppliers’ credits), compounding the shortages of critical imports and
investment capital. Absent recourse to normal commercial credits, Cuba must seek government-

to-government official financing for its priority development projects (see Section 2).

" European Union, Cuba Country Strategy Paper and National Indicative Programme for the period 2011-2013. 24 March
2010, “Annex VIII: Debt Sustainability Analysis.”
'8 The other two major credit rating agencies, Standard and Poor's and Fitch, do not rate Cuban paper.
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Accomplishments

The reforms of the 1990s did yield some important results. Cuba is gradually regaining its rightful
place as a major tourist destination in the Caribbean; by 2010, Cuba was hosting 2.5 million visitors
yielding $2.2 billion in gross receipts. Permitting Cuban citizens to receive financial transfers and
gift parcels from relatives and friends living abroad has significantly bolstered recipients’ purchas-
ing power: remittances, while notoriously difficult to estimate, may total $1.5 billion annually or
more.” Among the more successful foreign investments, Canadian nickel operations, benefiting
from favorable international prices, accounted for the bulk of the $1.4 billion in foreign exchange
earnings from mining (2008). Other joint ventures have secured international markets for Cuban
tobacco and rum. Exports from the biotechnology pole are beginning to pick up, targeting markets

in developing countries.

These are important positive developments and suggest potential bases for future growth. They
have not, however, sufficed to place Cuba on a strong sustainable growth path. To overcome the
critical problems still confronting the Cuban economy, the government will have to undertake more

and deeper policy initiatives.

Economic Reform "Guidelines': From Distribution to Growth

None of these serious challenges would be news to President Raul Castro. Since Raul, aged 81, as-
sumed presidential powers in 2006 in the wake of the serious illness of his brother Fidel, five years
his senior, Cuba has resumed the truncated economic reform process begun during the 1990s. In
April 2011 at its Sixth Party Congress, the Cuban Communist Party approved “The Guidelines for
the Economic and Social Policies of the Party and the Revolution.” A lengthy document, the pub-

lished guidelines contain 311 points covering a broad range of topics.

Read as a product of an intense bureaucratic process that also entailed broad consultations with
academics as well as the general public, the 2011 guidelines are rife with internal contradictions.
One can imagine the fierce internal debates between orthodox planners and reform advocates.
Single paragraphs contain wording apparently designed to satisfy both parties. Many sectors of the
economy are given “priority,” and there is a marked absence of sequencing, timelines, or deadlines.

The guidelines contain few numbers and no quantitative analyses and are more about goals than

' Emilio Morales Dopico, “Envios de Remesas a Cuba: Desarrollo, Evolucion e Impacto.” Cuba in Transition, Vol. 20. Pro-
ceedings of the Association for the Study of the Cuban Economy (ASCE), Miami, 2010. See also Susan Eckstein, “Remit-
tances and Their Unintended Consequences in Cuba,” World Development, Vol. 38, No. 7, pp. 1047-1055, 2010.
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methods, the “"what"” rather than the “how.” Certainly, the guidelines do not constitute a coherent

national development model.

In some aspects, the guidelines are reminiscent of the tepid reform documents commonly pro-
mulgated during the 1970s and 1980s in socialist Eastern Europe, suggesting that the leadership
recognizes that the system is not working, but does not fully grasp the “why"; and the nods in
the direction of market mechanisms and non-state management are repeatedly subsumed under

genuflections to the hegemony of socialist planning.

Nevertheless, within the 311 points of the Cuban guidelines, reform factions were able to insert
language that demands important shifts in thinking which, if acted upon, would transform Cuban
political culture and social ethics. The guidelines call for substituting state paternalism in favor of
individual responsibility, for shifting from a culture of socialist egalitarianism to “an equality of
rights and opportunities,” for replacing universal gratuities with targeted subsidies to the most
needy, for paying workers according to the quality of their labor—for championing efficiency and
growth. And while central planners are repeatedly given the final word, power will be decentral-
ized, to municipalities (metropolitan areas) and to non-state enterprises (self-employed workers,
private farmers, franchises, cooperatives of various forms), while state-owned firms will be granted

greater managerial autonomy.

The economy'’s shortcomings discussed earlier are recognized throughout the guidelines:

+ The balance of payments constraint must be alleviated and exports made more com-
petitive on international markets. (The guidelines discard Fidel's characteristic anti-glo-
balization rhetoric and do not dwell on U.S. economic sanctions.) Tourism policy will offer
a range of niche options including golf courses, boat marinas and cruise ships, as well as
eco-tourism and health tourism. (Author’'s note: some of these options would seem to as-
sume a large influx of tourists from the United States.) Other promising export sectors
cited include biotechnology and pharmaceuticals, nickel and other minerals, professional
services (especially medical but also in sports and culture), a revived citrus and sugar
industries, and also free trade zones (“special development zones"). However, no major

changes were proposed in the treatment of foreign investment.

+ Increases in agricultural production will substitute for food imports, through the further
distribution of idle state lands and granting management independence to the various
forms of cooperatives. Pricing policies should favor production while taking into account

the needs of consumers and international prices.
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+ The external debt situation must be normalized to regain access to new financing and
new commitments should be “strictly complied with.” Firms should also comply with the

financial terms of domestic contracts.

+ National savings must be increased. Subsidies to individuals (e.qg., the “libreta” or rations
booklet, free meals at the workplace) and to money-losing state-owned firms should be

slashed. The tax system should be overhauled.

+ State-owned enterprises will be granted greater autonomy in labor, investment, and pric-
ing policies. As a rule, state subsidies to firms will be cut and those firms facing repeated
losses will be liguidated. (In 2010, state transfers to firms and cooperatives cost 11.2 per-
cent of GDP.2°)

+ The educational system will become geared to the needs of the economy and updated
to yield more graduates in science and technology. Primary education will be rationalized
to reflect demographic trends (lower birth rates). Higher education will made more rigor-
ous; in 2010-2011, attendance at universities was reduced by 12.5 percent, in a retreat from

Fidel's policies of university education for all.

Especially interesting is the emphasis in the guidelines on decentralizing resources and decisions
to the municipalities—a process already under way—including in key sectors such as tourism and
agriculture. Local firms and cooperatives will pay a tax, to be determined by the central state, to
their municipalities. Greater autonomy for non-state enterprises (including cooperatives and pri-

vate farming) is linked to the gradual strengthening of municipal governments.

However, the precise mechanisms whereby these goals are to be achieved are often left unclear.
There is no coherent set of incentives to augment export competitiveness, for example by estab-
lishing competitive exchange rates, offering assistance to exporters through affordable trade cred-
its and international marketing networks, enabling competitive cost structures and, more gener-
ally, by creating a favorable investment climate for export-oriented firms. Similarly, the aspirations
for normalizing external debts are not accompanied by a debt management strategy that would
ensure sufficient hard currency and international reserves. Exhortations for agricultural self-suf-

ficiency do not adequately address such key issues as property rights and pricing mechanisms

20 UN Economic Commission for Latin America and the Caribbean (CEPAL), Cuba: Evolucion Economica Durante 2010
(Mexico City: CEPAL, 201), table 25, pp.37-38.
2 ONE, "“Panorama Economica y Social 2010," p.16.
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(state-run distributors are assured a continuing role in regulating prices).?> Whether the state will
actually refuse credits to money-losing but politically well-connected state-owned firms—that is,
impose a hard budget constraint—remains to be tested; precedents from the now defunct socialist

regimes of Eastern Europe are not encouraging.

The guidelines set aside other key issues for further study, including the eventual abolition of the
dual monetary and exchange-rate systems. The power relations between the state, provincial and
municipal authorities remain to be defined. And many reforms are to be implemented "“gradually”

—a concept invoked repeatedly throughout the guidelines.

The Cuban reform process is a work-in-progress. Some changes are already visible:

+ Self-employment licenses are being extended to 181 categories of occupations (as of
September 2011), and small private firms can hire employees (not just family members,
as previously was the case). Commercial districts in Havana are increasingly dotted with
new restaurants and small retail outlets, often located within owners’' homes. Licenses
are being issued for private cabs, barber shops, and beauty salons (Figure 1.2). As of June
201, the government had issued 330,000 self-employment licenses, 240,000 of which
had been issued during the previous 12 months. Some of these activities pre-existed in
informal black markets; once legalized, the firms become a source of fiscal revenues.? But
taxes have been too onerous for some microenterprises that have closed; in response, the

government has been revising relevant tax codes.

+  Some state subsidies are being cut. Items are being deleted from the monthly rations
booklets. But the threat to dismiss over 500,000 state employees (10 percent of the na-
tional work force) from state payrolls has stalled, due to opposition from unions, pub-
lic attachment to a paternalistic state, and the obvious shortage of alternative employ-
ment opportunities. Apparently, the government had not carefully thought through the
sequencing whereby, first, it ought to have created the policy frameworks for enabling

self-employment and the formation of small private firms.

22 For an informed critigue of the government's agricultural policies, see Armando Nova Gonzalez, “Valoracién del impacto
de las medidas mas recientes en los resultados de la agricultura en Cuba. El Sector Agropecuario y los Lineamientos de
la Politica Econémica Social." (Havana: Center for the Study of the Cuban Economy, June 2011), unpublished paper. See
also Armando Nova Gonzalez, “Agricultura,” in Miradas a la Economia Cubana Il (Havana: Editorial Caminos, 2010), pp.
39-85.

23 Luciana Chamorro, who recently studied at the University of Havana, argues that by legalizing self-employment, the
Cuban regime not only increases tax revenues but also co-opts potentially dissident voices. In “The Re-Emergence of
Self-Employment in Cuba: The Incorporation of New Practices into the Planned Economy.” Undergraduate paper,
Princeton University, 2011.
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Some idle state farmlands have been distributed. Through April 2011 1.2 million hectares
(of a total of 1.9 million hectares) have been distributed to 132,000 beneficiaries, although

of these 30 percent have not yet initiated production.?

Figure 1.2. Cuban Entrepreneurship: Food Vendor, New Private Restaurant,
the Author at a Barber Shop (Havana, June 2011)

Photo credit: RFeinberg

Other promised changes await the issuance of more detailed laws and regulations. Some may be

promulgated at a Communist Party conference scheduled for January 2012. Key reforms to watch

for will be:

Home ownership. The 2011 reform guidelines promised new approaches for the leasing,
transfer, and renting of real estate as well as for the remodeling and construction of homes.
In early November the government issued detailed regulations lifting some but not all of
the restrictive rules governing the sale of homes.?* Not yet fully clear are the conditions
under which Cuban-American and foreign investors might be allowed to purchase property.

And will financing be made available for home mortgages?

Enterprise autonomy. No issue is more neuralgic for a socialist system than the relations
between state and enterprise. Cuban ministries are accustomed to controlling the major
decisions governing firm behavior and can be expected to resist genuine decentralization.
Will firms be allowed to set wages and prices so as to generate profits and hence become

sources of national savings and investment? And will enterprise autonomy include allow-

24 Gaceta Oficial de la Republica de Cuba, November 2, 2011.
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ing money-losing firms to go bankrupt—even when managers and workers seek to use
their access to influential government and Communist Party officials to protect their inter-

ests?

+ Cooperatives. By one informed estimate based upon government statements, employment
in the non-state sector is planned to rise from about 18 percent to 35 percent by 2015.%° This
assumes substantial growth among small and medium-sized private enterprises as well as
non-agricultural production cooperatives. Will new regulations provide the requisite policy
framework and incentives? For example, might municipalities be empowered to give pref-

erential procurement treatment to local small enterprises and cooperatives?

The Road Ahead

The quidelines talk little about specific countries that might be the best sources of investment
capital for proposed projects or destinations for Cuban exports. In fact, over the last decade Cuba
has actively courted commercial relations with nations with whom it shares certain ideological
and geopolitical affinities. Cuba’s relationships with these emerging market economies (especially

Venezuela, China, and Brazil) are the theme of the next section.

The future shape of the Cuban economy will be determined primarily by decisions made by Cu-
bans. But as a small, open economy, the path of Cuban development will inevitably be significantly
influenced by external factors. Already international donors have been active in cooperating with

Cuban partners in advancing sectors—such as agricultural coop-

In an interdependent eratives, small farmers, and municipalities—that the guidelines
world, external agents wish to promote. As the guidelines proceed, more opportunities
can quitimately provide are likely to arise for international cooperation; recent experiences
ideas and resources suggest the pitfalls as well as the potential gains awaiting such ef-
that lend weiqht to forts, as Section 3 will illustrate.

the reformers in their
internal battles to alter In their ambitions, confusions, and omissions, the guidelines also
the status quo. suggest