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As the Castro’s government approaches its fiftieth an-
niversary, the Cuban economy is increasingly showing
the cumulative negative impact of the policies imple-
mented in the context of the revolution.! Looking for-
ward, Raul Castro and the rest of the current ruling
class are facing a number of significant challenges that
will test their ability to govern in the near future. This
essay identifies some of the most important of these
challenges, discusses steps that the authorities have
been taking to cope with some of them,? and evaluates
the likelihood that these policies will help to resolve
some of the outstanding issues.

What are some of these challenges? Among the most
important are to: (1) raise the low productivity of the
workers and of the economy at large; (2) increase do-
mestic food production; (3) provide adequate housing
to the population; (4) take care of an aging population
and reverse the emigration of young people; (5) pro-
vide adequate transportation; (6) reduce dependence
on foreign oil; (7) repair and replace a deteriorated in-
frastructure (factories, roads, railroads, sewerage sys-
tems, etc); (8) eliminate the economic distortions
brought about by the multiple currency system, the ar-
tificial and arbitrary exchange rate, and the indiscrimi-
nate subsidies arising from the operation of the /ibreta
de racionamiento; (9) restore the quality of medical ser-
vices and education; (10) reestablish the credit worthi-
ness of the Cuban economy in international markets;

(11) liberalize the labor market, including by allowing
widespread development of self employment activities
(actividades por cuenta propia) and the establishment
of small and medium sized private enterprises; and
(12) establish a clearly defined legal framework that is
consistently applied by the authorities, and well
known and respected by the population.

LOW PRODUCTIVITY

Perhaps the most important negative consequence of
the revolutionary policies has been the decline in the
productivity of the economy, and the most significant
challenge facing the authorities is how to incentivize
the population to increase production and productivi-
ty.

The economic system implemented by the Castro ad-
ministration has been incapable of increasing produc-
tion so as to be able to satisfy the domestic demand for
food and generate exports. Last year Raul Castro asked
some 3,000 public enterprises and state agencies to
identify the main problems that they were encounter-
ing and to make proposals to solve them. The respon-
dents blamed their problems mainly on the centraliza-
tion of decision making, citing specifically the
bureaucratic controls imposed by the Ministry of
Economy and Planning and the Ministry of Foreign
Trade, and the regulations whereby all transactions in
foreign exchange have to be channeled through a sin-

1. This essay was written before the recent hurricanes that hit Cuba in late September-October 2008. The problems identified here be-
come even more pressing in the aftermath of the hurricanes and the destruction they caused.

2. Selected reform measures taken by Raul Castro’s government are given in an Appendix.
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gle account at the Central Bank and individual autho-
rizations have to be obtained for each withdrawal.

Moreover, individuals complained about the indo-
lence of public officials in addressing the problems
that are brought to their attention. At the same time,
it has to be pointed out that the participation of mid-
level public officials tends to be limited to supporting
and implementing what has been decided at higher
levels of government, without questioning their ratio-
nale or accepting responsibility for the decisions. Raul
Castro himself has blamed the inefficiency of the
economy and the scarcity of many goods on the preva-
lence of corruption, lack of administrative control, and
labor indiscipline.

So far, the government has reacted by enacting a new
set of labor regulations that establish more stringent
disciplinary measures for those workers who are not
punctual, absent without prior authorization, negli-
gent in the use of equipment and other resources, lose
or steal materials or divert them to other (personal) us-
es, fail to report violations of the rules by others, etc. It
has also stepped up raids against people who engage in
private economic activities without prior government
authorization, which for the most part are denied.

Workers have criticized most of these rules by arguing
that it is impossible to arrive on time at the workplace
when the transportation system is not working, that
they cannot do their own shopping for food and other
necessities during weekends and off working hours be-
cause the state stores are not open at those times, and
that salaries paid by the government are not sufficient
to meet living expenses. The average monthly salary in
Cuba is currently 408 Cuban pesos, or about
US$20.00.

One positive step announced by the authorities has
been the elimination of the ceiling on state employees’
wages, so as to allow for better pay for better perform-
ers. The government has recently announced that
workers can earn productivity bonuses, doing away
with the egalitarian concept that everyone must earn
the same independently of how productive they are.
However, it remains to be seen whether this policy will
be administered without favoritism or as a source of
political patronage.

Despite their depressed level, wages have continued to
rise faster than productivity in an economy where
more than 90% of economic activity is controlled by
the state.

Economy and Planning Minister Rodriguez has admit-
ted that the correlation between the gain in productiv-
ity and increases in salaries during the first half of 2008
was not favorable, as average salaries rose by 4.6%
while productivity increased only by 3.5%.

Meanwhile, the government engages in labor policies
and practices that violate fundamental human rights
and are in disregard of international treaties and con-
ventions of which the Cuban Government is signato-
ry. These practices distort the impact of external for-
eign private investment in the island, lower the level of
wages paid, result in a misallocation of labor; contrib-
ute to reduce the level of economic activity; and im-
pede the economic growth of the country.

An additional problem is that there are thousands of
young people who do not want to work for the Gov-
ernment because they are not prepared to accept either
the working conditions or the pay, which they find too
low. Instead they try to “resolve” their situation by en-
gaging in activities that the government considers ille-
gal or by leaving the country. There has been an inten-
sification of the persecution of individuals that engage
in private activities without prior government authori-
zation and of black market operations by closing illegal
factories and repair shops that meet demands that the
government can not satisfy. The problem of motivat-
ing young people to work cannot be tackled by use of
force and repression: it needs to be approached by giv-
ing appropriate incentives and by creating conditions
that give individuals assurances about their future.

It is interesting to note that, at the same time that the
government represses most private activities, it an-
nounces the possibility for private individuals to en-
gage in some activities where the government has
failed to meet the population needs, such as transpor-
tation and housing construction.

There is clearly a need to decentralize decision making
at all levels and for all types of activities but this cannot
be done without substantial structural reform of the
economic system so as to provide room for individual
initiative and limit the role of the State in establishing



general guidelines and to provide the appropriate legal
framework for private activities to operate and carry

on most economic activities.

The problems of low productivity, shortages of food,
deterioration of the housing stock, improper utiliza-
tion of the labor force, and others mentioned above
are not new to the Cuban Revolutionary Government.
In fact, most of them had already been identified back
in 1986 following the collapse of the Soviet Union,
and they were extensively discussed during the IV
Congress of the Communist Party in 1991. At that
time, they gave rise to some of the timid liberalization
measures taken under the aegis of the “process of recti-
fication of errors and negative tendencies,” and which
sought to increase particularly food production, and
more generally the efficiency of the economy. Interest-
ingly enough, the main conclusions of those discus-
sions were that there was a need for decentralizing de-
cision making and for an improvement in the
administration of the State enterprises. The need to
get away from dogmatism and the emphasis on una-
nimity and to have a renovation of the leading classes
was stressed at that time. Not much seems to have
changed since then.

SHORTAGES OF FOOD PRODUCTION

A second challenge, somewhat related to the previous
one, is the need to increase food production. The
amount of land dedicated to food cultivation is down
33% in the past nine years. Production of most food-
stuffs have been declining for the last three years and
this has given rise to the need to import a growing vol-
ume of food to feed the population.

Cuba is facing a crisis in agriculture. The country im-
ports more than 50% of its basic foodstuffs and is
heavily dependent on U.S. food imports. Last year,
Cuba spent nearly $1.5 billion for food imports, and
about 84% of the food imports came from producers
in the United States that were granted a special exemp-
tion from Washington’s trade embargo. The problem
is getting compounded by the recent rise in the prices
of many foodstuffs in the international markets that
has come about as a consequence of the increase global
cost of energy.

Vice President Carlos Lage has indicated that in 2007,
Cuba spent $1.47 billion to import 3,423 million tons
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of food. To import the same amount in 2008 at cur-
rent prices will cost $2.554 billion, a billion dollars
more. According to the Communist Party newspaper
Granma, “The impact of the substantial rise of food
and fuel prices on the international market so far this
year ... will require inevitable adjustments and restric-
tions on the national economy.” Ratl Castro himself
has identified the production of foodstuffs as a matter
of the highest national security and has indicated that
there is a need of structural reforms in this area to
bring about significant increases in production. Short-
ages of food are more intense in the eastern provinces
of the country and are one of the reasons why residents
of those regions try to migrate to Havana, which the
government tries to prevent.

Of the most important items of Cuba’s agricultural
production (sugar, citrus, rice, eggs, tobacco, coffee, tu-
bers, milk, and cattle) only tubers had a higher volume
of production in 2007 than in 1989. Meanwhile, large
tracts of land owned by the government are idle and
invaded by marabii (a nasty bush that takes over idle
lands and is very difficult to eradicate). In 2007, citrus
production was 56% below the level achieved in 1989,
rice 18% below, eggs 12% below, tobacco leaf 33% be-
low, coffee 85% below and milk 57% below. The cattle
herd, which in 1967 was about 7 million, had been re-
duced to one half by 2006. Dairy output has been
slumping since the early 1990s, fundamentally due to
very low investment by the dairy cooperatives and the
failure to keep their herds and/or pastures in good
shape. Until recently, the set price the government
paid farmers for milk was well below its cost of pro-
duction. Cuban state enterprises produced about 10%
of the 700,000 tons of rice consumed last year; private
farmers produced about twice that much, so that
about 70% of domestic consumption had to be im-

ported.

Until the early 1990s Cuba had one of the largest sug-
ar industries in the world, but in 2002 the government
made a significant reduction in the number of sugar
mills (from 156 to fewer than 70), shifted about 60%
of the land previously devoted to sugar cane cultiva-
tion to other uses, and removed some 100,000 workers
from sugar production. Since then, the annual volume
of sugar production, which had averaged close to 8
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million tons in the late 1980s, dropped sharply to less
than one-third and has not recovered. Sugar cane agri-
cultural productivity per hectare fell from 68 to 28
tons (compared to a world average of around 70 tons)
and sugar industrial yield from 12% (already quite low
by international standards) to 10%.

The island only produced 1.2 million tons of sugar in
2007, of which 700,000 were consumed domestically.
This was barely 45,000 tons more than in 2006, and
well under the target for 2007 of 1.6 million tons. The
harvest lasted only 113 days, with 41% of the time lost
for various reasons (delays in starting the harvest; only
51 mills in operation, of which 4 started late; delays in
repairs; frequent equipment breakdowns; shortages of
fuel and other imported inputs; less land under culti-
vation, of which about 30% covered by marabi; and
lack of labor incentives).

For 2008, the government announced a target of 3
million tons of sugar, but similar problems continued
to plague the sugar industry and only 1.4 million tons
are estimated to be produced despite a longer harvest.
The harvest typically runs from December through
April (when the rainy season begins), but in 2008 mills
ground into June due to an unusually dry May. The ex-
tension of the harvest could have a negative impact on
the yield of next year’s harvest. Sugar, which used to be
the major export carner for Cuba, has now dropped
below medical services, minerals, tourism, and even
pharmaceutical products, and Cuba has had to import
as much as 250,000 tons of sugar from Brazil and Co-
lombia to meet its domestic consumption and export

commitments.

In the case of citrus products (oranges, grapefruits and
lemons), the authorities have recognized that it may
take at least five years to be able to reach the volume of
production in the 1990s, when they reached one mil-
lion tons. In 2007, citrus production was only 370,000
tons.

The problems of Cuban agriculture are not new: they
started half a century ago with the implementation of
an agrarian reform by the revolutionary government
that concentrated most of the land in a giant and inop-
erative state-controlled system. Since 1959, some Cu-
bans have been allowed to run small family farms but

most agriculture has been placed in the hands of large,

state-owned enterprises.

The backsliding of Cuban agriculture intensified since
2004, when Fidel Castro halved sugar cane growing
and milling, amid a global world slump in sugar prices,
and restored limits on the sale of privately grown pro-
duce in an effort to prevent what he considered “farm-
ers’ exploitation of urban compatriots.” The govern-
ment also failed to fulfill promises of better housing
for many of the large farming cooperatives in remote
rural areas. These have traditionally operated with
much less efficiency than the urban and suburban
patches planted by private individuals that have easier
access to buyers.

Currently, more than half of Cuba’s agricultural land
is idle or underutilized. Of the 6.6 million hectares
classified as agricultural, about 3 million were not be-
ing utilized in 2002, and this number had risen to 3.6
million by 2007. Thus, according to a study posted on
the web site of the National Statistical Office, the per-
centage of Cuban farm land that is fallow or under-
used increased to 55% in 2007 from 46% in 2002.
State-run farms now hold a little more than one-third
of Cuba’s agricultural lands, down from about 70%
two decades ago. The rest of farm lands are worked by
small farmers and cooperatives. At the end of 2007, of
the 6.6 million hectares of agricultural land, state-run
farms (UBPS) held 2.8 million, cooperatives (CPA)
962,000, and private farmers 1.4 million. Official sta-
tistics show that 54% of private land is actively used,
compared with just 29% of land in state-run farms.

To reverse the above mentioned trends, Cuba’s gov-
ernment in early 2008 announced a series of plans to
effectively restructure its Agriculture Ministry by de-
centralizing the process of decision making. Munici-
palities are being authorized to decide how best to use
resources and land, organize distribution of produce,
and deal with the day-to-day issues in agriculture, deci-
sions previously made at higher levels of the govern-
ment. The government also ordered the prompt pay-
ment of outstanding claims of farmers, began paying
farmers more for the milk and meat they sell to the
State, and cancelled the debts of some small producers.
They also granted some idle land to small farmers and
cooperatives, and gave them greater leeway as to what



to cultivate. Small farmers have also been allowed
more flexibility to buy tools and farming equipment
directly—the distribution of which had been previous-
ly centralized.

Under the new system, private farmers, who have con-
tinued to exist under Cuba’s socialist system, would
have access to some plots of land for up to a decade,
with leases renewable if conditions were met and taxes
paid. According to the decree establishing the new sys-
tem, “the maximum to be handed over to individuals
who do not hold land is 13.42 hectares (33 acres), and
to those who hold land, as owners or designated work-
ers, the amount can rise as high as 40.26 hectares (99
acres).” Cooperatives and state farms would also quali-
fy for more land, for up to 25 years. But the fields
would continue to stay under the ownership of the
government, which controls an estimated 90% of the
island’s economy. Moreover, the land handed over
cannot be transferred or sold to third parties, and the
beneficiary must pay a tax.

The new procedures, already mentioned several
months ago but formally announced only in July 2008,
are intended to jump-start food production at a time
when Cuba is feeling the effects of the global rise in
food prices. With this strategy, Ratl Castro is expect-
ing to reactivate food production and reduce Cuba’s
dependence on imports at a time when international
prices are very high and rising. However, it should be
noticed that the land is turned over subject to a num-
ber of conditions that if not met could reverse the
transfer, such as if the farmer does not produce the
crops specified by government specialists or he or she
engages in actions that would be contrary to the pur-
pose for which the lease was granted. This seems to im-
ply that the authorities would want to continue to dic-
tate how the land is used and what will be done with
the crops grown, regardless of the wishes of the lessee.

Since the land being leased is in such poor condition,
covered with marabi, it will require a substantial ef-
fort on the part of the farmers to bring it back into
production. There will have to be significant expendi-
tures to build even basic structures to serve as barns
and provide living quarters for the farmers, as well as in
the purchase or renting of tools and other inputs.
Thus the farmers will need to have sufficient guaran-
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tees that their permanence will be respected for a suffi-
cient period to permit the recuperation of the invest-

Small

demanding for quite some time the adoption of a new

ments undertaken. farmers have been
agrarian legislation that will give some guarantees to

private initiative and reduce government intervention.

A recuperation of agricultural production will only be
feasible if sufficient incentives are granted from the be-
ginning and if a legal system is in place that will give as-
surances to the farmers that they will not be disposed
in an arbitrary manner. The availability of agricultural
inputs in Cuba has been a consistent problem ever
since the collapse of the Soviet Union in the early
1990s. Farmers should be able to buy their necessary
inputs in a free market (including the contract of la-
borers to help with the cultivation and the harvest)
and allowed to freely sell their produce in the agricul-
tural markets without being forced to turn over their
production to the government at prices that many
times do not even cover the cost of production. Unless
this is done, the chances for a significant increase in
food production in Cuba will be very slim and the
risks of a major shortfall in case of adverse weather
conditions quite significant.

The massive turn over of agricultural land to individu-
al private producers is recognition that almost 50 years
of statetization of agricultural production has been a
colossal blunder and has resulted in a tremendous fail-
ure. The announcement of the new policy itself ac-
knowledged the struggle that the country is facing in
feeding itself with a statement that “for various rea-
sons, there is a considerable percentage of state land
sitting vacant, so it must be handed over to individuals
or groups as owners or users in an effort to increase
production of food and reduce imports.”

SHORTAGE AND POOR HOUSING QUALITY

The poor condition of the housing stock and the need
for new housing construction was one of the topics
most frequently raised in the assemblies organized over
the past year to discuss the problems faced by the is-
land and to make proposals for their solution. Cuba
has an enormous, chronic housing shortage, and a large
need for repairing crumbling buildings. The adoption

of measures to address these problems is long overdue.
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From 1959 to 2007, while the population of the island
doubled, the number of new housing units construct-
ed fell below those destroyed because of lack of main-
tenance and repairs. The National Housing Institute
(INV) has recognized that of the 47,000 buildings
with more than three stories that exist in Cuba, 85%
(more than 40,000) are in need of repairs. According
to official statistics, there was a deficit of 600,000
housing units in the country.> In 2007, the govern-
ment announced the construction of 52,607 houses,
compared to a target of 70,000. For 2008, the target
was set at 50,000 but even if this year’s target were met,
the new units would only represent 5% to 7% of the
accumulated deficit.

A government official recently admitted that the plans
for construction of new, and repair of existing, housing
will not be met in 2008 because of lack of resources.
Victor Ramirez, President of the IN'V, told the nation-
al press that fewer than half of the housing units
planned for construction between January and July of
2008 were completed because of shortages of material.
This result is rather puzzling as the INV has recog-
nized that foreign exchange expenditures to reactivate
this industry have been very substantial, and the short-
ages of materials can only be explained by looking at
the growing black market for construction material
and equipment. A Parliamentary hearing on the hous-
ing sector focused on the lack of organization and
theft plaguing the state-run construction industry and
on the failure of the industry to meet apartment build-
ing construction plans or to conclude large projects on

schedule and within budget.

The authorities recently announced the beginning of a
process of decentralizing decision-making in construc-
tion. The local authorities now have a say on they pre-
fer to allocate the resources assigned to them, be it fin-
ishing new apartments or prioritizing the repair of
others. The logic is that at the municipal level, the au-
thorities know best an area’s urgent needs and how to
deal with them. There has also been talk about grant-
ing construction licenses to private individuals. Cuba
began granting licenses to individuals to privately en-

gage in building trades in the 1990s, but has not grant-
ed new ones in a number of years. While the state con-
struction business has a chronic labor shortage,
thousands of licensed and unlicensed skilled trades-
men and laborers work privately, but illegally.

Contributing to the housing problem is the prohibi-
tion Cubans face to own their homes and sell them,
rent them, or obtain mortgages in order to improve
them. Since the homes belong to the State—who can
(and will) take them away at any time—there is no in-
centive for individuals to fix them up or invest in im-
proving them. While there is a system for exchanging
equivalent living quarters (permuta) it is extremely bu-
reaucratic and inefficient, and its operation is a source
of corruption. Recently the government announced
that some government workers would be allowed to
take title to their homes, but this is a very limited pro-
gram to which only a few people are eligible.

The government has shown that it is incapable of solv-
ing the housing problem. It needs to return to a prop-
erty regime in which individuals can own their homes
and dispose of them as they see fit. Only then will indi-
viduals have appropriate incentives to repair and main-
tain the properties. At the same time, private construc-
tion firms need to be allowed to operate and have legal
access to the inputs required for their operations.

AGING OF THE POPULATION AND
EMIGRATION OF YOUNG PEOPLE

Another challenge comes from the need to take care of
an aging population and the exodus of young people
from the country. The recent increase in pensions cost
the government one billion pesos per annum and pen-
sions represent some 6% of Gross Domestic Product
(GDP). The 1.82 million people 60 years or older in
2007 will grow to 2.9 million by 2025. This will have a
tremendous impact on government expenditures for
social security and on the need to allocate resources for
medical care of the elder. The problem has been com-
pounded by the continuous and growing exodus of
young people from the island. The population has

contracted in the last few years and it is estimated that

3. To this number we would have to add an estimated half a million houses affected by hurricanes Ike and Gustav, of which about 100,000

were totally destroyed.



by 2020 Cuba will have more old people than chil-
dren.

The combination of negative population growth and
an older population implies a reduction in the labor
force, an increase in expenditures for social security,
health services, and pensions, and a drop in productivi-
ty. The proportion of workers to retired persons went
from 7.1-to-1 in 1970 to 3.1-to-1 in 2007, and is ex-
pected to fall to 2.3—to-1 by 2024. According to the
Labor Minister, by 2025 there will be 770,000 fewer
working-age people than in 2007.

In response to these developments, Cuba has decided
to delay retirement age by five years, to 65 years of age
for men and 60 for women, so as to offset the country’s
dwindling labor force. Once approved into law, the
new measures will go into effect incrementally from
2009 to 2015. Moreover, to try to make up for a
shrinking labor force, the government has announced
that retired persons who are prepared to go back to
work (especially in the education field) may receive a
salary for these services in addition to their pension.
However, workers and enterprises will have to pay a
new levy to the social security system. The coverage of
social security will be extended to the self-employed in
those activities that had been authorized in 1994; this
extension will cover an estimated 150,000 individuals.
The proposed changes would also include a change in
the way pensions are calculated, with additional pay-
ments for those whose working years surpass the 30
years now required for retirement. The government is
also studying other measures to stimulate new births,
improve labor conditions for workers, and increase so-
cial security benefits. While these measures may pro-
vide some limited relief by enticing people to remain
active in the labor force longer and reduce somewhat
the fiscal burden, they are not sufficient to reverse the
demographic trends.

Before the revolution, Cuba was a country that at-
tracted immigrants because of growing economic op-
portunities. Today, its youth leaves to seek opportuni-
ties elsewhere. The system provides them with an
education, but it is not capable of providing them with
attractive employment in the fields in which they are
trained. With an opening of the economy to private
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enterprise, numerous opportunities would arise for ad-
ditional employment and economic growth.

ADEQUATE TRANSPORTATION

The lack of adequate transportation not only affects
the productivity of the economy but is a source of con-
stant frustration to the population. INV President
Ramirez has said that a lack of transportation for mov-
ing construction material is one of the reasons ham-
pering the implementation of the housing program.

In Cuba, where the majority of motor vehicles belong
to the State, some private individuals use their vehicles
to transport passengers as a way to complement their
meager salaries. Licenses for private transportation
were authorized as part of the reforms of the 1990s to
alleviate the crisis brought about by the collapse of the
Soviet Union and the suspension of the Soviet subsi-
dies to Cuba. The Soviet Union had been the main
supplier of motorized equipment and the loss of these
supplies resulted in a collapse of transportation within
the island. But the concession of new licenses was sus-
pended in 1999 without any explanation and this gave
rise to strong criticisms.

After almost a decade on the sidelines, Ratl Castro
will now allow private contractors back into Cuba’s
transport sector to try to jumpstart the stalled system.
The government has recently announced the granting
of new licenses for self-employed workers who have a
car and want to transport passengers as a taxi. Howev-
er, the government will be deciding which routes will
be serviced by these taxis and will be selling them their
gasoline. So individuals will have little leeway to use
their initiative to operate their taxis. According to the
new rules, licenses “will be approved one at a time, the
fuel will be given (to the operator), prices will be set,
each route will be established by the government, as
will be the schedule of the service.” Thus, they will op-
erate as if they were public buses.

At a meeting with Parliamentarians, the Transport
Minister informed of the efforts carried out by the
government to improve public transportation. These
include investment of more than US$2 billion, one
quarter of which to buy 5,000 buses— mainly from
China and Russia. Already some 360 new buses im-
ported from China are in circulation, mostly in Ha-
vana. The government hopes to add soon another
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1000 buses to service the rest of the island. Though
Cuba has been importing buses, it still has a shortage.
And if urban areas are underserved, many rural areas
are barely served at all. Moreover, in the past, the rate
of breakdown of imported buses has been very high,
due in part to the poor conditions of roads, lack of
training of drivers and mechanics, and lack of parts for
repairs (many parts disappear from the repair shops
and find their way into the black market). The result is
a very high level rate of broken down and idle equip-

ment.

Allowing private individuals to get licenses to supple-
ment public transportation and buying of new buses
for the public transportation system will provide tem-
porary relief, but the restrictions placed on the opera-
tions of the private taxis will severely limit their contri-
bution and, unless the problems of maintenance and
repairs of the buses are resolved soon, the relief will be
short-lived. Cuba has bought new buses before but
they have not lasted long. A vibrant private transporta-
tion system existed in Cuba before the revolution and
one could develop again if the proper conditions for
the operation of private enterprises existed again.

DEPENDENCE ON OIL IMPORTS,
PARTICULARLY FROM VENEZUELA

Despite increasing its own oil production, Cuba relies
heavily on Venezuela, whose socialist President Hugo
Chavez sends Cuba nearly 100,000 barrels of oil a day.
The Cuban government is conscious of the risks of de-
pending heavily on one source for its energy imports
needs. The experience with the Soviet Union has
taught the Cuban government the implications of a
sudden loss in supplies.

Despite the subsidy implicit in the oil coming from
Venezuela, the rise in international oil and oil product
prices is having a negative impact on the Cuban econo-
my. The 158,000 barrels of oil per day that were con-
sumed in 2007 year cost US$8.7 million per day, and
in 2008 they cost 32% more, or $11.6 million per day.

Basic Industry Minister Yadira Garcia has told law-
makers that crude oil production topped 2.1 million
tons through June 2008, exceeding expectations by
more than 6%. Combining oil and gas, Cuba currently
has a production of about 4 million tons per annum,
47% of the needs of the country. Attempts have been

made to find oil in offshore areas surrounding Cuba.
The last major drilling effort for oil off Cuba’s coast
took place in 2004, led by the Spanish-Argentine con-
sortium Repsol YPF. It found oil, but not in commer-
cially viable quantities. Inactivity in drilling since then
suggests that Repsol YPF has not been eager to follow
up with the required investment to extract oil from
the areas.

The Castro regime has been lauding offshore lease
agreements with Norway’s StatoilHydro, India’s state-
run Oil & Natural Gas Corporation, Malaysia’s Petro-
nas, and Canada’s Sherritt International. Yet, there is
no current drilling activity off Cuba’s coasts and Sher-
ritt recently announced that it would limit its drilling
to land sites. The Cuban government has repeatedly
announced plans for new offshore drilling in the sea,
but this has been postponed in 2006, 2007, and so far
this year. The Cuban government has also sought oth-
er sources for oil imports, such as Angola, Azerbaijan,
Equatorial Guinea, and Iran, but none of these sources
is likely to provide the subsidies that Venezuela gives
Cuba. And they could not replace the volume of sup-
ply from Venezuelan should Venezuelan oil supplies
be cut.

In the area of energy savings, the authorities claim that
Cuba has made a significant reduction in energy con-
sumption through its program to substitute light
bulbs, refrigerators, and other electrical appliances
with more energy-efficient units. But one hears com-
plaints from the population about the high prices the
government has charged for the new appliances and
their poor quality and frequent breakdowns. More-
over, the new energy production program that relies
on small electricity-generation plants (that operate us-
ing diesel fuel) is very expensive to run and cannot be
used to replace the aging thermoelectric plants (which
have been damaged by the use of Cuban oil with very
high sulfur content).

Domestic energy prices were sharply increased in late
2007. According to Granma, fraud related to the steal-
ing of energy rose sharply in the first five months of
2008 compared with a like period last year. Most of
this fraud was through the manipulation of electricity
meters and the theft of electricity before it reached the

meters.



INFRASTRUCTURE INVESTMENTS

Cuba’s infrastructure is crumbling and the need for
new investment is very large. Raul Castro has stated
that the government has plans to rebuild roads, pipe-
lines, houses and railways.

The proportion of gross capital formation in Cuba as a
percentage of GDP dropped by more than half since
1989 and, according to Cuban economist Pérez Villa-
nueva, it would have to return to about 25% of GDP
to ensure a recuperation of economic activity and a
sustainable rate of economic growth. In 2005 it was es-
timated at less than 10%.

An integration agreement with oil-rich Venezuela, soft
credits from China, and high nickel prices have
brought about some growth in production and al-
lowed for investment growth in some areas in the last
few years, helping to reduce electricity blackouts, mar-
ginally improving public transportation, maintaining
availability of some consumer goods and slowing down
further deterioration in social services and housing.
However, in view of the recent deterioration of the
economic outlook for the world economy, the govern-
ment has already announced a cut in public invest-
ment, reversing increases of recent years.

The types of capital investments most needed in Cuba
are the ones that in other developing countries are fi-
nanced with long term credit at favorable terms made
available by international financial institutions like
that World Bank and the Inter-American Develop-
ment Bank. These institutions also provide significant
technical assistance to their member countries. Unfor-
tunately, the Cuban government has chosen not to be-
long to these institutions. (It dropped its membership
in the World Bank and the International Monetary
Fund shortly after the revolutionary takeover of the
government because it was not willing to adhere by the
rules of behavior to which members must adhere.) In-
stead, the Cuban government relied, first on Soviet
aid, and more recently on Venezuelan subsidies to try
to make some of the needed investments. The Soviet
Union proved to be an unreliable source, and only
time will tell about Venezuela. Meanwhile Cuba has
ended up with obsolete factories and run-down infra-

structure.
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DISTORTIONS CAUSED BY THE MULTIPLE
CURRENCY SYSTEM

Cuba’s dual-currency system often forces citizens to
buy necessities in a currency they are not allowed to
earn. Strapped for dollars, Euros, and other currencies
needed to buy imports, communist-run Cuba uses a
multiple-currency system to conserve foreign reserves.
It pays islanders in local pesos and offers some goods
and services at peso outlets, often with hefty subsidies.
But increasingly, it requires a dollar-like convertible
currency unit, or CUC, at other shops and businesses,
where prices are subject to little or no subsidies and
some times incorporate substantial overpricing. Cu-
bans pay 25 pesos for 1 CUC, a considerable sum
when monthly salaries average around 400 Cuban pe-
sos. Those who can best afford to buy consumer goods
are those Cubans who carn a portion of their pay or
have access to tips in CUC from tourism, participate
in the thriving black market, or receive cash remittanc-
es from friends and family overseas. The dual currency
system has increased the inequality in the population
and is a source of great dissatisfaction.

The system is further complicated by the prevalence of
exchange and currency controls exercised by the Cen-
tral Bank, which requires exporters to deposit all for-
eign exchange proceeds into a single account at the
Bank and authorizes each individual withdrawal by
importers, and the fact that the government applies
different taxes and exchange rates whether the transac-
tions are in U.S. dollars, Euros, or some other curren-
cies, introducing more distortions into the economy.
The government recognizes the four-year-old system
hurts national self-esteem and widens social divides.
Officials have vowed to end it once foreign reserves
spike—a growing challenge as import prices soar and
exports languish.

The existence of multiple currencies results in numer-
ous hidden subsidies and generate inefficiencies in the
working of the market, as well as making it practically
impossible for the authorities to gauge the significance
of most economic indicators used to orient economic
policy decisions. In order to promote efficiency in the
economy and eliminate the hidden subsidies brought
about by the multiple exchange system, the exchange
rate should be unified and a single currency should be
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used for both domestic and international transactions.
The currency in which the workers have to pay for the
goods and services that they buy should be the same,
with the same purchasing power, as the currency in
which they are paid their salaries.

DROP IN THE QUALITY OF HEALTH AND
EDUCATION SERVICES

Cuban government authorities have begun acknowl-
edging that Cuba’s educational system, long touted as
one of the accomplishments of Fidel Castro’s 1959
revolution, is suffering from inadequate training, lack
of interest by teachers, and an “exodus” of profession-
als due to low pay. The quality of education has suf-
fered in recent years because about one half of the
teachers lack experience and sufficient training. The
Cuban Education Ministry acknowledged a shortfall
of 8,192 teachers in a report about the 2007-2008
school year. The report identifies lack of training of in-
structors as one of the main challenges in the sector.

The government recently called for retired teachers to
return to the classroom, recognizing the shortage of
school instructors. Decree-Law No. 260 authorizes re-
tired teachers and professors deemed to have the ca-
pacity to contribute their professionalism and experi-
ence, to receive, on a provisional and exceptional basis,
the full salary of any teaching job they may fill, in addi-
tion to continuing to receive their pension. This de-
cree was expedited because of the serious underlying
situation while the overall new Social Security legisla-
tion is being considered. It should be noted that the
current Social Security Act establishes that retirees can
participate in paid work on the condition that the to-
tal of their new salary and their pension does not ex-
ceed the salary they received prior to receiving their
pension and that they pay a new tax as a contribution

to social security.

Cuba had an extensive and vibrant private school sys-
tem prior to the revolution that served to train excel-
lent professionals and scholars in all kinds of fields.
The revolutionary government nationalized the edu-
cational system in order to use it to indoctrinate the
Cuban youth. Now, however, this youth is finding
that the training received is lacking and that those that
graduate from it are not offered jobs in which they can
use the knowledge acquired, that the working condi-
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tions are unsatisfactory, and that the pay is too low for
them to be able to make a living. Clearly, opportunities
for gainful employment need to be created and the
government is in no position to be able to do so. There
is a need for private enterprise to develop to fill this
gap. There should also be room for private education
so as to provide the necessary labor market flexibility
and to remove limitations on education arising from
political considerations.

INTERNATIONAL CREDITWORTHINESS

While no information is available on the terms under
which Cuba borrows in international markets, bor-
rowing costs are likely to be high given the existing ex-
ternal debt arrears which have limited access to capital
markets. The external debt burden appears to be high,
particularly if measured by debt service payments as a
percentage of exports of goods and services or as a per-

centage ofgovernment revenuce.

The analysis of Cuba’s external debt is hindered by
lack of detailed official economic data. The Cuba
Transition Project of the University of Miami reports
a foreign debt of US$23.8 billion for the end-2007.
There is also the debt of Cuba to the former Soviet
Union that Russia inherited after the breakup of the
Soviet Union in the amount of some 21.5 billion ru-
bles. The issue here is: what is the exchange rate that
should be used to convert the stock of this debt to U.S.
dollars or any other convertible currency? This is an is-
sue that Russia is likely to bring up in a future multilat-
eral debt restructuring negotiations.

Cuba defaulted on its external debt in the 1960s. It has
failed to meet debt payments due to Argentina, Bel-
gium, Canada, Chile, France, Japan, Mexico, Spain,
South Africa and the United Kingdom, among others.
The available information suggests that Cuba did not
try to renegotiate its external debt for about 20 years.
This was possible in part by Soviet economic aid. Since
the early 1980s, Cuba has been renegotiating its out-
standing debt with some of its creditors on a bilateral
basis and generally honored the obligations acquired
under that debt restructuring as well as the new debt
obligations acquired from creditors after bilateral re-
structurings. To have a sustainable debt service situa-
tion Cuba needs to have debt relief. The efforts of the

revolutionary government to negotiate debt restruc-



turing agreements on a piecemeal basis does not ad-
dress the problem in a comprehensive way and contin-
ues to limit the efficient participation of Cuba in
international capital markets.

The problems with external payments involve not only
old past due obligations but also more recent ones. Ca-
nadian oil firm Pebercan, which produces oil in Cuba,
said in late June that it had not received debt payments
totaling US$37 million in April and May from state-
owned Cupet due to “the difficult economic situa-
tion” connected to rising food and raw material costs.
In addition several large international banks have sus-
pended financial operations involving Cuba (two
Swiss banks, UBS and Credit Suisse; three Canadian
banks, Royal Bank of Canada, Bank of Nova Scotia,
and Toronto Dominion Bank; and two British banks,
ING and British Barclays). More recently, the Japa-
nese credit insurance agency suspended all future in-
surance of credits given by Japanese firms to Cuba, ef-
fectively closing Japan as a source of new financing to

Cuba.

Vice President Carlos Lage announced in June 2008
that “some of the main investment projects have been
reduced and further reductions will be necessary,” pro-
viding no further details. At the same time, interna-
tional market prices for the most important commodi-
ty export, nickel, have fallen from the highs of a few
years ago, sugar production has failed to recuperate,
and room occupancy from tourist arrivals has declined.
Oil import costs also have risen significantly even
though Cuba receives soft Venezuelan financing for
about 40% of its needs. Cuba is feeling a financial
pinch in spite of heavy support from Venezuela, Chi-
na, Brazil, and Iran. Credits and foreign investment in
the past have helped cover sizeable trade deficits, but
these credits eventually have to be repaid.

The likelihood of Cuba having access large amounts of
foreign credits necessary to realize the needed capital
investments seem bleak. A significant effort by the Cu-
ban government is needed to renegotiate the existing
foreign debt. Cuba could benefit significantly in this
regard if it could rejoin the International Financial In-
stitutions, like the World Bank, the International
Monetary Fund, and the Inter-American Develop-

Economic Challenges

ment Bank, as well as qualify for membership in the
Cotonou Agreement.

LIBERALIZE THE LABOR MARKET; PERMIT
PRIVATE MICROENTEPRISES

To tackle many of the challenges described above,
Cuba needs a very fundamental structural change from
an economy dominated by an inefficient central bu-
reaucracy to a decentralized decision making system
where private individual should be allowed to engage
freely in economic activities and investments. Fifty
years of inefficiencies have shown that the government
cannot—and should not—try to control everything,
and that a private market economy would be able to
resolve much better many of the outstanding econom-
ic problems.

The lack of mobility in the labor force (both in terms
of regional mobility and inter-sectoral mobility) is one
of the strongest brakes to increased production and
productivity. It is notable that the same individuals
that have no motivation to work while they live in
Cuba become highly productive and successful in their
activities when they cross over to Miami and are able
to operate in a free market economy.

Even a small liberalization of the agricultural markets
brought about an almost immediate positive response
in production. A lot more could be achieved, not only
in agriculture but in other sectors as well, from a liber-
alization of the markets, including by allowing wide-
spread development of self-employment activities (ac-
tividades por cuenta propia) and the establishment of
private microenterprises. Credit facilities could be set
up in the form of small loans to small businesses as in
done in many countries encourage the development of
small enterprises.

LEGAL FRAMEWORK

Finally, for the economic system to work efficiently
there is need for a legal framework that is fair and is
consistently applied, not used as a tool for political
motivation, and is well know and respected by the
population. The development of what has come to be
known as “double morality” in Cuba is the product of
the lack of a transparent and fair legal system, one in
which individuals feel that the law is there to protect
them from arbitrary decisions by those who govern
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and one that the population would be willing to abide
by it. Until such a system is instituted, Cuba will con-
tinue to be dominated by the double morality.

CONCLUSION

As discussed in this paper, the Cuban economy faces
numerous and substantial challenges, which cannot be
addressed unless there is systemic change in the island.
To date, there is no evidence that Radl Castro’s ad-
ministration will promote the needed systemic reform
although he has taken discrete reform measures (see
Appendix). It should be noted, however, that Raul
Castro has hinted recently that further reform will be
stalled by rising global food and oil prices. He has
moved to dampen rising expectations, warning that
global economic problems may slow increases in work-
er pay, one of the key economic reforms he has pro-
posed since taking office, and announced instead the
need to increase age retirement limits and asked work-
ers for further sacrifices. Again the Cuban government
is using external developments as an excuse to cover
for its lack of competence in carrying out needed re-
forms.

The Cuban government has already announced as “in-
evitable” that there will be adjustments to the econo-
my that will probably result in increases in prices, espe-
cially of energy, food, and personal hygiene products,
in a country where the later are already quite high in
relation to salaries. Food products that are sold in for-
eign exchange in government stores had experienced
increases of up to 18% last May. Among the products
whose prices went up are: cooking oil, soap, milk, pas-
tas, and cheese.

There are strong rumors that there will be a sharp in-
crease in the prices of gasoline and diesel. Despite the
rise of international prices of oil and oil products, do-
mestic gasoline and food prices have remained relative-
ly unchanged in Cuba this year due to state price con-
trols, forcing the government to spend more on
subsidies. A liter of high premium gasoline currently
costs 0.95 CUC (about US$1.15). Electrical blackouts
that used to plague the country have become rarer and
shorter over the past year, and brand-new Chinese-

made buses can be seen in the streets.

Contrary to expectations, Ratl Castro failed to an-
nounce more changes to the communist system during
a major address on July 26, 2008. Some Cubans hoped
he would use the speech to ease restrictions on interna-
tional travel or announce other incremental reforms,
but none came. Some Cubans say their hopes for
change under the new government are fading. Many
commented: “there are a lot of people on the street
who talk about change, but we haven’t had even one
economic or political reform that counts.” Instead,
Raul Castro warned of more economic austerity and
used the 48—-minute speech to command Communist
Party leaders to put Cuba’s house in order and fulfill
promises they have made to the Cuban people. Mr.
Castro has been a sharp critic of unnecessary red tape
and sloppy management, and he has warned that min-
isters and officials responsible for the project would be
held accountable for any delays. ”If they don’t meet the
targets we'll send them to you and you can do with
them what you think fit,” said Mr. Castro.

APPENDIX

Selected Measures Implemented by Raul Castro’s Government

The following are some of the specific reform mea-
sures implemented by Raul Castro since formally tak-

ing office:

e Ordered the payment of arrears to farmers and
raised the payments by the state for milk and

meat.
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e Provided additional land for cultivation to private
farmers and cooperatives and offered them some
credits to obtain farm equipment as part of an ef-
fort to increase food production. (But the owner-
ship of the land remains in government hands and
farmers may not use the land for purposes other

than those dictated by the government.)



e Allowed Cubans for the first time to buy cell
phones, computers, microwaves, pressure cook-
ers, alarms for cars, large television sets, and other
electronic equipment. (However the costs of these
items is way above the purchasing power of most
Cubans and these items must be purchased in
convertible pesos.)

e Relaxed bureaucratic controls over the importa-
tion of electrical equipment, motors, and replace-
ment parts for vehicles, videos, bicycles, etc.
(These imports were previously prohibited or
highly restricted.)

e Allowed Cubans to buy medicines in any pharma-
cy, instead of only in designated pharmacies.
(However, in the better-supplied pharmacies, cus-
tomers have to pay in convertible pesos and Cu-
ban pesos, the currency used to pay workers for
their salaries, are not accepted.)

e Allowed Cubans to stay in tourist hotels, rent
cars, eat in restaurants, and shop in supermarkets
that since the 1990s have been reserved for for-
cigners. (However, Cubans have to pay full price
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