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This paper assesses fiscal management and central
banking in Cuba and makes recommendations for
improvement. The first section discusses what could
be considered best practices in legal and regulatory
frameworks for the implementation of modern fiscal
management practices; the role that a central fiscal
authority should play; and the types of policies and
administrative arrangements that could be adopted
to improve fiscal management with limited human
resources. In light of this discussion, the paper assess-
es the existing fiscal management practices in Cuba
and proposes recommendations for improvement.
The second section reviews best practices in central
bank laws; assesses the central bank law of Cuba and
central banking practices in the country; and identi-
fies steps that could be taken to bring Cuban law and
practice closer to international standards. The third
section has the main conclusions of the paper.

A budgetary reform was implemented in Cuba in
1999 through the adoption of Decree-Law 192 (DL
192) on the Financial Administration of the State?

and a financial reform was carried out in 1997 when
the Central Bank of Cuba (CBC) was created. DL
192 was designed to create a fiscal management
framework to generate financing resources for the
public sector in order to allow the implementation of
government policies and programs, including those
carried out through public entities and enterprises.
The law was supposed to provide the basis for the
timely development of reliable information systems.
To attain these objectives, the law defined the legal
provisions for the budget, treasury and public credit
operations, and government accounting.

The financial reform of May 1997 (Law 172) created
the CBC, out of the old National Bank of Cuba
(NBC) which also carried out commercial banking
activities.> The CBC is supposed to be autonomous
and the institution in charge of formulating and con-
ducting monetary policy. The CBC was also made
responsible for bank supervision and regulation. In
addition to the creation of a separate central bank,
the 1997 reform retained the NBC as a commercial

1. The views expressed in this paper are those of the author and should not be attributed to the International Monetary Fund, its Exec-
utive Directors, or its management. In writing this paper I am in debt to my colleagues from the Fiscal, Legal, and Monetary and Finan-
cial departments of the International Monetary Fund (IMF), whose writings and technical advice given to IMF member countries have
guided me. Thanks to Ehtisham Ahmad, Oscar Espinosa Chepe, Ernesto Herndndez-Catd, Ross Leckow, Carmelo Mesa-Lago, Emily
Morris, Omar Everleny Pérez and Jorge Pérez-Lépez for providing information and valuable references.

2. For a discussion of the fiscal management reforms in transition economies and implications for Cuba see, Lorenzo Pérez, “Fiscal Re-
forms in Transition Economies: Implications for Cuba,” Cuba in Transition— Volume 10 (Washington: Association for the Study of
the Cuban Economy, 2000).

3. For a discussion of the financial reform of May 1997 see E. Herndndez-Catd, “Institutions to Accompany the Market in Cuba’s Fu-
ture Economic Transition,” Cuba Transition Project, Institute for Cuban and Cuban-American Studies, University of Miami, 2005, pp

27-29.
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state bank concentrating in foreign trade activities
and the Popular Savings Bank, which was granted a
license to operate as a universal bank. Moreover, 14
new financial institutions were created including an
investment bank, another universal bank, a foreign
trade bank separate from the NBC, and nonbanking
institutions including a network of exchange bu-
reaus. In addition, 14 foreign financial institutions
were given licenses to open representative offices in

Cuba.

The Economist Intelligence Unit (EIU) reports that
changes in the monetary system over the past two
years have increased the CBC’s role in the manage-
ment of the economy. The CBC has been charged
with maintaining the balance between the demand
and supply of two currencies circulating in the do-
mestic economy: the Cuban peso (CUP) and the
convertible peso (CUC) to control price pressures.
The CBC uses direct credit controls and, according
to the EIU, new rules have enhanced the CBC'’s abil-
ity to monitor and control hard-currency credit cre-
ation. In addition, the EIU reports that the use of in-
direct instruments is growing. Monetary measures to
control aggregate demand are supplemented by price
controls and supply measures that aim to influence
the availability of goods and services in the economy.
However, a large informal economy and the coexist-
ence of different markets with diverging prices con-
tinue to complicate monetary management and its
impact on domestic prices.

PRINCIPLES OF FISCAL MANAGEMENT?

Fiscal operations are generally anchored in two main
legal sources: the constitution and tax and budget
laws. The constitution usually specifies the division
of taxing powers between different levels of govern-
ment, and between the executive, the legislature, and
the judiciary. Tax laws are critical to make tax policy
legally enforceable. They define the powers of the tax
administration to collect information about taxpay-
ers and the administrative actions that can be taken

against individuals or entities that evade taxes or ac-
cumulate tax arrears. Financial regulations are also
indispensable to ensure that the fiscal authority is
vested with the legal power to control and manage
public spending.

Simple tax legislation and revenue collection proce-
dures are highly recommended for countries with
limited administrative capacity or little tradition of a
functioning tax system. This makes tax legislation
more transparent and makes it easier to implement
and administer. In this context, a wide variety of du-
ties, tariff rates, and special taxes and surcharges are
to be avoided. The mismatch between administrative
capacity and the complexity of the existing laws and
regulations often lead to inevitable efficiency losses,
mistakes in tax assessments, and difficulties in tax
collection.

Budgetary laws need to set out clear responsibility
and accountability of public bodies and principles of
comprehensiveness and unity of public funds and
transparency. This involves, for example, budget
classification structures consistent with international
standards and practices; providing strict guidelines
for budget execution, such as prohibiting unbudget-
ed expenditures and arrears; establishing a consistent
framework for internal control and internal and ex-
ternal audits; and providing mechanisms for financ-
ing budget deficits that are in line with overall sus-
tainability criteria. Well-established procedures for
managing foreign aid should be part of budgetary
practices.

A strong central fiscal authority is required to devel-
op a fiscal strategy and monitor its impact on the
economy; formulate expenditure policy and execute
the budget; and design tax policy and collect reve-
nues. To carry out these functions, the central fiscal
authority normally consists of four main operational
departments: the budget department is responsible
for coordinating the overall expenditure program and
preparing fiscal projections (including for tax reve-

4. The Economist Intelligence Unit, Cuba Country Report, May 2006.

5. This section draws from Gupta, Tareq, Clements, Segura-Ubiergo, Bhattacharya, and Mattina, “Rebuilding Fiscal Institutions in
Post-Conflict Countries,” International Monetary Fund, Occasional Paper 247 (2005).
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nues) and budget execution reports. This department
also normally is responsible for assessing the fiscal
impact of policy measures. A treasury department is
responsible for controlling spending and ensuring
proper accounting of such spending. The develop-
ment of the treasury function is closely related to the
establishment of a well-functioning payments sys-
tem, because the treasury department is normally
charged with moving collected government revenues
into treasury bank accounts, rationalizing govern-
ment banking arrangements to promote transparent
recording of transactions, and designing workable
strategies for cash management.

Increasingly, it is recommended that a macro-fiscal
unit be created to help support policy formulation.
These units provide ministers of finance with advice
on general fiscal policy issues and budget formula-
tion. They can prepare medium-term expenditure
frameworks, analyze debt sustainability and tax poli-
cy issues, and assess structural fiscal issues such as
pension reform. Low-income countries that receive
foreign assistance also need a mechanism to facilitate
coordination of donor funds. This is necessary to
avoid a disconnect between expenditure needs and
budgetary outlays. From the perspective of the do-
nors, information on the activities of other donors in
specific areas is useful for framing their own assis-
tance programs and avoiding duplication of efforts.

International experience in many countries suggests a
number of steps that can be taken to improve the
mobilization of revenues and expenditure manage-
ment and control. Once key legislation is in place,
critical priorities are to secure the basic necessary in-
frastructure (buildings, equipment, etc.) and the ap-
pointment of qualified personnel in key senior staff
positions. Foreign experts can play an important role
in countries where the necessary skills are not readily
available. A revenue administration department to
implement tax policy and collect taxes is also needed.
This department is frequently separated into customs
and domestic revenue administrations. In some
countries, requiring individuals and/or companies
engaged in commercial activities to register with the
authorities has facilitated revenue collection. Simpli-
fying returns and payments procedures, which makes
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filing easier and reduces the administrative burden
on the tax authorities, has proven to be revenue en-
hancing. The establishment of large taxpayer units to
focus on taxpayers accounting for a significant ma-
jority (usually 60 percent to 80 percent) of tax reve-
nues has been recommended in many low-income
countries. Scarce administrative capacity can best be
used by concentrating on the relatively small number
of taxpayers accounting for the lion’s share of tax col-
lections. However, these large taxpayer units require
a minimum qualified pool of staff to conduct effec-
tive audits.

To ensure efficient financial management and con-
trol it is important that the central authority has con-
trol of most revenues and expenditures—this is usu-
ally justified because of the positive externalities
associated with central tax administration. Of course,
this would still permit revenue sharing with sub-na-
tional governments and allow sub-national govern-
ments to have their own sources of revenue at the
margin. Such assignments are useful to inculcate ac-
countability even when there is significant devolu-
tion of spending responsibilities to sub-national ad-
ministration, especially for basic education and
health care. Good budget management should result
in fiscal discipline (control over expenditure aggre-
gates), ensure that budgetary spending is consistent
with the approved budget, and give donors fiduciary
assurances that their money is being spent in line
with their objectives. For these purposes, the estab-
lishment of accounting and reporting frameworks
with an appropriate budget classification is impor-
tant. Improved information on government financial
flows from all levels of government is typically seen as
necessary to ensure that all public revenues and
spending practices are captured in a comprehensive
fashion. In particular, complete information on gov-
ernment accounts in the banking sector is needed to
help ascertain the accuracy of data on fiscal outturns
based on accounting information. To improve the
quality of financing data and to simplify the process
of collecting this information a treasury single ac-
count is recommended in many countries. This is
also critical in achieving efficiency in cash manage-
ment essential to improve budget management as
well as transparency.
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The accounting system would need to be based on
decisions on the accounting and reporting standards.
A full integration of the budget classification is need-
ed based on administrative units and core functions
(health, education, security); broad economic items
(such as wages and salaries, goods and services, and
capital expenditures); and a funds/project classifica-
tion to facilitate the tracking of funds from different
donors.® Improving cash management is essential to
improve budget management. If possible, a system to
control spending at the commitment stage is also de-
sirable, often through the implementation of an inte-
grated government financial management system,
but the latter may be a medium-term target for many
countries. Gradually developing and strengthening
an auditing capacity and establishing a fiscal conduct
code can be ways to limit corruption and misappro-
priation of public resources.

Fiscal Management in Cuba

DL 192 defines the Cuban State Budget (Budget) as
consisting of the consolidation of the central govern-
ment budget, the budgets of provinces and munici-
palities, and the social security budget (prepared by
the Ministry of Labor and Social Security).” Line
ministries and government agencies prepare their
budgets according to the priorities identified by the
Council of Ministries and the instructions of the
Ministry of Finance and Prices (MFP). These sepa-
rate budgets are consolidated into the Budget that is
approved by the National Assembly. Budgetary exe-
cution is done through the issuance of budgetary
credits by the MFP. These credits are considered exe-
cuted once an obligation has been acquired (accrual
basis). Accrued obligations not paid by the end of the
fiscal year (December 31) are supposed to be paid
with cash balances existing at the end of the year;
budgetary resources for the following year are not
supposed to be used for this purpose. DL 192 allows
the MFP to modify the budgetary appropriation dur-

ing the year as long as the total Budget spending ceil-
ing is not exceeded. DL 192 also has provisions for
public credit operations (in both the domestic and
external markets), treasury operations (cash manage-
ment), and the accounting system.

Santos Cid, Peralta del Valle, and Lépez Garcia note
that DL 192 introduced budgetary practices to make
public sector operations more transparent. These in-
clude separate reporting of revenues and expendi-
tures without netting revenues and expenditures,
measuring expenditures on an accrual basis, and not
earmarking revenues as a general rule (except social
security contributions which are earmarked for pen-
sions). The central government budget controls most
of the fiscal resources (particularly indirect revenues
plus borrowed resources and dividends from enter-
prises). The central government is the only level of
government authorized to borrow and share revenues
with municipal governments to help finance their
budgets (although the tax on the use of labor is ceded
completely to municipal governments). Municipal
budgets finance an important share of spending on
education, public health, social assistance, and cul-
tural and sport activities.

State enterprises are included in the Budget in three
ways: they are subject to the income tax and are sup-
posed to pay dividends to the central government;
they are subsidized by the Budget in case they carry
out public functions assigned by the state or if they
incur losses due to obsolete technology or over-staff-
ing; and enterprises that require Budget help are sub-
ject to an assessment of their operations at the time
of the Budget’s preparation.

The approved Budget contains targets for the Budget
deficit, the central government deficit, transfers to
the municipal governments and the Social Security
System, and subsidies to cover enterprise losses. Bud-
getary practices in Cuba require all executing agen-

6. The Government Finances Statistics Manual 2001 of the International Monetary Fund has become the international standard in this

area.

7. See Pérez (2000), pp. 227-230 and José Carlos del Toro Rios, “La Administracién Financiera del Estado y los Sistemas Finan-
cieros,” in Centro de Estudios Contables, Financieros y de Seguros (CECOFIS), La Administracién Financiera del Estado Cubano
(2003) for more detailed discussions of the budgetary process according to DL 192.

68



cies to program their monthly level of expenditures
in line with their annual budgets, using uniform
spending classifications. Resources can be reassigned
at the agency level as long as overall spending ceilings
are respected.

The Tax System Law (Law 73) approved in August
1994 modified both direct and indirect taxation.
Law 73 established 11 taxes, the social security con-
tribution of employers and workers, and three tolls
(e.g., for the use of airports).® Taxes include a 35 per-
cent flat corporate income tax that is paid by mixed
and state enterprises; a personal income tax (although
most salaried workers and pensioners are exempted
from it during a transitory period); a sales tax at the
rate of 25 percent for manufactured products and 20
percent for food products, that is the most important
revenue earner; and a tax on utilities.” A payroll tax (a
tax on the use of labor) at the rate of 25 percent is an-
other important revenue earner. Despite the large
number of taxes, Suero and Fonteboa Vizcaino con-
sider that the tax reform of 1994 constituted an im-
portant simplification of the taxes, fees, and tolls that
were superimposed between 1959 and 1993. Law 73
gives wide powers to the MFP to define tax bases,
grant tax exemptions, permit the deduction of ex-
penses for tax purposes, and to establish valuation
methodologies and procedures to pay taxes. Special
tax regimes to promote certain sectors are envisaged
in the law.

Under the provisions of DL 192, a treasury system
has been established in Cuba.!® A cash budget is pre-
pared that envisages all budgetary revenues and
spending commitments; plans the issuance of trea-
sury bills to cover temporary cash deficiencies; and
coordinates the control of liquidity with the BCB.
The treasury department of the central government
liaises with the treasuries of sub-national govern-
ments, line ministries, and the Banco de Crédito y
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Comercio (a state-owned commercial bank) where
public sector accounts are maintained. Procedures
have been established to transfer tax revenues to the
implementing agencies of the central, provincial, and
municipal governments and to make adjustments if
necessary.

Borrowing operations and loan guarantees are to be
specified in the annual budgets. The BCB is the gov-
ernment’s agent for the placement of government
bonds and bills and represents the government in
debt negotiations or debt restructuring. The BCB
cannot purchase government bonds directly.

An Assessment of Fiscal Management

in Cuba and Recommendations

In line with international best practices, fiscal man-
agement practices in Cuba are well grounded in legis-
lation passed in the mid-1990s. The budgetary and
treasury practices appear to have much that is com-
mendable. It is noteworthy that the fiscal manage-
ment reforms of the mid-1990s resulted in an impor-
tant fiscal adjustment during the last decade
according to the statistics published by the Cuban
government. Fiscal deficits are reported to have de-
clined from very high levels, exceeding 30 percent of
GDP in the mid-1990s, to about 4Y: percent of
GDP in 2004-05. It is, of course, impossible for the
author to verify whether the practices and procedures
called for by Cuban legislation are being applied,
how sound are the accounting practices being used,
and the reliability of the fiscal statistics.!! With this
background, the following comments and proposals
can be made:

*  Budgetary results are published at the end of the
year in the official newspaper and in the Anuario
Estadlistico de Cuba, but with a long lag (current-
ly fiscal data are only available through 2004).
For effective budgetary control and monitoring,
monthly, or at a minimum, quarterly data are

8. Suero and Fonteboa Vizcaino, “Sistema Tributario,” in CECOFIS (2003).
9. See Suero and Fonteboa Vizcaino, op. cit., pp. 152-188, for a detailed discussion of the tax system.
10. See Santos Cid, Gastardi Pico, Carbonell Soto, and Otero Riera, “Sistema de Tesorerfa,” in CECOFIS (2003).

11. CEPAL, La Economia Cubana: Reformas Estructurales y Desemperio en los Noventa (2000), urged caution in analyzing Cuban bud-
getary statistics because of the difficulties of distinguishing between the public and private sectors and deficiencies in public accounting.
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needed by policymakers. Best practices also
would call for the publication of quarterly re-
ports, with a lag of not more than 6 months.

*  Expenditure data are only published by budget-
ary groups (education, health, etc.). Only partial
expenditure information is published on broad
economic categories (i.e., no information is pub-
lished on salaries and wages or on spending in
goods and services). Only aggregate data on in-
vestment is published. More specific data would
facilitate the analysis and the debate regarding
expenditure efficiency in Cuba. For example, a
large amount of resources are spent on untarget-
ed general subsidies for which little information
is published. Information by expenditure catego-
ries is supposedly collected according to the ex-
penditure classification system used in the bud-
getary system and it could be made public.'?

*  The tax burden in Cuba is heavy (about 40 per-
cent of GDP in recent years) and the tax system
is still complex and has clear inefficiencies.!?
There is room to simplify the tax system and re-
duce the number of exemptions and the discre-
tion in granting new exemptions. In particular,
three problems can be identified: (a) the payroll
tax is a disincentive to hiring labor; (b) the ex-
emption of salaried workers from the personal
income tax in effect makes the tax almost inexis-
tent in Cuba, while at the same time it is a heavy
burden to the self-employed that must pay it
and (c) the sales tax has a well-known cascading
effect that can only be resolved by converting it
to a value-added tax.

*  The number of taxes could be reduced, the rates
cut, and the tax base widened. Administrative
steps like those discussed earlier (e.g., taxpayer
registration, a large taxpayer unit) could main-
tain the tax effort at the same time that the tax
system is made more efficient and equitable.

12. See Annex 2 in CECOFIS (2003).

* It is not clear whether the macroeconomic im-
pact of state enterprises is properly taken into ac-
count in Cuba’s fiscal management practices.
Keeping track of the dividends paid by the enter-
prises and the budgetary subsidies given to the
enterprises do not completely capture the re-
source use impact of the state enterprises. State
enterprises could be using and/or wasting a large
amount of resources and exploiting monopolistic
positions with significant impacts on the macro
economy. As long as they continue to exist, it is
necessary to fully consolidate their revenues and
expenses into the fiscal accounts.

*  Off-budgetary transactions appear to be a signifi-
cant problem in Cuba. Werlau (2005) presents a
sobering analysis of the “Comandante’s re-
serves’—an integrated system of overseas bank
accounts as well as the national reserve of fleets
of automobiles and trucks, fuel, and stores of
food and consumer and luxury goods for the
elite.” It is not known whether these transac-
tions are captured in the budget or those of other
programs that are directly managed by the head
of state like the recent energy program. In the
same vein, it is unclear whether the government
reports as tax revenue the expropriatory share of
the salaries it keeps from nationals working in
foreign enterprises in Cuba.

CENTRAL BANKING

Central Bank Laws and Practices

International experience shows that central bank laws
need to address a number of key issues: objectives,
autonomy and accountability, functions, instruments
and powers to implement monetary policy, manage-
ment structure, and financing and financial account-
ability. The preferable formulation for the primary
objective of the central bank is price stability. This is
the best contribution that monetary policy can make
to promote broadly-based sustainable growth. Con-

13. The unweighted average of total tax revenue for 25 Latin American and Caribbean countries was 15.6 percent of GDP in 2003.
Barbados had the highest tax burden at 30.2 percent of GDP and Paraguay had the lowest at 9.5 percent of GDP.

14. Maria Werlau, “Fidel Castro: A Global Conglomerate,” Cuba in Transition— Volume 15 (Washington: Association for the Study

of the Cuban Economy, 2005).
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sistent with this broad objective, a specific target—
which could, for example, involve explicit inflation
targets, maintenance of a fixed exchange rate, or
monetary targets—should be established and an-
nounced. These targets may be determined by the
central bank (target autonomy); or determined by
the government in agreement with the central bank
(instrument autonomy). Increasingly, financial sector
stability is also considered to be an important objec-
tive of central banks.?>

Given the objectives of a central bank, it has to be de-
cided whether the state, under whose authority a cen-
tral bank operates, should retain some control over
its activities, and specifically over the conduct of
monetary policy or the determination of the ex-
change rate. Experience shows that an autonomous
central bank is more successful at achieving the ob-
jective of price stability if its charter protects it from
political pressure. This is because elected officials are
more likely to pay more attention to the short-term
benefits of inflationary policies (employment and al-
leviation of the effective cost of public debt servicing)
than to the long-term harmful effects of inflation.
However, autonomy does not mean being free of ac-
countability. It is better that the central bank law de-
termine the scope of the bank’s independence and
provide for ways to achieve central bank accountabil-
ity. Accountability practices vary across countries
ranging from reporting requirements to parliaments
to commitments to specific inflation targets. It is also
better to establish procedures and publish targets that
can be monitored relatively easily.

Central banks usually have some common functions,
namely the issuance of the domestic currency, con-
trol and supervision of financial systems, and being a
banker for commercial banks and the government.
Central bank legislation typically specifies the role of
the central bank as the sole issuer of legal tender; the
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range of its functions as the fiscal agent and banker
for the government and other parts of the public sec-
tor; its role regarding the issuance and underwriting
of government debt; and under what circumstances
and with what restrictions (percentage of revenue or
other quantitative limit) it can lend to the govern-
ment. Absent a specific provision in the legislation,
lending and other forms of credit to the government
would be permitted without limitations or condi-
tions, since the central bank has the capacity to enter
into financial transactions.

Experience shows that unless restricted by legislation,
lending to the government becomes an obligation
subject to political pressure. It is now generally
agreed that a central bank should be precluded by
law from extending direct credit to the government
and other domestic public entities (loans, overdraft
facilities, direct purchase of treasury bills or bonds, or
securities). In some countries, central banks grant
temporary advances to the government for limited
amounts calculated on the basis of past government
revenue (e.g., a certain percentage of revenue). The
problem is that this type of financing can become a
permanent overdraft facility. Many central banks
have found that once lending to the government is
permitted, trying to cap such loans is a futile exercise,
and this experience has led to the recommendation
that in principle there should be no direct lending to
the government.'

Other central bank functions that need to be ad-
dressed in the legislation include ownership of inter-
national reserves; lending to banks against collateral
and its role as lender of last resort; supervision of
banks to ensure that banks remain solvent and have
adequate liquid assets at any time to repay deposits
either on demand or on maturity; and the bank’s role
and participation in payments systems (clearing and
settlement of all forms of payments other than direct

15. The Bank of England’s Court of Directors defines two core purposes: stable prices in the domestic currency (monetary stability)
and financing system stability. The latter entails detecting and reducing threats to the financial system as a whole. Such threats are de-
tected through surveillance and market intelligence functions. They are reduced by strengthening infrastructure, and by financial and
other operations, at home and abroad, including, in exceptional circumstances, by acting as the lender of last resort.

16. Central banks can, of course, finance the government indirectly by standing ready to buy government securities from banks beyond
what would be called for to regulate bank liquidity through open market operations.
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cash payments)—as distinct from supervision and
regulation.

Most central bank laws list a range of more or less de-
tailed indirect and direct instruments to be used for
the implementation of monetary policy. Regarding
market or indirect instruments to regulate liquidity,
central bank laws envisage the announcement of key
interest rates relating to the bank’s own facilities, the
authority to take and make deposits, and the authori-
ty to issue a bank’s own certificates or securities. The
laws also address the authority to lend against speci-
fied collateral and to lend without collateral funds
and type of assets that can be used in open-market
operations. Central bank legislation also addresses
the use of non-market instruments to directly influ-
ence liquidity and allocate credit to specific sectors
on specified terms, if any. These apply to reserve re-
quirements that are viewed typically as rather blunt
instruments and to interest rate controls and credit
ceilings, the use of which is increasingly discouraged

because of the resulting misallocation of resources.

Central bank laws specify the organizational struc-
ture of the bank’s upper management, proper behav-
ior by such officials, and the terms and conditions for
hiring and dismissing directors and officers. Clear
professional requirements for management and spe-
cific time periods for appointments are recommend-
ed to ensure good management and the autonomy of
the institution. Grounds for dismissal are also estab-
lished. The financing and the financial accountability
of central banks are other important areas to be cov-
ered by legislation. The initial capital and ownership
structure needs to be determined as well as the sourc-
es of income in addition to the usual income of a
central bank for the special services it provides. Provi-
sions for the allocation of profits and losses are also
required. There is a need to identify appointment
procedures for internal and external auditors as well
as their competence and responsibility regarding re-
porting.

17. See www.bc.gov.cu for a text of the CBC law.
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Central Banking in Cuba

Law 172 of May 28, 1997 created the CBC."” The
CBC took over the central banking functions from
the NBC. Article 1 states that the CBC is created as
the institution to regulate and supervise financial in-
stitutions; that it is an autonomous legal institution
that covers its expenses with its own resources and in-
come; and that it is not responsible for the obliga-
tions of the state and its agencies unless it explicitly
takes them over. Article 3 of Law 172 identifies the
main functions and objectives of the CBC: the issu-
ance of domestic currency, attainment of price stabil-
ity, management of the country’s international re-
serves, proposal and implementation of monetary
policy to attain the country’s economic objectives,
ensuring the functions of the domestic and external
payments system, and supervision of financial insti-
tutions. Article 6 states that the capital of the CBC is
composed of a capital contribution from the Cuban
government and a legal reserve that should equal the
government’s contribution. CBC’s profits can be
used to establish or increase legal reserves, to create a
stabilization fund for the currency, and create other
investment or contingency funds. The rest of the
profits are to be transferred to the government.

Articles 9 through 15 give the CBC the exclusive
right to issue currency and establish procedures for
the substitution and destruction of worn banknotes.
Article 16 of Law 172 identifies the type of opera-
tions that the CBC can conduct with banks. In addi-
tion to the financing operations typically done by
central banks, there is a provision to give credits to
development or investment funds that pursue “so-
cially useful objectives.”

Article 17 allows the CBC to open lines of credit for
banks and provide banks with refinancing and dis-
counting facilities. It also allows the CBC to regulate
interest rates. According to the section on monetary
policy on the CBC website, interest rates for short-
term borrowing have been fixed at 5 percent and at 7
percent for medium- and long-term operations since
1999.18 However, banks are allowed to use a corridor



of plus or minus 2 percentage points depending on
the creditworthiness of clients and the risks of the op-
erations. Interest rates on personal bank loans are 8
percent for loans to purchase consumption goods or
9 percent to finance investment or cash loans. Cur-
rently, banks can pay between 2V percent and
7Y5 percent on peso deposits depending on the term
of deposits. Interest paid on foreign exchange ac-
counts is set by the banks in line with international
interest rates. Article 17 also gives the CBC the au-
thority to set reserve requirements for banks and to
issue debt instruments in domestic or foreign curren-
cy. It also requires the CBC to issue regulations and
procedures for the good functioning of the payments

system.

The CBC is the government’s banker and fiscal agent
(Articles 18 and 19). The government maintains its
current account at the CBC and the CBC manages
the issuance of government bonds and bills in do-
mestic and international markets. Article 20 says that
the CBC cannot purchase government bonds directly
or issue currency to finance government deficits but
it leaves the door open for central bank financing of
the government by saying that the Council of Minis-
ters (the Consejo de Estado) can determine if this is
necessary. As the government’s fiscal agent, the CBC
can act on the government’s behalf to contract credit
for the government internally or externally and to
represent the government in debt restructuring oper-
ations (Article 21). Article 25 specifies the CBC’s in-
ternational operations, including management the
country’s international reserves. From the text of the
law it is not clear whether the CBC is the owner of
the international reserves. One oddity is that the
CBC is allowed to make a capital investment in for-
eign bank branches in Cuba. Article 26 gives the
CBC the authority in the area of foreign exchange
controls and to establish the exchange system in light
of balance of payments developments. The CBC also
grants licenses for domestic and foreign banks (Arti-

cle 27).

18. www.bc.gov.cu/Espafiol/pol_monetaria.asp.

Fiscal Management and Central Banking in Cuba

Articles 30 to 56 regulate the appointment of the
CBC’s management (president, vice-president, secre-
tary, auditor, and bank superintendent), board of di-
rectors, and staff. The president of the CBC is ap-
pointed either by the National Assembly or by the
Council of Ministers at the request of the President
of the Republic. The appointment is open-ended but
the president can be removed if the existing central
bank legislation is not followed or for illegal acts. The
CBC’s board of directors (composed of the presi-
dent, vice-presidents, secretary, auditor, and bank su-
perintendent) take decisions regarding monetary, fi-
nancial, and exchange policies. The policies are then
submitted to the government for approval. Once the
policies are approved, the CBC is responsible for
their implementation (Article 53).

Assessment of the Central Bank Law of Cuba

Law 172 created a central bank that is an integral
part of the government and very different from most
central banks in the world today. This does not ap-
pear to be a concern of CBC officials who are sup-
porters of the type of central planning that exists in
Cuba and where the head of government has unlim-
ited powers. The following assessment of the law can
be made regarding the central bank’s objectives, the
relation of the central bank to the government, and
the functions and operations of the CBC.

*  Although the attainment of price stability, ensur-
ing the functioning of the payments system, and
supervising the financial system are appropriate
objectives for a central bank, the fact that anoth-
er monetary policy objective is to achieve the
economic objectives of the country, leaves the
CBC with a too-open-ended agenda and subject
to government pressure. This is particularly seri-
ous given that top CBC officials do not have
fixed terms and serve at the pleasure of the gov-
ernment.

* The CBC is not an autonomous central bank,
notwithstanding Article 1 of Law 172, some-
thing that could limit its capacity to attain its
proper objectives of price stability and financial
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system stability.” The lack of independence
from the government is manifested in many
ways. First, as noted above, the appointments of
the CBC president and other officials are not for
fixed terms and they could be removed if mone-
tary policy is not supportive of the country’s eco-
nomic objectives. Second, the fact that decisions
on monetary policy and on the financial sector
by the CBC board have to be submitted to the
government makes the CBC operate pretty
much like another line ministry. Third, while in
principle the CBC should not lend directly to
the government by buying government bonds,
Article 20 clearly gives the Council of Ministers
the ability to order the CBC to provide financing
to the government.

The CBC is also required by its charter law to
carry out functions and operations that are not
proper functions of a central bank. For example,
the CBC is authorized to give financing to in-
vestment or development funds that promote so-
cially desirable objectives (Article 16-b) or to in-
vest in branches of foreign banks in Cuba.

The fact that the CBC relies on direct credit and
interest rate controls shows that much still needs
to be done to promote an efficient financial sec-
tor.

Finally, there is a lack of transparency in the
CBC’s operations. It is not clear if the CBC con-
tinues to publish annual reports (none are avail-
able for recent years) or externally audited bal-
ance sheets. Information on monetary aggregates
or the financial system is not published regularly.

This makes the CBC an outlier vis-a-vis most
central banks in the world.

CONCLUSIONS

This paper’s analysis shows that Cuba attempted to
bring its legislation regarding fiscal management and
central banking more in line with international prac-
tices. This effort appears to have been more success-
ful in the area of fiscal management, and the fiscal
government deficit has been brought under control.
However, it is difficult to know whether the fiscal
management practices envisaged in the legislation are
being fully implemented. There is anecdotal evidence
that there are significant off-budgetary operations.
The operations of the state enterprises also need to be
fully consolidated with the general government data.
The tax system needs to be simplified and fiscal data
reporting needs to be made more comprehensive,
better focused in terms of expenditure coverage, and
more frequently available.

The assessment of the central bank law is more nega-
tive. There are serious deficiencies in the law that
give the CBC an open-ended policy agenda that
could easily lead to policy conflicts and that seriously
limits the autonomy of the CBC. Furthermore, the
law also gives the CBC functions that are not appro-
priate for a central bank. The law does not establish
appropriate mechanisms for the accountability of the
CBC. This has resulted in the operations of the CBC
being very opaque and no information being made
available to the public on the balance sheet and oper-
ations of the central bank.

19. It could be argued that the CBC has been rather successful in controlling inflation but this has been achieved in part through price
controls. This argument ignores prices on the black market and the scarcities that exist in Cuba.
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