Chapter li

A Historical Background of

Economic Reform

1. [ntroduction

Since the collapse of the centralized socialist
system in the Soviet Union and Eastern Europe, as
well as the collapse of the Council for Mutual
Economic Assistance (CMEA), Cuba has faced its
greatest socio-economic crisis since the revolution,
and to overcome this crisis, has been implementing
a series of extraordinary economic reforms over the
past few years. Although certain notable results are
evident in this regard, the external crises just men-
tioned have greatly affected Cuba’s economic situa-
tion, and the country has yet to recover completely.

Not all of the problems which Cuba presently
faces, however, can be attributed to the sudden
changes in international relations experienced
since 1989. The Cuban economy, which, particularly
since the 1970s, has accomplished a certain degree
of development following the 1959 revolution, fell
into unmistakable stagnation in the second half of
the 1980s. The post-revolution pattern of economic
development, as well as its institutional framework,
have begun to exhaust, and at least some parts of
the present reforms are in reality an attempt to deal
with these structural problems. In this sense, a
simple review of the chronology of the past few
years will not provide a true understanding of the
range and significance of these reforms. Although
at first glance a roundabout way, a review of the
form taken by postrevolution economic develop-
ment, of the internal and external institutional struc-
tures which regulated this development, and an
understanding of the background leading to the
structural crisis in the second half of the 1980s is
necessary. Furthermore, consideration’ of the con-
tinuous economic reforms, their effects and rel-
evant issues based on an adequate evaluation of the
influence of the external shocks sustained by Cuba
since 1989 is also necessary. The issues dealt with in
Chapters 2 and 3 are just rooted in these elements’.

The first section of Chapter 2 offers an over-
view of historical background up to the end of the
1980s. After presenting a series of post-revolution
institutional changes and economic growth perfor-

mance, the growth mechanism at that time will be
considered as representative of extensive import-
substitution industrialization, and its institutional
and social background will be discussed. The sec-
ond section of this chapter considers the stagnation
and desequilibrium experienced in the second half
of the 1980s and the sources of this economic
deterioration. A summary and conclusion are also
presented at the end of this chapter.

2. Historical Background

(1) Post-Revolution Institutional Change

As is well known, prior to its revolution, Cuba
was a capitalist developing country dependent on
sugar exports. Following the revolution, however,
the 1961 Socialist Revolution Proclamation threw
the country’s economic institutional structures into
dramatic change (Table 2-1).

First, Cuba’s international relations were af-
fected by (1) economic sanctions implemented by
the United States (measures prohibiting imports
and exports), (2) the strengthening of ties with
centralized socialist countries such as the Soviet
Union and those in Eastern Europe, and (3) Cuban
participation in the international economy taking
the form of a state monopoly on trade. Sanctions by
the United States represent retaliatory measures
against the nationalization of means of production
(assets of the United States companies were also
frozen), which will be discussed later. Depending
mainly on sugar exports to the United States prior
to the revolution, these sanctions dealt Cuba a
deadly blow. Strengthened ties with socialist coun-
tries, on the other hand, acted as a buffer against
this loss; this issue will be dealt with in further detail
later. The state monopoly on trade in Cuba is
relevant to our next point. This monopoly repre-
sents an intrinsic part of the centrally planned
economic system, putting foreign trade under cen-
tral control. This monopoly was also intended to
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Table 2-1 Changes of Institutional Structures in the Cuban Economy

1960s to First Half of 1980s
Extensive Import-Substitution
Industrialization

Second Half of 1980s
Structural Crisis

1990s
Composite Crisis and Reform

International
Relations and

Economic sanctions by the United
States; relationship of division of

Suspension of
negotiations on

Collapse of centralized socialism in
the Soviet Union and Eastern Europe

Between State
and Economy

Communist party; nationalization of
production means; formation of
centrally planned economic system;
very limited decentralization (SDPE)
and liberalization (agricultural free
market, etc.); soft restrictions on
budget

of planning;” further
easing of budget
restrictions;
ideological
constriction
(“rectification”
movement)

Forms of labor with the Soviet Union and external debts with and of CMEA structure of

Participation | Eastern European countries Western countries and | preferential trade and assistance;

in (membership in CMEA); generous moratorium; gradual | strengthening of economic sanctions

International | assistance from CMEA member decline in available by the United States; difficulties in

Economy countries; excessive protectionism aid from CMEA external debt negotiations; gradual

under state monopoly on trade countries elimination of state monopoly on

trade; conversion to promotion of
foreign investment; legalized
possession of dollars

Relationship Single-party control by the Signs of the “failures | Ad hoc reform forced by external

crises; a certain degree of
decentralization; recognition of
various forms of possession and
management (increase in stock
companies, conversion to
cooperatives of state-run farms,
expanded approval of self-
employment); introduction of free
markets; inertia of centralized
regulation; from maintenance of soft
budget restrictions (1990-1993) to
hard budget restrictions (from 1994)

Corporate Dominance of vertically integrated Expansion of Expansion of corporate deficits; a
Organization |large-scale state-run companies; weak | corporate deficits; certain extent of reform
and Relations |competition and division of labor pioneering attempts | (downsizing, division and
Between between enterprises; control of at reform in military | decentralization, financial
Companies agriculture by state-run farms enterprises independence); germination of
competition between enterprises;
underdeveloped division of labor
between companies and industrial
organization
Labor Full employment; tradition (pre- Average-wage growth |Separate wage scales (still egalitarian,
Relations revolution) and resuscitation (from |rates surpass but higher wage structure) and
1970s) of labor movement; limited productivity growth | special material incentive system in
introduction of quota system and rates; pioneering strategic industries; continuing
scientific management; egalitarian attempts at reform in | reform in military enterprises;
wage structure and piecework wage | military enterprises massive dismissals accompanying
system with little material incentive; | (strengthening labor | corporate reform and introduction
minute job classification; substantial |discipline. of flexibility (with fixed
social welfare and “human introduction of compensation); fundamental
development” flexibility in job and | maintenance of social expenditure
wage structures) (slight retreat)
Financial Ultra-centralized system controlled in | Permission of real- From centralization inertia (until
System all respects by the sole bank side economic 1993) to functional division and
(National Bank of Cuba); passive role | imbalance and soft decentralization (from 1994);
of money budget restrictions preparation for establishment of
autonomous central bank
Source: Materials compiled by author




protect domestic industry at the same time. An
additional point relating to Cuban participation in
the international economy was the possibility of
foreign investment (1982 foreign investment legis-
lation) in the context of limited decentralization
which will also be discussed in more detail later.
This treatment of foreign investment was also
strongly regulatory in its nature and resulted in little
practical effect.

Second, the relationship between the Cuban
state and the economy was modeled on the cen-
trally planned economic system implemented by
the Soviet Union and Eastern European countries,
and a structure in which the state was committed to
every aspect of the economy was instituted. A
- Communist Party-controlled political regime and
nationalization of means of production formed the
institutional base for this structure?. Although even
agriculture was not necessarily completely collectiv-
ized in some Eastern European countries such as
Poland, the relative importance of the state-
operated sector, incorporating agriculture as well,
was extremely high in revolutionary Cuba (until
1977, the state operated approximately 80% of
agriculture and 100% of other sectors®). Limited
reform of the centralized system, such as expanded
corporate autonomy, also began to be pursued in
the 1960s in the Soviet Union and Eastern European
countries, but Cuba remained committed to its
out-dated ultra-centralized planned economic sys-
tem. A “system of economic direction and planifica-
tion” (SDPE), also modeled on Soviet and Eastern
European reform and decentralization, was intro-
duced in 1976, but as is well known, this system was
also in reality strongly centralized in its nature®,
Although a free agricultural market was established
in this context, this was eliminated in 1986. In this
respect, it should be noted that a system of bonuses
for company managers, common to the systems of
Cubuss allies, was never adopted in Cuba®, resulting
in an exceedingly “Communist” relationship be-
tween the state and the economy.

Third, extremely large-scale and vertically inte-
grated corporate organizations were formed. Al-
though the majority of pre-revolution companies
were privately operated, these were generally small
enterprises, with the exception of certain foreign-
capital firms and sugar industry companies. As
already described, however, because complete na-
tionalization, exceeding even that of other central-
ized socialist countries, was enforced after the revo-
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lution, a conversion to large-scale management that
inclnded newly established companies was pur-
sued. At the end of the 1980s, the average company
in the industrial sector held 15 million pesos (offi-
cial rate of one peso to the dollar) in fixed assets,
employed approximately 1,300 people and main-
tained an annual production volume of 12 million
pesos®. Controlled by latifundio prior to the revo-
lution, the dominance of the agricultural sector by
extremely large-scale farms was finally ensured with
two sets of farmland reform (in 1959 and 1963). The
average operating size of newly controlled state-
operated farmland breaks down to 13,110 hectares
for sugar cane, 10,822 hectares for citrus and other
fruits, 32,760 hectares for rice, 2,778 hectares for
tobacco, 24,865 hectares for cattle raising and 4,276
hectares for other crops from 1990 figures’. An-
other feature related to the postrevolution corpo-
rate organizational changes was the vertical integra-
tion instituted within enterprises and corporate
trusts. These enterprises tended to be self-sufficient
in terms of materials and other aspects of opera-
tions®.

Fourth, the following effects were evident in
labor relations: (1) establishment of the principle of
full employment, (2) traditional labor union activi-
ties and the revitalization of these activities from the
beginning of the 1970s, (3) introduction of labor
and production organizations based on a quota
system and on a scientific management (Taylor-
ism)?, (4) introduction of a piecework wage system
with little material incentive in combination with an
egalitarian base wage structure (Table 2-2) and (5)

Table 2-2 Wage Scale for Workers:
1962 and 1980

1962 1980
Major Job | Coefficient | Wage Rate | Coefficient | Wage Rate
Divisions
I 1.00 0.43 1.00 0.49
11 1.15 0.50 1.14 0.56
111 135 0.58 1.31 0.64
I\ 1.57 0.67 1.51 0.74
\% 1.85 0.79 1.74 0.85
VI 2.17 0.93 2.01 0.98
VH 2.56 1.09 2.33 1.14
VIII 3.08 1.31 2.72 1.33
Note: Basic wages on hourly basis for manual laborers

employed in non-agricultural sectors.

Sources: Figures for 1962 were compiled from Gonzilez
1974, p. 79.
Figures for 1980 were compiled from Gazeta
Oficial, 7 de Julio de 1980, p. 499.
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improved living conditions for workers through the
establishment of a welfare system in its broadest
sense (health and sanitation, education, housing,
and social security). The improved conditions for
workers can be considered a prototype of what the
United Nations Development Program calls “Hu-
man Development”, and are in fact one achieve-
ment by the revolution of which Cuba is proud. It is
certainly true that a comparison between Cuban
and neighboring Latin American social indices, for
example, confirms this accomplishment. When the
comparison is expanded, however, to include other
countries, it becomes obvious that Cuba does not
necessarily have a monopoly on human develop-
ment'’. The interdependent relationship between
the first four measures just listed and their macro-
economic implications will be discussed later.

Fifth, Cuba incorporated an ultra-centralized
financial system controlled entirely by its national
bank. Under the centrally planned economic sys-
tem, in which prices and wages were uniformly
fixed from above, the country’s currency was de-
prived of an active function as a measure of value
and played only a passive role in distribution and
savings. The National Bank of Cuba monopolisti
cally controlled the flow of this functionally limited
currency corresponding to the demands of central
planning. In the same respect, the functioning and
authority of the central, ordinary commercial, in-
vestment and exchange banks were concentrated in
the national bank, forming an “accounting center”
on a national economy scale. This bank as well as
public finances directed budget restrictions in the
macroeconomy.

(2) Economic Growth Performance until
the End of the 1980s

In the midst of these institutional changes
accompanying Cuba’s revolution, exactly what type
of economic growth performance was evident up
to the end of the 1980s? As has been indicated in
another work'', this point continues to be intensely
debated. Even when calculations are limited to GDP
estimates from official and from domestic and for-
eign academic sources, differing methodologies
produce a number of varying figures. Differing time
frames for each set of estimates also complicate
attempts to understand growth results comprehen-
sively (Figures 2-1, 2-2 and 2-3).

There are, however, significant points com-
mon to all data. First, long-term economic growth is
evident in all estimates. This point is illustrated in
the three figures just cited, but to provide further
understanding, growth rate figures with relatively
appropriate time frames will be discussed in more
detail. Research by Figueras, who utilized GDP
estimates from the Department of Economics at
Havana University (complete data have not been
published), estimated the average annual growth
rate in real GDP at 4.2% between 1959 and 19902,
The Pérez-L6pez data'®, which concerns a more
limited time frame, estimated an average annual
real GDP growth rate fall to 3.6% between 1965 and
1982. Conversely, however, Zimbalist and Brunde-
nius calculated higher rates of real GDP average
annual growth of 5.2% to 5.5% between 1962 and
1985'%. Zimbalist and Brundenius also estimated
the per capita real GDP average annual growth rate
between 1960 and 1985 at 3.1%, and assuming these
figures to be correct, Cuban growth over this period
exceeded the average growth in major Latin Ameri-
can countries'®. An immediate conclusion on which
of these data are most accurate is not possible. In
whichever case, however, the fact that the Cuban
economy experienced long-term postrevolution
positive growth until the 1980s is certain.

The second commonality lies in the fact that
Cuba faced stagnation in the second half of the
1980s following cyclical fluctuation comprising
stagnation in the 1960s, —relatively high growth in
the 1970s, —relatively low growth in the second half
of the 1970s, —and relatively high growth in the first
half of the 1980s. This cycle is also broadly illus-
trated in Figures 2-1, 2-2 and 2-3. Referring to the
Figueras estimates already described, a breakdown
of average annual GDP growth rates by time reveals
2% between 1959 and 1970, 8% between 1971 and
1975, 5% between 1976 and 1980, 9% between 1981
and 1985, and 0% between 1986 and 1990'¢. Sum-
marizing all the other data, each set reveals the
cyclical activity just described and a tendency to-
watd stagnation in the second half of the 1980s.

Two conclusions can be drawn with certainty
at this point with regard to economic growth results
in post-revolution Cuba. Long-term growth was evi-
dent until the 1980s, and following cyclical fluctua-
tion, a tendency toward stagnation emerged in the
second half of the 1980s.
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Sources:

Figures compiled from
Brundenius 1984; CEPAL
1995; and Hidalgo y Tabares
1992.

Notes:

BNC indicates National
Bank of Cuba estimates; BR
indicates Brundenius esti-
mates; PL indicates Pérez-
Lopez estimates.

Source:
Figures compiled from
Pérez-L6épez 1987.

Notes:

Zimbalist=Brundenius esti-
mates (ZB) in 1980 constant
dollar prices; CEPAL esti-
mates in 1981 constant dollar
prices; University of Havana
estimates (UH) in 1981 con-
stant peso prices.

Sources:

Figures compiled from Zim-
balist and Brundenius 1989;
CEPAL 1995; and Hidalgo y
Tabares 1992.
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(3) Extensive Import-Substitution
industrialization Mechanism

Import-substitution industrialization, which
was extensive in nature and resulted from ineffi-
cient but massive use of production factors, led the
economic growth until the middle of the 1980s. The
institutional changes previously described pro-
vided the foundation for this type of industrializa-
tion. Let us consider the first point in this regard.

According to Brundenius’ estimates, the indus-
trialization rate (the ratio of manufacturing produc-
tion to GDP) stood at 24.4% in 1961 and rose to
30.7% in 1981'7. Although notable growth in the
capital goods sector was evident during this period
(the ratio of GDP rose from 1.6% to 6.6%), the
consumer goods sector remained unchallenged.
Traditional items, including sugar, tobacco and
nickel, maintained their majority share in the post-
revolution export structure', and export coeffi-
cient in the newly established manufacturing indus-
try remained negligible, with certain exceptions. In
other words, although there was a degree of contri-
bution to GDP growth by the manufacturing indus-
try, this increase was not based on foreign demand,
but on demand from domestic import-substitution
consumption.

The economic growth led by import
substitution industrialization was only extensive in
nature. This phenomenon is primarily illustrated by
the fact that, although investment rates in Taiwan
and Cuba between 1960 and 1987 did not differ
greatly, Cuba’s per capita economic growth rate was
only slightly less than half the Taiwanese rate. In
other words, inefficient investments were imple-
mented in Cuba'’. The investment time frames,
which averaged 1.43 years in 1975 and rose to 7.81
years in 1985, offer further verification of the invest-
ment inefficiency?”. Although significant variation
was evident in labor productivity growth in the
industrial sector over the years, long-term average
growth in this sector appears to have remained at
mediocre levels. Although fragmentary, some re-
search places average annual growth rates at -2.8%
from 1961 to 1965, 7.5% from 1971 to 1975, and
-2.9% from 1976 to 19802!, while official statistics
place these figures at 3.15% from 1976 to 1980,
1.80% from 1981 to 1985, 2.46% from 1975 to 1985,
and 1.69% from 1975 to 1988%2. Finally, although
making somewhat arbitrary assumption, annual av-
erage growth rates of total factor productivity can

Figure 2-4 Extensive Import-Substitution
industrialization: 1960s-1980s
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be calculated at 0.4% from 1963 to 1964, 22% from
1965 to 1969, 7.8% from 1970 to 1975, 1.5% from
1976 to 1978, and 11.4% in 1981%>,

As can be seen from the analysis just pre-
sented, postrevolution economic growth can be
characterized by extensive import-substitution in-
dustrialization. Figure 2-4 illustrates its mechanism
in diagram form. From the upper left side of the
figure, it is evident that exports continued to de-
pend on traditional items such as sugar. The growth
rates for these items were not dynamic (an average
annual growth rate of 0.8% from 1958 to 1989%%)
and were insufficient to support imports of produc-
tion goods (capital and intermediate goods, raw
materials and fuel) or of certain consumer goods
(food). The rates of growth for imports (an average
annual increase of 2.8% from 1958 to 1989%),
consistently exceeded export growth rates with a
continuous registration of trade deficits. Despite
this, however, international relations, which will be
described in more detail later, were able to cover
trade deficits, and eased external restrictions.

Imported production goods were utilized in
investments, advancing industrialization, but result-
ing in an import-substitution structure tending to-
ward domestic demand. Although respectively ris-
ing above and falling below productivity growth
rates, the absolute growth rates experienced in
average wages and increased social wages account
for the establishment of this structure. As already
mentioned, however, productivity did not experi-
ence either continuous or average high rates of
growth, and this translated to internationally un-



competitive domestic industrial (as well as tradi-
tional export) goods, an additional cause for the
tendency toward import-substitution. In the final
analysis, exports retained their traditional structure,
and Cuba was unable to accomplish a conversion to
export-substitution industrialization, which brings
us back to the upper left side of Figure 2-4, the
starting point for this discussion.

(4) Institutional Structures of Extensive
Import-Substitution Industrialization

At this point, it is necessary to comment on
intervention in the mechanism for the extensive
import-substitution industrialization by the post-
revolution institutional structures described previ-
ously (Table 2-1).

First, measures designed to constrict the trade
deficit to below its potential level through favored
trading and to cover the trade deficit were adopted
under the CMEA structure. This offset (at least
partially) the negative effects of economic sanc-
tions imposed by the United States and eased exter-
nal restrictions. Cuba became an official member of
CMEA in 1972, and prior to and following its mem-
bership was provided with favored trading privi-
leges (stable and relatively expensive exports of
sugar and relatively cheap imports of Soviet crude
oil at agreed-upon prices) and assistance (trade
deficit subsidies, etc.) from Soviet-bloc countries. It
is estimated that the total value of such subsidies,
including relatively expensive imports of Cuban
sugar by the Soviet Union, as well as trade deficit
subsidies, amounted to 10%-15% of Gross Social
Product in Cuba from 1978 to 1986%6. Albeit of
limited quality, Cuba would also have acquired
“late-comer advantage” in terms of technology
through this international system (“advanced” tech-
nology incorporated in capital goods imported
from the Soviet Union and Eastern European coun-
tries and techniques for macroeconomic planning
and enterprise management). External restrictions
were also partially postponed due to the accep-
tance of external debt to Western countries with the
exception of the United States; conversely, however,
this created problems from the middle of the 1980s,
which will be discussed later.

Second, the mobilization of resources towards
industrialization was accomplished relatively easily
under the centrally planned economic system and
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corresponding centralized financial system. Simple
lack of investment coordination described before,
distorted “achievement” in success indicators, a
point also made with respect to the Soviet Union?’,
and various inefficiencies due to “planning fail-
ures,” including an irregular supply of materials,
were also evident, however. In addition, while the
state trade monopoly protected domestic industry
and promoted industrialization, it also perpetuated
the problems inherent in the country’s corporate
organization and labor relations which will be dis-
cussed next, due to isolation of the domestic
economy from international competition.

Third, the establishment of new corporate
organizations, although extremely large-scale and
vertically integrated, certainly increased production
capacity and contributed to industrialization. The
establishment of excessively large-scale compa-
nies?®, however, indicates misinterpretation of the
concept of “economy of scale,” and the lack of
organic industrial organization increased dupli-
cated production between companies and within
corporate trusts. All this strengthened the extensive
nature of economic growth. The ratio of capacity
utilization in the industrial sector in 1988, for ex-
ample, was only 70%%.

Fourth, various aspects of labor relations had
ambivalent effects. Such aspects as full employ-
ment, the egalitarian base wage structure and a
welfare system in its broadest sense provided more
equal income distribution than the country had
experienced prior to the revolution. The Gini coef-
ficient, which had stood at 0.55 in 1953, dropped
continuously, falling to 0.35 in 1962, 0.25 in 1978
and 0.22 in 1986°". The resulting homogeneous,
stable domestic consumption demand is itself the
most significant direct basis for import-substitution
industrialization.

On the other hand, a number of aspects re-
lated to labor relations prevented continuous pro-
ductivity growth and brought about the extensive
nature of Cuban economic growth. First, the labor
market came to favor workers due to the adoption
of full employment measures in the midst of lower
population increases than most developing coun-
tries (exile and declining birth rate accompanying a
substantial welfare system). Due to this conversion,
loosened labor discipline, including absence and
lateness, became chronic and caused labor dis-
putes®!. Second, a quota system was introduced
from the 1960s and a scientific management
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method (Taylorism) from the 1970s, but the previ-
ous system itself and the scope of application of the
piecework wage system, which would indicate the
degree of dissemination of both systems, appeared
to be insufficiently common by the middle of the
1980s2. Circumstantial evidence suggests a lack of
social consensus on a standard intensity of labor to
be one basis for this situation®®. Third, the piece-
work wage system combined with an egalitarian
wage structure (Table 2-2) and little material incen-
tive, provided little motivation to work3. Fourth,
with the introduction of the quota system and
scientific management, a minute division of job
ladders itself became established; for example, the
uniform national wage scale for manual laborers as
of 1970 breaks eight major work divisions down
into 209 minor classifications®>. This excessively
limited workers’ skill formation and burdened the
efficiency of human resource training.

The results of an anonymous questionnaire
survey (1985; ten companies in the Havana sub-
urbs) regarding reasons for absence from work
_ offer insight into the four issues just presented.
According to this survey, “low wages” accounted for
17% of the main work environment-related reasons
given for the 961 cases of absence researched, with
“no appropriate labor organization” accounting for
13% and “lack of motivating conditions” for 9%3°.
Although “culturally skilled workers” were generally
cultivated through educational investment, particu-
larly in terms of “human development,” under post-
revolution labor relations, this did not necessarily
produce “professionally skilled workers.”

3., Strueturel Crisis in the Second
Healf of the 1980s

Although including cyclical fluctuation, the ex-
tensive import-substitution industrialization formed
against this institutional and social background
achieved a type of economic growth up to the
middle of the 1980s. As previously ascertained,
however, the Cuban economy already faced stagna-
tion, including negative growth rates, at the point of
the 1989 Eastern European revolution and the col-
lapse of the Soviet Union in 1991 (Figures 2-1 and
2-3).

One explanation for this stagnation lies in the
deteriorating relations with Western countries. Ex-
ternal debt expanded due to such developments as

the strengthening of economic sanctions by the
United States, relatively low level of international
sugar prices (Figure 2-5), declining petroleum
prices on the international market (decreased resale
revenue from Soviet crude oil) and contagion effect
by the international debt crisis plaguing the coun-
try’s Latin American neighbors, leading to a mora-
torium on Cuba in 1986. International financial
relations between Cuba and the West were accord-
ingly suspended, and a further decrease of hard
currency-based imports, which had been con-
ducted at any rate since Cuba’s membership in
CMEA, was necessary (a 30% decline from 1985 to
198737). Opportunities to receive high-quality “late-
comer advantage” from advanced Western coun-
tries became increasingly rare. In relation to Figure
2-4, movement through the circuit “exports — im-
ports of production goods — investment — produc-
tivity” stalled. However, in addition to the buffer
provided to a certain degree by relations with
CMEA member countries, imports from the West
were restored in 1989, with imports during this year
registering the highest total recorded?®. In consid-
eration of these developments, the majority of
causes of Cuban economic stagnation must be
sought within Cuba itself; these are represented in
diagram form in Figure 2-6. The following com-
ments offer an explanation which incorporates the
country’s institutional and social background.

The first consideration is the gap between
productivity and wages illustrated at the upper left
side of Figure 2-6. This gap indicates that average
wage growth rates exceeded rates of growth for
productivity, which naturally aggravated corporate
profitability and, if neglected, would have re-
strained investment. This tendency toward supply
restriction had already begun to emerge in the
industrial sector in the first half of the 1980s. Be-
tween 1976 and 1980, labor productivity and aver-
age wages in this sector experienced average an-
nual growth rates of 3.15% and 1.30%, respectively,
but from 1981 to 1985, these figures shifted to
1.80% and 4.30%, with the growth of average wages
exceeding that of labor productivity?®. This ten-
dency spread to more or less all sectors in the
second half of the 1980s. Between 1986 and 1990,
the average annual growth rate for labor productiv-
ity iell to -2.4%, and average wage growth is esti-
mated at 0.8%%". In this context, a large-scale decline
in investment efficiency from the first half to the
second half of the 1980s is worth noting*!.



The declining productivity mentioned above
can only result from extensive import-substitution
industrialization and factors producing inefficiency
that were inherent in the post-revolution institu-
tional structure already described, including “failure
of planning”, problems within corporate organiza-
tion, and labour relations. Throughout the 1980s,
however, relations contributing to imbalance ex-
panded beyond those previously discussed. Condi-
tions which created loosened labor relations*? ap-
pear to have been one core element of these
relations.

A case study of an iron casting plant*3 serves
as a typical example of this problem. Although this
plant’s productivity stood at 88.0% (1984) and 63.0%
(1985) of planned targets, actual payments of aver-
age wages comprised 89.9% (1984) and 101.8%
(1985) of the planned figures, producing a gap
between productivity and wages. This gap can be
contributed to the following effects:

First, excessive wage payments resulted from
fictitious quota over-fulfillment. As both supervisors
and plant workers benefited from exceeding pro-
duction quotas*, they acted in collusion to report
fictitious quota over-fulfillment and to receive pre-
miums which had no material backing.

Second, wage payments were made despite
the production of defective products. In an attempt
to raise efficiency, machine operators worked plant
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Figure 2-6 Internal Structural Crisis:
Second Half of 1980s

Gap between Productivitity and Wages
(Loosened Labor Relations)

Increased Corporate Deficit

Increased Fiscal Deficit

Weakening of d
(Soft Budget Restnction)

Material Incentives

Increased Money Supply
(Centralized Financial Regime)

Decline of Real Wages

Note: The above figure does not include connéctions
with other institutions.
Source: Compiled by author

machinery at a faster rate than that allowed by
regulations, resulting in the production of defective
products. Insufficient control by upper manage-
ment led to payment of wages unbacked by pro-
duction. This plant operates on a continuous pro-
duction basis, and the lack of an appropriate quality
control system means that the final product auto-
matically incorporates the defect of defective part,
resulting in loss. Despite this, however, wages were
paid due to the difficulty of assigning responsibility.

The third factor was the bargaining proce-
dures between labor and management in the deter-

Figure 2-5 World Market Price for Sugar (Sugar Caribbean)
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mination of production quotas. Those with a voice
in determining production quotas were the work-
ers who faced the realities of plant operations,
which include the implementation of new produc-
tian processes. These workers proposed quotas
they felt could be easily attained. Although manage-
ment attempted to statistically determine quotas by
retaining expert technical consultants, this process
was inefficient due to the significant amount of
time required. These conditions created an interde-
pendence between low productivity and increased
payment of premiums.

Fourth, an insufficient structure was instituted
for compiling fundamental statistical data, and self-
evaluations submitted by operators were often ac-
cepted without review. Production delays caused by
operators were also frequently reported as unavoid-
able and proper; 50%-70% of wages were, however,
guaranteed even with delayed production.

Although this case represents only a single
example, it seems to illustrate a micro-economic
foundation of the macro-economic imbalance
caused by loosened labor relations.

Returning to Figure 2-6, the gap between pro-
ductivity and wages provides at least one factor in
the deficit which plagued companies. Investment

was restricted (Figures 2-7 and 2-8) and economic
growth plunged. The Party and the state, however,
could not completely ignore this, and enterprise
deficit was accordingly subsidized. As the number
of companies embracing supply restrictions in-
creased, however, profit taxes paid to the national
treasury decreased. As profit taxes accounted for an
important part of fiscal income, this decreased
revenue combined with increased subsidy expendi-
ture expanded the fiscal deficit*>. The National
Bank of Cuba issued increased amounts of currency
in order to subsidize this fiscal deficit. Although this
type of “soft budget restriction” somewhat eased
the aggravated supply restrictions based on real-
side economic imbalance, the increased currency
produced excess demand due to the stagnated
supply caused by continuous productivity declines.
Monetary flow originating in the welfare system,
including social security, reinforced this trend. Due
to the regulation of prices, this imbalance created
black market inflation. Real wages fell*’, and the
incentive to work weakened. Accordingly, difficul-
ties in productivity growth were experienced anew,
and in addition to the institutional conditions al-
ready discussed, supply restrictions continued.

Figure 2-7 Consumption and Investment: 1975-1989
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In sum, the pattern of economic development
rooted in extensive import-substitution industrial-
ization based on post-revolution institutional struc-
tures became exhausted by the middle of the 1980s.
This was compounded by loosened labor relations,
and resulted in the macroeconomic desequilibrium
that has been described. Despite a “rectification”
campaign instituted from 1986, “errors” actually
increased, and a structural crisis emerged.

4, Conclusion

A summary of this chapter will serve as its
conclusion. Following the success of the revolution-
ary movement led by Castro and Che Guevara in
1959, the Cuban economy was subjected to new
institutional structures by the declaration of social-
ist revolution in 1961. Externally, economic sanc-
tions were implemented by the United States, and
Cuba entered a privileged trade and assistance
network (CMEA) with the Soviet Union and Eastern
European countries; domestically, a centrally
planned economic system based on Communist-
party control and the nationalization of means of
production was introduced, with vertically inte-
grated, extremely large-scale corporate organiza-
tion, egalitarian labor relations and a centralized
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financial system. This series of institutional changes
achieved certain economic growth based on
import-substitution industrialization, and simulta-
neously served as a prototype for “human develop-
ment” emphasizing social welfare.
Import-substitution industrialization, however,
which should have supported human development,
was dependent on massive and inefficient input of
production factors (extensive growth), and weak
export substitution caused external restriction of
the Cuban economy in the form of continuous
trade deficits. On the other hand, a domestic imbal-
ance appeared in the form of supply restriction
such as the gap between productivity and wages
and postponed revision of this restriction through
fiscal and financial subsidies, particularly since the
middle of the 1980s. Finally, intensified external
restriction, including the debt problem with the
West, was renewed. Growth accordingly suffered in
the second half of the 1980s, and the economy was
characterized by stagnation. Continued develop-
ment of the Cuban economy had already become
difficult under the country’s existing institutional
structures, and the country was already approach-
ing a structural crisis prior to the external shocks
caused by the collapse of centralized socialism in
the Soviet Union and other countries and of CMEA.

Figure 2-8 Consumption and Investment (as percentage of GDP): 1975-1989
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viewpoint to its study of Cuba.
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