THE CUBAN EXTERNAL SECTOR IN 1989-2002:
SOME OBSERVATIONS ON
ACHIEVEMENTS, FAILURES AND CHALLENGES
Rolando H. Castañeda1

Cuba’s economic transformation in the 1990s cannot
be considered the solution to the formidable challenge of substantially modifying the current productive structure of the economy in order to achieve development. Despite the changes, the reconstruction of
the Cuban economy is an incipient process with a
high level of indeterminacy. To put it simply, it is a
challenge awaiting resolution.
— Pedro Monreal (2002b, p. 29).
esos resortes, los cuales no están realmente agotados,
…si exhaustos y requieren de nuevas condiciones de
funcionamiento ..
— Juan Triana Cordoví (2002, p.12).

Cuban economic debates seem to have their own cycles. For stretches of time they may disappear, only
to reappear later covering the same old ground. Cuba’s economy, which had rebounded in the 1990s after a dramatic fall in 1990-1993, is once again in difficulty, due to lack of proper and sufficient reforms.
In 2002, Pedro Monreal (2002a) edited a book
where a group of Cuban academics and researchers
(Julio Carranza, Pedro Monreal, Lázaro Peña, among
others) presented significant critical analysis of the
external sector policies and development strategy of
the Cuban authorities during the 1990s. They pointed out several limitations of the then-current policies

and proposed future prescriptions to improve the existing situation.
I consider their basic criticisms valid, but their prognosis is only a limited and succinct first step in the
right direction, insufficient to address Cuban external sector problems. Specifically, they neither propose to use sufficient market mechanisms and
practices—unlike what China, Vietnam and the
former socialist European countries have done quite
successfully—nor propose to change the emphasis
on import substitution strategy as the foundation of
the country’s economic development strategy. Contrary to Triana’s statement (above), the Cuban external sector strategy is both worn out and exhausted,
but he is quite right that 2003 will be “a difficult
year.”
The purpose of this paper is to offer alternative observations on the nature, extent and trends of transformations of the external sector of the Cuban economy in 1989-2002. The paper also reviews policy
adjustments made by the authorities and their major
achievements, failures and challenges for the future.
The paper is organized as follows. The first section
offers a general overview of the problems in the external sector at the beginning of the 1990s and the

1. The author appreciates Armando Linde’s comments at the 2003 ASCE Annual Meeting and Jorge Pérez-López’s editing. The author
is very concerned for our ASCE colleagues in jail: Marta Beatriz Roque Cabello, co-author of “The Fatherland Belongs to All” and President of the Cuban Institute of Independent Economists, her deputy Arnaldo Ramos Lauzarique, and Oscar Espinosa Chepe.
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pressing need for new policies and reforms. The second section examines the key developments and
trends in the external sector in 1989-2002. The third
section discusses the nature and scope of the policies
and reforms implemented by the government
throughout this period, their major achievements
and failures, and their impact on the performance of
the external sector and of the economy at large. The
fourth section considers some important lessons
learned from external sector reforms in the transition
countries and Latin America during the 1990s, especially from the successful Chilean experience. The
fifth section presents some observations regarding the
required transformation of external sector policies to
boost the rate of growth of the economy. The last
section contains some concluding remarks.
THE EXTERNAL CONTEXT IN THE EARLY
1990s AND THE NEED FOR NEW EXTERNAL
POLICIES AND REFORMS
Since the First Congress of the Cuban Communist
Party in December 1975, the industrialization of the
country and the centralized and socialist organization
of the economy were defined as the foundations of
the development strategy of the country. During this
period, Cuba relied on subsidized exports to the
former European socialist countries and considerable
external aid from the Soviet Union.2 Additionally,
Cuba relied on outdated and energy-wasting forms of
technology from the socialist countries. After the political changes in Europe in the early 1990s, the impossibility of continuing to rely on subsidized exports, external aid and energy-wasting technology
made unfeasible the expansion of this inward development strategy and even its operation.
By the beginning of the 1990s Cuba had already experienced real GDP stagnation since 1985, a morato-

rium of its convertible currency external debt since
1986, an abrupt end to the substantial aid in the
form of trade subsidies3 and automatic soft trade deficit financing,4 and the tightening of the U.S. embargo. Almost 80% of its trade was with CMEA countries. Therefore, Cuba faced the urgent task to adjust
its international economic relations and to reallocate
its trade in a context of limited access to foreign aid
and international financing.
The stagnation in real GDP since 1985 reflected the
limits of the extensive growth model that had been in
effect, the end of the economic liberalization measures adopted in the early 1980s that eliminated the
use of most market mechanisms and practices, and
the increasing vulnerability of the external sector.
The extensive growth model resulted in low efficiency, required a high level of external aid and subsidies
and implied a high-income elasticity of imports. The
measures introduced in 1986, in the framework of
the infelicitously-termed “Campaign for the Rectification of Errors and Negative Tendencies,” eliminated most liberalization measures, put the economy
under tighter central control, and made worst the
difficult external situation. As a result, the economy
suffered from profound distortions, and inefficiencies were paramount.
Ludwig von Mises in his 1922 book Socialism established the impracticality of a socialist economy, demonstrating that it is impossible to have proper economic calculation and incentives; to be more precise,
to ascertain the real costs and results of economic activities under a socialist economy. Furthermore,
Cuba faced the impediments of poor accounting, financial and management practices that reduced even
more the reliability of information (Peña, 2002, pp.
106-107) and the opposition to change that arises

2. Cuba’s poor economic performance is partially the result of the mismanagement of billions of rubles of Soviet subsidies and aid.
Massive transfer of resources does seem to be a curse rather than a blessing, as it imposes a heavy drag on long-run economic growth.
But the real curse of this transfer was not so much that it incited the infamous “Dutch disease”’—the misallocation of resources away
from tradable sectors. Rather, it was that it allowed a series of pathologies—rent seeking, patronage, corruption, and plunder—that
corrode vital domestic public institutions and undermine governance.
3. CEPAL (2001) considers it a change in terms of trade.
4. Any bilateral trade deficit was financed almost automatically by the Soviet Union and re-exports of surplus Soviet oil shipments to
Cuba served to finance trade with the West in hard currency.
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from any centralized bureaucracy, impediments that
slow and even prevent economically and socially beneficial changes to be made in state-owned enterprises.
The wide distortions and the existence of multiple
exchange rates and price systems magnified these impediments.5
The great challenge for the Cuban authorities in the
early 1990s was to understand the profound implications of the key changes and to articulate the necessary adjustments to overcome them strategically in
order to recover the viability of the Cuba economy in
a new international context.
DEVELOPMENTS AND TRENDS IN THE
EXTERNAL SECTOR, 1989-2002
The Current Account of the Balance of Payments
In 1989-2002, exports of goods and services fell by
29% and imports of goods and services by 44%, resulting in a decline in the economy’s openness index
(as measured by the ratio of the value of exports of
goods and services to GDP) from 0.30 in 1989 to
0.14 in 2002, and of the import coefficient (ratio of
the value of imports to GDP) from 0.43 in 1989 to
0.16 in 2002 (see Table 1). There was also a marked
decline in the gross investment rate; it fell from
0.162 in 1997 to 0.120 in 2002 (see Table 1) and it
is likely that it diminished from approximately 0.30
in the early 1990s to 0.162 in 1997.
Vis-à-vis the rest of the world, Cuba derives its potential competitive advantage from its natural resources: land well suited for sun-and-sand tourism;
the cultivation of particular crops like tobacco; minerals deposits like nickel and cobalt; and low wage
rates of a skilled labor force. However, Cuba suffers a
relative shortage of capital. The concept of intra-industry trade extends the principle of competitive advantage to include finer differences in endowments

of specific elements of human capital and technological capability. However, potential competitive advantage does not always convert into effective or realized
competitive advantage, in the case of Cuba due to the
problems of lack of adequate information in a socialist economy without market prices, inflexible bureaucracy and out-of-date business administration
practices, accentuated by the lack of proper accounting and financial practices.
Gross mismanagement of traditional export sectors,
such as agriculture, poor marketing across all sectors,
and price distortions, meant that some sectors and
sub-sectors with obvious strengths and advantages in
relative factor endowments, contributed little or
nothing to exports. It would be dangerous and incorrect to assume anything close to a maximal response
to policy changes.
Basic products, the typical export basket of underdeveloped countries (sugar, nickel, tobacco, fish products and citrus), dominate Cuban exports, making
export revenues highly sensitive to changes in commodity prices. Due partially to an overvalued Cuban
peso pegged to the U.S. dollar, the dollar value of exports of goods increased only 26% in 1993-2002,
one of the worst performances in Latin America.
With the exception of tobacco, minerals and other
minor products, the rest of the Cuban export sectors
performed poorly. This poor export performance has
been aggravated by unfavorable changes in terms of
trade since 1997. Imports of goods increased from
$1,984 million in 1993 to $4,161 in 2002 (see Table
2); part of this increase is attributed to the tourism
sector, however, and total imports of goods in 2002
were still only 51% of their 1989 level.
In addition to an export sector lacking dynamism
during 1993-2002, another characteristic of Cuban

5. This first economy encompasses all of the gross inefficiencies of socialism. Nearly everything ordinary Cubans must buy, including
sugar, is rationed. Store shelves are empty and people either do without or improvise things to keep them going. That is why Cuba is
frozen in time, a land of steam-powered locomotives and 1957 Fairlanes. The second economy serves some foreign markets and Western tourists providing luxury hotels and other modern installations at beaches, off-limits to ordinary Cubans. The third sector is the absolutely essential underground economy, despite the fact that it is illegal. Socialism holds that buying and selling in a market setting is
evil and exploitative, and refers to it as speculation. Yet, this is the only market open to ordinary Cubans that do not have access to dollars and actually works. If it were not for the underground market, many Cubans could not purchase necessities like cooking oil and
other basic foods, not to mention luxury goods such as footwear and clothing.

135

Cuba in Transition

Table 1.

·

ASCE 2003

Cuba: Main Economic Indicators, 1989-2002

1989 1990 1991
Gross domestic product (GDP)a
19.8 19.8 16.7
Annual rate of growth of real GDP
1.5 -2.9 -9.5
Investment/GDP
49.4 49.5 29.6
Exports of goods and servicesb
5993 5940 3563
Exports/GDP
0.30 0.30 0.21
8608 8017 4702
Imports of goods and servicesb
Imports/GDP
0.43 0.40 0.28
Gross sugar productionc
7329 8124 7536
Extra official exchange rated
NA
7.0 20.0
Foreign visitorse
NA 340 424
NA 243 402
Gross income from tourismb
Total external debt in convertible
currencyf
6.1
6.6
6.8
Terms of trade index (1993=100)
184 198 128
Purchasing power of exports
index (1993=100)
385 386 224
Debt/GDP
0.31 0.33 0.41

1992 1993 1994 1995 1996 1997 1998
15.6 15.8 19.4 21.9 23.3 23.4 23.8
-9.9 -13.6
0.6
2.5
7.6
2.5
0.2
13.7
9.6
9.7 12.8 14.6 16.2 14.4
2522 1968 2542 3036 3795 3974 4132
0.16 0.12 0.13 0.14 0.16 0.17 0.17
2737 2339 2849 3674 4213 4720 4889
0.18 0.15 0.15 0.17 0.18 0.20 0.21
6947 4084 3862 3133 4367 4155 3159
35.0 78.0 95.0 32.1 19.2 23.0 21.0
461
546 619 746 1004 1170 1416
550
720 850 1100 1333 1543 1759

1999
26.1
6.3
13.6
4311
0.17
5057
0.19
3715
20.0
1603
1901

2000
28.2
6.1
14.3
4791
0.17
5685
0.20
3886
21.0
1774
1948

2001
29.4
3.0
13.3
4616
0.16
5479
0.19
3581
26.0
1775
1856

2002
29.8
1.1
12.0
4272
0.14
4785
0.16
3652
26.0
1686
1768

6.4
95

8.8
100

9.1
121

10.5
131

10.5
120

10.1
123

11.2
118

11.1
98

11.0
87

10.9
87

10.9
79

149
0.41

100
0.56

124
0.47

118
0.48

150
0.45

153
0.43

129
0.47

117
0.43

113
0.39

117
0.37

100
0.37

Note: In 2003 the Cuban National Statistical Office (Oficina Nacional de Estadísticas) changed the real GDP series from one based on 1981 prices to
1997 prices and adjusted some figures; however, it did not present series for the whole 1989-2002 period. As a result, the author estimated figures for
GDP and investment for 1989 to 1996 based on previous trends in official figures published by CEPAL (2001 and 2002). Obviously, the investment
rates for 1989 and 1990 are excessively high and are not realistic.
Source: CEPAL (2001, 2002, 2003).
a.
b.
c.
d.
e.
f.

Billon Cuban pesos
Million U.S. dollars
Thousand tons
Pesos for US$1
Thousands of visitors
Billion dollars; excludes foreign debt with former CMEA members

exports was their relative reliance on low level processing of natural resources and the stagnation of the
efforts to expand export activities with greater value
added and technological complexity.
There were some notable changes in the composition
of exports, mainly reflecting developments in sugar,
nickel and cobalt, tobacco, fish and seafood, and other goods. Sugar represented 66% of total exports of
goods in 1993 but only 33% in 2002; meanwhile,
nickel and cobalt exports increased from 12% to
34%, and tobacco from 6% to 16%. Nickel and cobalt exports increased at annual average rate of
growth of 14.7% and tobacco at 13.7% during
1993-2002.
The sugar agroindustry has been lagging due to both
technological obsolescence and low agricultural and
industrial yields. Sugar production decreased 50% in
1989-2002 (see Table 1) and faces a major crisis.
Making this sector competitive again would require
high levels of investment as well as fundamental
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changes to correct price distortions. Sugar has been
used as collateral to cover short and medium term
loans made to Cuba by international capital markets,
and its availability or scarcity strongly influences the
country risk evaluations of the Cuban economy.
The sugar industry, downsized in 2002, expected a
gloomy 2.0 million ton output for the 2003 harvest
season, the lowest production on record in 90 years,
or since 1920. As Peña (2002, p. 108) indicates, total
cost per ton of Cuban sugar in the period 1990-1995
was above the average cost on the world market
(US$434.0 vis-à-vis US$360.8). Furthermore, his
data shows that during the 1980s, Cuban production
costs were higher than those of its global competitors
(Australia, Brazil and Thailand). The persistent organizational and inefficiency problems of the sugar sector have contributed to the rise in financing costs.
The reforms of the 1990s were limited and were not
accompanied with the exigencies imposed by the
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Table 2.

Cuba: Balance of Payments, 1989-2002 (Million U.S. dollars)
1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Current Account Balance
Trade Balance
Exports of Goods and Services
Goods
Sugar
Nickel & Cobalt
Tobacco & Tobacco Products
Fish and Seafood
Other Goods
Services
Imports of Goods and Services
Goods
Services
Net Transfers
Remittances
Donations
Other Transfers
Factor Services

-3001
-2615
5993
5400
3913
486
80
126
795
593
8608
8140
468
-48
Na
Na
Na
-338

-2545
-2076
5940
5415
4313
388
111
97
506
526
8017
7417
600
-13
Na
Na
Na
-456

-1454
-1138
3563
2980
2259
231
113
125
252
584
4702
4234
468
18
Na
Na
Na
-334

-420
-215
2522
1779
1220
214
94
104
147
742
2737
2315
422
43
Na
Na
Na
-248

-372
-371
1968
1137
752
142
71
68
104
832
2339
1984
355
263
Na
Na
Na
-264

-260
-308
2542
1381
748
196
71
99
267
1160
2849
2353
497
470
Na
Na
Na
-423

-518
-639
3036
1507
704
417
101
121
164
1528
3674
2992
683
646
537
73
36
-525

-167
-418
3795
1866
957
427
107
125
250
1929
4213
3657
556
744
630
87
27
-493

-437
-746
3974
1823
845
415
158
127
278
2151
4720
4088
632
792
670
88
34
-483

-392
-757
4132
1542
605
342
189
103
312
2592
4889
4197
660
813
690
47
76
-449

-462
-747
4311
1496
471
394
201
96
308
2855
5057
4365
692
799
700
42
57
-514

-776
-894
4791
1675
458
573
160
87
414
3114
5685
4877
808
740
Na
Na
Na
-622

-552
-863
4616
1661
551
438
261
79
340
2954
5479
4838
640
813
Na
Na
Na
-502

-293
-513
4272
1435
474
489
225
Na
Na
2836
4785
4161
625
829
Na
Na
Na
-666

Capital Account Balance
Direct Investment

4122 2621 1421
NA
NA
NA

419
NA

356
54

262
563

596
5

174
82

457
442

409
207

485
178

805
448

595
39

300
100

Global Balance

1121

1

-16

2

79

8

21

17

23

29

42

-60

76

-33

Source: CEPAL (2001, 2002, 2003)

highly competitive conditions of the sugar international market.
The development of services exports partly reflects
normalization of this sector after it was neglected until the 1990s. Services exports increased continuously
up to 2000, boosted by higher earnings from tourism
and transport. Tourism became the most dynamic
sector of the economy or the growth engine during
the “Special Period,” with over 23.1% average annual growth in 1990-2000. Services exports dropped by
9% in 2000-2002 (see Table 2). The accelerated
growth of tourism in 1990-2000 was based on the
so-called sand and sun tourism predicated on an intensive use of natural resources, where Cuba’s competitive margins are relatively greater and more sustainable, despite competition from the Caribbean. It
also depended significantly on the European and Canadian tourists, who have a preference for escaping
from the harsh winter months.
Gross income from tourism replaced sugar as the
main source of foreign exchange in 1994. This was
due both to the rapid expansion of tourism and to

the contraction in sugar production and exports.
However, the direct import component of tourism is
around 75% vis-à-vis 25% in sugar.
Imports have been repressed by the slow export expansion and the chronic external debt crisis. The
shrinking share of machinery and equipment in total
imports—reflected in the collapse of the investment
rate, which is very low and decreased in 19902002—results in part because a large part of the import bill (at least 20% of the total) has gone to finance oil imports.
The deficit of trade in goods and services, or the
trade balance, increased steadily from US$371 million in 1993 to US$894 million in 2000, but then it
decreased to US$863 million in 2001 and to
US$513 million in 2002, as tourism and foreign direct investment (FDI) declined.
Net transfers, mainly personal remittances from Cubans living abroad, and especially in the United
States, to family and friends in the island have been
positive and remain a major source of financing since
1993, when they substantially increased due to the
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legalization of foreign exchange holdings (see Table
2). Net transfers have surpassed other sources of income, like sugar, FDI or net income from tourism,
since 1998. Net transfers increased US$263 million
in 1993 to US$829 million in 2002, or at average
annual rate of 13.6%; however, they have remained
almost flat since 1998.
Deficits in factor services have increased, as a consequence of rising indebtedness and profit repatriation
of FDI, from US$264 million in 1993 to US$666
million in 2002 (see Table 2), or at average annual
rate of 10.8%.
The growth of the aggregate current account deficit
in the 1990s reflected the interaction of economic recovery, structural factors, external shocks, erroneous
development strategy and insufficient economic reform measures. Structural domestic factors seem to
explain the disappointing export performance. Macroeconomic policies temporarily exacerbated imbalances up to 1993 due to the lack of a proper stabilization policy, with correction eventually being made
through policy measures and/or adjustments triggered by the GDP and export contraction in 19901993.6 Unfortunately, expansionary fiscal/monetary
policies in the face of poor external performance have
been used again since 2001.
The current account deficits reflect a net transfer of
resources from abroad that has helped to boost domestic economic activity. In other words, in the absence of the deficits, the economic recovery would
have been slower than it has been. The long-term
concern is that current account deficits, especially
those largely financed by foreign debt, are unsustainable. However, reducing the deficits could lower
short-term recovery prospects under current conditions.
Deficits can be a normal part of the development
process, but the key is to distinguish between good
and bad deficits. Good deficits are those that arise
from external borrowing used to invest in productive

assets, which will eventually produce a return to service and pay off the debt. Bad deficits are those used
to finance current economic activity (consumption)
and will lead eventually to default. To reduce the
risks of non-sustainable current account deficits, FDI
is preferred to debt financing.
Evolution of the Terms of Trade
Cuba’s terms of trade noticeably worsened after
1997, partly because the world market price of major
international commodities—except for oil and some
metals—fell while the average dollar prices of manufactured goods exports remained unchanged or increased slightly. Cuba’s purchasing power of exports
index worsened from 153 in 1997 to 100 in 2002, a
decline 35%. Concurrently, the terms of trade index
steadily deteriorated from 123 in 1997 to 79 in
2002, or a 36% decline, which explains the behavior
of the purchasing power of exports index.
The lower the degree of openness of a country’s
economy, dependence on a few commodity exports,
and weakness of institutions, the larger its exposure
and vulnerability to variations in the terms of trade.
Since 1997, Cuba has been subject to sharp terms of
trade fluctuations leading to a reduction of exports
and, hence, of output recovery. The adjustment to
the terms of trade shock requires either an economic
slowdown (or recession) or a modification in relative
prices, implying an increase in the price of tradables
relative to the price of nontradables; that is, a depreciation of the real exchange rate and some expenditure switching.
Evolution of Capital Inflows and of the External
Debt
Capital inflows fell more than tenfold from
US$4,122 million in 1989 to US$356 million in
1993 as the soft financing from the CMEA disappeared while Western capital markets remained relatively closed. Subsequently, capital inflows averaged
US$454 million per annum in the period 1994-2002
(see Table 2). Therefore, Cuba was only able to finance an average current account deficit of US$429

6. The government implemented a sharp decrease in the fiscal deficit through deep cuts in government spending including social expenditures, capital formation expenditures and subsidies to enterprises, as well as an absolute reduction in the money supply.
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million in 1994-2002 vis-à-vis US$3,001 million in
1989 and US$2,545 million in 1990. The current
account deficit was further reduced to only US$293
million in 2002.

quidity, and the sudden stop of capital inflows resulted in default of external obligations in 1986 and
chronic balance of payments problems with Western
countries.

The potential for FDI to stimulate economic growth
is well recognized. Among other ways, it can supplement domestic savings, improve the allocation of resources, and act as a conduit for new technologies
and know-how. For Cuba, burdened by decades of
socialist technological backwardness, FDI can facilitate the process of modernization, economic reform,
and enterprise restructuring and help improve international competitiveness. According to CEPAL
(2001, p. 1), in 2000, joint ventures with foreign investors generated around 6% of output, produced
16% of total exports of goods and services, and provided direct employment for 33,000 workers.

For countries in default, the normalization of relations with official (the Paris Club) and commercial
(the London Club) creditors is generally a precondition for reentering international credit markets. Certain types of investors are legally prohibited from
lending to countries in default, if they are not already
deterred by a country’s balance of payments prospects. However, some short-term lenders extend cash
at high yields even in the absence of fundamental reforms.

FDI averaged US$212 million in 1993-2002 but
dropped to US$39 million in 2001and US$100 million in 2002. Europeans and Canadians, Cuba’s leading source of investment capital, have grown increasingly frustrated with the government’s bureaucracy
and arbitrariness in dealing with investors. European
embassies in Havana jointly presented a detailed list
of suggestions and grievances to the Cuban government in 2002. However, Cuba’s foreign investment
minister, Marta Lomas told diplomats that “Cuba is
not changing the rules” and that European businessmen “knew them [the rules] when they arrived.”7
For Cuba, opening the economy to Western capital
inflows has meant excessive indebtedness in good
times—when economic growth improved international perceptions of creditworthiness and interest
rate spreads were low—and a sharp reversal of inflows in bad times—when adverse shocks caused severe deterioration of international perception of
creditworthiness and interest rate spreads were high.
However, insufficient (ex ante) accumulation of foreign reserves, lack of access to additional sources of li-

Due to the lack of structural reforms, the difficult situation in the early 1990s and the numerous obstacles
to be overcome, Cuba has failed to create the conditions for attracting sustained and increasing foreign
capital inflows and even suffered setbacks. Cuba has
been only able to attract funds temporarily. On April
1, 2003, Moody’s classified Cuba’s credit ratings as
Caa1 or Caa2—“speculative” and “demonstrate very
weak creditworthiness relative to other issuers”—
because of chronic delinquencies and mounting
short-term debts.8 Also, the Economist Intelligence
Unit classified Cuba’s sovereign debt risk as D and
currency risk as C.
In October 2002, Cuba defaulted on a US$750-million refinancing agreement with Japan’s private sector after having signed a debt restructuring accord in
1998. Japan, Cuba’s single largest creditor, had expected to see the first payments in 2003 on part of
the US$1.7 billion owed to Japan by Cuba. According to one Japanese creditor, “[The Cuban government] told us...there was no way they could make the
scheduled payments next year [in 2003].” Francisco
Soberón, president-minister of the Banco Central de
Cuba, admitted as much: “The proposed conditions

7. Statement by Cuba’s foreign investment minister, Marta Lomas, as quoted by European sources in “Foreign investment in Cuba
falls, EU wants reform,” Reuters, Havana, July 8, 2002.
8. Moody´s Latin American Rating Lists as of April 1, 2003, at www.moodys.com.br/pdf/LARL%20April.pdf.
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are absolutely impossible for us. They would cause a
social explosion.”9
Also, in October 2002, Cuba suspended all payments
on US$380 million owed to Bancomext, the Mexican government’s export financing bank. According
to Bancomext, “First, the Cuban government unilaterally cancelled debt guarantees that took years to negotiate. Then they missed a multimillion dollar June
2002 payment without even giving an explanation.”10
Cuba’s oil bill debt with Venezuela’s Petróleos de
Venezuela S.A. (PDVSA) rose to US$266 million by
May 2003. CUPET, Cuba’s state-owned and operated oil company has fallen behind on payments to
PDVSA repeatedly since Cuba and Venezuela signed
a trade agreement in October 2000. PDVSA supplies
approximately 35% of the island’s oil under generous
financing terms that amount to a 25% price subsidy
over five years. Due to the value of oil exports, Venezuela is now Cuba’s leading trade partner.
In 2002, Cuba fell into arrears on US$100 million in
short-term credit lines from Panamanian banks and
trading companies based in the Colon Free Zone.
Cuba has traditionally circumvented the U.S. trade
embargo by sourcing American consumer goods and
technology through Panama-based suppliers. Panamanian lenders have also helped to finance Cuba’s
sugar crop in recent years.
In May 2003, Spain acknowledged—in response to
a parliamentary inquiry—that Cuba is Spain’s top
foreign debtor government, presently in default on
an estimated US$816 million. France’s export financing agency, COFACE, has suspended Cuba’s
US$175million credit line after Cuba fell more than
a year behind in repayment of annual loans for the
purchase of French agricultural products and capital
goods in 2001. The Italian government withdrew a
proposed US$40 million aid package in early June
2003 in response to Cuba’s crackdown on internal

dissents. The Cuban government had already accumulated a short-term debt of US$73 million with Italy. Italy, which assumed the presidency of the European Union (EU) in July 2003, has called for an EU
embargo on all non-humanitarian assistance to Cuba.
Cuba’s worsening foreign exchange constraint and
foreign debt problems have brought about a reprioritization of key commercial relationships. Mexico,
Canada and Spain have all lost Cuban trade share to
a diverse assortment of emerging economic partners
in Latin America (Brazil and Venezuela), Asia (China, Malaysia and Vietnam), Europe (Belgium and
Germany), and the Middle East (Iran and the Muslim world at large).
The Strengthening of the U.S. Embargo in the
1990s
In 1961, under the Kennedy Administration, the
U.S. imposed a comprehensive embargo against
Americans who wanted to trade with, travel to, or invest in Cuba. In 1992, the U.S. enacted the Cuban
Democracy Act, the so-called Torriceli Law, that
tightened the embargo and changed its focus from
U.S. national security to promoting political reform
within Cuba. It prohibited U.S. subsidiaries in third
countries to trade with Cuba and stipulated that
ships that load and unload merchandise in Cuban
ports are banned from entering U.S. ports for a period of 6 months from the date of arrival in Cuba.
This latter provision increases Cuba’s freight costs
and delays delivery of traded goods.
In 1996, the U.S. enacted the Cuban Liberty and
Democratic Solidarity Act, the Helms- Burton Law.
This law imposes extra-territorial penalties on foreign
companies and citizens that traffic in property that
Cuba expropriated from U.S. citizens, hindering foreign investment flows to Cuba.
The U.S. embargo has been ineffective, inconsistent
and counterproductive. Therefore, it cannot be

9. Statements by an anonymous Japanese creditor and by Francisco Soberón, head of the Central Bank of Cuba, as quoted by Marc
Frank, “Cuba said to miss Japan, Mexico debt payments,” Reuters, Havana, October 25, 2002.
10. Ibid.
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blamed for the deficient performance of the Cuban
external sector. Economic theory and practice indicate that unilateral economic sanctions have never
worked and are ineffective.11 This has held true in the
case of Cuba despite the fact that the island is only
ninety miles from the U.S. shore. The embargo only
adds some additional freight and financial costs to
imports or reduces the net revenues from exports.
Despite the embargo, American goods can be found
in the dollar stores in Cuba, and some Cuban products, like medicines, are available in the United
States.12
The U.S. embargo is inconsistent because the United
States allows around US$800 million to flow annually from Cuban-Americans or Cubans living in South
Florida to their families in the island. Additionally,
Cuban-Americans and Americans are visiting Cuba
in record numbers. More than 200 U.S. universities
and research centers have been licensed by the Treasury Department to lead trips to Cuba. About
150,000 Americans visited with such permission in
2002. Another estimated 50,000 slipped into Cuba
illegally from third countries. In 2000, U.S. lawmakers carved an important exemption in the trade embargo by legalizing the sale of food and medicines.
Since then, U.S. companies have sold nearly $200
million in corn, rice, and other commodities to the
island.
Finally, by pointing to the U.S. “blockade,” Cubans,
whose affection for the American way of life (individual freedoms and prosperity) is very strong, are
taught by the authorities that the embargo is clear
proof that the United States wants to promote misery
in Cuba, that it is using economic deprivation to
promote political change, and that the United States
must be regarded as their enemy, responsible for the

poor economic situation instead of the flawed socialist system and erroneous economic policies in place.
Furthermore, they are an excuse for the regime’s economic ineptitude and repression. Since the breakup
of the USSR, and with the maintenance of the embargo, it is the Cuban people who suffer the costs of
the sanctions.
POLICIES AND REFORMS IN 1990-2002 AND
THEIR IMPLICATIONS
The Cuban authorities managed to halt the striking
decline in GDP from 1990-1993, maintained positive growth of GDP for nine consecutive years
(1994-2002), substantially modified the country’s
international relations based on new products and
markets, and attained greater macroeconomic stability. The “extra official” exchange rate appreciated almost steadily from 1994 to 1999. However, Cuba
still faces chronic disequilibrium in the balance of
payments and has not been able to generate self-sustained growth.
The partial recoveries of the external sector and of
the economy since 1994 have been significant but insufficient achievements. Utilization of existing capacity is still below 1989 levels in most agricultural and
manufacturing activities (see Table 3); GDP is below
1985 or 1989 levels (a retrogression of more than 17
years); and GDP growth became less dynamic over
the last four years. In summary, Cuba has been
trapped in low and declining living standards since
1985 due to misguided development strategy and
policies and persistent external bottlenecks.
The internal economic reforms initiated since the
breakup of the Communist trading bloc are based on
the premise of maintaining government control of
the economy. Some required changes have been in-

11. “Although sanctions clearly create suffering in many places, how often have they achieved the desired goal? In Myanmar, Iraq,
North Korea, and Cuba, despotic regimes not only survived the imposition of sanctions, but became more despotic. These regimes were
able to blame foreigners for domestic hardships, even when it was their own policy mistakes and human rights abuses that caused the
crises. Indeed, sanctions weaken an economy and public health, but do not necessarily make it more likely that a despotic regime will
collapse. Sanctions purportedly undermine the regime by causing widespread unrest and by reducing the government’s power base and
tax collections. But sanctions also weaken the ability of the private sector to finance an opposition, tend to cut off the domestic opposition from international sources of support, and reduce, rather than increase, international awareness of the abuses taking place” Sachs
(2003).
12. Elaine de Valle, “Crece el tráfico de medicamentos desde Cuba,” El Nuevo Herald, September 30, 2003.
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Selected Indicators of Agricultural and Industrial Physical Output, 1989-2002
(Thousand tons)

Indicators
Rice
Citrus
Milk
Eggs
Nickel and Cobalt
Oil
Sugar 96°
Cigars
Electricity (GWh)
Cement
Fertilizers

1989
532
1,016
1,131
2,673
47
718
7,579
304
16
3,759
898

1990
474
1,016
1,034
2,727
41
671
8,445
318
15
3,289
833

1992
358
787
622
2,331
32
882
7,219
295
12
1,134
178

1993
177
645
586
1,512
30
1,107
4,246
208
11
1,049
95

1994
387
540
636
1,647
27
1,299
4,017
186
12
1,085
136

1995
396
585
638
1,542
43
1,471
3,259
192
12
1,456
217

1996
673
690
640
1,12
54
1,476
4,529
194
13
1,438
241

1997
614
835
651
1,632
62
1,457
4,318
214
14
1,701
184

1998
441
744
655
1,416
68
1,658
3,271
264
14
1,713
156

1999
567
795
618
1,753
66
2,104
3,274
285
14
1,785
138

2000
462
959
614
1,722
71
2,621
4,058
246
15
1,633
118

2001
589
157
621
1,525
77
2,780
3,748
339
15
1,334
93

2002
609
488
605
1,682
75
3,546
NA
224
16
1,376
93

2002/
1989
1.14
0.48
0.53
0.63
1.60
4.94
a 0.46
0.73
1.00
0.37
0.10

Source: CEPAL (2001, 2003)
a.

CEPAL (2001, 2003)

troduced into the system on a limited and piecemeal
fashion and are allowed only as long as their consequences remain under central control.
Tourism, remittances, FDI, and short-term commercial credits have only partially substituted for the
massive external subsidies and aid from the former
Soviet Union. Exports—primarily of basic
commodities—have declined since 1996. An elementary type of tourism has been developed, but the
international political and economical setting is not
favorable to its continued expansion due the events
after September 11, 2001, to the recent confrontations with the Italian and Spanish governments—
countries where 17% of tourists originate—and the
economic slowdown in Europe. The government
also does all it can to prevent that tourism activities
would have spillover effects to the rest of the economy.
During 1990-2002, the main policies of the government for the external sector were: (1) maintain the
strategy of import substitution and a central command economy as the foundations of the development strategy, with very limited use of market mechanisms and practices; (2) maintain an overvalued
official exchange rate and ration available foreign exchange; (3) encourage dollarization of the economy
to boost up remittances; (4) promote tourism and
FDI in joint ventures to expand exports and to have
access to foreign markets, technology and capital; (5)
decentralize firms, up-grade their business practices
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and allow some export firms to have privileged access
to the foreign exchange they generate; (6) make selective payments and arrangements on the external
debt; and (7) stretch the period of external adjustment to reduce social costs.
Despite the major global changes since the breakup
of the Soviet Union, Cuba’s leadership has continued
to insist on a centrally-controlled economy and import substitution as viable ways into the future and to
maintain that it is the American “blockade” rather
than the inefficiency of the inward socialist and centrally controlled system that is the prime culprit behind Cuba’s economic problems. As we indicated
above, this in not the case, and only a poor excuse.
The development policy of the external sector in
place in 1994-2002 would have to be modified significantly to promote high and self-sustained development in the future. Cuba needs a strategy for a
successful international insertion. A small country
like Cuba lacks alternatives outside an export-oriented strategy based on the intensive use of market
mechanisms and practices, as China, Vietnam and
former socialist European countries have done quite
effectively. Only through exports expansion and application of market mechanisms, can Cuba obtain
the resources necessary for investment and continuous economic expansion based on productivy increases related to specialization, economies of scale,
and learning by doing.

The Cuban External Sector in 1989-2002
Cuba cannot have both a fixed exchange rate pegged
to the U.S. dollar and an independent fiscal/monetary policy, as it had in 1990-1993 and more recently
in 2001-2003. These inconsistent macroeconomic
policies have been accentuated by Cuba’s lack of
openness to trade, high dependence on basic commodities and services, and low external liquidity.13
For a pegged exchange rate to work on a sustainable
basis it must be set at realistic levels, and there must
not be actual or potential external debt problems and
there has to be economic policy credibility. As a result of Cuban wrong and inconsistent macroeconomic policies, there has been an almost unrelenting increase in the spread of the interest rate that Cuba has
to pay in international credit markets as a result of
perceptions of the country’s deteriorated ability to
service its debt and the real possibility of default (CEPAL, 2001, p 138, as well as Moody’s and the Economist Intelligence Unit’s worsening credit ratings as
of April 2003 and September 2003, respectively).
The lack of a market-established and unified exchange rate also obstructs the determination of Cuban costs and prices truly comparable to those in the
world market, affects the Cuban economy as a whole
and has influenced the marked decline of the sugar
industry. Forward and backward linkages need to be
stimulated through a unified exchange rate, to overcome the phenomenon of a few dynamic exporting
sectors based on natural resources amid a stagnant
overall economy, and to foster the spillovers to the
rest of the economy
Cuba only has liberalized FDI partially. Major obstacles that still exist are the reluctance to allow ownership of land or capital, the bureaucratization of procedures for foreign investment authorization, the
selection by the government of the employees of
joint ventures, and a system of remuneration of
workers whereby wage rates paid by foreign investors
to the government employment agencies are ten
times what the workers are paid. Also, FDI is unlikely to be attracted to Cuba in significant amounts be-

cause the protection of property rights is arbitrary
and weak, and the institutional framework for market-based activity is deficient. FDI in Cuba has outgrown its institutional underpinnings. This is not
surprising, as access to high quality investment funds,
is often conditional on the implementation of structural reforms that favor market mechanisms and
practices and sound macroeconomic policies.
It is sound policy to change the norms, regulations
and economic organization and management systems
in state-owned enterprises in order to adapt the
country to the new circumstances under which is
currently developing (CEPAL, 2001, p. 4). Nevertheless, to be effective, enterprise reform should occur in the context of a deep transformation of the
economy and not of increasing distortions, controls
and backtracking from further reforms.
It is very important to encourage remittances to increase the level of economic activity in Cuba. However, the restrictions on the use of the remittances for
consumption purposes should be eliminated as soon
as possible because they act as a disincentive to increasing remittances.
The practice of selective payments on the external
debt has increased the risk and uncertainty of foreign
lending and investment in Cuba. Specifically, it has
increased both the interest rates that Cuba has to pay
for short-term loans and has reduced the quality of
investment that can be attracted.
The slow and piecemeal external sector reforms have
not only slowed the change towards the market but
also have slowed the rate of economic recovery and
have had resulted in high welfare costs by discouraging production of tradables, increasing major distortions in the domestic markets, reducing employment
and worsening the income distribution.
What is truly amazing, in retrospect, is that the pattern of development that emerged from the policy
decisions of the 1990-1993 crises has represented an
essential continuity, rather than a significant trans-

13. Changes in the exchange rate of a major trading partner relative to the dollar might bring unexpected and undesirable change in the
effective domestic real exchange rate.

143

Cuba in Transition

·

ASCE 2003

formation of the previous pattern. Unfortunately,
Cuba’s economic policies have not been focused on
development or on adjusting the economy to the
new international environment and conditions, but
rather on preserving Castro’s specific view of socialism and his absolute power.
STRATEGIC LESSONS FROM THE
EXTERNAL SECTOR REFORM OF THE 1990s
AND FROM THE SUCCESSFUL CHILEAN
EXPERIENCE
The experiences of Central European, former Soviet
Union and Latin American countries in the 1990s
shows the critical role of macroeconomic policies and
exchange rate management in making foreign trade
reform (or trade liberalization) sustainable and part
of an effective pro-growth strategy. In several of these
countries, notable progress toward more open foreign trade regimes and faster export growth failed to
translate into real expansion of output, productivity
and employment. In this context, it is not surprising
that unemployment, poverty, and income inequality
increased.
One of the key purposes of trade reform is to promote economic growth by capturing the static and
dynamic gains from trade through increased
productivity—more efficient use of resources—and
a shift in resources from inefficient to efficient activities and sectors; greater external competition among
previously protected firms to change their behavior
and performance; an increase in the flow of knowledge and investment, and ultimately a faster rate of
capital formation and technical progress. Barriers to
trade and anti-export bias reduce export growth below potential. Import controls are likely to reduce efficiency, although they protect the balance of payments at the same time in the short run.
Countries with well-functioning markets and a better
human resource base benefit more from productivity
gains resulting from trade reform than countries with
less well-functioning markets. This explains the need
for broad and in-depth systematic reforms to liberalize prices and wages, implementation of sound accounting and financial practices, and reduction of
the bureaucratic regulations in state owned enterpris-
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es so that they will be to react to the new policy environment.
The presumption is that trade reform will raise the
growth of exports and imports, but the implications
for the trade balance and the balance of payments are
ambiguous because this depends on the relative impact of trade liberalization on export and import
growth, and on what happens to the prices of traded
goods. Trade reform may promote growth from the
supply side, but if the balance of payments worsens,
growth may be negatively affected from the demand
side because the payments deficits resulting from
trade reform are unsustainable and need to be rectified by relative price (real exchange rate) adjustments.
Studies of trade reform in developing countries have
paid a lot of attention to its impact on export performance, economic growth, employment, wage inequality and income distribution, but very little to its
impact on imports, the balance of trade and the balance of payments. These are equally important areas
of analysis because if trade reform leads to faster
growth of imports than exports, it can have serious
implications for the balance of payments of countries
that may constrain growth below their productive
potential. That is to say, while trade reform may promote growth from the supply side through a more efficient allocation of resources, it may constrain
growth from the demand side unless a balance between imports and exports can be maintained
through exchange rate adjustment or deficits can be
financed through sustainable capital inflows.
Santos-Paulino and Thirlwall (2002) examined a
sample of 22 developing countries—from four continents, with over 450 observations—that had undergone extensive trade policy reforms over the period 1972-1997. They paid particular attention to
identifying the year when significant liberalization
was embarked on and constructed time series for the
duties applied to exports and imports over the period
of analysis (used as measures of liberalization). They
reached the following six main conclusions:
•

First, reductions in export and import duties significantly affected the growth of exports and im-
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ports, with the impact on import growth being
greater. For a one percentage point reduction in
duties, exports grew by just under 0.2%, while
imports grew by between 0.2 and 0.4%.
•

•

Second, the impact of a more liberalized trade regime, in all its manifestations, independently of
duty reductions, raised import growth by more
than exports. Evidently, it was easier for importers to import than for producers to reallocate resources to the tradables sector and to develop export markets. Compared to the pre-liberalization
regime, the process of liberalization raised export
growth by just under 2%, while import growth
has increased by between 2 and 9%.
Third, liberalization increased the income elasticities of demand for imports and exports by
roughly equal amounts, but the price elasticity of
demand for imports increased more than for exports. Fourth, the pure effect of trade liberalization, independent of duty changes, worsened the
trade balance by over 2% of GDP, but the impact on the current account of the balance of
payments was less, worsening by approximately
0.8% of GDP on average. The effects of liberalization on the trade balance and balance of payments were similar across the regions of Africa,
East Asia, Latin America and South Asia, in the
sense that all regions suffered deterioration.

•

Fifth, the impact of liberalization differed according to whether countries started highly protected or not. The positive effect of liberalization
on import growth, and the adverse effects on the
trade balance and balance of payments, were all
greater in the more highly protected countries.

•

Sixth, it appears that liberalization had a positive
effect on income growth, but the balance of
trade consequences might reduce growth below
what might otherwise had been if a balance between exports and imports had been maintained.14

Therefore, the policy conclusion is that countries
that have promoted trade liberalization need to take
great care in the nature and sequencing of the liberalization of exports and imports to achieve a better balance between export and import performance. Liberalization for liberalization’s sake that leads to a
massive flood of imports, without a corresponding
rise in exports, will be counterproductive because, except for countries able to run payments surpluses, all
deficit countries ultimately become balance of payments-constrained in their growth performance.
The transition from a restrictive to an open trade regime can also impose short-term adjustment costs
through efforts to restore macroeconomic stabilization, such as reductions in fiscal deficits, that could
hurt the country’s already weak infrastructure.
Even a relative strong export performance might not
result in faster economic expansion, because the benefits of trade liberalization can be more than offset by
policies that work against sustainable outward orientation. To promote a sustainable macroeconomic environment, countries have to deal with transition and
adjustment costs in a balanced and consistent manner. For that reason, it is also very important to adopt
exchange rates and other complementary policies
that help keep competitiveness and outward
orientation.
Export expansion needs to be fast enough to allow
the economy to grow at the maximum potential rate
allowed by its supply-side productive potential, while
keeping the current account deficit to a level that can
be financed on a sustainable basis. Capital account
liberalization could result in large capital inflows
with the undesired appreciation of the real exchange
rate. To discourage short-term inflows and to prevent an excessive appreciation of the domestic currency, Chile and Colombia, successfully enforced tax
and reserve requirements on foreign credits and deposits during the 1990s. Argentina is now establishing controls to prevent short-term capital inflows.

14. In a study of Latin American countries, Khan and Zahler (1985) found that the balance of trade effects had serious consequences
for the growth of output.
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Central European Transition Countries: Movements of the Real Effective Exchange
Rate, 1992-1997a

Bulgaria
Czech Republic
Hungary
Poland
Romania
Slovakia

Bulgaria
Czech Republic
Hungary
Poland
Romania
Slovakia

Real Effective Exchange Rate using Industrial Producer Prices
1992
1993
1994
1995
100
117.1
98.9
109.4
100
117.9
122.0
125.4
100
105.9
100.6
96.0
100
107.4
103.1
107.4
100
106.7
115.8
115.3
100
116.7
119.1
123.4
Real Effective Exchange Rate using Consumer Prices
1992
1993
1994
1995
100
154.8
146.9
174.1
100
122.3
130.4
136.4
100
110.5
109.7
104.6
100
107.6
108.0
114.9
100
141.2
151.9
149.3
100
118.9
123.6
129.5

1996
103.3
132.6
98.9
111.4
114.4
128.6

1997b
114.6
136.0
108.9
109.2
123.5
136.6

1996
156.2
147.4
107.6
125.5
135.3
134.8

1997b
188.1
153.5
115.7
130.5
146.6
144.1

Source: Economic Indicators for Eastern Europe, Monthly Release (1994-1997). Basle: Bank for International Settlements, Monetary and Economic Department.
a. Trade-weighted indices 1992=100, vis-à-vis 21 industrial countries, based on industrial producer prices (PP) and consumer prices (CP).
b. Cumulative data from January up to latest observation (September 1997).

The costs of real appreciation should not be underestimated, particularly in a context of rapid trade liberalization, because the key prices of labor relative to
capital, of exports relative to imports, and of tradables relative to nontradables depend on the evolution of real exchange rates. Some policy mixes could
led to a significant real appreciation of the domestic
currency, spiraling current account deficits, a major
increase in the external debt, and eventually to a foreign exchange and financial crisis. Krueger (1997)
warns of the dangers of trade liberalization that is not
accompanied by competitive exchange rate policies.
In other words, a realistic exchange rate is key to protect domestic firms from imports and gives domestic
firms greater incentives to export during a trade liberalization process.
Drabek and Brada (1998) show that trade liberalization followed up by current account and capital account liberalization in six Central European nations
(Bulgaria, the Czech Republic, Hungary, Poland,
Romania, and Slovakia) led to major appreciations of
the real exchange rates (see Table 4) and, hence, to a
reversal of some trade liberalization measures. In other words, in these six transition countries, trade liberalization was not sufficient to keep competitive real
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exchange rates that allow continuous export and economic growth. The concurrent sharp appreciation in
the real effective exchange rate added considerably to
the growth of domestic demand for imported consumer goods. Moreover, the appreciation of the exchange rate, combined with higher domestic inflation than foreign inflation, forced up the level of
interest rates, thus attracting foreign capital, which
also stimulated the growth of domestic aggregate demand. Increased flexibility in real exchange rate appears to be the only and sensible choice because any
form of fixed value or peg may be quite vulnerable to
a sudden loss of credibility, which is quite likely in
the transition process to a market economy. Therefore, managed floating with inflation targeting seems
the best alternative for small economies, like Cuba,
given the need to manage the availability of scarce
foreign liquidity and to keep a competitive real exchange rate.
Accumulation of foreign liquidity is also a necessary
complement. This policy prescription was advanced
and developed by Goldstein (2002) and has been
fruitfully adopted by an increasing number of Latin
American countries in recent years.
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Another ingredient of successful outward-oriented
policies is complementary measures for the elimination of the anti-export bias characteristic of the
former import substitution model. Since the mid1980s, Chile has successfully applied a variety of administrative instruments to promote exports aggressively: simplified tax rebates, temporary admission of
imports, tariff deferrals on exporters’ capital goods,
and corrections of informational market failures (Agosin, 1999).15
An export policy focused on providing information,
supporting marketing abroad, and facilitating access
to export finance and insurance can help diversify
production. ProChile16 confirms that this is quite
possible. In this regard, an active commercial diplomacy geared to securing market access, identifying
new opportunities, and counteracting trade restrictions can help expand exports. Government agencies
can also assist firms, especially small and mediumsized businesses, to deal with issues such as technology diffusion and innovation, and with human resource development.
In addition, other key policies geared to foster productivity are needed to reap the full benefits of international specialization and the dynamic gains from
trade liberalization, in a world characterized by persistent and significant failures in markets for technology, credit and human capital, considering that technology is not a public good and the process of
acquiring technological capabilities is not automatic.
The combination of outward orientation based on a
realistic exchange rate with technology and industrial
policies may encourage greater exploitation of dynamic scale economies in the presence of market failures in technology, international trading information
and financial markets, factors that according to No-

bel Laureate Stiglitz (1996) helped to explain the superior growth performance of East Asia vis-à-vis Latin America.
Fostering export growth for sustained economic
growth also requires designing a comprehensive strategy on the basis of building and maintaining adequate physical infrastructure. Chile has been able to
develop an impressive economic infrastructure
(roads, airports, etc.) through public concessions to
the private sector since the mid-1990s.
FUTURE EXTERNAL POLICY CHALLENGES
The lack of fundamental economic and institutional
reforms in Cuba and the overvalued exchange rate
explain the unsatisfactory export performance in recent years and the dependence on permanent transfers from external sources in 1994-2002. Proper policies prevent pitifully poor performance but
negligence and irresponsibility inevitability lead to
loss of standard of living. The limited recovery was
made possible by Cuban natural competitive advantages in a few goods and services, the enormous economic slack prevailing in the first years of the 1990s,
and took place simultaneously with deepening dualism and shrinking of the capital formation. Increased
external financing will not be useful and successful
unless proper institutions, practices, and adequate
policies are in place.
Cuba still has to adjust to the new, more competitive
international context. The lack of enough foreign exchange is a main stranglehold for production and investment in the economy. Cuba’s notable competitive strength based on its most potentially
advantageous factor, its skilled labor force, is not currently used in an intensive manner and it is discouraged by the artificially high wage policy of the gov-

15. Chile’s post-1983 strategy has relied on an outward orientation based on a large real depreciation supported by appropriate fiscal
and monetary policies, a bit of support for non-traditional exports in agro-industry, saving mobilization through pension privatization,
and discouragement of short-term capital inflows.
16. ProChile is the Chilean Trade Commission, an agency within the Chilean Ministry of Foreign Affairs. Its role is to support and advance Chilean business interests in the global marketplace by assisting in the development of the export process. ProChile is active in establishing international business relationships, fostering the exchange of goods and services, attracting foreign investment and forging
strategic alliances. It serves as a source of market research, international trade data and leads for the export industry for both foreign and
Chilean firms alike. Though ProChile seeks to stimulate and diversify the country’s export base in general, special emphasis is given to
promoting non-traditional products.
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ernment by charging the foreign enterprises in dollars
but paying the Cuban workers in pesos. The overall
situation presents challenges that require bolder initiatives and much less dogmatism in several areas as
some Cuban academics and researchers have correctly pointed out (Monreal, 2002a).
Based on the strategic lessons learned from the experiences in transitions economies and in Latin America in the 1990s, Cuba needs three main systematic,
broad and in-depth policy reforms tailored to its own
capabilities, constraints and opportunities: (1) institutional reforms to use more the market mechanisms
and practices,17 (2) trade liberalization, and (3) a
competitive and flexible exchange rate. The proposed
reforms will raise enormously Cuba’s growth potential and make it more resilient, faster and less vulnerable. Also, they will reduce the mismanagement and
weakness of state-owned enterprises due to lack of
foreign competition and proper information for
sound business decisions; open significantly the
economy to external trade, reducing the worst inefficiencies of an inward orientation in a small economy;
diminish considerably the dependence on a few basic
commodity exports and reduce the export vulnerability to terms of trade shocks; decrease the reliance and
dependence on foreign savings and lay the foundations for a higher investment rate; and will reduce the
fragility of the external debt profile.
These three fundamental policy reforms, but particularly a competitive and flexible exchange rate, will
also allow Cuba freedom in the choice of fiscal-monetary policy mix. However, they will require other
complementary administrative and export promotion
policies to transform faster external growth into bet-

ter economic performance as the successful Chilean
experience has clearly shown since the mid-1980s.
CONCLUDING REMARKS
The partial recoveries of the external sector and of
the economy in 1994-2002 were based on three
main pillars: (1) the continued intensive use of natural resources to expand Cuba’s export base of goods
and services, (2) the access to remittances from Cubans living abroad, and (3) moderate access to foreign direct investment (FDI), mainly in tourism, tobacco and mining, and short-term foreign credits.
However, these revenues could in no way compensate for the massive Soviet subsidies and aid to the
Cuban economy. The new pattern of development
and of international insertion is insufficient to
achieve Cuba’s economic and social development
goals over the long term and to insure a permanent
improvement in the standard of living of the population. The Cuban economy remains anemic and below its 1985 level despite some recovery since 1994.
With the decline of sugar, tourism and FDI already
felt in 2001 and 2002 and most other economic indicators pointing downward, including an increase of
inflation, the Cuban economy is on a new downturn.
In 2003 the country’s balance of payments has been
in its worst shape in several years and can only be expected to benefit partially from the improving international economic situation. The government’s erroneous policy responses have been a tightening of
controls (including foreign exchange controls)18 and
trying to increase social spending with the predictable results of increasing and widespread scarcities
and distortions as evidenced by the increasing exchange rate premium, as well as expanding budget

17. The establishment of the most basic of these mechanisms and practices, and a fair level playing field can be expected to unleash a
flurry of new investments and entrepreneurship, to spur productive dynamism, as well as to lower regulatory burdens and corruption, as
they did in the early 1980s and in 1994-1995. Both experiments with market mechanisms, incentives and practices were quite successful in Cuba and brought immediate results (Hernández-Catá, 2003). Aslund and Johnson (2003) consider that small and medium enterprises have played a key role in the successful transitions in Poland and Hungary and explain 50 to 60 percent of their GDP today.
18. Managers and foreign enterprises doing business in Cuba are in an uproar over the government’s move in July to introduce foreign
exchange controls for state-owned enterprises. They were ordered to hand over their dollars and were ordered from now on to buy dollars from the Central Bank for their imports and debt payments and local purchases from joint ventures in Cuba. Foreign suppliers and
businesses in Cuba that sell products to the state-owned enterprises complained that they will face further delays of over two weeks in
collecting payments and arrears from the cash-strapped state. Local analysts and businessmen say the measures were taken by the government in response to the hard currency crunch it faces due to a stagnant economy and scarce foreign investment.
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deficits that are being financed predominantly by
monetary expansion and decreasing capital formation. Therefore, the main ingredients for a new economic crisis are present.
The inadequate policies for the external sector are responsible for the unsatisfactory developments in
1990-2002 and have adverse implications for the sustainability of current economic recovery and financial inflows. Once again, an inward development
strategy for a small country has been exposed as an
economic loser. The failure of exports of goods and
services to expand, as expected, under the current institutional and policy conditions and development
strategy, risk the continuation of economic recovery.
Given the small size of the Cuban economy it is unfeasible to function as a closed economy and without
market mechanisms and institutions.
Prospects in the short and medium term are bleak.
The current strategy appears to be crumbling, like
the buildings in old Havana so many times mentioned in Zoé Valdés’ novels. Nevertheless, Castro
hangs on to his wishful vision, in spite of the hard-

nosed analysis made by the island’s academics and researchers on the island, hoping for some turn of fate
and blaming the U.S. embargo for the downturn. It
is hard for him even tacitly to admit a mistake. But
the island’s academics and researchers cannot follow
his irresponsible lead. Sooner or later they must address questions about this policy and strategy.
Although there is no agreed road map, Cuba needs a
new development strategy tailored to its own capabilities, constraints and opportunities to open its economy, to make reforms to be more competitive and efficient, and to develop more goods and services for
export that will permit increasing and sustained
growth. Cuba also needs to increase and diversify its
export basket and improve its debt/GDP ratio to reduce its external vulnerability. As discussed above,
trade liberalization is very important but it is not a
panacea. In order to work it must supported by
sound macroeconomic and exchange rate policies,
fundamental institutional changes addressing the
lack of market mechanisms and practices, and other
pro-export domestic policies.

REFERENCES
Manuel R. Agosin, “Comercio y Crecimiento en
Chile,” in Revista de la CEPAL, 68, 1999, pp.
79-100.

Comisión Económica para América Latina y el Caribe (CEPAL), Cuba: Evolución Económica durante
2001, LC/MEX/L.465, 21 de mayo de 2002.

Anders Aslund and Simon Johnson, Small Enterprises
and Economic Policy, Working paper, Sloan
School, MIT, April 22, 2003.

Comisión Económica para América Latina y el Caribe (CEPAL), Cuba: Evolución Económica durante
2002 y Perspectivas para 2003, LC/MEX/L.566,
24 de julio de 2003.

Julio Carranza, “The Cuban Economy during the
1990s: A Brief Assessment of a Critical Decade,”
in Pedro Monreal (editor), Development Prospects
in Cuba: An Agenda in the Making, London:
University of London, 2002, pp. 30-44.
Comisión Económica para América Latina y el Caribe
(CEPAL), The Cuban Economy: Structural Reforms
and Economic Performance in the 1990s, LC/
MEX/R.746/Rev. 1, 2001.

Zdenek Drabek and Joseph C. Brada, Exchange Rate
Regimes and the Stability of Trade Policy in Transition Economies, World Trade Organization,
Staff Working Paper, July, 1998.
Morris Goldstein, Managed Floating Plus, Policy
Analyses in International Economics 66, Washington, DC: Institute for International Economics, 2002.

149

Cuba in Transition

·

ASCE 2003

Paul Hare, Trade Policy during the Transition. Lessons
from the 1990’s, July 2000.
Ernesto Hernández-Catá, “Output and Productivity
in Cuba: Collapse, Recovery, and Muddling
Through to the Crossroads,” in this volume.
M. S. Khan and R. Zahler, “Trade and Financial
Liberalization given External Shocks and Inconsistent Domestic Policies,” IMF Staff Papers,
March 1985.
Anne Krueger, Nominal Anchor Exchange Rate Policies as a Domestic Distortion, NBER, Working
Paper No. 5968. Cambridge, Mass: 1997.
Anne O. Kruger, “Trade Policy and Development:
How We Learn,” American Economic Review,
March 1997.
Will Martin, Trade Policy Reform in the East Asian
Transition Economies, World Bank, Working Papers, No.2535, January 2001.
Frederic Miskin and Klaus Schmidit-Hebbel, One
Decade of Inflation Targeting in the World: What
Do We Know and What Do We Need to Know?,
NBER, Working Paper 8397, Cambridge, Mass,
2001.
Pedro Monreal (editor), Development Prospects in Cuba: An Agenda in the Making, London: University of London, 2002a.
Pedro Monreal “Export Substitution Reindustrialization in Cuba: Development Strategies Revisited,” in Pedro Monreal (editor), Development
Prospects in Cuba: An Agenda in the Making,
London: University of London, 2002b, pp 9-29.

150

Lázaro Peña, “The Sugar-Cane Complex: Problems
of Competitiveness and Uncertainty in a Crucial
Sector,” in Pedro Monreal (editor), Development
Prospects in Cuba: An Agenda in the Making,
London: University of London, 2002, pp. 96118.
Jeffrey Sachs and Felipe Larrain, “Why Dollarization
is More Straitjacket than Salvation,” Foreign Policy, No 116, 1999, pp. 80-92.
Amelia Santos-Paulino and A.P. Thirlwall, The Impact of Trade Liberalisation on Export Growth,
Import Growth, the Balance of Trade and the Balance of Payments of Developing Countries, University of Kent, June 2002.
Andrea Schaeter, Mark Stone and Mark Zelmer,
Adopting Inflation Targeting: Practical Issues for
Emerging Market Countries, IMF Occasional Paper 202, Washington: International Monetary
Fund, 2002.
Jeffrey Sachs, “Re-Thinking Trade Sanctions,” in
Project Syndicate, July, 2003 (http://
www.project-syndicate.org/commentaries/
commentary_text.php4?id=1283&m=series).
Joseph E. Stiglitz, “Some Lessons from the East
Asian Miracle,” World Bank Research Observer,
11, no. 2, 1996, pp. 151-177.
Verónica Silva, Estrategia Comercial Chilena en los
Años Noventa, CEPAL Serie Comercio Internacional 11. Santiago: Comisión Económica para
América Latina y el Caribe, 2001.
Juan Triana Cordoví, El desempeño económico en el
2002, Centro de Estudios de la Economía Cubana, 2002.

