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Is it Sustainable?

Ernesto Hernández-Catá

Official statistics indicate that the Cuban economy expanded at an exceptionally rapid pace during the first decade of the XXI century. The expansion was strong by international standards and very strong in comparison with Cuba’s own performance in the previous decade. This paper seeks to understand the factors that may have accounted for this performance, and asks questions about its credibility and its sustainability.

1. Characteristics of the recent expansion
Real GDP in Cuba rose at an average annual rate of 5.3 percent during the period 2000-2010 (Table 1, line 1).
 This was well above the growth of GDP in the world as a whole (3.7 percent), in the advanced countries (1.8 percent), and in Latin America and the Caribbean (3.5 percent), although it fell short of growth in the developing and emerging market economies (6.2 percent).
 Real GDP growth in Cuba was quite variable during this period, partly because it was affected by sizeable year to year movements in the terms of trade. It was less strongly correlated with world output growth than was the case for other country groups—not surprisingly since Cuba is a relatively closed economy. Population growth during the decade was very small, and therefore real GDP per capita increased at approximately the same rate as absolute GDP.
Growth in Cuba was also exceptionally high by historical standards. As illustrated in Fig. 1, the level of real GDP during the first decade of the XXI century was almost always higher than in the corresponding year of the previous decade. The exceptions were the first two years of each decade: real GDP in the first half of the 1990’s had been severely affected by the end of Soviet assistance to Cuba, and it was only in 2005 that output exceeded its peak level of 1989.
 The evolution of growth in 2000-10 decade features three distinct sub-periods: a moderate slowdown in 2000-02; a sharp acceleration in 2003-06; and a pronounced slowdown in 2007-10. (See Fig.2 which also illustrates the domestic and foreign components of growth). As explained more fully below, these sub-periods were associated with large changes in government spending, investment, and exports of services to Venezuela.
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Real GDP
Real domestic purchases

Total employment
Participation rate
Unemployment rate (a)
Labor productivity

Fixed capital formation
(% of GDP)
Capital stock, net
Utilization rate

Consumer prices

GDP deflator
Consumtion deflator
Money (M2)

Budget deficit (% of GDP)

Table 1. Cuba: Key Economic Indicators

Non-state sector share of:

Monetary earnings
Consumer purchases
Employment
Housing completions

Government subsidies
For enterprise losses
For price differentials
Other

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Indicators of Economic Activity
(percentage changes, unless otherwise noted)
59 32 14 38 58 112 121 73 41 14 24
40 39 04 47 47 68 165 41 29 -23 49
05 29 12 11 08 17 07 24 24 25 -17

04 11 03 00 01 15 00 22 14 09 -07
54 41 33 23 19 19 19 18 16 17 25
54 03 02 27 50 95 114 49 41 -11 41

126 119 106 9.6 97 105 135 129 134 119 113
88 84 86 73 55 43 45 57 97 88 87
14 100 42 36 24 56 02 90 59 30 -59

Indicators of macroeconomic stability
(percentage changes unless othewise noted)

30 -14 73 -38 -29 17 07 24 17 25 16
18 05 45 30 06 03 104 36 03 06 12
34 -05 01 07 -14 70 98 14 02 -0.8 05
59 176 104 -0.6 7.3 347 27 75 169 17 17

22 23 -30 3.0 -37 46 32 32 69 -49 -36

Indicators of efficiency
(percent of total)

121 128 127 141 127 156 132 121 156 17.1 205

286 283 280 281 251 229 189 19.2 193 196 20.6

218 288 180 183 204 196 182 171 169 162 16.1

519 520 285 53.1 460 635 733 571 582 446 36.0

Percent of GDP

104 85 92 97 96 101 96 105 150 120 101
19 12 24 33 31 32 20 13 17 12 32
73 60 57 55 48 35 26 28 45 57 35
12 12 11 09 16 34 50 64 88 51 3.4






Growth in 2000-10 was concentrated in the services sectors. Output fell in agriculture and in the sugar sector, while industry and construction jointly accounted for only 15 percent of the total increase in GDP. Among the tertiary sectors, transportation & communications, commerce, hotels & restaurants, and financial intermediation together accounted for almost 30 percent of the rise in real GDP. Other services combined for a remarkable 55 percent of the total rise in output: culture & sports (8 percent), administration and defense (6 percent); education (9 percent); and public health (a whopping 38 percent). 
Real GDP in the public health sector increased at an unbelievable average annual rate of 21 percent from 2004 to 2010—unbelievable, that is, until you learn that it reflected the activities of Cuban doctors and medical personnel in Venezuela and a few other Latin American countries. (More on this in the following sections). But there is more to the story. In 2005 the government announced that it would value social services at a much higher price than is customary in the United Nations system of national accounts. The most dramatic manifestation of this change apparently was an 80 percent increase in real GDP in the health and social assistance sector in 2005! Nothing, not even the rise in the output produced by Cuban medical and teaching personnel in Venezuela, could possibly justify such a massive increase which may have boosted official GDP in 2005 by as much as 5 percentage points.
 The average annual growth of employment in the period 2000-10 was 1.7 percent (line 2 of Table 1)—a relatively high number considering Cuba’s aging and stagnating population
 It resulted from a steep increase in the participation rate, particularly for women, which in turn reflected a political decision to send redundant employees (particularly in the sugar sector) to study programs, where they were counted as employed. In addition, there was a decline in the rate of unemployment from to 5.4 percent in 2000 to 2.5 percent in 2010. This is a remarkably low rate by international standards, but it is really not much to write home about since President Raúl Castro himself has suggested that there is a huge rate of hidden unemployment in the public sector. Nevertheless, the decline in unemployment is an indication of the absorption of economic slack during the period
Real gross fixed capital formation as a ratio to real GDP averaged 11.6 percent in 2000-20l0 (line 7). This was low by the standards of other developing and transition economies but well above Cuba’s average in the 1990s. (Investment had plunged in 1989-1994 following the end of Soviet assistance, although it had recovered during the rest of the decade). The fixed investment ratio declined in the first four years of the XXI century, but it surged in 2004-08 resulting in a rapid growth in the net capital stock (line 8). Moreover, the rate of utilization of the capital stock is estimated to have increased substantially during the decade (line 9). Most of the rise in investment in 2000-10 was attributed to the central government
The rate of increase in the official Consumer Price Index (CPI) averaged ½ of one percent in 2000-2010. Except for a spike in 2007, consumer price increases were low or negative throughout the period, significantly lower on average than in the emerging and developing countries and the Latin-American and Caribbean groups in the I.M.F.’s World Economic Outlook. Cuba’s inflation rate was surprisingly low, particularly in view of the rapid absorption in labor market slack during the period. As Oscar Espinosa Chepe (2000) has observed, the basket used in the official CPI includes only items sold in national currency markets, where many products remain subject to price controls. However, Vidal (2009) has pointed out that the CPI basket does include prices sold in informal and self-employment markets, with a combined weight of 30 percent. What is missing from the CPI basket, therefore, are items sold in convertible pesos (CUC) markets. Those prices are government controlled but they are occasionally raised by considerable amounts—Espinosa-Chepe mentions increases in diesel fuel and gasoline prices of 33 percent and 20 percent, respectively, in 2008. It should be noted that the deflators for GDP and household consumption increased somewhat faster than the CPI during the period, although movements in the three price variables were correlated (lines 11 and 12). The behavior of prices in the context of Cuba’s monetary policy is examined below in section 3.
2. Can Cuba’s recent growth be accounted for?
The massive contraction of Cuba’s real GDP in the period 1989-1993 could easily be explained by the collapse in investment associated with the cessation of Soviet aid. But only a very small fraction of the subsequent recovery and expansion during the period 1994-99 could be accounted for by the growth of factor inputs, i.e., capital and labor. Therefore, explanations for that period focused on the macroeconomic stabilization and structural reform measures adopted around 1993-94 which were thought to have boosted total factor productivity and therefore output growth.
 In particular, an extraordinarily strong fiscal adjustment brought down sharply the budget deficit and the level of state subsidies from the record levels recorded during the 1990-92 recession. Furthermore, various structural measures resulted in a significant rise in the participation of the private and cooperative sectors in the economy, and the de-criminalization of the use of the U.S. dollar helped to boost remittances from Cubans residing abroad. 
A neo-classical approach.
The situation in the first decade of the XXI century was quite different. First, as indicated in the previous section, the growth of employment and particularly of capital was strong and it is estimated to have made large contributions to the growth of output (Table 2). It should be noted that the estimated contribution of employment is probably overstated for two reasons: (i) students in the Cuban data are now considered employees rather than members of the inactive population; and (ii) an unknown but significant share of state employment has virtually zero productivity and is therefore inactive for all practical purposes. In addition to the brisk expansion of the capital stock, the rise in capacity utilization (a variable intended to capture the extent to which the capital stock is actually utilized), also made a substantial contribution to growth. 
Large terms of trade effects occurred from year to year, but they were relatively small for periods of 3-4 years. (See the Annex for an explanation of how the terms of trade effect was calculated). For example, there was a huge negative effect in 2008 due mostly to the collapse of world nickel prices and a rise in the price of oil, but this was partly offset by a sizeable terms of trade improvement in 2010 when both nickel and sugar prices rose. Residual growth (i.e., the growth of output that remains unexplained after taking into account the growth of inputs) remains large, which is not surprising in view of the mysteries of Cuban data and the limitations of the growth accounting framework used here. Much of the large positive residual shown for the period 2003-06 in Table 2 probably reflects the overstatement of output growth in the health sector that was referred to in section 1.
[image: image2.png]Table 2. Cuba: Accounting for the Growth of Real GDP

(percentage changes at annual rates)

2000-02 2003-06 2007-10 2000-10
Real GDP growth " 35 " 82 " 38 5.3
Contributions to GDP
growth of changes in:
employment 26 " 07 " 10 0.8
capital " 26 " 16 "25 22
capacity utilization " 16 " 09 " 09 11
terms of trade 06 7 02 " 04 | 03
residual 26 4.8 0.1 16

Sources and methods: see Annex





A keynesian approach.

The exercise presented in the previous section sought to account for the growth of output from the supply side. This section raises a different question: can the growth of production also be explained in terms of the expansion of the “exogenous” components of aggregate demand? Table 3 seeks to answer this question using a highly simplified keynesian framework. In this framework, investment, exports of goods and services, and government current expenditure are considered exogenous (i.e., independent of national income), while private consumption and imports are endogenously related to income through fixed marginal propensities. For simplicity, the Keynesian multiplier is assumed to be one.

It is clear from the table that the sharp rise in current government spending during the middle years of the decade (which affected all major categories of expenditure but mostly the social sectors) was the main source of growth in aggregate demand. It was followed by the growth of exports and investment. As explained more fully in section 4, the rising contribution of exports reflected mostly increasing exports of services to Venezuela. 

It should be noted that the results presented in Tables 2 and 3 are by no means contradictory or even redundant, but rather complement each other. Together they picture an economic expansion fueled by strong aggregate demand growth and rising utilization of resources, but with pressure on prices and the balance of payments limited (at least through 1997) by the simultaneous expansion of capital and labor, and therefore of potential GDP.
[image: image3.png]Table 3. Cuba: Growth of Real GDP and the
Exogenous Components of Aggregate Demand

(Percentage contributions to GDP growth, annual rates)

2000-02  2003-07  2007-10 | 2000-10

Growth of real GDP 3.5 8.2 3.5 53

Resulting from changes in:

1. Exogenous components of demand 23 79 36 4.7
Investment 05 18 0.0 07
Current government expenditure 0.9 43 1.1 22
Exports of goods and services 0.9 1.8 25 1.8

2. Terms of trade 06 02 -0.4 -0.3

3. Residual 1.8 0.2 0.2 0.9

Sources and methods: see Annex





3. The role of policies.
a. Macroeconomic policies

 In attempting to explain residual growth (i.e., that part of GDP growth not explained by input growth or terms of trade effects) we ask whether economic policies may have been at work. Beginning with macro-stabilization policies, the fiscal deficit of the central and local governments widened in relation to GDP from 2.2 in 2000 to 6.9 percent in 2008 before coming down to 3.6 percent  in 2010 (Line 14 of Table 1). The deficit averaged 3 ¾ percent of GDP for the decade as a whole, and never came close to the alarming levels recorded early in the previous decade. This is partly because much of the surge in state expenditure was accompanied by an increase in payments received from Venezuela for services provided by Cuban professionals. In sum, from the standpoint of macro-stabilization, fiscal policy was expansionary through 2008, and restrictive in 2009-10, i.e., since President Raúl Castro took control of economic policy.
Government subsidies to enterprises (an indicator of both macro-stability and efficiency) rose moderately during the recent decade. The government did a creditable job in further reducing subsidies for enterprise losses, which had been slashed in the early 1990s, although these subsidies jumped in 2010 (line 19). Subsidies associated with price differentials declined although they remained high; and a mysterious category of “other subsidies” surged. The behavior of state subsidies should be analyzed in historical perspective. Fig. 3 shows how the major types of subsidies evolved over the past two decades. 
Has monetary policy played a role in stabilization?  There is no perceptible correlation between inflation and money growth in the short run (see table 1, lines 10 through 13). In the long-run, however, there is a correlation between currency and prices, and between M2 and prices
. It is likely that monetary policy has restrained the growth of non-controlled prices (30 percent of the CPI basket). Inasmuch as 70 percent of the prices in the local currency sector are still controlled (and to the extent that they are not adjusted), changes in the money supply translate into changes in the monetary overhang rather than inflation, thus limiting, but not suppressing, the efficacy of monetary policy. In sum, inflation remained subdued in 2000-10 partly because of price controls and partly because a restrained monetary policy kept the expansion of aggregate demand from outpacing the rise in potential output in spite of the surge in government expenditure. An additional factor was the rigidity of nominal wages which are not indexed to inflation and in fact have risen very slowly during the decade. Finally, the interpretation of monetary policy is complicated by the fact that the published monetary aggregates include only assets denominated in pesos, excluding those denominated in CUCs. Therefore, the point made by Espinosa Chepe with respect to consumer prices is also relevant here.
 
The current account of the balance of payments was kept under relatively good control through 2007, but it came under substantial pressure in 2008. The value of Cuba’s merchandise exports weakened owing to the slowdown in world economic activity, and actually fell in 2009 as GDP in Cuba’s major trading partners, including Venezuela and Western Europe, dropped sharply. Receipts from tourism also fell in 2009, while interest payments on the country’s external debt surged. Against this background, and with import demand increasing rapidly, Cuba defended the exchange rate of the peso through intervention in the foreign exchange market, administrative restrictions on imports, foreign exchange rationing and, most dramatically, a freeze on CUC-denominated bank accounts held by foreign concerns. 
As Vidal (2009) convincingly argued, the central bank must have intervened heavily in both 2008 and 2009, with the aim of sterilizing the effects of unusually large fiscal deficits on the money supply and maintaining price stability. Whatever the short-run effects of that policy on domestic prices, it evidently helped to keep the exchange rate fixed. However, Vidal is right in that intervention is a costly way to maintain internal and external stability and that it would have been better to let the peso fall, thus changing relative prices and providing the incentives needed to improve the external balance. It is also important for the central bank to remember the heavy price paid by many countries that insisted on defending an overvalued exchange rate since the Mexican crisis of 1994, including  Russia, Turkey Indonesia, Korea, and Argentina. Finally, while there is no doubt that a depreciation of the peso will help to improve the current account, the improvement will materialize only if domestic expenditure is reduced relative to domestic output. In that fundamental sense, the tightening of fiscal policy under the Raul Castro administration was entirely appropriate, if not indispensable.
b. Structural policies
We now turn to micro-policies and begin by asking whether the private sector was allowed to play a more important role in the economy. Data on the private share of GDP are not available in Cuba, but there are a number of indirect proxies for the importance of the private sector, and they show a mixed picture. (Lines 15 to 18 in Table l). For example: 
· The monetary earnings of the non-state sector (particularly its non-agricultural component) increased rapidly during 2000-2010, and the non-state share of total monetary earnings surged from 12 percent of GDP in 1990 over 20 percent of GDP in 2010. These earnings reflect only payments received from state organizations and excludes payments among entities in the  non-state sector 
· Real household purchases from the non-state sector increased rapidly during the past decade, but less so than purchases from the state sector; the share of household consumption supplied markets in the non-state sector fell from 29 percent in 2000 to 21 percent in 2010. 

· Most disappointingly, the share of the non-state sector in total employment fell during the decade from 22 percent to 16 percent.
· The proportion of agricultural land operated by the non-state sector increase from 64 percent in 2007 to 83 percent in 2011, in spite of a drop on the share of UBPCs—the Basic Units of Cooperative Production that were created in 2004 and have been struggling since then. Most of the increase came from private farms and the Cooperatives of Credit and Services (CCS). However, as pointed out by Nova Gonzalez (2012), the conditions of land tenure remain fraught with uncertainties that discourage producers, and the prevalence of non-market prices squeezes farm profits and constitutes a major disincentive to producers.
· Finally, the private share of housing completions fell from 52 percent to 36 percent. This indicator is unreliable, however, because the series is extremely volatile.
It is very difficult to infer from these indicators that the relative importance of the private sector has increased or that this sector has contributed appreciably to output or productivity growth in the first decade of the XXI century. 

Has the economy become more open to foreign trade? The ratio of total trade (exports plus imports) to GDP did rise from about 23 percent in 1990 to 32 percent in 2010. But almost 60 percent of this increase reflected transactions with Venezuela, much of it in oil—hardly a sign of improved competitiveness. Nevertheless, Cuban imports in general remain highly sensitive to changes in national income; Vidal (2008) has estimated the income elasticity of imports at 3. 
Was there evidence of fiscal decentralization? None that is very persuasive. The share of total government expenditure executed by local jurisdictions oscillated between 30 percent and 34 percent n recent years, without exhibiting any discernible trend. The share of investment carried out by the central government rose from 46 percent in 2000 to almost 82 percent in 2007, but then dropped to an annual average of 62 percent in 2008-10. Local governments are still barred from undertaking capital projects.

To sum up, it is hard to find evidence that structural measures helped to improve economic performance in the first decade of the XXI century. This was to be expected given the policy changes introduced in the middle of the decade that amounted to a wholesale backtracking from the market liberalization measures adopted in1993-94. These changes included the harassment and over-taxation of the small private services sector, the prohibition of several self-employment activities, and various measures that reduced sharply the autonomy of state enterprises, culminating in the obligation to deposit all hard currency earnings in a single account (cuenta única) at the Central Bank. Another harmful measure adopted in 2003-04 was the re-prohibition of the U.S. dollar, effectively ending the period of dollarization that had started in 1994. The old system was replaced by an abstruse multiple exchange rate system that introduced numerous distortions and discriminates against export-oriented enterprises while subsidizing import-intensive lines of production.
 The evolution of the exchange system is summarized in Table 4. 
[image: image4.png]Table 4. Cuba: Evolution of the Multiple Exchange rate System

1994 2000 2001 2003 2004 2005 2011
legalized replaced by  ceases to be
U.S. dollar <————dollarization period > CUC  legaltender
Cubanpeso® < Fixed against US $ throughout the period-—————————————>
cuc® introduced< <—————— functions as currency board——————> revalued ~devalued
vspeso  vs.US$
Exchange rates
PesolU.S. $
Official 1.0 1.0 1.0 1.0 1.0 1.0 1.0
Informal © 95 21 24.2 24.2 24.2 223 223
Pesos/cuC 21 21 2627 2627 2627 2425 2425
cuc'siu.s.$ © 1.0 1.0 0.93 0.93 0.93 0.93 1.00
Currently used in inter-enterprise transactions and for official accounting.
Peso Cubano Convertible
Implicit exchange rate based on the peso/CUC and CUC/dolar rates.
In exchange houses (CADECA); applies to household transactions.
A 10 % tax on conversion of dollars into CUCs applies since 2005.





But things have changed since then. Indeed, some measures that could have a significant effect on productivity have recently been adopted or announced. 
· First, the list of employment categories authorized to operate legally has been expanded although it remains small, and prohibition in the absence of explicit authorization remains the rule. Moreover, categories such as engineers, accountants, economists, doctors and nurses, professional athletes and educators, remain confined to the state sector. Yet they could make a substantial contribution to economic activity and welfare if they were allowed to operate privately.

·  Second, sales and purchases of homes and cars by residents have been authorized. 
· Third, implementation of a plan to fire as many as half a million employees from the public sector (roughly one tenth of the workforce) has started. CEPAL (2012) has reported that the number of self-employed at the end of 2011 had reached 380 thousand, compared to 147 thousand at the end of 2010. By itself, this would have increased the share of private employment during 2011 from 16 percent to almost 21 percent. A further substantial transfer of employees from the public to the private sector—provided the latter is ready to absorb them— would help to reduce disguised unemployment and greatly increase  the average productivity of the national labor force. 
· Fourth, a legal framework that would authorize access to bank credit by the self-employed, microenterprises, and private farmers was published in 2011 (Vidal, 2012, provides a full description). The framework also considers the possibility of (i) allowing households to access bank credit to purchase houses and cars; and (ii) authorizing the private sector to use bank deposits to effect payments. This could have implications for the conduct of monetary policy since the private sector so far has been restricted to the use of currency for payments, complicating its relations with state enterprises that operate almost exclusively with bank accounts.
· Fourth, sales of various consumer goods (including computers and DVDs) have been authorized. 
· Finally, permission given to Cuban citizens to visit hotels heretofore reserved for foreign tourist eliminates an unjust and unnecessary form of discrimination. 
As promising as they are, however, these measures are very recent, and they could not have influenced economic performance in the period under review in this paper. Moreover, these measures still have to be implemented in full. Even if they are, serious distortions would remain in many sectors of the economy, including import and foreign exchange controls, limitations on the size of private firms and on the autonomy of state enterprises, interest rate controls, and an absurd multiple exchange rate system. Last but not least the system of price controls continues to distort resource allocation and interfere with the effectiveness of macroeconomic policies. A particularly sad example of the damage caused by this system is the exploitation of Cuban farmers through the imposition of high input prices and low sales prices by the bureaucratic empire of Acopio.
3. Dependency and Sustainability

In several periods of its independent history, Cuba has been highly dependent on various forms of assistance granted by foreign nations. For a long time in pre-revolutionary days, Cuba received assistance from the United States in the form of a preferential sugar quota. In the 1980s Cuba received massive amounts of aid from the Soviet Union, mostly in the form of subsidies on oil imports and on nickel and sugar exports. Now Cuba is the beneficiary of subsidies on imports of Venezuelan oil and of large payments for the services rendered in Venezuela (and other Western Hemisphere countries like Bolivia and Nicaragua) by Cuban doctors, teachers, military and security personnel. These payments far exceeded the value of salaries that would have been paid in line with normal international standards (See Castañeda, 2011).
Table 5 shows two rough proxies for Venezuelan payments to Cuba. By way of comparison, it also shows Soviet assistance flows in the 1980s, which were very large until they suddenly vanished in 1990 because the Soviet Union disappeared and Russia could not afford, and did not wish, to continue carrying the burden. Precise information on Venezuelan aid to Cuba is not available from the countries involved, but the two indicators published by ONE and presented in Table 5 can help to gauge its magnitude. They suggest that recent inflows of Venezuelan aid may have been almost as large as the peak values of Soviet aid in 1986-88, i.e. more than 20 percent of Cuba’s GDP. Cuba’s dependence on Venezuelan payments is reflected in both the balance of payments and the fiscal accounts.
[image: image5.png]Table 5. Cuba: Estimated Foreign Assistance Inflows in the 1980's and the 2000's

Flows from the Soviet Union in the 1980s

Billions of dollars.
Percent of GDP

Flows from Venezuela in the 20005
Budget proxy
Billions of dollars.
Percent of GDP

BOP proxy
Billions of dollars.
Percent of GDP

1985 1986 1987 1988 1989 1990
45 45 45 45 22 0.0
22.3 22,9 23.3 22.2 10.7 [
2005 2006 2007 2008 2009 2010
4.4 5.0 8.5 13.7 14.9 14.7
104 9.4 14.4 22.5 24.0 22.8
3.4 3.6 45 5.2 5.8 7.7
8.1 6.8 7.7 8.5 9.3 12,0




Sources and methods: see Annex
Effects on the budget and economic activity. 
Table 5 presents two kinds of rough indicators: Venezuela’s total contribution to Cuba’s budgetary revenue (the “budget proxy”); and the value of services provided by Cuban personnel abroad (the “BOP proxy”). The BOP estimates are close to those reported, typically for one year only, by other authors. For example, Castañeda (2011) cites estimates of $4.5 billion for 2006, $5.2 billion for 2007 and $6.4 billion for 2008, while Lopez (2012) reports an annual average of $5.1 billion for 2007-10. The “BOP” numbers are, of course, a part of the “budget” numbers. The difference between the “budget” and the “BOP” proxies—a difference that had been growing rapidly until 2009—reached $7 billion in 2010. Part of that difference probably reflects Venezuelan price subsidies on Cuban oil imports (possibly some $ 3 billion) and the proceeds from Venezuelan oil sold in the open market by Cuba. It may also reflect an over-estimation of Venezuelan payments by the “budget proxy”, which probably include items unrelated to those payments (up to perhaps $ 2 billion). 
 The remaining $2 billion difference could reflect transfers from BANDEC, the Venezuelan Banco de Desarrollo Económico y Social or, of course, from errors in the estimates. Otherwise there would be an interesting question as to where that money came from and where it went.
 

A large part of the revenue from Venezuelan aid is offset in the budget accounts by matching expenditures on Cuban personnel abroad and subsidies on Cuban oil imports from Venezuela. But on the basis of published data, it is impossible to ascertain whether the remainder has been used to finance expenditure or to reduce the deficit.  In the end, it is likely that the effects on the fiscal deficit of discontinuing Venezuelan payments to Cuba would not be very large. Unfortunately this cannot be said about the effect on economic activity. The estimated impact on real GDP of ending Venezuelan payments (including the doctors/teachers program and the subsidization of oil imports) would be, using 2010 as a baseline, in the order of 9 billion dollars in real terms, or approximately 11 percent of real GDP.
The balance of payments: how will food imports and interest payments on Cuba’s debt be financed? 
Since 2004, the Cuban balance of payments has shown a rising trend in two important items: (i) the merchandise trade deficit; and (ii) interest payments on Cuba’s external debt.
 The trade deficit reflects large and growing fuel and food imports (about one half of total imports in recent years) as well as the depressed level of exports. 

The twenty-year period illustrated in Fig. 4 can be broken down into three sub-periods.

    (1) From 1989 to 1993 the trade deficit narrowed as the disappearance of Soviet assistance forced a sharp contraction of imports.

    (2) From 1994 to 2003 the combined negative items rose and then stabilized at a high level, as the trade balance deteriorated. But this was compensated by a strong rise in tourism, and later by the rapid increase in remittances received by Cuban residents from their relatives abroad following the de-criminalization of the U.S. dollar in 1993-94.

    (3) After 2004, interest payments and net imports surged while foreign remittances declined following the restrictions imposed in 2005, and tourism ran out of steam around the turn of the century. All of this, however, was offset by an explosion in a new category of non-tourism services: receipts from the state-sponsored activities of Cuban personnel stationed mostly in Venezuela. Considering Cuba’s inability to sustain a massive increase in borrowing from world markets, this “Venezuelan miracle” avoided the need to slash imports or interest payments, both of which would have been problematic in Cuba’s circumstances.
The miraculous advent of the new “special transactions” prevented the Cuban balance of payments from crashing. Whether or not these transactions represent economic value is a matter of taste (it might be argued that some of them represent negative value). What is clear is that if these transactions were to disappear, or to fall substantially, Cuba could face a severe balance of payments crisis.
 
What should be the policy response?
Following the end of Soviet assistance in 1989-1990, the Cuban government reacted to the disappearance of foreign subsidies and loans by providing massive subsidies to state enterprises from its own the budget. The resulting fiscal deficits were financed by monetary expansion and, with most prices rigidly controlled, this led to a huge monetary overhang and to forced saving on households. It was all a big mistake, and a steep contraction of capital formation and production could not be avoided. After this short and disastrous attempt to deal with the crisis by brute force, in 1993-94, the Cuban government launched a far-reaching stabilization plan involving a sharp across-the-board reduction in government expenditure, including in particular a massive cut in subsidies to loss-making state enterprises and structural measures that fostered economic recovery from the supply side. The economic history of that period provides invaluable lessons that should not be forgotten. 
Now, the sudden interruption of Venezuelan aid could result in a contraction in real GDP of at least 11 percent of GDP—half as large as the shock resulting from cessation of Soviet aid in 1989 and with dramatic consequences for the standard of living of the population. Clearly, it would not be wise to hope that this will never happen, to wait until it happens, or to wait for another “miracle” to occur. Extending the doctors and teachers’ program to Angola and Algeria will not be a permanent solution. And waiting for oil to flow out of the Caribbean wells on a cost-effective basis would be risky and could take too much time. The only way out is an audacious program of structural actions to remove those state controls that stifle the country’s capacity to produce, to invest, and to export. This program should include:
·   the end of price controls;
·  the unification of the exchange system and the end of the fixed exchange rate for the Cuban peso;
· an aggressive plan to increase the number of employment categories opened to the private sector;

· The continuation of the policies to reduce public sector employment and increase the flexibility of wages;
· An intensification of the ongoing efforts to reform the banking system and expand the availability of credit to the non-state sector, particularly in agriculture.
These actions should be coupled with restrained monetary and fiscal policies aimed at avoiding an explosion of the budget deficit and the hyperinflation that would inevitably result in the hopefully growing, non-regulated sector, particularly during the period following the devaluation of the peso. Finally, a gradual restructuring of the budget should be started. It would involve a shift in expenditure from budgetary subsidies and from the education and health sectors (\which could happen automatically with the ending of Venezuelan programs), to social security (a sector in financial difficulty) and social assistance, including the creation of a system of unemployment insurance.
Conclusion

Income and production increased rapidly in Cuba during the first decade of the XXI century. Growth was fueled by a surge in government spending and a boom in services exports and investment—all of them made possible by rapidly increasing in payments received from Venezuela. The expansion in both domestic and foreign demand during the decade did not visibly result in higher inflation or in a massive deterioration of the country’s external position, partly because potential output also increased rapidly reflecting the strong performance of investment. (In this connection, it is a good thing that part of the Venezuelan money was used to finance capital formation rather than consumption.) However, capacity utilization also increased markedly, and the gap between actual and potential GDP must have dwindled considerably, leaving little room for supply to respond to additional demand pressures. 
While there was no explosion in the current account of the balance of payments for most of the decade, severe pressures did emerge in 2008 and the authorities had to restrict imports, ration foreign exchange, and take measures that damaged the nation’s reputation in world financial markets. The Central Bank also intervened on a large scale to keep the exchange value of the Cuban peso fixed—a policy that cannot continue forever.
The large size of Cuba’s dependence on Venezuelan aid makes the country hostage to fortune. A sudden interruption in such aid would trigger a deep recession and put the balance of payments in a critical position. Therefore the structural measures that were taken or announced in 2009 and 2010 should now be extended and pursued much more aggressively. This will not be easy. But as Russia’s former Finance Minister Boris Fedorov once said, dependence on foreign largesse is a luxury that a free country cannot afford.

Annex: Sources and Methods
Note: References to the Anuario Estadistico de Cuba of the Cuban Statistical Office (Oficina Nacional de Estadísticas or ONE) are to various, issues of the publication. References to table numbers are to the 2010 issue. The same applies to the reports on Cuba of the Economic Commission for Latin America and the Caribbean (CEPAL). 
Table1

Line 1. Real GDP at constant 1977 prices. From, Anuario Estadístico de Cuba, Cuadro 5.1. Figures before 1996 were converted from base 1981 to base 1997 by applying to the first observation of the base- 1997 series the corresponding percentage changes of the base-1981 series and then extrapolating backwards to extend the levels of the 1997-based series. 
Line 2. Real Gross domestic purchases. Obtained by subtracting net exports of goods and services from GDP. (ONE Cuadro 5.)
Lines 3 to 5. Total employment, participation rate and unemployment rate. From ONE, Cuadro 7.1. 
Line 7.Gross fixed capital formation (in constant 1997 prices) as percent of real GDP. ONE, Cuadro
5.15.
Line 8. The net capital stock series was derived by using the perpetual inventory equation:
(1)                                                           Kt  = (1-δ) (Kt-1 + It)

Where K is the capital stock net of depreciation. The starting level of the net capital stock K0 was calculated by using the formula proposed by Madrid Aris (1998): K0 = I0/(δ+gY0) where I is gross fixed capital formation in constant 1997 prices, δ is the rate of depreciation, gY is the growth rate of output. The subscript 0 indicates the benchmark year which was chosen to be 1989 when output was probably not far from potential. Following Madrid-Arris, δ was set equal to 4.5 percent, which may be on the low side for Cuba. 
Line 10, Consumer prices, percentage changes from CEPAL.
Lines 11 and 12. GDP and private consumption deflators. ONE, Cuadros 5.4 and 5.16
Line 13. Money supply (M2). Currency plus peso time and saving deposits. From ONE, Cuadro 6.3 and CEPAL.
Line 14. Budget deficit, central and local governments, from ONE, Cuadro 6.2.
Line15. Non-state share of monetary earnings. ONE, Cuadro 6.1.These are payments received by the non-state sector from the state sector and exclude intra-sector payments. The non-state sector includes the private non-farm sector, the UBPC’s and other agricultural cooperatives, and private agricultural producers. 
Line 16. Non-state share of consumer purchases. Share of consumer purchases supplied by non-state markets
Line 16.Non-state share of total employment. ONE, Cuadro 7.2.
Line 17.Non-state share of housing completions. ONE, Cuadro 12.1.
Lin 18. Subsidies to enterprises. ONE, Cuadro 6.2.

Table 2.

The estimated factor contributions were derived from the linear homogeneous Cobb-Douglas production function: 

(2)                                      gY = (1-α) gL  + α gK  + α ρ + gA
where α is assumed to be to 0.7, g is the percentage change operator, Y, L and K stand for output, employment and the capital stock respectively; gA  is residual growth (which includes total factor productivity growth and a terms-of trade effect); and ρ is the unobservable rate of utilization of the capital stock. There is no easy way to estimate ρ, but one possibility is to assume 
                                                                          ρ = Eφ 
where E is the labor utilization rate (proxied by the ratio of employment to working age population) and φ is a constant.
The growth of potential GDP is:

(3)                                            gY* = (1-α) gN  + α gK + gA

where N is the population of working age. Subtracting equation (3) from equation (2) and taking the definition of ρ into account, the percentage change in the capital utilization rate can be expressed as a weighted average of capacity utilization rates for labor and output. Using values for the year 1989 and assuming the growth of potential GDP was negligible that year, the following relation will hold approximately 
φ ≈ gY / α gE + [(1-α) / α]
Following the methodology used by the U.S. Department of Commerce, the term of trade effect was calculated as the difference between actual GDP and command GDP (see U.S. Department of Commerce, Survey of Current Business, Table 1.8.6). This can be expressed as:
T = x (px/p - 1) – m (pm/p - 1)

where T is the terms of trade effect, x and m are export and import volumes respectively; px and pm are export and import prices; and p is the deflator for gross domestic purchases. The variable used in the table was defined as the change in T divided by GDP in the previous period.
Table 3.
GDP, investment, government expenditure and exports of goods and services, all in constant 1977 prices, are from ONE, Cuadro 6.3. The contribution of each of these variables is calculated by taking first differences and dividing by GDP in the previous period. The terms of trade effect is calculated as in Table 2. 
Table 5. 
Data on Soviet aid was provided to the author by Manuel Madrid-Aris except for the numbers for 1989 which came from conversations with Russian officials.
The “BOP proxy” for Venezuelan aid is the difference between exports of services and earnings from tourism. (ONE, Cuadros 5.1, 5.2, and 5.11; and CEPAL, 2012).
The “budget proxy” is from the line labeled “otros ingresos no tributarios” (“other non tax revenue”) in the budget for the general government (ONE, Cuadro 6.4). ONE notes that this item consists of “external payments” and “price differentials from foreign trade”. It is therefore likely that it includes most payments from Venezuela, although it possibly includes other items, which could be the source of errors in the estimates.
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Endnotes


�  I would like to thank Pavel Vidal, Lorenzo Pérez, Rolando Castañeda and Luis Luis for their valuable comments on previous drafts of this paper.


�  This paper uses mostly data published annually by Cuba’s National Statistical Office (Oficina Nacional de Estadísticas, or ONE). In its annual publication, the Anuario Estadístio de Cuba, ONE publishes a large number of statistical series on all aspects of the Cuban economy. It should be noted, however, that certain sectors are insufficiently covered, such as the balance sheets of the Central Bank and the banking system, and that some information has not been published for several years, notably on the balance of payments. Most importantly, the methodology used in deriving some of the statistics reported by ONE may not conform to international standard. This is particularly the case for the data on GDP originating in the health and education sectors of the economy, as discussed in the first section of this paper.


� References to the “first decade” of the XXI century relate to the 11-year period 2000-2010. 


�  Numbers for international groupings are from the International Monetary Fund’s World Economic Outlook, various issues.


�  Population increased by 1/2 of one percent (annual rate) in 2000-2010, remained virtually unchanged during the second half of the decade, and actually fell in 2010. The population of working age rose by even less (1/3 of 1 percent); it also fell in 2010, as did employment and the labor force.


�  See Hernández-Catá (2000). 


�  These are, of course, highly simplified assumptions. In particular, imports are determined not only by national income, but also by administrative controls; and both exports and imports also depend upon relative prices. 


� M2 is currency plus time and saving deposits denominated in non-convertible pesos.


� This is an area where secrecy complicates analysis. A price index constructed as a weighted average of prices in national currency and in CUCs would help the analysis of monetary policy, as would information on the share of prices subject to state control.


�  The numbers for non-government investment were obtained by subtracting government investment (budget basis) from total investment (national accounts basis). They must be interpreted with caution because of methodological differences between the two series.


�  For a very clear analysis of the problems involved see Vidal (2009 and 2012).


�  In the case of health practitioners and educators, permission to operate privately could help to avoid unemployment if and when those now working abroad were to return home. 


� Lopez (2012) estimates these contributions at roughly $ 4 billion a year 2007-10. 


�  Because they are derived from budget or balance of payments statements, the estimates in Table 5 do not include “below the line” items such as loans or investments by BANDEC. In principle, these numbers should be recorded in the capital account of the balance of payments.


�  For a comprehensive analysis of developments in the external sector, see Pérez-López (2011). See also Pérez (2009).


�  The Cuban authorities may be able to delay the adjustment by dipping on their foreign exchange reserve if there are any left after several years of large scale intervention to defend the peso. Cuba has not published capital account data for several years now. However, Luis Luis (2010) has estimated, using Bank for International Settlements (BIS) data, that Cuba accumulated assets in BIS-area banks to the tune of US$4 billion during the period 2005-2009. The part of that increase corresponding to the Central Bank of Cuba is unknown.


�  At the Conference on Russia’s Economic Reform held in Stockholm in June 1994. In response to an injunction by Jeffrey Sachs to suppress hyperinflation by fixing the value of the Ruble and borrowing massive amounts from abroad.
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