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INTRODUCTORY NOTES
 

Summary and excerpts. The paper has been divided into two parts. The first,
 
"Summary and Excerpts," is to be translated into Arabic and has been written 
to be a self-contained paper. As such, it includes extensive verbatim ex­
cerpts from the main body, particularly from sections III apd VII, where a
 
summarization seemed inadequate in presenting the basic analysis. The reader
 
of both parts will therefore find some repetition.
 

Sources. To avoid what otherwise would be a very large number of footnotes,
 
sources have not been specifically cited in most cases. Most of the data
 
come from Government sources, some directly and some through World Bank and
 
IMF publications, including, in addition to country reports, the World Bank
 
Atlas and International Financial Statistics, In some cases the statistics
 
are estimates or projections by the present writer. Where this is not clear 
from context, it is specifically noted. So far as is known, the magnitudes -­

if not the exact numbers -- of all of the statistics used without indicating 
a source are generally accepted ones. 
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SUMMARY AND EXCERPTS
 

Highlights
 

With the levelling off of worker remittances -- the driving force in
 
the striking transformation of the Yemeni economy since 1974 -- the economic
development of Yemen is entering a new phase. This levelling off of remit­

tances will doubtless mean a slower rate of growth than the very rapid pace
 
of the past five years, but it will also provide an opportunity for the
 
consolidation of the enormous gains over the period.
 

The most important immediate opportunity -- and challenge -- is the
 
possibility of bringing inflation under control. The opportunity arises
 
from the fact that most of the inflation of the past five years has come
 
from the massive increase in remittances and the monetization of the resul­
tant increase in foreign exchange reserves, an inflationary force that is now
 
largely spent. The challenge is that avoiding new inflationary pressures
 
will require a much more selective budgeting of expenditures than in the
 
past.
 

Major changes in the trends of both government revenues and government
 
expenditures have brought an end to the period when the budget produced
 
surpluses almost automatically; these surpluses have given way to deficits.
 
The rapid increase in revenues is tapering off as customs duties, the major
 
revenue source, follow the movement in remittances and impbrts. On the
 
expenditures sidp, the Yemen Arab Republic Government is showing an increasing
 
capability for spending money effectively as more trained people are becoming­
available and more capital projects are reaching the implementation stage.
 
If the trends in revenues and expenditures are allowed to' continue at recent
 
rates for just one more year (i.e., through FY 1980/81), t~e overall deficit
 
would reach YR (Yemeni rials) 2 billion ($550 million).
 

Of perhaps even greater concern, the structure of the budget may well
 
make such inflationary deficits self-perpetuating at an ever-increasing level.
 
Costs will rise at roughly the same rate as inflation but revenues, being largely
 
dependent on customs duties, will increase much less. The Government must move,
 
and move quickly, to set much stricter priorities in order to slow down sharply
 
the rate of increase in expenditures.
 

This summary is devoted primarily to analyzing these immediate questions
 
of fiscal policy and priorities as they relate to inflation. Itwill also
 
consider briefly, in the concluding section, the longer-term prospects of
 
remittances and the possibility of their substantial declipp in the years ahead.
 

The big buildup in the economy
 

There have been remarkable changes, that are perhaps unprecedented anywhere,
 
in the economy of the Yemen Arab Republic since 1974. These have been due largely
 
to the effects, both direct and indirect, of massive worker migration and an
 
enormous increase in worker remittances.
 

/'
 



The level of worker migration is now almost certainly one-third, and may 
even approach one-half, of the labor force; and remittances, which roughly 
doubled each year from 1973/74 to 1976/77,* have continued to a level of 
YR 6.4 billion ($1.4 billion) in 1978/79. Over these five years; imports have 
increased more than seven-fold to a 1978/79 level of $1.4 bill-ion. Despite 
this increase in imports, foreign-exchange reserves still rose from $250 million 
to a peak of $1.6 billion. Family savings, while not measurable with precision, 
have plainly reached high levels. And government revenues -- derived predomi­
nantly from customs duties and interest earnings on foreign-exchange reserves -­

rose in the five years from YR 277 million to an estimated FY 1978/79 level of 
YR 2.2 billion ($490 million). 

The increased demand for all kinds of goods and services, the rapid growth
 
of transportation and commerce in handling imports, and the expansion of govern­
ment activities have led to a substantial increase in Gross Domestic Product
 
(GDP). Atd Gross National Product (GNP), which includes worker remittances,
 
has more than doubled in real terms from the per capita level of about YR 900
 
($200) in 1975.
 

Levelling off
 

In the last two years, however, worker remittances have begun to level off.
 
After increases of roughly 100 percent each year through 1976/77, the increase
 
dropped to 32 percent the next year and to only,6 percent'in 1978/79 -- in real
 
terms, a modest decline. The possible future course of remittances is con­
sidered in the concluding section. For the present, it is assumed that remit­
tances will continue at about present levels for at least the next two or three
 
years.
 

The levelling off of remittances is having a number of major consequences.
 
One important effect is a tendency for imports to begin'tQ'level off as well,
 
although doubtless at a slower pace and with some lag in time. To a degree,
 
this has already started. In the two years since the remittance trend began
 
to f1atten out, the annual increase in imports averaged only 39 percent as
 
compared to nearly 70 percent in the previous two years. Whether the demand
 
for imports will level off soon, as remittances appear to be doing, is not
 
clear. But even if imports continue to increase for a time, financed by a
 
drawdown of foreign-exchange reserves, they will have to lvel off eventually
 
as the reserves are depleted. (The data through December'1979 show that
 
reserves had fallen by $186 million from their peak of $1,513 million in March.)
 

As the import trend begins to flatten out, revenues will be significantly
 
affected because of the importance of import-related reve~nhes in the total. The
 

*The split year refers throughout the paper to the Yemen fiscal year,
 

July through June.
 



preliminary data for 1977/78 show customs duties as 68 percent of total revenues 
(with earnings on foreign-exchange reserves accounting for an additional 12 or 
13 percent). The period of revenue increases of 50 to-100 percent per year 
is clearly coming to an end.
 

MFamily savings, which have been a major use of remittances, are probably
 
also beginning to level off. While there are no firm data on these savings,
 
they are plainly quantitatively important. A-very rough estimate (working
 
backwards from the relationship between increases in the money supply and
 
increases in GNP) suggests that in 1977 household savings in cash were probably 
as much as YR I billion ($220 million); and theyLprobably cbptinued to increase 
for a time thereafter. 

Inflation'
 

One important result of remittances-yet to be considered is inflation.
 
The Sana retail price index (the only indicator available) shows an increase
 
of slightly more than 20 percent each year from 1974/75 through 1977/78, and
 
even this, many observers believe, substantially understates, the true rate of
 
inflation. The massive increase in remittances gave rise to a great increase 
in the demand for domestic goods and services, and for imprts. But the
 
capacity of the economy to increase supply has been limited, and the increase
 
i-n total demand reflected in an increased demand for'imports wasnot great
 
enough to make up the difference. The result has been large. increases in the
 
price level. (Itmight'be noted that-the Inflationary forces involved have
 
been largely beyond governmental control.) 
 -

The effect o'f remittances on inflation can also be stated in monetary
 
terms. Most of the remittances, ori-ginalVy'inforeign exchange, were converted
 
into Yemeni rials and thus increased the-money supply. The-subsequent conver­
sion throughout the economy of riais into fordign exchange to buy imports was
 

in a lesser amount, thus leaving net increases in both the,oney supply and the
 
level of foreign-exchange reserves. The predominance of th& monetization of
 

foreign-exchange reserves,in increasing the money supply cap be seen from the
 

follow-ig:­

(millions of Yemeni'rials)
 

Foreign 
Money j exchapge
 
supply reserves
 

1973/74 728 693
 
1974/75 1,142 1,18§
 

1975/76- 2,509 2,607
 
1976/77 4,370 4,106
 
1977/78 6,205 6,14
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The price increases during this' period were thus in large part the unavoidable
 
cost of the large accumulation of foreign-exchange reserves. As such, they may
 
well have been, at least up to a point, worth their cost in economic distortions
 
and inequities. In any case, with the economy booming and most elements moving
 
upward together, they were probably more acceptable than they are likely to be
 
in the period ahead. I
 

There were also, of course, otherLfactors affecting the money supply,
 
primarily the budget and bank credit. These factors, h.dWpver, were quantitatively
 
much smaller.
 

Starting in 1978/79 the monetary situation began to cpange. The monetization
 
of the increase in foreign-exchange reserves, taken alone, increased the money

supply byonly 12 percent during 1978/79 as compared witl46 percent in the
 
preceding year. (And the Sana price index for the last half of calendar year

1978 (latest available) increased at an annual rate ofonl& 17 percent as com­
pared to the preceding 21 percent.) Moreover, the indications are that a
 
drawdown of reserves actually had a contractionary effect in the last half of
 
calendar year 1979. During this period, commercial, bank credit continued to
 
increase at only moderate rates. These indications strongly suggest that the
 
rate of inflation is definitely dropping.
 

,With the major -- and largely uncontrollable -- source of past inflation
 
evidently abated, there is now the first real opportunity-to bring inflation
 
under control. One requirement will of course be continued restraint in the
 
expansion of commercial bank credit, but very much more ilportant will be
 
controlling the growing forces leading to rapidly increasing budgetary deficits.
 

Taking advantage of this opportunity to control inflation is of great
 
importance; the opportunity may not octur again if largq-scale inflationary.
 
financing becomes an established pattern in budget formulation. In fact, if
 
budget deficits are allowed to grow, not only will they tend to become self­
perpetuating, but they may well be at increasingly inflation-producing levels.
 

Curbing inflation at this stage appears to be important -- and perhaps
 
even critical -- to Yemen in achieving-sustained economic growth. Although
 
sustained growth is sometimes achieved despite inflation (Brazil is probably

the most conspicuous case), the more typical case is with relative price
 
stability. This is illustrated by Taiwan and Korea, who have been the leaders
 
among the developing countries in economic growth (with'annual rates in real
 
terms from 1960 to 1976 of 9.0 and 9.6 percent) and where irflation has been
 
relatively low during their periods of most rapid growth.
 

One basic aspect of inflation needs to be made explicit. It can be
 
stated briefly. When an economy is operating at near capacity, as is the
 
case in most sectors of the Yemen economy today, inflationary financing does
 
not increase the total resources available by very much; it merely reallocates
 
their use This is particularly the case in the construction sector.
 

There are two special additional reasons why controlling inflation is
 
important at this time in Yemen. One is political. Although political
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considerations are in general beyond the scope of this'p~per, the possible
 
political effects of inflation on accumulated savings seMr worth noting. As
 
already observed, household savings in cash in 1977 were-probably at least
 
YR 1 billion, and they have doubtless increased substant1ally since. When
 
remittances, and presumably savings, were doubling each year, some loss through
 
inflation in the value of savings was probably acceptedjjth equanimity. But
 
with remittances and the level of savings flattening out; attitudes will change.
 
A.continuing inflation rate of 20 percent would reduce tfie value of savings by
 
half in only three years. It seems likely that this would create widespread
 
dissatisfaction.
 

The other special consideration has already been noted. Inflation
 
generated by the budget would, under present circumstances, very probably be
 
self-perpetuating at ever-increasing levels. In the Yknenp fi.scal structure,
 
the main effect of inflation would be on expenditures, Where costs would tend
 
to go up at the inflationary rate. It would not affect Estoms duties, the
 
main source of revenue, by nearly as much. Inflation would thus tend auto­
matically, over time, to increase the size of the deficit'relative,to the total
 
budget. (This subject will be considered in more detail below.)
 

The Budget: the key to controlling inflation
 

For the future, the main inflationary danger may be expected to come from
 
the budget. Yemen is passing from a period when budget -urpluses were almost
 
automatic to a situation in which deficits are large and growing.
 

Two trends are rapidly increasing the inflationary pffect-of the budget.
 
With the levelling off of remittances and a reduction *inthe rate of growth of
 
imports, the principal source of revenue,.tustems duti6s, is al-so showing a
 
reduced rate of increase. At the same time, on the expenditures side, the
 
Government is showing a rapidly increasing capacity to 'pend money effectively.
 
For the current budget, the previous constraints of a lank of trained personnel 
are evidently'beginning to give way. And for the capit ilbudget, the long
 
period of necessary preparation has been completed for an increasing number
 
of projects, and the implementation phase is accelerating
 

These trends do not reflect changing policies butrather, are simply
 
the result of changing circumstances. Even so, they arg resulting in large
 
and growing deficits. And these deficits will increase-uless policy decisions
 
are made to sharply reduce the rate of increase in expendfitures.
 

The change in trends shows up clbarly in the annual budgets as indicated
 
by the key figures summarized in the following table';-


During the period FY 1974/75 toFY 1976/77, revenues were,increasing at
 
an average annual rate of 84 percent, while expenditures-were increasing at
 
an annual rate of only 49 percent. In FY T977/78 the tworates of increase
 
were more nearly equal. Over the next two years (i.e., through the current
 
'fiscal year 1979/80), the relationship has reversed sharply. As budgeted
 
(actual data are.not yet available), revenues will have increased on the order
 
of only 25 percent annually, as ag ni an:inr e of 44 percent in expenditures.
 



r - xiii-a -

MAJOR COMPONENTS OF GOVERNMENT FINANCE* 

(inmillions of Yemeni rials) 

Actual Budget
1977/78 estimates
 

1973174 1974/75 19761777 elim- 1979/80
 

Revenues: 277 381 1,293 1,925 3,012 
Customs and investment earnings 
Other 

260 
121 

1,0B6 
207 

1,580 
344 612 e 

Expenditures: 336 562 1,256 2,102 4,383
 
Current 3_22 7-2 841 1,235, 2,426
 
Budgeted capital expenditures 14 69 224 599 1,272
 
Capital transfers 0 21 141 268 685
 

Overall surplus or deficit 59 -18-1 +37 -177 -1,371
 

400 e
 
Cash grants for budget support 128 389 418 401 


Change in net position with the
 
Central Bank** 47 ;20+7 +485 +66 -971
 

e/Estimate by writer
 

*The figures here, in conformity with the Yemeni format budget, include foreign
 

cash grants for budget support, but do not include eitherthe receipts or the
 
expenditures from foreign loans. Since the proceeds from these loans and the
 
outlays financed by them tend to coincide even within the same time frame, the
 
surpluses (or deficits) are not significantly Affected by the omission.
 

It might also be noted that the preliminary actuals for FY 1977/78 are being
 
compared, in effect, with the budget estimates for FY 1979/80. This is done be­
cause the FY 1977/78 budget estimates seriously understated customs revenues and
 
investment earnings, underestimates that seem to have beew~corrected by the
 
FY 1979/80 budget. (For the other items, the FY 1977/78 budget estimates were
 
reasonably accurate.)
 

**The change in net position does not exactly equal the difference between
 
The discrepancy
overall surplus (or deficit) and cash grants for budget support. 


represents a "statistical adjustment" reflecting in part vhrious lags in reporting.
 
The adjustments are small for all of the years except FY 177/78, presumably
 
attributable to the fact that the revenue and expenditures data for the year are
 
still preliminary.
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At the same time, foreign cash grants in support of the budget have tended
 
to remain relatively constant over most of the period-. Using the Government's
 
net position with the Central Bank (roughly approximating the overal- surplus
 
or deficit after allowance for cash grants)as'a relatively conservative indi­
cator of the inflationary impact of government finances,* the budgeted revenues
 
and expenditures forFY 1979/80 will have resulted in a sharp swing from a
 
deflationary surplus of YR 66 million in FY 1977/78 to an inflationary defi­
cit of YR 971 million in FYT979/80,*; equil" t632-percent of total revenues.
 
Such a major reversal in so short a time calls for serious attention.
 

At the deficit level of nearly YR one billion, the inflatioiary pressures
 
are already disturbing. They would become much more so if the budget trends
 
of the last two years were to continue for just one more year. Revenues would
 
increase by 25 percent to YR 3.8 billion while expenditures would increase by
 
44 percent to.YR 6.3 billion. The FY 1980/81 budget would.have an "inflationary
 
deficit" (after allowing for budget support'estimated at a continued YR -400
 
million***) of-vR2.1 billion.
 

A deficit at this level would have severe inflationary consequences (unless
 
there were to be a large contractionary increase in saleable imports). It would
 
result in an increase in the money supply on the order qf 25 percent, much more
 
than the needs of the economy. The past needs of the ee6nomy for a rapidly
 
expanding money supply to cover rapid growth, rapid monetization, and sizable
 
increases in cash saving are presumably tapering off, although the need for
 
modest increases in commereial bank credit will continue. Given these factors,
 

*Neither the -oyerall surplus or deficit' (the difference between revenues
 

and expenditures), or the "change in net position-with the Central Bank" is
 
wholly satisfactory as a measure of the deflationary/inflationary impact in
 
that each of them reflects'external (as wel'l as domestic) receipts and expen­
ditures which do not affect the economy directly. As between,these two possible
 
measures of the "inflationary deficit", the-change in nqt position with the Bank
 
is the more conservative, .since it includes foreign 'cash grants-even though, as
 
external receipts, they do not actually have a direct deflationary effect.
 
(Rough estimates from the limited information auailable'suggest that for
 
FY 1978/79 the inclus-ion of external transactions, including budget support,
 
results in an understatement of the inflationary-impact'pf the budget, but this
 
would not necessarily be the case for future years.)
 

**As .reported in IMF's International Financial Statistjcs, the Government's
 

net position with the Central Bank had decreased by YR 702 million-in the first
 
quarter of FY 1979/80, suggesting that the actual deficit may-turn out to be
 
even greater than the budget estimate, although there may have been special
 
factors operating during the.period.
 

***The future level of budget supportis of course uncertain, but the figures
 

for the recent past inthe table suggest no major changes, Recent developments
 
as reported in the press make the future levels ofbudget support even more
 
uncertain. Whatever.they turn out to be, however, theunderlying trends in
 
the budget analyzed inthis study will continue to merit attention.
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the budget-created increase in"the money supply might beexpected to cause price
 
increases in 1980/81 on the order of 20 percent if -- but only if -- present
 
trends are allowed to continue.
 

At this point an even more adverse possible consequence must be considered
 
in some detail. The structure of the Yemeni budget is such that even if there
 
were to be no further increase in expenditures after FY £980/81, except to
 
allow for price increases, the percentage of the budget covered by inflationary
 
financing would still increase. .Costs would generally go up by'the-rati of
 
inflation. But the principal source of revenue,, customs duties (and, presumably,
 
interest earnings on foreign-exchange reserves), would increase much less.
 

The critical implications of this relationship can be illustrated by
 
making projections for an additional two years. Startipg with the projection
 
above for FY 1980/81, this further illustrative projection assumes that imports
 
and customs duties will have levelled off and that other revenues will have
 
continued to increase at the same rate as inflation. For expenditures, it is
 
assumed that no increases are made except to cover the presumed inflation rate
 
of 20 percent. Projections on these assumptions would .icrease the "infla­
tionary deficit" from the level of YR 2.15 billion projected on past trends
 
for FY 1980/81 to a level of YR 4.5 billion, roughly one-third of the estimated
 
money supply, by FY 1982/83.* The size of the budget deficits and the rate of
 
inflation would have to be continuously increased justto .keep government
 
services and real investment at a constant level.
 

*The key figures in the illustrative projections are-


Illustrative 
Budget projections 
1979/80 1980/81 1982[.83 

Revenues 
Customs and investment earnings 2,40 e 2,820 2,820 
Other 612' 940 1,360 

Total 3,012 3,760 4,180 
Expenditures 4,383 6,310 9,090 

Cash grants 4006 400 400 
Borrowing from the Central Bank 971 4,510 

f/ Estimate by writer 
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The projections are of course not predictions. And some-of the underlying
 
assumptions and some of the specific figures are, of course, open to some
 
question. (For example, customs receipts may increase some, and it may be
 
possible to get substantial percentage increases in taxes other than customs.)
 
The projections do, however, strongly suggest that present budgetary trends,
 
if unchecked, might well start an inflationary spiral that would be serious
 
indeed.
 

Plainly the time to deal with this serious danger is before it becomes 
critical; and this point has very nearly been reached. The budgets for 
FY 1980/81 and FY 1981/82 must utilize much more stringent criteria tWn -have 
been required in the.5past. AndFthe SecatRt e av.rR n,;,m4st'1be more 7elective 
than the First. 

The basic concept isapriorities inorder to slow the rate of increase
 
in expenditures. Hard priority-choices have not been ileessary, until recently,
 
since non-inflationary financing has generallybeen avai-lable for all desirable
 
activities. But now the choice of outlays must be much jore selective. And,
 
for the immediate future, priorities should give at least as much weight to
 
the urgency, or the deferability, of a given activity or~project as to its
 
intrinsic desirability. Other actions of course-should also be taken. Maximum
 
efforts should be made to increase non-customs tag revenues. Inthe longer
 
run, non-customs revenues should be of great importance but, since they start 
from a low base, even large percentage increases will not yield large absolute 
increases in the short run. Also, further economies in-current expenditures 
may be possible. For example, the increaseIn Title I (salary category) of 
the Budget of 189 percent between FY 1976/77 and FY 1978/79 may have been 
adequate to correct past deficiehcies.- But the basic approach tust be 
priorities to sharply, and quickly, reduce the rate of-increase in expenditures. 

Some observations on priorities
 

A number of general observations seem useful even though some priorities
 
clearly must be determined on a project-bysproject basis.
 

Investment in people versus investment in infrastructure. A basic choice
 
in the budget will be between invaestment-in.people and ^nvestm6nt in infraz
 
structure. Although expenditures for eddcation and health are often thought
 
of as consumption,-which of course they are, they.are tlso very important
 
investments in the future development of the country.
 

The investment element of education and health programs is difficult
 
to quantify, but it is clearly important. It is interesting to note, for
 
instance, that in Taiwan and Korea which, as already stated, are development
 
leaders, literacy rates are extremely high.- In.1975 adult literacy stood at
 
82 and 91 percent, respectively, and in Korea had already-reached 71 percent
 
as early as 1960. As to health, it is obvious that a worker with a debilitating
 
disease cannot be a fullyproductive one, although again the quantitative
 
relationship is not clear.
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The investment aspect of programs in health and education should not, however, 
obscure their importance in meeting basic human needs. This has a particular 
relevance for Yemen which lags behind in precisely these 'areas. With the rapid 
rise in remittances, the basic needs of food and-clothing are surely being more 
adequately met with the vast increase in imports. But in education and health ­
services, which cannot be imported, Yemen continues to lag far behind most other 
countries with similar incomes simply because of the time'ittakes to develop 
these areas adequately. 

Either the productivity of investing in people or t~ejmportance of
 
satisfying unmet basic human needs would give a high pri6rity to increased
 
government services. When these two priorities coincide.In the case of
 
education and health, the priority is high indeed.
 

The Government has recognized the priority of investment in people.
 
Funding for education, and health has been the fastest risinpg item in the whole 
budget. Even so, since it started from such a low base, it is still only
 
18 percent of total allocations in the FY 1979/80 budget.: Here as elsewhere,.
 
however, priorities even within a priority category shodld'be selective. For
 
example, general university education can be overexpanded', as is shown by the
 
problem of the "educated unemployed" in many developing cPuntries. In the
 
health field, modern hospital facilities are simply too expensive at this stage
 
to be affordable except for the fortunate few, while general health services
 
at a much lower cost and higher relative return should. blaimed at gradually
 
becoming available to all. Continued priority seems clearly desirable for
 
health and education-to the extent that they can use ad4itional funds
 
effectively.
 

Capita-l expenditures in the budget have been growing pore rapidly than
 
current expenditures. This suggests that, as a practical matter, reductions
 
in the rate of tncrease i.n overall expenditures will need to be concentrated
 

.here. Fortunately, priority considerations point in the same direction.
 

Most of the direct government investment is in infrastructure. (Capital
 
transfers will be considered separately later.) Of this, highways are by far
 
the largest single category. They were scheduled to recei.ve about 40 percent
 
of total government investment in the First Five-Year Plan( (Although the
 
overly-ambitious Plan has been scaled down considerably, the relationships
 
have not necessarily changed.) Given their large amount and the fact that
 
similar characteristics apply to some other infrastructupe, highways may be
 
taken as being reasonably-illustrative of the infrastructure sector as a whole.
 

Highways provide a good example of the wide variation of project
 
priorities' within a single sector. The 736 kilometer network, completed in
 
1970, which links the three main cities, has been indisp rjsable to the develop­
ment of Yemen. Its benefit-cost ratio, taking into accopnt the vast indirect
 
benefits, must be very high indeed. But construction of the additional 2,342
 
kilometers proposed in the Plan would have very much lower benefits. An
 
inspection of a population density map and a map showing the basic ,highway
 
network indicates that some 90 percent of the population lives within 60
 

http:recei.ve
http:coincide.In
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kilometers (as the crow flies) of one of the highways that have already been
 
completed. It thus appears that new highways, with some exceptions such as a
 
link to the Saudi Arabian system, will have a very much lower rate of return
 
than the basic highway program did and the feeder-road prpgram will, and could
 
be deferred for a time without any majoreffect on the rat of economic growth.
 
Similar considerations, would appear to apply to some othep'.large infrastructure
 
projects as well.
 

The conclusions with respect to large infrastructure projects do not
 

necessarily apply to small ones, which are often of a different type. For
 
example, feeder roads are estimated to have a cost per kipmeter of only
 
7 percent of that for highways, and they would appear to h've much higher
 
relative benefits. Similar conditions often apply for sm~ll potable water
 
projects.' Such small projects are likely to have a very -fayorable benefit­
cost ratio, particularly where they have strong local support with financial
 
participation -- generally,through the Local Development'A §ociations --'which
 
helps to keep costs down and assure adequate attention-to ''fficient use and
 
maintenance.
 

Inthe case of some large infrastructure projects, the availability of
 
concessional financing through foreign assistance must be taken into account
 
in setting priorities. Other things being equal, such pirpjects would have a
 
higher priority. These projects, however, can also have a inflationary
 
impact, particularly where local costs (the demand for local resources) are
 
large relative'to the import component. (InFY 1977/78,'t"e latest year for
 
which data are available, total capital project expenditupes were YR 871 million
 
of which'only 31 percent was financed by foreign loans.). the availability of
 
foreign aid should thus not in itself be considered adequate justification for
 
going ahead with a project, particularly if the aid is o61y a part of the total
 
cost. And obviously donors should be urged to concentrate,on the highest
 
priority projeEts and activities even if they are not tp-,easiest to implement.
 

Agriculture and industry. Investments in these sectors are less related
 
to fiscal policy than those considered above since the bqk of agriultural
 
and industrial (or at least manufacturing) investment will be in the private
 
sector. Additionally, desirable investments in these areas are likely to be
 
limited by the scarcity of good large-scale project posiiflities in agriculture
 
and the fact that at present there is no need for import'spbstitution to save
 
foreign exchange or for investment to create additional' employment. (There
 
are, however, some areas in manufacturing where Yemen prpluction can be com­
petitive with imports; cement and some other building materials with high
 
transportation costs appear to-be a good case'in point.) Investments financed
 
largely from private savings will not have a major inflationary impact; moreover,
 
they will have met at least one important test of economic feasibility -- the
 
investor's willingness to risk his own money.
 

A major part of the planned public investment in agriculture is for
 
irrigation works to capture runoff that would otherwise Pe wasted. Many of
 
these will presumably prove to be highly productive investments, although there
 
are no indications of any great need for carrying them out immediately. Nor is
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their individual justifiability always clear. For example, the Plan allocates
 
YR 105 million for-starting the Marib dam while noting that "the project cost
 
is not yet estimated." Thus jt.would appear that some of the projects could be
 
deferred for fiscal reasons at no great loss and that someof them should be
 
deferred in any case pending further study.
 

In industry, public investments in the Plan include both publ-ic corporations

and the so-called "mixed sector", to be made up of joint-vpntues with the private 
sector. The economic justification for-some of the lattert(for example, a steel
 
plant) seems doubtful; in any case, to date none has been undertaken. Industries
 
that are largely or wholly owned by the government inclu6t1 cement, the large

Sana textile plant, electricity, the-petroleum company, apdthe airline. Large
 
investments in public corporations were called for in the'Plan and, although

detailed information is not available, it appears that much of this investment
 
has taken place. This .ts$evidently-fttmanc tdhrodgh iheljftapifa!t ransfet" (direct 
transfers from the Central Bank) section:of the capita, budget. This section was
 
budgeted for YR 184 million in FY 1977/78 (the'prelimitary actual was YR 268
 
million), and is budgeted for YR 685 million for FY 1979180.- While most of
 
these investments may well be desirable i-n the lohg run',( en though they have
 
not been subjected to the,test of privatezinvestor deterrnpation of profitability),

their urgency is not clear. For example, even in the case 'of increased capacity

for cement production,which appears definitely to be ecbomically sound, a con­
tinued major reliance on imports for an additional ,period- ould have at most a, 
negligible deterrent effect on economl& growth. Itwould thus appear that the
"capital transfer" item in the budget:itght at least-be-lpvelled off, and 
possibly even reduced, for the time,b'ilfg.. 

In summary, it appears that mantof the government capital investment 
projects could be deferred for a time-without.serious development consequences. 
This would appear to be definitely the case'for most of the new highway projects
and, presumably, for much other infrastru-tume,'and for public corporations.
Even for efficient import substitution,such as cement add the most producti-ve
irrigation projects, there does not appeatrt&.beany great urgency since foreign 
exchange reserves are equal to a fuil:year's'3mports. _'-


The need for early action
 

As indicated above, the need to seize the present opportunity to control
 
inflation is urgent. The FY 1979-80-budget &lteaiy has.a-large, inflationary
 
deficit. If expenditure trends are allowedta tontinue intq FY 1980/81 and
 
FY 1981/82, there is a serious danger'that aetfl-perpet6atng spiral of
Decislan,isst be mad qickly as to where
-inflation will have been started. 

and how to reduce the .rate of increase ineexpqntld es.
 

One practical problem in deferrigiexpe adtures arises fromiprojects that 
are already well into the implementaVlon sta e. It seems 'sensible that in most 
cases these should be continued, but, even with such proebts Tt may sometimes 
be preferable to slow the rate of ependiturns. -In-the absence of detailed 
information, one cannot be sure of the effect of these projects on future 
budgets. It seems likely that a sgnificantbpart of the investment budget for 
at least the next year will be determined .y7,projects already started. 
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Given the requirements of ongoing projects and the time required for 
accurately determining project-by-project priorities, itmay-well-be desirable -­

and perhaps even essential --to adopt a rule of no new starts of capital 
projects for the next year or two. 

The targets suggested below, although difficult, would appear to be
 
achievable.
 

For FY 1980/81, to hold the increase intotal expenditures to a level
 
somewhat below the expected increase in r6venues and thus to achieve some
 
reduction in the deficit.
 

For FY 1981/82, by which time there will have been more time to make
 
necessary adjustments, to hold the increase in expendituires to a level enough
 
below the expected increase inrevenues to:eliminate ipfiationary financing.
 

The various suggestions for deferral of some inVestment programs do not
imply investment at too low a level to achieve a satipactoryrate of growth.
 

The levels of investment are already- high. Government capital. expenditures,
 
including both those in the Budget'and those financedfr6m foreign loans,
 
appear to have been at least YR 2 billion in FY 1978/79. To this must be
 
added the large amount of private investment financed'from-remittances and
 
profits from importing and distribution. The most recent estimates are for
 
FY 1976/77 when private investment (exclusifve of inventory-increases) stood
 
at YR 829 million, nearly three-fifths of total investment. There have doubt­
less been major increases in private investment since 'then. Total investment
 
in FY 1978/79 has thus probablybeen in the neighborhodd of Y'R3a-4'billion.
 
This would be on the order of 30 percent of GDP (orarkdnd 20 percent of GNP),
 
a high level for a developing country. There is clear ly-no overriding need
 
for still further increases ingovernment investment'tochieve ,asatisfactory
 
rate of economic growth.
 

Achieving a non-inflationary,budget by FY 1981/82 should be 6-firm target.
 
Itwill not be easy. But it should be possible. ,And'ifthis target ismet,
 
it should bring an end to the high-rates of inflation that have characterized
 
the Yemeni economy for at least a decade. Some prices-will continue to rise,
 
no doubt including those for petroleum products and perhaps construction costs,
 
but widespread, general inflation will -haebeen broUghif.under a reaspnable
 
degree of control. This accomplishment willeliminat@ the economic distortions
 
and inequities -- particularly to savers.-- that rapid-inflation always brings.
 
Itwill establish a sound basis for continuing growth~'nd development inthe
 
period ahead, a basis that will'be especially neededsince available resources
 
will not be increasing as rapidly as they; have beenjInt he boom period of the
 
recent past.
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'The future of remittances
 

All of the analysis above assumes that worker remittances will continue for
 
a time at'roughly present levels. This prospect seems the most likely one on
 
the basis of recent performance.* This assumption, however, may well turn out
 
to be very optimistic. There are several reasons.
 

It seems clear that in Saudi Arabia (which employs at least 90 percent 
of the Yemeni migrant workers), the rate of increase in investment is declining. 
Increases during Lhe Third Development Plan, 1980-84, will be much less than 
during the early years of the Second Plan. The big acceleration is over. 
Saudi Arabia has decided on a generally more conservative,fiscal policy, in 
part to halt inflation. (The consumer price index is reported to have actually 
shown a slight decline in 1978.) 

As the Saudi Arabian development program continues to progress, there
 
will be a further gradual shift from construction to operation and maintenance.
 
This may decrease the need for foreign workers somewhat and in any case will
 
call for a different kind of worker. The bulk of Yemeni workers to date have
 
been in construction.
 

The most striking recent change has been the rapid increase in the number
 
of Asian workers in Saudi Arabia. There are no overall estimates of this
 
increase, but the total number of Asian workers in 1975 was estimated at
 
38,000 and the Government of Pakistan estimates that their workers alone
 
numbered 90,000 by 1977/78. There are also large numbers of Indians, Koreans,
 
and Filipinos. In some respects Asian workers are more acceptable to the
 
Saudi Arabians than Arab workers because they tend to live apart and are
 
unlikely to have much effect on the fabric of Saudi society. There are also
 
some indications that for equal work they are willing to work for less pay.
 

It is clear that the three developments noted above are taking place.
 
What is not clear is their effect on the demand for Arab workers. For example,
 
the rapid increase in Asian workers may have served merely to help meet the
 
continuing growth in Saudi Arabian demand, or it may actually have started to
 
displace some Arab, including Yemeni, workers. Some observers believe the
 
latter to be the case. On the other hand, there is considerable evidence that
 
Yemeni workers are highly regarded in Saudi Arabia both because of their
 
cultural affinity and because they have a reputation for being hard workers.
 

Two close observers of worker migration in the Middle East conclude that
 
"the number of Yemeni migrants abroad will fall from about 550,000 in 1977/78
 

*Beginning in mid-1977, following three years of doubling each year, remittances
 
for seven consecutive quarters followed a nearly horizontal trend. For the three
 
latest quarters (of which the most recent is the highest) the movement has been
 
up an average of 9 percent, a modest increase in nominal-terms but probably down
 
slightly since mid-1977 in real terms.
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to about 300,000 /the estimated number in 1975 7 by 1980" and that "remittances
 
will decline rapidly, reflecting the falling number of mjgrants and the decline
 
in wage rates."* Most observers (including the writer) believe that this pre­
diction is much too extreme, but its warning should not be disregarded,parti­
cularly if the time specified were to be extended by two. or'three years.
 

Since the changing forces in Saudi Arabia were already underway during 
the two and a half years, beginning in 1977, when Yemeni rOmittances were con­
stant or increasing somewhat, no sharp, immediate decline ji remittances seems 
probable. But if the competition from Asians were to increase substantially, 
as is clearly possible, at least a modest-downturn, even i:-the short run, could 
be expected. (Some upturn in remittances is also possible; but this possibility 
does not require any advance planning.) Even if Asians d q pot actually displace 
Yemeni workers, they may exert a downward pressure on wags, 

The relatively high probability of a modest decline (s&y up to 10 percent
 
per year in real terms) in remittances in the near future is not a cause fpr
 
immediate concern. (Infact, with some reduction in the labor shortages in
 
Yemen, there might even be advantages.) The high levels of foreign-exchange
 
reserves and of household savings (although the latter will decline if they
 
continue to be eroded by,inflation) would cushion the imp4t for a long enough
 
time for adjustments to be made. But adjustments would be necessary.
 

For many purposes, however, it is important to look beyond the immediate
 
future. For the longer term, say 3 to 10 years and beyopd, the likelihood of
 
a substantial decline in remittances is much greater than'in the short run.
 
A reduction in the rate of increase in Saudi Arabian investment, a change in
 
the kind of foreign labor needed, and increasing competitiop from Asian labor
 
can potentially have a greater impact over a longer perid,of time. The possi­
bility of a major reduction in worker earnings and remittances, say of the
 
order of 50 percent or more in real terms, over the next5 to 10 years must.be
 
considered a real one. Although the future course of remittances is at this
 
time unknowable, it will be necessary to monitor their qryfent closely, and
 
prudent planning should, of course, take the possibility-pfa substantial
 
decline into account.
 

Current longer-range planning, including the Second Five-Year Plan,
 
1981/82 -1985/86, will need to take into account, among pther things, the
 
changes in the relative costs of imports and wages that ppl!d result from a
 

t
major reduction in migration and remittances. If there Th a continuing
 

*The observers are Drs. Stace Birks and Clive Sinclair of the University
 
of Durham who have been working on a study of Middle East labor migration
 
for the International Labor Office since 1976. The qudtation is from an
 
unpublished report of May 1979, page 127, prepared for tb6-Agency for
 
International Development.
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decline in the level of foreign-exchange reserves, devaluation or some other
 
means of reducing imports will eventually become necessary. On wages, a net
 
return,of migrant workers would cause a decrease -- or a slower rate of
 
increase -- in labor costs. Planning now for long-term ihestment will thus
 
have to allow for the possibility that a shift to less capital (Import) in­

tensive activities may be called for. And agricultural rqsearch undertaken
 
now will need to include consideration of the fact that YThen may well have
 
to once again produce domestically a larger proportion of its foodstuffs than
 
it does today.
 

Even more important for immediate Government action, tje prospect of a
 
substantial decline in remittances in the years ahead reinfprces the urgency
 
of changes in Government fiscal and budgetary policies th4'are already called
 
for to bring inflation under control. Broadening the tax base and continuing
 
to improve tax administration are already clearly needed; the need becomes
 
even more compelling in the face of a potential sharp drop 1V remittances and,
 
-with them, customs revenues. The same is true for improvjng the efficiency
 
of budgeting and government spending. The same considertlons also hold for
 
the need to postpone deferrable capital projects, and with even greater weight,
 
since this is the only area in which it seems likely that large-scale anti­
inflationary results can be achieved quickly.
 



I. INTRODUCTION
 

To understand almost any aspect of the Yemen economy one must be aware
 
of three primary characteristics of the country.
 

First, Yemen is still in the early stages of rapid movement toward
 
modernization. It is an old civilization that had some highly developed
 
irrigation systems even in the pre-Christian era, but it is not a modern
 
society. Although the observation in the London Economist more than two
 
decades ago that Yemen was "rushing madly into the 14ih century" would have
 
to be modified considerably today, it stil'l has important elements of vali­
dity. Imam Yahya, who ruled from the time the Turks-were driven out in 1918
 
until his assassination in 1948, was essentially a fepcdl.monarch. He was
 
deliberately isolationist, to avoid new ideas that might~undermine his
 
absolute rule, and at one time he even banned the use 6f printing presses.
 
He never went outside the country. His son and successor, Imam Ahmed, who
 
ruled until his death in 1962, was not greatly different. He continued to'
 
discourage the entry of outsiders and his-first trip outside the country was.
 
to a conference-in Saudi Arabia in1956. The revolQti6d,'from 1962 until
 
1970, supported as itwas by Egypt, opened the country 6 considerable
 
Egyptian influence, particularly in the military sphere;-but did not foster
 
the rapid development of modern institutions. The first comprehensive budget
 
was for the fiscal year 1923-74. The Central Bank had Peen established only
 
two years earlier. Tribal influence, although now diminishing r~pidly, is
 
still important, especially in the north. Clearly, modern institutions are
 
just getting started in Yemen.
 

Second, the recent phenomenon of.the sharp growth ip worker emigration
 
and worker remittances is probably unparalleled in ahy qther country at any
 
time in history. The proportion of the male labor forceworking abroad
 
reached a level of at least a third, and perhaps as much as a half, by 1977
 
or 1978. Remittances in 1977/78 1/ dmounted to $1.3 billion. This compares
 
with a total GNP of only $1.1 billion just four years earlier. Moreover,
 
remittances -- at least initially -- increased domesti growth by stimulating
 
the demand for housing, wholesale and retail trade, api other services. In
 
per capita terms, real GNP went from about $200 (YR 900) in 1974 to at least
 
$400 (in1975 prices) in 1978. The enormous consequenpds for the economy
 
are, obvious.
 

1/	The split year refers throughout the paper to the Yemen fiscal year,
 
July through June.
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Third, despite its present relatively high per capita GNP, Yemen is still
 
in many ways a very backward, underdeveloped country. Gien the fact that
 
Yemen began-serious modernization less than a decade ago and that its dominant
 
new economic force has been important for less than half that time, this is
 
not surprising. The indications of backwardness are ubiquitous; Some 87
 
percent of the people are illiterate. At least 80 percent live in villages
 
of 500 or less, many of which are still inaccessible to v¥hicular traffic.
 
Girls marry, on the average, at 14. Such diseases as intestinal disorders,
 
tuberculosis, malaria, and schistosomiasis are very pr valent. Infant mor­
tality is at least 150 per thousand. Life expectancyat'birth is ohly
 
45 years.
 

Yemen has made enormous strides in its socio-economic development in
 
the brief period since the-end of the revolution. The first section of this
 
paper deals briefly with these developments inimabro-cqnomic terms.
 

Recently there has been a levelling off of worker rejnittances and with
 
it the economic development of Yemen is entering a new Ohase. This levelling

off of remittances will doubtless mean a slower rate of-growth than the very
 
rapid pace of the last five years, but.itwil also pro'?jde an opportunity
 
for the consolidation of the enormous gains overthe period.
 

The most important immediate opportunity -- and challenge -- is the
 
possibility of bringing inflation under control. The.bpp6rtunity arises
 
from the fact that most of the inflation of the past five years has come
 

'from the enormous increase in remittances and the monetijation of the re­
sultant increase in foreign exchange reserves, ah increase that is levelling 
off. The challenge 'isthat curbing inflation will req u re a much tighter
.budgeting of expenditures than in the past. 
 -

A major part of this study is concerned with analyzing questions of
 
budgeting and priorities as they relate to bringing inflation under control.
 
In the analysis it is assumed that worker remittances,- te most important
 
factor in the present economy, will continue at about current levels for the
 
immediate future.
 

There is, however, a distinct possibility that remittance? will decline -­
perhaps significantly -- particularly if the-time span~considered is 3 to 10 
years or longer. In the sections on social services, infrastructure, agri­
culture, and industry, which are concerned with morethap the.immediate future, 
the discussion also considers the possibility of a significant decline in 
remittances. 

The concluding section of the study considers in 'greater detail the
 
longer-run prospects for remittances and analyzes some' :the overall impli­
cations of a possible substantial decline.
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II. WORKER MIGRATION AND REMITTANCES AND THE MACRO-ECONOMIC VARIABLES
 

Between 1973/74 and 1976/77 worker remittances roughly doubled each year.

By the latter year they totalled more than $1 billion, or about $200 (YR 900)
 
per capita, roughly equal to total per capita GNP at the beginning of the
 
period.
 

In 1977/78, worker remittances began to taper off. Ip 1978/79, they

showed an increase of only 6 percent in current prices, a modest decline
 
in real terms.
 

This massive increase in remittances and their subsequent levelling off
 
are the two dominant factors in the Yemen economy in the recent past.
 

As already emphasized, the economy of Yemen in the recent past has
 
revolved around worker remittances. This section, accordingly, examines the
 
main macro-economic variables in juxtaposition to those remittances.
 

The best available estimates on workers abroad and worker remittances
 
are as follows:
 

Table 1
 

EMIGRATION AND REMITTANCES*
 

Labor Workers Emigrants Remittances 
Fiscal force abroad as percent of 
year (000) (000)- labor force ($ mils) (YR 

1969/70 1,280 150 12% $49 YR 220
 
1970/71 168 
 51 230
 
1971/72 196 65 292
 
1972/73 1,350 211 16 117 
 525
 
1973/74 258 132 595
 

1974/75 1,414 278 20 225 1,013
 
1975/76 525 2,363
 
1976/77 1,013 4,561
 

1977/78 1,500 550-750 37-50 1,340 6,031
 
1978/79 1,423  6,404
 

*The worker figures for 1974/75 are derived from the census of
 
January 1975 which, after adjustment by the Swiss Technical Team,
 
are believed to be reasonably accurate; those for the other years,
 
especially 1977/78, are 'ery much less certain. The remittance
 
figures, as the principal source of foreign exchange earnings, are
 
believed td be quite accurate throughout. They do not, however,
 
include remittances in kind.
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As shown in table 1, both emigration and remittances were,important
 
well .inadvance of the quadrupling of oi-l prices in 1973/74. But they shot
 
up thereafter. Renittances roughly doubled each year in the three years
 
1973/74 to 1976/77, while the number of workers abroad probably at least
 
doubled over the period. (The estimates of workers abroad subsequent to the
 
census figure for 1974/75 are-quite uncertainm. But in the.light of the
 
remittance figures, which are reasonably firm, they seemr'pasonable.)
 
Plainly, these were very large and sudden changes.'
 

The increase in workers abroa, as a percent of the labor force is
 
probably unprecedented. The total number abroad in 1977 almost certainly
'as 

,one-third, and may even have approached one-half, of the pountry's labor
 
force. It is obvious that this must have had a major impact on domestic
 
,production', particularly in agriculture which employed 73"percent of the
 
resident labor force in 1975. (This impact, however, is somewhat less than
 
the figures as such would suggest. At the beginning of thl'period, there
 
was substantial underemployment., And, so far as agricultRre'is concerned,
 
much of the labor is traditionally done by women who, for',the most part,
 
are not included in the labor-force statistics.) The impapt of the reduced
 
labor availability in the other sectors was much less. Ij fact, emigration
 
to the cities, while much smaTler in absolute numbers than emigration
 
abroad, probably reflects an increase in'the labor force ipthe ,non­
agricultural portion of the economy.
 

The relationship of the growth in remittances to the growth in GNP, shown
 
in table 2, shows how predominant a role remittances playe, in that growth.
 



Table 2
 

REMITTANCES AND ECONOMIC GROWTH
 

(amounts inmillions of Yemeni rials)
 

.(in constant 1975 prices) 'in
 
GDP ' GNP current prices


Fiscal Percent Remit-' Percent Percent
 
year Amount change tances* Amount change Amount change
 

1969/70 3,163 477 3,640 1,399 
1970/71 3,807 20% - 468 4,275 17% 1,746 24% 
1971/72 3,996 5 562 4,558 7 2jO91 -20 
1972/73 4,358 9 788 5,146 13 2,514 ,21 
1973/74 4,292 -1 567 4,859 -6 3,260. 30
 

1974/75 5,016 17 1,012 6,028 24' 4,473 37
 
t975/76 5,180. . 3 2,115 7,295 2-1 5,1'80 16
 
1976/77 5,766 11 4,108 9,874 36- 7,545 46
 

1977/78** 6,227 p 8P 4,982 1,1,209 p 14P n.a.
 
,1978/79 na. 4,756 n.a. n.a.
 

p/ Preliminary
*Converted to 1975 prices on thd basis of the IFS import price index.
 

**Figures for GDP and GNP inconstant prices have beew,.-cdculated on the
 
.bas-is of an estimated 8 percent intrease in real GDP. 2
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From 1973/74 to.1977/78, real GNP (i.e., in constant prices) increases
 
by YR 6,350 million, an average for the four-year period of 23-percent per
 
year. Of this increase, YR 4,415 mill-ion,.or 69,percent, came from increased
 
remittances,. Moreover, the effect .of remittances went beyondthis direct
 
effect. The most rapidly growing sectors in GDP were trade;-finance, and
 
government, which accounted for nearly half of the total." The large and
 
growing remittances were obviously a main stimulus in these'lectors. And
 
in the other main growth sector, agriculture, much of the ipdtease was due
 
to better weather. On the whole, it appears thatas much a& 85'to 90 percent
 
of the GNP.growth (other than weather-induced) may, direbtjy and indirectly,
 
have been.due to remittances.
 

Not only have remittances greatly increased per capita GNP, but the
 
increased income has gone directly to the'masses of the peopl'e and has been
 
widely distributed. Benefits were widely dispersed geographically as shown
 
by the 1975 census. For each of the.1O governates, exceptqoe small one,
 
the proportion of the population working abroad fell within a range of 5 to
 
8 percent.- With, many workers returning after two or three.'y~ars and being
 
replaced by others, and with the total, abroad evidently hay'jn§ increased
 
greatly from the year of the census through-at least 1977, itappears that
 
the preponderance of rural families (and most of the emig~arts are rural)
 
have benefited directly over the last few years. The proportion of familiLs
 
benefited is even more pronounced in terms of the extended'family, which js
 
still characteristic of much of rural Yemen. Moreover, most of those not
 
benefiting directly will have benefited indirectly with unpployment having
 
largely disappeared and wages having risen faster than prices.
 

Remittances were also, as one would expect, the main:wfactor in the 
balance of payments. The key'elements are as follows. -

Table 3
 

MAIN BALANCE-OF-PAYMENTS ITEMS
 
(millions of dollars)
 

Fiscal Remit- Foreign Reserves
 
year tances Imports Exports aid0, (end year)
 

1971/72 $65 $86 $9 $15 $67
 
1972/73 117 120 8 15 77
 
1973/74 132 194 14 30 70
 

1974/75 225 258 13 130 248
 
1975/76 . 525 382 12 176 520
 
1976/77 1,013 730 19 250' 974
 

1977/78 1,340 834 7 249 1,347
 
1978/79 1,423 -1,409 3 na. 1,543**
 

*OECD statistics. Includes both' cash grants and project dis­
'bursements.
 

**Down from the peak of $1,613 million inMarch 1979.
 

http:mill-ion,.or
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As table 3 shows,-exports in recent years have been negligible. Foreign
 
aid has been large and growing. But by far the largest element in financing
 
the enormous growth in imports and increase in reserves has'been worker
 
remittances. In 1977/78 remittance were more than five times as much as
 
foreign aid receipts, and greater than total imports.
 

In-public finance also, remittances are the most'important element.
 
Although very little of the remittances is subject to direct taxation, 6
 
considerable portion is captured indirectly through customs duties on imports,
 
which are financed largely by remittances. The mainmagptudes are shown
 
in table 4.
 

Table 4
 

CUSTOMS DUTIES AND GOVERNMENT REVENUES*
 

(amounts inmillions of Yemeni rials)
 

Duties
 
Fiscal Total Customs as percent of
 
year revenue duties revenue
 

1970/71 YR 94 YR 53 56% 
1971/72 151 77 51 
1972/73 199 113 57 
1973/74 277 156 56 
1974/75 381 222 58 
1975/76 605 395 05 
1976/77 1,293 929 72 
1977/78 1,925 1,304 68 

*Exclusive of foreign grants and loans.
 

Plainly, import taxes have been the primary source of revenue. (Earnings
 
on foreign-exchange reserves held abroad, also closely related to the remit­
tance phenomenon, have recently become an important source of revenue as
 
well.) Moreover, import taxes have been an even more impqrtant factor in
 
the increase in revenue. From 1973/74, the last year before the great surge
 
in remittances began, through 1976/77, customs revenue iqcreased sixfold
 
while the increase in other revenues was only threefold.
 

In summary, it is.clear that from 1973/74 through 1976/77 worker
 
remittances was the predominant element in the strong upward movements in
 
all of the mai'n macroeconomic areas.
 

In 1977/78, things began to change.
 

For remittances, after roughly doubling each year through 1976/77, the
 
increase dropped to 32 percent the next year and to only 6 percent in 1978/79,
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in real terms, a modest decline. /The possible future course of remittances
 
will be considered in the concluding section of this study. In the present
 
discussion it is assumed that remittances will continue at about present
 
levels for at least the~next two or three years. Where a longer time-horizon
 
is considered, this assumption ismodified.-/
 

The levelling off of remittances is having a number of major consequences.
 
One important effect is a tendency for imports to begin to'level off as well,
 
although doubtless at a slower pace and with some lag in time. To a degree,
 
this has already started. In the two years since the reittance trend began
 
to flatten out, the annual increase in imports averaged obly 39 percent as
 
compared to nearly 70 percent for the previous two years. Whether the demand
 
for imports will level off soon, as remittances appear to be doing, is not
 
clear. But even if imports continue to increase for a time, financed by a
 
drawdown of foreign-exchange reserves, they will have to level off eventually
 
as the reserves are depleted. (The data through December1979 show that
 
reserves had fallen by $186 million from their peak of $1,§13 million in
 
March.)
 

As the import trend begins to flatten out, revenues will be significantly
 
affected because of the importance of import-related revenues in the total.
 
The preliminary data for 1977/78 show customs duties as 68 percent of total
 
revenues (with interest on foreign-exchange reserves accounting for an addi­
tional 12 or 13 percent). The period of revenue increases-of 50 to 100
 
percent per year is clearly coming to an end.
 

Family savings, which have been a major use of remittances, are probably

also beginning to level off. While there are no firm data"on these savings,
 
they are plainly quantitatively important. A very rough estimate (working
 
backwards from the relationship between increases in the Money supply and
 
increases in GNP) suggests that in 1977 household savings' %cash were pro­
bably as much as YR 1 billion ($220 million); and they probably continued to
 
increase for a time thereafter.
 

The data are not yet available for a clear assessment qf the effect of
 
the levelling off of remittances on GNP growth, but it prqjbly is substantial
 
as is suggested by the preliminary data for 1977/78.
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III. THE GOVERNMENT AND THE ECONOMY
 

The Government has generally-been following economic policies that provide
 
an open economy, leaving most price and related decisions to market forces.
 
Monetary policy appears to have been generally well-suited to the needs of
 
the economy. These areas will be considered, but only briefly because no
 
major changes seem indicated. -


The most important role of the government in the immediate future should
 
be to take advantage of the present opportunity to curb iqflation. With re­
mittances and the amount of foreign exchange reserves levelling off, the
 
principal cause of past inflation, i.e., monetization of the foreign-exchange
 
reserves, is gone. The limited evidence available suggests that the rate of
 
inflation is dropping significantly. Whether that declip continues or
 
whether there will be a renewed increase -- or even a spiral -- in inflation
 
will depend primarily on government choices in the fiscal area.
 

Overall government finance is examined in this sectiop largely within
 
the context of its relation to price increases. This is the urgent priority.
 
Curbing inflation is an immediate opportunity -- and the challenge. It
 
must be dealt with, if it is to be dealt with effectivelywithin the next
 
year.
 

In the case of revenues, however, the discussion herp goes somewhat
 
beyond the immediate question of their relation to inflation; in Order also
 
to consider an objective that is both immediate and longerterm -- that of
 
broadening the tax base and increasing revenues from domestic sources.
 

In the case of expenditures, a rate of i-ncrease lower than that-in the
 
recent past appears to be the key to controlling inflation. This will require
 
stricter priorities. Expenditure priorities are discusse only in general
 
terms in this section, with. a more concrete treatment deferred until after
 
consideration of the areas to which priorities must be applied -- public
 
services, infrastructure, -agriculture, and industry.
 

A. Economic Policies
 

An open economy. Many developing countries with shortages in foreign
 
exchange, tax revenues, investment capital, and employment opportunities,
 
resort to systems of government controls and bureaucratically determined
 
allocations in an effort to "stretch" their scarce resources. Unfortunately,
 
these efforts are often unsuccessful in achieving even their immediate
 
objectives. And nearly always the substitution of bureaucratic decisions
 
for market-determined ones slows the rate of overall grqwtP.
 

The Yemen Arab-Republic Government did not adopt such a system of
 
controls in its early-years. And with the sharp increase in remittances
 
beginning in 1974/75, the kinds of pressures often leading to such regula­
tions and controls has largely abated. The Yemen economy is a relatively
 
open one with market forces generally allowed full play.
 



Government economic policies in-the main policy areas are as follows:
 

Foreign exchange is freely available without controls. The licensing
 
system is for statistical information only.
 

Tariffs, which run on an average at about 25 percent, are generally
 
for revenue only. There are a few exceptions, of which the tariff on
 
cotton textiles, to provide some protection to the governmept-owned textile
 
plant, is the most important.
 

Subsidies are not used extensively. There is some subsidy on petroleum
 
products which is roughly equal to the excise tax on them! The recently
 
created government supply agency sells wheat and other imported foodstuffs
 
to government workers at prices below those in the market' Another govern­
ment action lowering the price of imported foods, althoul} pot a subsidy,
 
was the elimination in 1977 of customs duties on wheat, f]pur, and some
 
milk products.
 

Yemen has not had any need in recent years to create artificial
 
employment opportunities as, for example, Egypt and Syria have done.
 

Public sector enterprises are a relatively small part of the total
 
economy, which is still heavily agricultural. They are of course a much
 
larger part of the modern sector. Yemen has about a dozen state economic
 
enterprises, most of which were created between 1970 and 1975. The most
 
important include the airline, the Sana textile plant, the cement company,
 
the electric power company, the Yemen Development Bank apd'the petroleum
 
company. Most of-these government entities are in activities too large
 
for financing by the private sector, and some are subjected to a degree of
 
competition through imports or otherwise. (Public sector enterprises are
 
discussed further in the section on industry.)
 

As implied by the comments above, the private sector is relatively
 
unhampered by regulations or controls. It has, theextplit
to t that pre­
dominantly small-scale enterprises can be expected to, s6d h a considerable
 
degree of dynamism in meeting the burgeoning demands ari'4pg from the growth
 
of worker remittances.
 

These policies providing for an open economy, with inst price and
 
related decisions being determined by market forces, have served the country
 
well. This orientation of economic policies should be cbntlnued -- as
 
presumably it will be.
 

Monetary policy and commercial credit. The regulatip of bank credit
 
has been the principal instrument of monetary policy, but'it has been only
 
a modest one. The vast increase in the money supply in.'retent years has
 
been very largely due, as will be shown below, to the mopetization of the
 
rapidly increasing foreign exchange reserves, which in turn was due to
 
forces largely beyond the Government's control.
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Bank credit has not played a major role in the Yemen economy because most
 
transactions are carried out in cash and the banking system is limited primarily
 
to the few major cities. Even with continuing expansion of the banking system,
 
demand deposits are equal to only 13 percent of currency In circulation, and
 
all bank deposits together are only slightly more than a qqarter of the total
 
of broad money (i.e., money and quasi-money combi'ned).
 

The bulk of commercial bank credit (from 60 to 70 percent) has been in
 
short-term loans to finance imports and their distribution. The-net effect
 
of this bank credit has doubtless been deflationary siric6'it has served
 
directly to increase the supply of goods available. Some bank credit-has
 
been used, indirectly, to finance speculation in land and real estate.
 
Although this seems clearly undesirable, the amounts involVed are,believed
 
to be small.
 

The commercial banks are being urged to extend more medium-term credit
 
for fixed investments. While such credit is largely beyond the scope of
 
usual commercial-bank activity, there has been a substantial increase. In
 
1978/79 medium-term loans made up four percent of total-bank credit. The
 
principal recipients are reported to be hotels in Sana a6aa brick factory.
 
The major limitation to the extension of such credit appears to be a lack
 
of bankable projects.
 

On the whole, monetary policy seems to have been wel] adapted to the,
 
needs of the economy and to have served the private sector satisfactorily.
 

One aspect of monetary policy does call for rectification. 'Interest 
rates for bank loans, which had been at 12 to 14 percent,'ere reduced in 
1978 to 10 percent, 'inorder to bring the rates in line ntIb international 
rates and eliminate an incentive for"an inflow of unneeded international 
funds. But with international short-term rates having sincd risen sharply, 
the effect of Yemen's reduced interest'rate is the reverse of that intended. 
The rate should surely be returned to at least the 14 perpent level (unless 
this has already been done) which under present circumstances is probably 
still a negative rate in real terms. 

B. Curbing Inflation: A Major Government Role for the Immediate Future*
 

Inflation has been running at a high rate-in recent years. The Sana
 
retail price index (the only indicator available) shows an jncrease of
 
slightly more than 20 percent each year from 1974/75 through 1977/78, and
 
even this, many observers believe, subtantially understatds the true rate
 
of inflation.
 

Remittances have been the main underlying factor. Th massive increase
 
in remittances gave rise to a great increase in the demand for domestic
 
goods and services, and for imports. But the capacity of te economy to
 
increase supply has been limited, and the increase in total'demand reflected
 
in an increased demand for imports was not great enough to make up the
 
(Until the expansion of the effective capacity of the maip port, Hodeida,
 

*This part, and part D below on a non-inflafionary budpet, are extensively
 

excerpted in the Summary and Excerpts section of the paper.
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beginning in 1978, there was also an important physical limitation to the
 
level of imports.) It should be noted that the inflationary forces involved
 
have been largely beyond governmental control.
 

The effect of remittances on inflation can also be stated in monetary
 
terms. Most of the remittances, originally in foreign exchange, were con­
verted into Yemeni rials and thus increased the money supply. The subsequent
 
conversion throughout the economy of rials into foreign ek'change to buy imports
 
was in a lesser amount, thus leaving net increases in both the money supply
 
and the level-of foreign exchange reserves. The predominance of the moneti­
zation of foreign-exchange reserves in increasing the money supply can be
 
seen from the following:
 

(millions of Yemeni rials)
 

Foreign
 
Money exchange
 
supply reserves
 

1973/74 728 693
 
1974/75 1,142 1,16
 
1975/76 2,509 2,607
 
1976/77 4,370 4,196
 
1977/78 6,205 6,11g
 

The price increases during this period were thus in large part the
 
unavoidable cost of the large buildup that took place in foreign exchange
 
reserves. As such, they may well have been, at least up to a point, worth
 
the cost. In any case, with the economy booming and most elements moving
 
upward together, they were probably more acceptable than they are likely to
 
be in the future.
 

There were also, of course, other factors affecting the money supply,
 
primarily the budget and bank credit. These factors, howeyer, were
 
quantitatively much smaller.
 

Starting in 1978/79 the monetary situation began to change. The
 
monetization of the increases in foreign-exchange reserves, taken alone,
 
increased the money supply by only 12 percent during 1978/79 as compared
 
with 46 percent in the preceding year. (The corresponding'figures for the
 
total money supply, including quasi-money, are 22 percent and 72 percent.)
 
The Sana price index for the last half of calendar year 1978 (latest avail­
able) increased at an annual rate of only 17 percent as coqrpared to the pre­
ceding 21 percent. Moreover, the indications are that a drawdown of reserves
 
actually had a contractionary effect in the last half of calendar year 1979.
 
During this period commercial bank credit continued to increase at onl-y
 
moderate rates. These indications strongly suggest that the rate of inflation
 
is definitely dropping.
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With the major -- and largely uncontrollable -- source of past inflation
 
evidently abated, there is now the first real opportunity to bring inflation
 
under control. One factor will of course be continuing restraint in the
 
expansion of commercial bank credit, but very much more important will be
 
controlling the growing forces leading to rapidly increasing budgetary
 
deficits.
 

Taking advantage of this opportunity to control inflation is of great
 
importance; the opportunity may not occur again if large-scale inflationary
 
financing becomes an established pattern in budget formulation. In fact,
 
as will be shown below, if budget deficits are allowed to. grow, not only
 
will they tend to become self-perpetuating, but they may well be at
 
increasingly higher levels.
 

Curbing inflation at this stage appears to be important -- and perhaps 
even critical -- to Yemen in achieving sustained economic growth. Although 
sustained growth is sometimes achieved despite inflation (Brazil is probably 
the most conspicuous case), the more typical case is with relative price 
stability. This is shown in Taiwan and Korea, who have been the leaders 
among the developing countries in economic growth with annual rates in real 
terms from 1960 to 1976 of 9.0 and 9.6 percent. In Taiwan; from 1961 through 
1972 (after which prices there, as nearly everywhere else, rose rapidly for 
a time) the annual rate of inflation was less than 3 percent. In Korea, from 
the end of the war until 1964, per capita GNP growth averaged only 1.7 percent 
while inflation averaged 20 percent. During the next decade, when inflation 
had dropped to an average of 9 percent, per capita growth jmped to an average 
of 8.1 percent. /M-1 data are from the World,Bank Atlas and the IMF's 
International Fi nicial Statistics-l 

There are two special additional reasons why controlling inflation is
 
important at this time in Yemen. One is political. Although political con­
siderations are in general beyond the scope of this paper, the possible
 
political effects of inflation on savings seem worth noting. As already
 
observed, household savings in cash in 1977 were probably 4t least YR 1 billion,
 
and they have doubtless increased substantially since. When remittances, and
 
presumably savings, were doubling every year, some loss to inflation was
 
probably accepted with equanimity. But with remittances and the level of
 
savings flattening out, attitudes will change. A continijg inflation rate
 
of 20 percent would reduce the value of savings by half in only three years.
 
It seems likely that this would create widespread dissatisfaction.
 

The other special consideration has already been noted. Inflation
 
generated by the budget would, under present circumstances, very probably
 
be self-perpetuating at ever-increasing levels. In the Yemeni fiscal
 
structure, the main effect of inflation would be on expenditures, where
 
costs would tend to go up at the inflationary rate. Itwpuld not affect
 
customs duties, the main source of revenue, by nearly as much. Inflation
 
would thus tend automatically, over time, to widen the budgetary gap. (This
 
subject will be considered in more detail later.)
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C. The Budget
 

For the future, the main inflationary danger may be expected to come from
 
the budget. Yemen is passing from a period when budget siypluses were almost
 
automatic to a situation in which deficits are large and growing.
 

Two-trends are rapidly increasing the inflationary effect of the budget.
 
With the levelling off of remittances and a reduction in the rate of growth
 
of imports, customs duties are also showing a reduced rate-of increase. On the.
 
expenditure side, however, the government is showing a ra;Jdly increasing
 
capacity to spend money effectively. For the current budget, the previous
 
constraints of a lack of trained personnel are evidently beginning to give
 
way. And for the capital budget, the long period of necessary preparation
 
has been completed for an increasing number of projects ap the implementation
 
phase is accelerating.
 

These trends do not reflect changing policies but, rather, are simply
 
the result of-changing circumstances. Even so, they are resulting i-n large
 
and growing deficits. And these deficits will increase up.rIss policy
 
decisions are made to sharply reduce the rate of increase in expenditures.
 

Before assessing further the potent ial inflationary consequences of 
these recent overall developments, the main 'components of the budget -­

revenues, current (operating) expenditures, and capital expenditures -­
will be examined in sonme detail. 

Revenues. Prior to the revolution, taxes were the prp'vate preserve,of
 
the Imam. There could scarcely have been much feeling on the part of the
 
taxpayer that he was getting much in return (except, perhaps, from the
 
religious taxes). Given the lack of a tradition of tax-d~osciousness or
 
tax obligation,.the tax performance in Yemen in recent ya's has been
 
surprisingly good.
 

Since the end of the revolution, revenues have shown a continuous
 
upward trend, as shown in table 5. Total revenues have increased about,
 
twenty-fold, which in real terms ison the order of six-fold. As a
 
percent of GNP they have gone from 5 to 13 percent.
 

The revenue increase has been a striking development but, like nearly
 
everything else in the Yemen economy, it has been primarily dependent on the.
 
incredse inremittances. The biggest revenue source by far has been customs
 
duties. The second largest source -- approaching the majnitude of all non­
customs taxes combined -- has been government investment earnings, of which
 
the main element is interest earnings on foreign-exchange reserves held
 
abroad.
 

Recently, the rate of increase in revenus has begun to drop. From
 
FY 1974/75 to FY 1976/77, the annual increase averaged 84 percent. But
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Table 5 

GOVERNMENT REVENUES, AND
 
THEIR RELATIONSHIP TO GROSS NATIONAL PRQpUCT
 

(amounts in millions of yerneni rials)
 

Actual Budget
 
1977/78
 

1970/71 1973/74 1976/77 (prelim) -1977778 1978/79 1979/80
 

Gross national product 1,976 3,789 11,462P 14,976e
 

Total revenues*
 
Amount 97 277 1,293 1,925 1,456 2,198 3,012
 
Percent of GNP 4.9 7.3 11.3 12.9
 

Customs duties
 
Amount 53 156 929 1,304- 989 1,395
 
Percent of GNP 2.7 4.1 8.1 8.7
 

Investment earnings**-

Amount 3 16 157 276 115 320
 
Percent of GNP. 0.2 0.4 1.4 1.8
 

Other revenues*
 
Amount 41 106 207 344 348 483
 
Percent of GNP 2.1 2.8 1.8 2.3
 

QI Prelifinary
 
e/ Estimate by writer
 
*Exclusive of foreign grants and loans
 
I**ncludes profits from government enterprises. Major compqnent is interest earned
 

on foreign-exchange reserves held abroad.
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from FY 1977/78 to the present budget, the increase has been averaging only
 
25 percent, attributable primarily to the declining rate of increase in
 
customs revenues. It is difficult to assess this trend accurately from the
 
budget estimates, given the serious underestimate for FY 1977/78, an under­
estimate that appears to have been corrected by FY 1979/80. In any case,
 
the direction is clear. The rate of increase in imports is declining -­
from an annual rate of 68 percent between 1974/75 and 1§7 /77, to a rate of
 
39 percent between 1976/77 and 1978/79 -- and a further tpring off is
 

very. probable.
 

,The schedule of customs duties has been constructed ps a revenue
 
tariff (cotton textiles being a major exception), with rates averaging
 
about 25 percent. Some reexamination to increase its reyppue potential
 
might be in order. For example, the rate of 167 percent ph'cigarettes is
 
a strong incentive for smuggling,'which is reportedly widepread. A lower
 
rate with stronger enforcement might well increase yields,-'Also at some
 
future time reimposition of a revenue tariff on food impqrts'will probably
 
be advisable. At least token levies now, to establish the'brinciple, would
 
appear to be desirable.
 

With the rate of increase in customs receipts beginnjpg to taper off,
 
taxes other than customs will, in the years ahead, need to increase sub­
stantially; initially, large percentage increases will be'needed just to
 
achieve moderate absolute i.ncreases. It is therefore useful to examine
 
these taxes in some detail. Historical data are summariz 4 in table 6.-


Personal and business income taxes were instituted iq 1968 and 1972, 
respectively. AltHough still yielding'only 0.7 percent qfGNP, they have 
increased substantially. (The large differences between! th budget esti­
mates for 1977/78 and the preliminary actuals for that YerW as well the
 
fact that budgeted amounts for 1978/79 are below the rep6ted actuals for
 
the previous year, raise some question as to the comparabli1 ty of the
 
figures.) The reported increase in the tax receipts since FY 1973/74 is,
 
if reasonably accurate, a good performance. Even-so, the limited evidence
 
available indicates that the efficiency of collection leayes a great deal
 
to be desired. Present rates are relatively low, a maximum of 15 percent
 
on personal income and of 25 percent for most business income.
 

Taxes on petroleum and on vehicles (YR 300 for a five-passenger car)
 
should be capable of yielding substantial increases in reepue. Since cars
 
are a luxury item and large investments are being made in.rpads, high taxes
 
on their use appear warranted and should be seriously cons'ered.
 

The zakat, or religious taxes, are traditional taxes similar to a
 
tithe. There are several, the most important of which is a10 percent tax
 
on the value of crop production. No major increases are-likply here. Even
 
so, the tax is a very important one since three-quarters of the yield is
 
reserved for local use through the Local Development Associations (LDAs),
 
a very important institution for self-help development activities at the
 
local level.
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Table 6
 

REVENUES FROM THE DOMESTIC ECONOMY*
 
(amounts in millions of Yemeni rials)
 

1970/71 

Actual 

1973/74 1976/77 

1977'/78 
Actyal 
prli) Budget 

1978/79 
udget 

Personal income tax 
Amount 2 10 16 3j 16 31 
Percent of GNP 0.1% 0.3% 0.2% 0.3% 

Business income tax 
Amount 0 6 22 57 24 54 
Percent of GNP 0.2% 0.2% 0.4% 

Petroleum tax 
Amount 8 18 21 39 42 70 
Percent of ,GNP 0.4% 0.5% 0.2% 0.3% 

Motor vehicle taxes 
Amount 2 3 6 22 8 30 
Percent GNP 0.1% 0.1% 0.1% 0.11% 

Religious taxes (Zakat) 
Amount 7 16 33 32 30 54 
Percent of GNP 0.4% 0.4% 0.3% -0.2% 

Stamp taxes 
Amount 9 34 61 27 60 
Percent of GNP 0.2% 0.3% 0.4% 

Administrative fees, 
Amount 21 27 47 61 84 119 
Percent of GNP 1.0% 0.7% 0.4% 0.4% 

Miscellafieous 
Amount 1 16 28 33 117 65 
Percent of GNP 0.1% 0.4% 0.2% 0.2% 

TOTAL REVENUES FROM THE 
DOMESTIC ECONOMY* 
Amount 41 106 207 344 348 483 
Percent of SNP 2.1% 2.8% 1.8% 2.3% 

*Does not include the portion of revenue from government investment, reported
 
in table 5, that is derived from domestic government enterprises.
 
The large discrepancies between the amounts budgeted for FY 1977/78 for some
 

of the individual revenue categories and the preliminary figures for the actual
 
receipts would appear to be attributable to a difference in classification, since
 
the figures for total revenues from the domestic economy Fphck invery closely.
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Other major revenue sources are stamp taxes and administrative fees.
 
There should be a good prospect for increasing them somewht, but they are
 
not likely to become a really major source of revenue.
 

It is also reported that a turnover tax has recently been instituted,
 
but it does not show up in budget data presently available," The possibili­
ties of this and/or a sales tax should be fully explored aQng with property
 
taxes in urban areas, as a parallel to the agricultural zqat in rural areas. 

For the future, these non-customs taxes will have to yield very much
 
higher levels of revenue if Yemen is to avoid serious fisca1 problems. Since
 
it will take time to develop them, early action is importa. Among the
 
needs are what is called elsewhere a "tax consciousness" or sense of "tax
 
obligation." One important element in achieving public ac9eptance is
 
strengthened and improved administration -- the developmenipf a collection
 
system that is equitable, efficient and certain. The MiniBry of Finance
 
is reportedly making strong efforts in this direction. "fIis important that
 
these efforts receive full support.
 

Operating expenditures. The rate of increase in current (operating)
 
expenditures continues to show some upward movement, as is jndicated in
 
table 7. This is true despite the increasingly large absqiute amounts
 
involved and some tapering off in the rate of increase in.revenues.
 

Table 7
 

GOVERNMENT CURRENT EXPENDITURES
 
(amounts in millions of Yemeni rials)
 

Percentage
 
Actual Budget distribution 

1978/79 
1975/76 1976/77 1977/78 1978/79 1979/80 1975/76 budget 

Offices of the President 
and Prime Minister YR 46 YR 64 YR 112 YR 144 8% 9% 
Finance 57 61 99 128 9 8 
Interior (security) 58 77 103 160 9 9 
Defense 306 423 463 6-12 49 36 
Education 52 63 117 265 8 16 
Health 22 30 64 83 3.6 5.0 
Agriculture 3 4 12 14 .5 .8 
All other 78 119 237 270 13 16 

TOTAL TO41L 1,206 1,676 2,426 100 100 

Annual increase 36% 43% 39% 45%
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There have also been important changes in the composition of cuitent
 
expenditures, also shown in table 7. The four to fiv6-fod indteas' in, orify
 
three years in the budgets for the Ministries of Educatiqn, Health, arid,
 
Agriculture indicates a serious concern for increasing. servicesr in these­
areas. The fact that the absolute amounts are still retl.ively smalT is,
 
presumably a reflection of the fact that personnel must b. spe-cially traied:
 
in these areas, to be very useful and the number of train1 p'oile eis,,
 
small. -


There has.been another important change i-n composit-ipn.in,the: cufret-,
 
budget:' salary payments have gone up more rapidly than-ti 6udget a whol'.
,s-


increase in Chapter I of the, Budget (the sa.1 ty component) of 
,


Following an 
only 16 percent in FY 1976777,, the, increases in the next-ty6P years were 50 
percent and 50 percent. It is not known (from information vala'bie hefe) how 
much of these increases were concentrated, at the higher"Yevels. -- wiere th§.
 
needs to attract and retain capable peopI were- the greatest -- or lfct much;
 
went to pay increased numbers of personnel. But, from th' sheef magni:tud' 
of the increases, it seems safe to presume that they have-gone a. lobg way 

-toward making government employment more competitive with pToyment-elsewhfe:&. 

There are no obvious candidates for major reductions in current~acoufit 
expenditures. The large recent ircreases do suggest, howeer,,tie posibil.ity 
that some areas may have been expanded at a rate. that exqeeds the'groath i-n. 
the capability to use funds effectively. 

There are some specific items that should be considered. One.item, 
although not entirely in the current budget per se, is s-upsid4es, on petrl:eum, 
products whi-dh, taken together, are estimated at YR 80 mi'flion for FY 1979. 
These should surely be discontinued. Another pcssibilityojs- reducti'on, in 
personnel. Although there is an acute shortage of qualified peop'le for the­
top positions, there is reason to think that there i-s an.excess of personnel 
at some levels. Total civilian personnel i-s reported to haye increased from 
13,500 in 1970 to 31,300 i-n 1975, and has probably increaspd substantially 
since then. Personnel reductions are always difficul.t bqf hould be easier 
in this period of labor shortages.and might yield sav-ings, at could be very 
important in the years ahead.
 

For the future, the rate of increase in current expeoditures should 
surely, be less than that experienced in the recent past. But for the present, 
really substantial sav.ings i-n current expenditures are pr-qpbly not practicable 
without serious curtailment of needed public services. --

The cajital budget. Inprinci'ple, the capital expenqitures in the annual,
 
budgets are guided by the Five Year Development Plan, 1976/77 to 1980/8.
 
The Plan calls for total investment of YR 16 billion ($3,uillion) in con­
stant 1975/76 prices. Roughly one-third of the total investment is to-be
 
carried out by the Central Government per se, one-third by public- and mixed'­

enterprises, and nearly one-third by the private sector. 'Over 60 percent of
 
the total is for projects in infrastructure and, other service sectors. More
 
than half the investments are to be financed from domesti 'savings.
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The Plan is obviously too ambitious. It calls for an jncrease in gross
 
fixed-capital formation from 10 percent of GNP in the base year, 1975/76, to
 
51 percent of GNP (72 percent of GDP) by 1980/81. The ovprly ambitious size
 
of the Plan was reportedly generally agreed to at the Intfernational Development
 
Conference with aid donors held in Sana in late 1977. It is important, how­
ever, not only that the overall investment levels be cut pack (some of which
 
has taken place), but that this process be carried out seT'ptively rather than
 
haphazardly.
 

As can be seen in table 8, capital expenditures in tDe annual budget
 
have been increasing sharply.
 

Table 8
 

GOVERNMENT CAPITAL EXPENDITURES
 
(inmillions of Yemeni rials)
 

Actual Budget
 
1977/78
 

1974/75 1975/76 1-976/77 r 1977/78 1978/79 1979/80 
Capital expenditures inclu­
ded in budget documents: 
Budgeted expenditures 69 131 274 599 632 1,007 1,272
 
Capital transfers 21 39 141 268. 184 454 685
 

Total 90 170 415 867 816 1,461 1,957
 
Capital expenditures fi­
nanced from foreign loans* 115 191 188 271 510 675** n.a.
 

TOTAL CAPITAL EXPENDITURES 205 361 603 1,138 1,326 2,136
 

*Figures actually represent proceeds from foreign loans, p close approximation
 
of the expenditures finaced by them.
 
**Preliminary balance-of-payments data indicate an actual level of YR 575 million.
 

After more than doubling in FY 1976/77 and again in FY 1977/78, capital expenditures
 
for FY 1979/80 (including those financed from capital transfebs but not those from
 
foreign loans, which are not included in the Yemeni budget opcuments) were bud­
geted to increase to almost YR 2 billion, reflecting an averAge annual increase
 
that is still more than 50 percent. The absolute amounts of the increases con­
tinue to grow. As a percent of the total budget, capital e~penditures (excluding
 
those financed externally) have increased from 16 percent iJ Y 1974/75 to
 
45 percent in FY 

1979/80.
 

It is clear simply from the magnitudes that any majop anti-inflationary
 
budgetary policy will have to be based to a considerable degree on reducing
 
the high amounts of the increases in the capital budget. Such action will
 
also help to ease future budgetary pressures since most non-revenue-producing
 
capital projects require current expenditures in subsequent years for their
 
operation and maintenance.
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As a part of the capital budget, a large and growing item is capital
 
transfers, which are used primarily for financing government enterprises.
 
By FY 1979/80, they have become more than one-third of the total capital
 
budget. As also-shown in the table, the preliminary actuqls'for F-Y-1977/78
 
exceeded the budgeted amount by nearly half, which suggests that these ex­
penditures (evidently financed in large part by direct borrpwings from the
 
Central Bank) are subject to less strict budgetary controls than other ex­
penditures. There is not enough information available (hpre) to analyze the
 
capital transfers in detail, but it seems clear that they should be subject
 
to careful scrutiny.
 

An important item of capital expenditures not included in the regular
 
budget is expenditures from foreign project assistance. Ap shown in table 8,
 
this is a major source of investment. Preliminary balance-pf-payments data
 
for FY 1978/79 indicate disbursements of YR 575 million (.128 million), an
 
increase of 112 percent over the previous year. It is-eviqent that many
 
foreign-aided projects are reaching the stage of rapid impTimentation. Since
 
foreign funding approximately equals expenditures for thjs-category, it does
 
not have a direct inflationary effect. But indirectly it may have. To the
 
extent that only the foreign-exchange component is financed&by aid, the local
 
cost component adds to total capital expenditures in the budget. And even if
 
the aid covers local costs as well, there may be some pressure on domestic
 
prices to the extent that the aid foreign exchange is not qeeded for additional
 
total imports into the economy. None of this is to say that foreign aid pro­
jects should be turned down because they might have some inflationary effect.
 
But Yemen should seek aid financing for the total costs of projects (including
 
domestic costs) where possible, and foreign aid should be channeled into the
 
highest priority activities.
 

The content of the capital budget will be considered further in the
 
sections on infrastructure, agriculture, and industry belpw.
 

D. The Key to Inflation Control: a Non-inflationary Budget
 

With the past major cause of inflation -- the monetigation of the huge
 
increases in foreign exchange reserves -- abated, and with credit expansion
 
for the private sector limited, budget deficits may be expected to be the
 
principal cause of any inflation that takes place in the immediate future.
 

Until recently, the budget has had surpluses with sope deflationary
 
effects. In a sense, these surpluses were almost automatic; with sizable
 
foreign budget support and the large increases in custom revenues out­
stripping the government's capacity to make effective expepditures. Current
 
expenditures were limited to a considerable degree by the availability of
 
qualified personnel, and capital expenditures on a major sale awaited com­
pletion of the project preparation phase for many projects before
 
implementation on a large scale could begin.
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Recently, however, there has been a marked change in both the revenue
 
and the expenditure trends: revenues are increasing much Tess rapidly, while
 
expenditures continue to climb.
 

As can be seen from table 9, during the period FY 1974/75 to FY 1976/77 
revenues were increasing at an average annual rate of 84 percent, while 
e itures were increasin at an annual rate of on.A49.pe t. In 
FY 1977/78 the two rates of increase were more nearly equ4,o' Over the next 
two years (i.e., through the current fiscal year 1979/8O) the relationship
 
has reversed sharply. As budgeted (actual data are not y available),
 
revenues will have increased on the order of only 25 percent annually as
 
against an increase of 44 percent in expenditures.
 

At the same time, foreign cash grants in support of the budget have
 
tended to remain relatively constant over most of the perjQd. Using the
 
Government's net position with the Central Bank (roughly pproximating the
 
difference between government revenues and expenditures ar allowance for
 
the cash grants for budget support) as a relatively conservative indicator of
 
the inflationary impact of government finances,* the budg'ted revenues and
 
expenditures for FY 1979/80 will have resulted in a sharp swing from a
 
deflationary surplus of YR 66 million in FY 1977/78 to an inflationary defi­
cit of YR 971 million in FY 1979/8O,** equal to 32 percent'of total revenues.
 
Such a majbr reversal in so short a time calls for serious attention.
 

*Neither the "overall surplus or deficit" (the difference between revenues
 

and-expenditures), or the "change in net position with the:Central Bank" is
 
wholly satisfactory as a measure of the deflationary/inflationary impact in
 
that each of them reflects external (as well as domestic)"receipts and expen­
ditures which do not affect the economy directly. LFor example, the earnings
 
on foreign-exchange reserves held abroad do not decrease purchasing power in
 
the economy (as do taxes collected); and government expenditures for purchases
 
from abroad do not increase domestic purchasing power (as dp government capital
 
projects involving local labor costs, or an increase in gQyernment salaries).cT
 
It is not, however, possible with the information available here to estimate
 
with any accuracy the net effect of these external transations in the recent
 
past, much less to project it for the future.
 

As between the two possible measures of the "inflationary deficit" shown
 
in table 9, the change in net position with the Bank is the more conservative
 
measure, since it includes foreign cash grants even though, as external re­
ceipts, they do not actually have a direct deflationary effect. (Rough esti­
mates from the limited information available suggest that for FY 1978/79 the
 
inclusion of external transactions, including budget suppprt, results in an
 
understatement of the inflationary impact of the budget, Pit this would not
 
necessarily be the case for future years.)
 

**As reported in IMF's International Financial Statistics, the Government's
 

net position with the Central Bank had decreased by YR 702 million in the
 
first quarter of FY 1979/80 suggesting that the actual defidit may turn out
 
to be even greater than the budget estimate, although there may have been
 
special factors operating during the period.
 

http:salaries).cT
http:on.A49.pe
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Table 9
 

MAJOR COMPONENTS OF GOVERNMENT FINANC * ­

f ('in millions of Yemeni rials)
 

Actual Budget
 
1977/78 -estimates
 

1973/74 1974/75 1976/77 (prelim) ,197,9/80
 

Revenues: 277 381 1,,293 1,925 3,012 
Customs and investment earnings 260 1,9§ 1,580 2,40O 
Other 121 207 3-4 T2e 

Expenditures: 336 562 1,256 2,102 4,3a,3 
Current 322 472 841 1,235 72,42-6 
Budgeted capital expenditures 14 69 274 599 1,,272 
Capital transfers 0 21 14i 268 ,695 

Overall surplus or defici't -59 -181 +37 -177 .-1,371
 

Cash grants for budget support 128 389 41 401 400e
 

Change in net position with the
 
Central Bank** +47 +207 +485 +66 --971
 

e/Estimate by writer
 

*The figures here, in conformity with the Yemeni formal budget,.include forei:gn
 
cash grants for budget support, but do not include either the receipts or the
 
expenditures from foreign loans. Since the proceeds from tbese loans and the
 
outlays financed by them tend to coincide even within the s rne time frame, the
 
surpluses (or deficits) are not significantly affected byie omission. (The
 

"
 proceeds from foreign loans are shown in tables 8and 10.)
 

It might also be noted that the preliminary actuals for FY 1977/78 are being
 
compared, in effect, with the budget estimates for FY 1979/8p. This i:s done be­
cause the FY 1-977/78 budget estimates seriously understateq customs revenues and
 
investment earnings, underestimates that seem to have been prrected by the
 
FY 1979/80 budget. (For the other items, the FY 1977/78 buoget estimates were
 
reasonably accurate.)
 

.**The change in net position does not exactly equal the difference between
 
overall surplus (or defici-t) and cash grants for budget support. The discrepancy
 
represents a "statistical adjustment" reflecting in part various lags in reporting.
 
The adjustments are small for all of the years except FY 1977/78, presumably
 
attributable to the fact that the revenue and expenditures data for the year are
 
still' preliminary.
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At this deficit of nearly YR one billion, the inflationary pressures
 
are already disturbing. If the budget trends of the past two years were to
 

more so.
continue for just one more year, they would become very rqap 

Revenues would increase by 25 percent to YR 3.8 billion while-expenditures
 
would increase by 44 percent to YR 6.3 billion. The FY 198p/81 budget would
 
then have an "inflationary deficit" (even after allowing fr budget support
 

estimated at a continued YR 400 million)* of YR 2.1 billin"
 

A deficit at this level would have severe inflationary consequences
 
(unless there were to be a large contractionary increase'-in saleable imports).
 

Itwould result in an increase inthe money supply on the prder of 25 percent,
 
much more than the needs of the economy. The past needs pf the economy for
 

rapidly expanding money supply to cover rapid growth,rpid monetization,
a 

and large increases in cash saving are presumably tapering Off, although the.
 

need for modest increases in commercial bank credit will'ortinue. Given
 

these factors, the budget-created increase in the money siply might be
 

expected to cause price increases in 1980/81 on the order 6f 20 percent if 

present trends are allowed to continue.
but only if --


At this point an even more adverse possible consequence must be
 

considered in some detail. The structure of the Yemeni bqdget is such that
 
further increases in expenditqrps after FY 1980/81,
even ifthere were to be no 


except to allow for price increase, the proportion of the bqdget covered by
 
Costs, would generally go up
inflationary financing would still increase. 


by the rate of inflation. But the principal sources of revenue, customs
 
duties (and presumably interest earnings on foreign exchange reserves),
 
would increase much less.
 

The critical implications of this relationship can be illustrated by
 
Startingwivth the projection
making projections for an additional two years. 


made above for FY 1980/81, this further illustrative projegtion assumes that
 

imports and customs duties will have levelled off and that pther revenues
 
inflation. For expendi­will have continued to increase at the same rate as 


tures, it is assumed that no increases are made except to cover the presumed
 

inflation rate of 20-percent. Projections on these assumptions would increase
 
level of YR 2.15 billion projected
the "inflationary deficit" from a 


on past trends for FY 1980/81 to a level of YR 4.5 billion, roughly 32 percent
 

of the estimated money supply, by FY 1982/83.** The size of the budget deficits
 

and the rate of inflation would have to be continuously inc eased just to keep
 

government services and real investment at 'aconstant level.
 

*The future level of budget support is of course uncertain, but the figures
 

for the recent past intable 9 suggest no major change. ecent developments
 

as reported in the press make the future levels of budget sqpport even more
 

Whatever they turn out to be, however, the underlying trends in
 uncertain. 

the budget analyzed inthis study will continue to merit attention.
 
**(footnote on next page)
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The projections above are of course not predictions. And some of the
 
underlying assumptions and some of the specific figures arp, of course, open
 
to some question. (For example, customs duty receipts may ipnrease some
 
and itmay be possible to get substantial percentage incregses in taxes other
 
than customs.) The projections do, however, strongly suggest that the present

budgetary trends, if unchecked, might well start an inflat'ionary spiral that
 
would be serious indeed.
 

Plainly the time to deal with this serious danger is before it becomes
 
critical, and this point has very nearly been reached. Thtbudgets for
 
FY 1980/81 and FY 1981/82 must utilize much more stringent Qriteria than have
 
been required in the past. And the Second Plan must be rnqre selective than
 
the first.
 

The basic concept is priorities in order to slow the rate of incre&se
 
in expenditures. Hard priority choices have not been necessary (until
 
recently) since non-inflationary financing was generally ayailable for all
 
"good" activities. 
But now the choice of outlays must be much more selecti-ve.
 
And, for the immediate future, priorities should give at ]fast as much weight
 
to the urgency, or the deferability, of a given project as.to its intrinsic
 
desirability. Other actions of course should also be takep. Maximum efforts
 
should be made to increase non-customs tax revenues. In the longer run,
 
non-customs revenues should be of great importance but, since they start from
 
a low base, even large percentage increases will not yielq large absolute
 
increases in the short run. Also, further economies in cqrrent expenditures
 
may be possible. For example, the increase in Title I (the salary category

of the budget) of 189 percent between FY 1976/77 and FY 1977/79 may have been
 
adequate to correct past deficiencies if future inflation s held in check.
 
But the basic approach must be priorities to sharply, and qickly, reduce the
 
rate of increase in expenditures.
 

(Footnote from preceding page)
 

**The key figures in the illustrative projections are:1
 

Illustrative
 
Budget pr6jections
 
1979/80 1980/81 1982/83
 

Revenues
 
Customs and investment earnings 2,400e 2,820 2,820
 
Other 612 940 1,360
 

Total 3,012 3I7TO 4,180
 
Expenditures 4,383 6 310 9,090
 
Cash grants 400e 400 400
 
Borrowings from the Central Bank 971 2,150 4,510
 

e/ Estimate by writer
 
I/ Both revenues and expenditures exclude disbursements from
 

project loans.
 



26
 

This Central question of strict priorities in the budget as the basis 
for controlling. inflation will be examined more concrete154 fter the fol-lowing 
consideration-of the main areas -- public services, infrastiucture, agriculture, 
and industry - to-which priorities must be applied.- -" 

I 
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IV. INVESTMENT IN PEOPLE AND INVESTMENT IN IRFASTRUCTURE
 

A basic choice must be made on the relative emphasis between investment
 
in people and investment in infrastructure. These are th. principal develop­
mental expenditures of the government (except for capital'-transfers to public
 
entities, which will be considered in the section on indqstry below). The
 
budgetary priority given to education and health relative to such areas as
 
roads and electric power will be of basi-c importance in hlqW socio-economic, 
development actually takes place in Yemen in the years, aheAd.
 

Unlike agriculture and traditional industry, these areas hadan almost
 
negligible base until recent years. Considerable progress has been made in
 
infrastructure, particularly the basic transportation netwqrk, although a
 
great deal remains to be done. In the social services, only a small
 
beginning has been made outside of the urban areas.
 

A. Investment in People
 

The people of Yemen are its most valuable resource. Land and water are
 
scarce. There is no known mineral wealth (although exploration to date has
 
been limited and is of course to be pursued). Although Ypmen isstarting
 
from a low base of education and health, the importance of its human resources
 
is already demonstrated by the role of remittances in the economy. An impor­
tant asset in this regard is the reputation that the Yemenj have in Saudi
 
Arabia and elsewhere for being hard workers.
 

The investment element in education and health programs is difficult
 
to quantify, but it is clearly important. It is interesting to note, for
 
example, that in Taiwan and Korea, which as already stat6aare development
 
leaders, literacy rates are extremely high. In1975, aduft literacy stood
 
at 82 percent and 91 percent, respectively, and in Korea had already reached
 
71 percent as early as 1960. As to health, it is obvious that a worker with
 
a debilitating disease cannot be a fully productive one, Although again the
 
quantitative relationship is not clear.
 

The investment aspect of programs in health and edupqtion should not
 
obscure their importance in meeting basic human needs. Th1is has a particular

relevance for Yemen, which lags behind in precisely these'areas. With the
 
rapid rise in remittances, the basic needs of food and clothing are surely
 
being more adequately met from vastly increased imports. 'UDut in education
 
and health services, which cannot be imported, Yemen continues to lag far
 
behind most other countries with similar incomes simply bebause of the time
 
it takes td develop these areas adequately. For example, aoult literacy at
 
13 percent (although up an encouraging degree from the 3 percent level of
 
1962) compares with an average of 38 percent for countrie4 in the $250-449
 
per capita GNP range.
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Either the productivity of investing in people or the importance of
 
satisfying unmet basic needs would give a high priority tQ increased govern­
ment services. When these two priorities coincide in the'cse of education
 
and health, the priority is high indeed.
 

The Government has recognized the priority of investpnt in people.
 
Funding for education and health has been the fastest risj-ig element in the
 
whole budget. Even so, since it started from such a loW' e, it is still
 
only 18 percent of total allocations in the FY 1979/80 butet. Here as
 
elsewhere, however, priorities even within a priority catpqory should be
 
selective, For example, general university education cah,'06 overexpanded
 
as is shown by the problem of the "educated unemployed" ip many developing
 
countries. In the health field, modern hospital faciliti6s'are simply too
 
expensive at this stage to be affordable except for the fottunate few, while
 
general health services at a much lower cost and higher r4fative return
 
should be aimed at gradually being available.to all. Continued priority
 
seems clearly desirable for health and education to the e~4ent that they can
 
use additional funds effectively
 

The treatment of public services in this paper will not-attempt a
 
comprehens.ive survey of this whole broad area. Itwill simply make some
 
brief observations on primary education, health services (ihcluding safe
 
drinking water), and rural development activities as carrj6d out by the
 
Local Development Associations (LDAs). The problems of edQuation and health
 
are predominantly rural simply because that is where the pple are. Roughly
 
90 percent of the population lives in some 17,000 villages, most of them
 
with populations of 500 or less. The LDAs are proving to pe an important
 
means of linking the villages with the resources availablg'fpr increasing
 
public services.
 

Primary Education. The discussion here is limited tp primary education.
 
This is for reasons of brevity and is not intended to downgrade the importance
 
of secondary, vocational, and higher education. Primary education, however,
 
is the starting point. Widespread, high-quality primary 4qqcation -- in
 
addition to its intrinsic importance -- is a prerequisite,for an effective
 
large-scale expansion of education at the higher levels.
 

The growth of primary education in Yemen in recent ypqrs has been
 
impressive. From 1970 to 1976 enrollment increased by an aygrage of
 
27 percent per year. Even so, the enrollment of 253,000 pupilsby 1976
 
was only 27 percent of the relevant age group. Moreover,-there is reason
 
to think that some of this increase in quantity was at the'expense of
 
quality. Often teachers in the first and second grades are dropouts from
 

http:available.to
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the fifth and sixth grades. In addition, 'itappears that the growthha-s: been
 
concentrated in urban areas where some schoolrooms are overcrowded: width more° 
than 100 students while many rural schools are unused, for'Jackof tffeachers. 
This imbalance suggests increasing difficulttes for futured'xpansion as. 
schools in increasingly remote areas have to be staffed. ' 

The Five Year Plan envisages a rate-of growth in enrqllment o'f 11 percent,
 
per year. This would bring enrollment by 1981 to 41'5,,00&bout-.40 percent,

of the relevant age, group.
 

The main constraint on continued- expansion of primary §duc-ti'on, im thet 
years ahead will probably continue to be the availabilitf.o-qua :Ifted: tea-hcerssL. 
It is instructive that USID's effort in primary educat-on cannot, start, wtfir 
training the teachers, itmust start with trai-n.ng the-tecer-tratners. 
Additional school construction, covered' in the- capi,tail buget, wit, contfi-n'u& 
to be needed but, with local help in both the financing arQthe,: actual- cvn­: 
struction, this is not likely to be a. major limitation. 

,Some increase in the availability of trained.primary teachers will be­
provided by the World Bank-USAID support for the Primary T&acher-Trai.nirng
 
Institutes (PTTIs). But their output in the period 1-977--%l is expacted: to, be
 
only about 1,900. This, art increase of only 28 percent oer thenumber of"
 
teachers at the beginning of the period, compares to the need, for an additi:onal
 
4,000 teachers. A part of the problem is enrollment at ld§ than the-capacity
 
of the Institutes since a preponderance of the limited.n'uber of preparatory
 
school graduates prefers to continue into general secondawyeducation rather
 
than enrolling in the PTTIs-. As the recent big surge inschool enrollment­
is increasingly rafleFted in increased numbers of primary 'nd preparatory
 
school graduates, and-with the improved quality of teacher training, this
 
problem should be reduced-. But it will take time.
 

For the period required to get the-training of primary teachers to a
 
satisfactory level, consi.deration might be given to hiri-ng'p'ore foreign
 
teachers. (In1976, 398'of the 6,701 primary teachers wepe foreigners,
 
primarily Egyptians.) This would he-lp to break the circl"'of too few­
graduates from primary and preparatory schools which limits the numbers
 
enteringteacher training which in turn limits the-further; expansion of'the
 
primary school system.
 

Primary education should be ,expanded on a "no frills!, basis, 'as is 
evidently being done. Overall ,budgetary stringencies that are already 
beginning to appear may become increasingly severe. MoreoYpr, increasingly 
higher teachers' salaries and ameni'ties, such. as housing,'jay- be required to 
attract qualified teachers to rural areas-, particularly.henmore remote,ones. 
So other costs should be kept as low as possible. 

The degree to which it will be possible to meet the increasing budgetary
 
requirements for education will depend in part on how highly the people come
 
to value their schools. If the rural population of Yemen comes to. value
 
education hi'ghly, they will presumably be willing to contri-bute to paying
 
for it. But this will require some-mechanism for regular collection of
 

http:trai-n.ng
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additional taxes in some fashion at the local level. To 4 degree this is being
 
done through the Local Development Associations (LDAs). To date, however, their
 
educational activities have been limited largely to school construction, a one­
time requirement. Establishing some system of local taxatipn to meet continuing
 
costs will be more difficult. It will require local initiative and new tech­
niques. An incentive might be provided, if it is administratively workable,
 
by assigning teachers first to those communities that are"'jlling to pay a
 
part of'their salaries. However it is done, it is desirab]e to make a
 
beginning now. Communities that place a high value on edcpation -- probably
 
a requirement for success however the schools are financef.- will then be
 
in a position to reflect this value in a practical, operatlopal way.
 

On the optimistic assumption that the Plan goal of an 11 percent per
 
year increase in primary school enrollment is achieved dqrig the Plan period
 
and continued thereafter (and assuming that the 6-11 age rqup increases at
 
3 percent per year), it would take until 1985 before halfpt the 6-11 yea'r
 
olds were in school, and by 1990 there would still be only '4 percent.
 
Clearly a very high priority will continue to be needed fhr primary education
 
for many years to come.
 

Health. The availability of health services in Yeme Is seriously
 
inadequate. As of 1976 there were only 234 doctors in the country, one per
 
23,256'population, and 796 medical assistants. A program for medical
 
assistants and nurses is scheduled to train 1,140 during thePlan period.
 
In addition about 500 Yemenis are studying medicine, dentistry, and pharmacy
 
abroad of whom many are expected to return to their count', But even with
 
training at the highest rate possible, it will be many yeaps before Yemen
 
has enough medical personnel to provide reasonably adeqafp health services.
 

In the medium term, the greatest progress in improved health is likely
 
to come indirectly. Nutrition is presumably improving witl'rising standards
 
of living. The expanding program of primary education will provide a means
 
for extending the understanding of basic sanitation. And Vh0 program for
 
expanding the availability of clean water (see below) wilJ'nelp to reduce
 
one of the main cause of morbidity.
 

Limited though these medium-term approaches may be, they may be expected
 
to produce a significant reduction in the death rate. Th' js most obviously
 
highly desirable. But it brings with it the potential pr6pem of rapid popu­
lation growth. Many countries have experienced major decilnes in the death
 
rate before mounting effective program for reducing the birth rate and have
 
discovered that rapid population growth places heavy press.qres on available
 
land, schools, housing and other resources. Yemen is in 1ppsition to have
 
the two move forward together. Although the popqlation prqplem is almost
 
totally obscured for the moment by the present shortage qf labor, this
 
situation may be expected to change in the years ahead. With almost no
 
possibilities for increasi'ng the amount of arable land, the' problems of a
 
rapidly growing population are even more serious for Yemen than for many
 
developing countries. The present writer is not in a position to judge what
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means ofencouraging family planningwill 'be most effective in Yemen. But
 
policy makers-in the government should be acutely aware ot the otential
 
problem and should be actively seeking the -most effectiv.e -.4ysQ,,dea] ig
 
with it. The introduction of some -kind of family pl- nnngiprograms alon'g
 
with the expansion of health services seems clearly indicited.
 

Expenditures on hospitals account for more than 'ha-it pf the development 
expenditures fdr health in the Five Year 'Plan. This isin-an-indication 
of relative priorities but simply a reflection cf the ta-c; t-at, gi-ven the
 
acute shortages of personnel , hbspital.s are in a better :icsjtion to ut-i,-ze
 
funds effecti'vely than are other health activities.. But t e emphasis ftr
 
the foreseeable future shoul'd be on preventive more -than i emedicm:ne..
 
It will be decades before Yemen wil-I be able 'toafford e-ether i-n terms
 
of money or of trained manpower.-- a heallth system -thattrakes -hositats nd
 
doctors available to all.
 

To theextent that curative medicine is expanded, priyte or .lt'cal 
government expenditure should be buil.t into the system frp i-the- outset. 
Free curative medical services financed ,by the central goernm at budgeA 
will probably not -be affordable and efforts to provide th'epW'wouid not 'anly 
place a heavy burden on the budget but, by introducing a Xisnanc-,ial constrant, 
might well slow down the expansion of medical tare. A sytqn that enaEl's 
individuals and communities to obtain curative medical serx-ices in accordace 
with the value they pl'ace upon them is -most likely to di:rPct the optimum 
,amount of resources to this use,.
 

A USAID project is providing assistance to a pilot project in the -coast-al 
area of Yemen. The project provi-des for a network of.healt c-are 'centers 
throughout the region, training of nurses, health care workers, and mi-dwi*ves. 
to staff them, and a referral system linked to the regional hospital in
 
Hodeida. To the extent that it i's successful,, it can pro l4de a model for
 
similar efforts el'sewhere -inthe ,country. 
 -

Progress in the field of health, gi-ven Tits very extepsive training
 
requirements, will necessarily be a long-term endeavor. 'cbncentraction on
 
preventive medicine and the training of paramedics, withoutfwaiting until
 
enough doctors can be trained, will speed the process soniewhat. But, given
 
the unavoidable time constraints to the training-of 'the ieded personnel,
 
there should not -- except possi'bly for hospital construetln,-- be any
 
budgetary constraints added to them.
 

Rural development - the Local Development Associations (LDAs). Since
 
more than 85 percent of Yemen's popul-ation is rural, the opuntryside must
 
be the main area of attention for government social serv.jees. -One channel
 
for providing such servi-ce is through the Local Developmejt.Associations
 
(LDAs). .
 

The tribal structure in Yemen has provided a traditiopal base of local
 
government. The LDAs, started in 1963, have built on thi-s base. In 1977
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there were 150 LDAs and by early 1979 there were reported to be 187. They
 
are reported to cover a majority of Yemen's 17,000 villag's' Average popu­
lation covered by each LDA is of the order of 10-15,000 which means that
 
some may include as many as several dozen villages. Thei- leadership is
 
elected by the association members. The LDAs are supervised by the Ministry
 
of Social Affairs and are supported by the Confederation fYemeni Development
 
Associations (CYDA), which was established in 1973.
 

There is no precise record of LDA accomplishments, hpt estimates for the
 
three years ending in FY 1975/76 are that they had built ;yeral hundred
 
kilometers of access roads, 850 water supply projects, ang1O0 schools.
 

Financing for LDA activities comes from a number of sources. The central
 
government makes contributions. In addition, LDAs are allcted three
 
quarters of the agricultural zakat (the religious land tp,)'and 2 percent
 
of customs revenues. There are also local contributionslP both cash and
 
labor which often amount to a half or more of the total cost. This local
 
participation reduces total costs, accelerates implementation, and greatly
 
increases the prospects for satisfactory operation and maintenance.
 

The USAID has several projects in the rural development area.- A pilot
 
project, initi-ated in EY 1976/77, focuses on.training LDAdfficials and
 
supporting small-scale projects in two districts within Mahweit Governate
 
(province). Based in.part on this experience, a new project was initiated
 
in FY 1978/79 working on similar activities with the CYDA-. In addition,
 
USAID has been active in aiding with projects for providipg clean water.
 
A project begun in FY 1972/73 has been very well received%' It is being
 
followed by a new project planned to assist with 240 small rural water
 
projects and to benefit an estimated 48,000 rural families.-


The proposals in the Five Year Plan for investments through the LDAs
 
is as follows:
 

Roads YR 616 million 
Education 270 
Water supply 104 
Health 58 
Other 40 

YR 1,088 million
 

The proposed funding for roads is intended to finance 7,800 kflometers
 
of feeder roads. Given the fact that highways interconneFing the major
 
population centers are already completed, it would appear that these low­
cost connecting roads will -- rial for rial -- make a much greater contri­
bution to development than a further extension of the bighwpy system.
 

Other LDA activities will also make a major contribution in education
 
and health, including water supply. This system not only provides an
 
additional source of financing but, perhaps more importantly, it provides
 



- 33 ­

a means of incorporating local participation and commitmeqt. This should make
 
for a much more effective use of facilities once they are pompleted. It is
 
also to be hoped, as indicated in the sections on education and health, that
 
local participation can be developed in meeting the operating oSts as well
 
as the capital costs in the provision of public services.
 

B. Infrastructure
 

The Five Year Plan calls for government budgetary ipyestment in
 
infrastructure of YR $5.4 billion ($1.2 billion) in 1975/76'prices. This
 
is a little over one third of total Plan expenditures, With the remainder
 
divided about equally between public and "mixed" enterprjls, and the private
 
sector. Of the Plan expenditures, 60 percent is schedule for the last two
 
years -- FYs 1979/80 and 1980/81. (Itis not possible tp trpnslate the
 
1975/76-price figures accurately into current prices, hut, for the last two
 
years it would be a multiple on the order of two or three*)
 

An indication of the magnitude of this five-year government investment
 
program is a comparison of the YR 5.4 billion in 1975/76 prices and total
 
GDP in 1975/76 of YR 5.0 billion. The physical limits of parrying out such
 
a program are obviously great. The Yemen construction industry was already
 
overextended in 1975/76. As a result of a number of problems, most construc­
tion firms incurred losses in 1976 and 1977, so they are nqj expandi.rrg,.
 
Major reliance on foreign contractors will be necessary bwt they, like
 
domestic firms, will be limited by the shortages of construction labor. It
 
seems clear that these physical limitations alone will require major cutbacks
 
in the Plan's infrastructure program, some of which have oready taken place.
 

The planned government capital budget program covers a wide range of
 
infrastructure activities. Education and health construction are planned
 
at YR 302 million, about 6 percent of the total. But by for the largest
 
single item is highways for which the Plan calls for investnent of YR 2,340
 
million- ($520 million) in 1975/76 prices, 43 percent of 4e total budgetary
 
investment program. Other major areas of infrastructure-are public works,
 
telecommunications, and airports. Together these accoupt'for 32 percent
 
of the total.
 

For the public and mixed enterprises, a portion of proposed investment
 
is in infrastructure or infrastructure-type,activtties. Tbe largest of these
 
is the .Electricity General Establishment for which the Five Year Plan'proposes
 
investmentof YR 860 million (in1975/76 prices).
 

Rather than trying to consider all of the proposed sqyernment investments
 
in infrastructure, the remainder of this section will dep) with only the
 
highway program and the program for electric power. They are not only of
 
major importance in themselves because of the large amount of planned invest­
ment but also,, to a degree, are typical of other types of infrastructure
 
investment.
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Highways. The basic highway network linking the thre@ major cities --

Hodeldah, Sanaa, and Taiz -- has been indispensable to the development of 
Yemen. This'network of 736 kilometers was completed in 1970, and paving 
was completed in1977. An inspection of a population density map and a map 
showing the basic highway network indicates that some 90 percent of the popu­
lation lives within 60 kilometers (as the crow flies) of ope of these high­
ways. By 1977, an additional 313 kilometers had been addeo to the hard­
surfaced highway network. Highways have been completed,.or are nearing
 
completion, extending the system to Sadaa in the north, Marib inthe east,
 
Al Bayda inthe southeast, and Rahida on the South Yemen border.
 

(Inaddition, there is in being and planned an extensjva system of
 
secondary and feeder roads. These totaled 675 kilometers.at the beginning
 
of the Plan period and an additional 7,760 kilometers is idluded inthe
 
Plan. These are relatively inexpensive with an average cost of only about
 
7 percent as much per kilometer as the planned new highways. As noted above,
 
financing and construction of these feeder roads iscartiedjout largely through
 
the Local Development Associations. These roads would'sere large numbers of
 
people at low cost'and would thus appear to have a very high priority in the
 
development effort.)
 

Some problems are developing with the main highway system. A significant
 
portion of the paved network isdeteriorating. It is hopeq4'however, that
 
limiting axle loads to 13 tons and a higher priority for the maintenance
 
program will %lve this problem.
 

Another'aspect of both the existing and planned highway system merits
 
consideration.' This is to charge tolls. Given the high cqsts of highways
 
inthe generally.mountainous terrain of Yemen, user costs 'Wuld appear to be
 
appropriate. Although itmight be difficult to institute tolls after years
 
without them, the difficulties will increase as time goes bf With the
 
fiscal stringencies that may be expected to beset Yemen in-the years ahead,
 
this important potential source of revenue should not be oypjlooked. Itwould
 
appear to be best to start the system as soon as possible relatively low
 
tolls and to build on this. base as needed.
 

As noted above, highway construction is a major element in the Five Year
 
Plan investment budget. Completion of 772 kilometers of main highways is
 
costed at YR 554 million (1975-76 prices) and an additional 1,571 kilometers
 
of new highways is planned at a cost of YR 1,634 million. pqmpletion of all
 
of these highways would bring the total network to 3,388 ki]6ieters, more
 
than four times the original network and over three times asmany kilometers
 
as at the beginning of the Plan. Main highways are described in the plan as
 
making "connections between major cities" (incontrast to feder roads which
 

But the "major cifies" referred to
primarily "branch from the main roads"). 

above are all small. Inthe 1975 census there were only fiy cities with a
 
population of more than 20,000 and all of these were already linked by the
 
original basic network. Itthus appears that new highways,'with some
 

link to the Saudi Arabian system, will have a very much
exceptions such as a 


http:kilometers.at
http:completed,.or
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lower rate of return than the basic highway network did ard the feeder road
 
program will and could be deferred for a time without any serious effect on
 
the rate of economic growth. Similar considerations woulc-ppear to apply
 
to some other large infrastructure projects as well.
 

Electric power. In Yemen, as in most developing countries, the demand
 
for electricity is increasing at a much faster rate thanhe overall growth
 
rate of the economy. From 1971 through 1975 generation of public power in
 
the three main cities grew by an annual average of 25 percept. Inaddition,
 
many large users had their own generating facilities,. Ip 1976 these were
 
more than a third of total installed capacity, although thir share of total
 
peak demand was considerably less than that.
 

In 1975, total generating capacity of the public compppy was 13,500 KW.
 
Two-years later it was 39,000 KW, an increase of nearly 20 'percent.
 
Recommendations by a group of consultants to the Electricity General'
 
Establishment called for an additional 25,000 KW by 1979 fbr a total increase
 
in capacity of 375 percent between 1975 and 1979. All units would use difesel
 
fuel. The estimated cost for the recommended expansion ip the period 1976-80
 
was YR 288 million. Financing had been arranged for 30 percent of the cost,
 
additional financing was being sought, and 25 percent of ;hb cost was planned
 
for government contributions.
 

The program recommended by the consultants was not apcepted. Instead 
the Five Year Plan calls for a 75,000 KW central steam-turbine station in 
Hodeidah with interconnections to the main load centers an extensive rural 
electrification at an estimated cost (1975/76 prices) of YR 860 million. 
This, with the additional capacity already constructed in1976 and, 1977,
 
would provide an increase of nearly 750 percent, or an annual average of
 
more than 50 percent, over the installed capacity of the plilic company in
 
1975.
 

Given the very substantial economies of scale in electric power
 
generation, some increase in capacity in advance of demad:is economically
 
warranted. But the 750 percent increase in five years iq the Plan program
 
seems on the face of it to go considerably beyond this. (There is not
 
enough information in the Plan to judge this except in gep9ral terms.) The
 
capital costs on excess capacity would be substantial. Aqd the existence of
 
excess capacity would doubtless provide pressure for low rhtes to increase
 
the load factor when in fact rate policy should be for frb'6ent increase to
 
match the rate of inflation in the economy.
 

Itwould appear, on the basis of the limited information available,
 
that (unless implementation of the Plan proposal has alrea4y passed the
 
point of no return) the more conservative scheme for an increase of only
 
375 percent in generating capacity should be followed with the more compre­
hensive proposal postponed to a later date. Although this would require the
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capacity by steam capacity, the investment in
 eventual replacement of diesel 

in the total system


the former would not be wasted since it would be useful 


as standby capacity. The overall savings both in capital costs and in making,
 
ses,would seem to
 

non-inflationary financing available for higher priority 


be compelling reasons for the deferral of the 750 percent'eO'pansion.
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V. THE COMMODITY PRODUCING SECTORS - AGRICULTURE AND INDUSTRY
 

Investments in these sectors are less related to fiscal policy than
 
those considered above since the bulk of agricultural and 'Idustrial (or at

least manufacturing) investment will be in the private sector. Additionally, 
desirable investments in these areas are likely to be limitp4 by the scarcity 
of good large-scale investments in agriculture and the fact that at present 
there is no need for import substitution to save foreign e~change or for 
investment to create additional employment. Investments to be financed 
largely from private savings will not have a major inflatippary impact and 
will have met at.least one important test of economic feajIbility-- the 
investors willingness to risk his own money. 

(The sections above have dealt primarily with short-rpp consideratins.. 
Inthis section on agriculture and industry some attentio is alsn giv.en to 
longer-run consideration. The short-term assumption that remittances will 
continue at present levels is therefore modified to include the possibility 
that in the medium term remittances may well decline -- a possibility that is 
explored further in the concluding section of this study.)-

A. Agriculture
 

Possibly the most important single area for progress in the continued
 
economic well being of the Yemeni population over the next two decades will
 
be the amount of increase in agricultural productivity Per hectare.
 

Under.any likely future of remittances, agriculture will continue to be
 
by far the largest single source of domestic employment aild .output. At prer 
sent about 65 percent of domestic employment is in agricul'ture and, despite 
the recent phenomenal growth in trade and other services, agriculture still 
produces about 40 percent of GDP. With the prospects for jpdustry inherently 
limited, and with growth of services being largely an indccd growth,.the 
largest source for a satisfactory rate of future domestic growth will have
 
to be Agriculture. Moreover, since virtually all availabl"gland is already
 
under cultivation, this growth must come primarily from ihcreased yields.
 

The prospects for productive investments in agriculture are limited.
 
Because of the limited availability of ground water supplies in many areas,
 
pump irrigation' should be undertaken cautiously. Some mechanization in
 
agriculture may be beneficial, but a considerable degree qf adaptation will
 
be necessary before the full benefits can be realized. A major part of the
 
planned public investment is for large-scale irrigation works to capture
 
runoff that would otherwise be wasted. The rate of retur on such invest­
ment, however, is often unclear. For example, the Plan ajjocates YR 105
 
million for starting the Marib dam while noting that "the project cost is
 
not-yet estimated." Since the need for increased agricultural production
 
is not an immediate one, investments in agriculture -- particularly large­
scale ones -- should be fully and carefully appraised befote they are
 
undertaken.
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Fortunately increased productivity in agriculture withput massive new
 
investments is a practical possibility. Present yields ar0"low in comparison
 
to many similarly situated countries. The potential from--jmproved seeds and
 
the use of fertilizer and pesticides is still largely to be realized. For
 
example, a World Bank project for the southern part of Yefin estimated
 
increased yields of sorghum, the main crop, of 50 to 90 p4pent. (Test plot
 
experiments under ideal circumstances have produced much 4igher increases.)
 
Achieving this potential at a satisfactory rate will cali"fgr an active role
 
for government. Research, seed development, extension sery-es,-and possibly
 
agricultural credit will be important elements.
 

There have been major changes in Yemeni agriculture in the last five
 
years. Reduced-labor availability, competition from imports, and changing
 
patterns of demand have all contributed. Although these ch4nges will not
 
set the pattern for future development, they do need to be'4pderstood for
 
the formulation of effective long-range agricultural po1iq-ps and-priorities.
 

The availability of adult males for farm labor may-well have declined
 
by 25 percent or more sihce 1974. Since much farm work h@ traditionally
 
been done by women and children, the decline in total farj labor availability
 
has been somewhat less than that, but it has clearly been'substantial.
 

-Reduced labor availability and the concomitant increase in wages has
 
had an effect on grain production and even more on the output of coffee and
 
cotton.
 

Import competition has displaced some domestic production. This has
 
beenparticularly true in the case of cereals, where there'is a consumer
 
preference for wheat compared to the principal domestic grains, sorghum and
 
millet. With rapidly rising incomes, the demand for, and ifports of, animal
 
products, fruits, and vegetables have also increased sharp1-y' For these
 
products, however, consumer tastes prefer the local product so that any
 
increases.in domestic production that have been possible bNve found a ready
 
market.-


There has been a substantial decline in both acreage 4pd output of
 
grain, Official estimates -- which are to be considered at best as rough
 
magnitudes -- show a decline in grain production of 17 percpbt in 1976 and
 
a decline in acreage of 26 percent. (The 1977 data are'frm.a different
 
source and are not comparable.) Such changes in output arg frequent in
 
Yemen as a-result of changes in rainfall; in years of low rainfall marginal
 
land is not planted. But this change was not due to 16w rainfall; yields
 
actually rose by 11 percent. The decrease in acreage planted was due to a
 
combination of reduced'labor availability and increased ¢pjpetition from
 
imports, with the latter playing an important role. The vglume of wheat
 
imports in 1976 increased by 177,000 tons, almost exactly equal to the decline
 
in domestic cereal production, bringing total imports to 49a,000 tons, equal to
 
56 percent of domestic output. It is clear that by 1976 low-priced imports had
 
resulted in a substantial amount of land lying.fallow that would otherwise have
 
been in production.
 

http:increases.in
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In addition to-the withdrawal of land from production, there has- been­
undermaintenance of terraci-ng. Over- the centuries, the hilj.sJdes have, beery 
terraced with rock walls to control erosion and to 'hold tfle, avalable water,. 
General observation has been' that there. hs been deteriorjmtndtf these. 
terraces, but the degree and seriousness is not always agre d to;. 

The increased demand for fruits, vegetable's, and ani'ii products. ari!si-ng­
from the increased incomes from remittant'es has induced at Important; supply, 
response from Yemeni agriculture. Production of vegetabT'ls,-increas'd: 7O, 
percent in the three years ending, in 1.976/77 (latest yealr-aailable), but. 
still used only about 3,percent of total- culti:va-td- area, Qa-t is reported. 
to be using an estimatedt 2 percent. In the case, of anima} products,. the. 
limited possibilities for increasing' forage, ha-ve' kept. projqt. en: down, except 
for poultry; where the, use of imported.feedis profitable ,, 

The withdrawal of land from production suggests the- psrabtltty off 
some immediate governmental action. This action- probabtyh!eed' not be. ex­
tensive. Reduced acreage does not appear to b-e a cause fqr, major,concern'; 
it is basically a result of the more, productive- use- of resoutces' fn labor' 
emigration-with the use- of' remittances for imports. Ther'e-Ts one- area,,. 
however, where immediate government action might well be. rp-ductizve., Wfth 
land now lying-fallow that under traditional conditions, wquj'd b'e- growing -

graih, there may be alternative uses that would provlide'se output.- S-ince, 
these uses would not be known from local experience,, inva"!tgati'on; by th'e 
government of the international- agencies of lan'd use in other-countries,-­
perhaps some -kinds of 'forage' crops -- that have low, labdtapd ra'infall 
requirements might speed the return' of this presently idTTeh-Vsource to some 
productive use.
 

The deterioration of terraces may be a more serious Rrpblem because, 
unlike the withdrawal of land from; cultivation, it may not' easily rever­
sible. However, here is no clear measure of just how ex-tpnsive this- phe­
nomenon is or how difficult itwill be to repair the damates when labor 
availability becomes more nearly normal. Present relianep pp varying general
 

impressions should be replaced as soon as possible by a careful, systematic
 
study of how extensive the dAeterioration of'terraces actp_ ij is and how much
 
labor would be required to bring them back to normal at diffrent-stages of
 
deterioration. If the deferred maintenance ca: safely be:lhft to the future,
 
then the decisions on what maintenance work is pro'fitable pQw should be left
 
to the individual owners. If, however, a good study showei that, for illu­
stration, 50 man days,of work now would,save 500 man day "five years from
 
now, careful consideration should be given to devising a-§ysem of special
 
incentives for maintenance now. - -, " 

In addition to the acti-ons just noted for dealing with immedi'ate
 
problems, it is important to start now an planning for the medium-term
 
future. The future of migration and remittances is inhereptly uncertain.
 
If five to ten years froir now'the present surplus of foreign exchange and
 
shortage of labor has reversed sharply, it will be important to have taken
 
the time-consuming steps needed to prepare for it. Agricqltural research,.
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adaptation, and pilot testing should all be pointed toward the possible
 
eventuality when the economy may not be able to afford food imports at pre­
sent levels. Most specifically, a much greater reliance than at present
 
on sorghum and millet may be necessary to meet basic nutrition requirements.
 
A maximum degree of research and testing on the best varieties, means of
 
seed multiplication, and the optimum use of fertilizer ap4 pesticides under
 
those circumstances should have been completed by the time it may become
 
necessary.
 

Research for other purposes, both present and future, Vill of course
 
also be needed. It is important to develop the most efftiqipt means of
 
meeting the present growing demand for fruits and vegetap)eh. In addition,
 
there may be scope for moving towardexports at some tim 'ifthe future.
 
With growing experience and a shift in labor availability,-Yemen may be
 
able'to export fruits and vegetables to Saudi Arabia. There is of course
 
intense competition for this lucrative market. But YemerPi.geographic
 
position may give it a competitive advantage for at least.spne items. The
 
possibilities should be fully explored.
 

In terms of extension services, future needs may be considerably
 
different than at present. With present high labor costs and cheap grain
 
imports, the cash. outlays needed to use known techniques qf improved seeds,
 
more fertilizer, and pesticides may not be profitable. BQ t these circumstances
 
could change considerably. The extension system, as well'as research, should
 
be geared toward exploring these possibilities and being prepared to give
 
sound advice and effective demonstrations quickly if relaflye prices and
 
other circumstances do change.
 

At least one other area in Yemen agriculture calls for careful
 
investigation if the longer-term prospects for increased productivity are
 
to be realized. This is owner-tenant relationships. Thepp is little sys­
tematic information on this subject but tenancy is clearly important,
 
particularly in certain parts of the country. The usual Pattern appears to
 
be for the tenant to provide all of the inputs and receivej fixed fraction
 
(often one third or one half) of the output. While this system is not likely
 
to affect productivity much in a traditional agricultural 'evironment, it can
 
have a very adverse effect in a dynamic agricultural sittifon where new and
 
more productive techniques require additional cash inputs7'The incentive
 
to the tenant to buy the additional inputs is obviously 1.ss than the addi­
tional output would warrant. Some change in the traditipj, relationship
 
between landlord and tenant is thus essential if optimum.use is to be made
 
of new techniques. Since some changes could be to the ady4ntage of both
 
landlords and tenants, it should be possible to work themit. The govern­
ment might be able to play a useful role in bringing such hanges about.
 

B. Industry 

Present industrial policy in Yemen should be pointed toward the future.
 
Under today's circumstances, with large foreign exchange reserves and labor
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shortages, there is n6 present need for stimulating additional manufacturing
 
industry either to provide employment or to save and earn foreign exchange..
 

The medium-term goal should be to develop a potential for efficient import
 
substitution, with some export potential, when and if changing relative prices

make that profitable. This goal calls for steps today to 06velop those in­

dustrial possibilities that can be carried out efficiently pow, even though
 
the number is admittedly limited. Such manufacturing firisshould of course
 
meet present needs. Equally important, however, is to gqip additional
 
experience in the entrepreneurial, managerial, technical,.and worker skills
 
needed as a base for future industrial growth.
 

A long-run goal should be to develop manufacturing for export.
 
(Specializing in products complementary to industrial prod ption in Saudi
 
Arabia might be one possibility.) In Yemen, as inall re)'ively small
 

economies, the possi'bilities for efficient import substit4tion are severely 
limited; the economies of scale are simply too important Jp too many indus­
tries to permit a wide range of efficient domestic production for local 
markets alone. Exports of manufactured goods in such ecqhpmies are 
therefore essential (unless the country has oil or other special natural 
advantages). Appropriate approaches must be taken now in Yemen if this
 
long-term goal is to be achieved. It is important -- frdnl the outset -­
to encourage industrial expansion only in areas that can come reasonably
 
close to meeting international competitive standards without subsidies and
 
without undue dependence on tariff protection. Ifan inefficient, high-cost
 
pattern is allowed to develop, it becomes particularly difficult to achieve
 
the internatinnal competitiveness that is necessary for exports.
 

Tdday's industrial base, from which the process must start, is still
 
a very narrow one. Although industry (including mining apd electricity)
 
nearly doubled between 1970 and 1976, it still accounted Tqr only 6 percent
 
of GDP, and much of this was in very small, predominantly traditional
 
industries. There were (1975) 10,587 manufacturing establishments employing
 
23,000 workers, about 2 percent of the domestic labor forte,. Only about
 
5,000 of these workers were employed by the 56 enterprises with 10 or more
 
workers. These are predominantly new firms the bulk of'which are in the
 
private sector; of the 15 largest enterprises in 1975, 10 had been established
 
since 1969 and of these eight are privately owned.
 

In addition to the usual questions in deciding on appropriate industrial
 
development, Yemen must make allowance for the extensive Phanges in relative
 
factor prices in the recent past and the further, but different, changes
 
that may be expected in the future. Before proceeding to-what appear to be
 
the most appropriate criteria, an examination of the Sana textile company
 
will provide some useful insights.
 

The Yemen Textile Company, which was built for the government by the
 
Chinese in 1967, has its principal plant in Sana. With more than 1,500
 
workers it has, until recently, been the largest manufacturing enterprise
 
in Yemen. (Ithas now been surpassed by the privately owped Yemen Company
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for Industry and Trade whose principal products are biscuits, sweets and plastic
 
products.) The Chinese technology used in the Sana cotton textile plant is
 
labor intensive, as was appropriate at the time of its construction.
 

The company operated at near capacity with a modest ]pgey of profits
 
by 1974. Beginning at that time, and reflecting changes tp .pughout the
 
economy, wages began to skyrocket. Wages for production woVkers went from
 
$0.32 per hour in 1973 to $1.22 per hour in 1977, exclusiy bf fringe bene­
fits of 40 percent. (Salaries for top management, however. were actually
 
reduced in 1977.) Despite these large increases, labor turnover was high
 
and absenteeism is reported to have been 20 percent. (Th4nJage levels noted
 
compare with ILO reported wages in Egypt (1976) and India" 1973) of $0.17
 
per hour and for Korea and Syria in 1975 of $0.32 and $0,4JJ.) The total
 
wage bill rose from 27 percent of sales in 1973 to 73 pbc nt of sales in
 
1977. Profit and loss went from a peak profit of $0.8 mi3'1i).n in 1974 to
 
a loss of $1.5 million in 1977. Although the principal Prpkiem was plainly
 
labor costs, the departure of the Chinese technicians wa a contributory 
factor, as was poor management. (The Board of Directors ii this publicly 
owned enterprise was completely replaced in 1978.) 

This Government textile company is now being rehabi.litated at an 
estimated cost of $25 million to take into account the changed circumstances 
since it was started. Given the sunk cost -- of the orden:pf $40 million 
at present prices -- and the fact that without rehabilitation the plant would 
have to be shut down, this may well be the best course. )t it does point 
up the risks of making major investments at a time of raoijly changing cir­
cumstances -- a risk that could not have been readily foreseen at the time 
the textile project was undertaken but which, given the inherent uncertainty 
of remittances over the longer run, is clearly apparent for. the years ahead. 
Itmay also illustrate some of the problems of government pwnership in areas 
that in most of the fastest growing economies are in the ptrvate sector. 
These problems -- at least when government ownership is uqdertaken on a large 
scale -- are abundantly illustrated in such economies as'those of Egypt and 
Syria. 

The criteria that appear to be appropriate under present circumstances
 
for guiding investment decisions in manufacturing include -4efollowing.
 

Probably most important is the criterion that investqjppts should be 
profitable under present circumstances. They should not~bhedependent on 
additional tariff protection or on government subsidies. -This is a good 
criterion for any economy that plans eventually to be able'to export. It 
applies with particular force to Yemen in today's circumsgices since there 
is no special need for industrialization now. 

Present circumstances already include elements that will give domestic
 
production some advantages. Transportation costs are in general greater for
 
imports than for domestic production, particularly for itepms like many con­
struction materials where the weight is great relative to the value. Present
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tariffs although.desi.gned for revenue, average-20-25 percent and thereby 
provide a considerable degree,of protection. Inaddftionp the-Investment 
Law of 1970 provides certain exemptions on import duties apdbusiness taxes,,. 
generallyfor a period of five years. These exemptions sep(p -r-asonabTe-, 
but the cut-off.date of five years should be firmly adheif-to.. (The,pri­
vate enterprise system isa profit and loss system. Gjvie .the probabil'ity­
of major changes in the years ahead, profits and losses m-turn'out to-be ­
great at both ends of the scale,. Private investors shoul- from the outset, 
accept the risks along with' the potential profits and-shofd not expect 
special government help in cases where the investment juqgsepts: have turned 

short, al-though present- incentives-ftR ndustrialfzationfout to be wrong.) In-
seem reasonable, further protection would' not beiwarranteti 

A second criterion should be that manufacturing enter~nises should
 
generally-not have imported materials as a: major- part oflVh& va'lue' of the 
product. Packaging and assembly operations do,not make a '{&rge contribu­
tion'to.GDP. On the other hand they do cause a loss of flexibi.Tity i-n 
foreign exchange management. Intimes of'foreign exchangetstringency, ' 
imports of manufactured products can genera-Ty be reduced-as-necessary by 
devaluation or other appropriate means. But the pressure' or' importfngz raw 
materials, where- the -alternative is to close- down. p-lants, cn be-very great 
leading to, distortions inthe allocation of a-scarce resou"pe. Or', in some, 
cases, the-plant may actually have to shut down with a gre&aer'shock to' the 
economy than just the shortage of the product it produced' -This loss of 
flexibility i's not to say that there should be no i-nvestmerts for the-pro-­
cessing of -imported raw materials, but the emphasis shou- ;_e on thase-cases' 
where domestic,value added i-s substantial'. 

A final criterion relates to the degree of capital in~esity-Obvtousiy 
there tcan be no' firm rule. In pri-nciple, the obj'ective wo ld be the degree 
of capital intens-ity that would be optimal for the li'fe, Qt he investment,, 
but this cannot be determined in advance. Given the possibility that in 
the future,wages wil'l decl-ine relati-ve to- other costs in the economy,, the 
optimum might-well be more labor intensive than woul'd be:th most profitable 
today. Another-consideration isthat many developing counities have found 
that the use of the most sophisticated and',capital intensiyequpment poses 
serious problems of keeping that'equipment operating sattsfActorily. Perha'ps, 
the most that can' be said is that the use of highly labor-s ving technology 
should be approached with great caution and with a cl-ear gal-ization that 
relative pri-ces in the economy are not likely to be the .sam -'in the future 
as they are& today. This approach may suggest a postponem of' investment 
decisions' in many cases.
 

The applicati-on of these criteri'a would probably mean -pelatively low 
level- of investment in industry (or-'at least manufacturigtin both the 
private and- public sectors inthe-immediate future. This-need not be a 
cause for concern. The purpose of such investments is to ppmbine,labor
 
and capital to increase output. But with labor scarce anQ"capital -- to
 
the degree it must come from inflationary sources -- aIso in short supply-, 
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much of the increased output would probably be at the exppnse of output 
elsewhere with only a minimal effect on increased GNP. !ireover, the reason 
for fo]rcA-d_t-i_ndustri-a-li-z-a-t-in-i-n-many-dev-el-opi co unries is to help
solve a chronic balance-of-payments problem, a consideratyd tha-does not 
apply inYemen at the present time. Under these circumstanfces, Yemen can 
well afford to take a long-term view. .1P 

The Government should apply the above criteria to it'pWn investments.
 
Public investments-in the Plan include both public corpppqtlons and the
 
so-called "mixed sector" to be made up of joint ventures. -f
th the private
 
sector.
 

The two largest manufacturing projects inthe public 5pctor are the
 
Sana textile plant and a new cement plant at Omran. The Thpmer has already
 
been discussed. With respect to cement, additional capacljt appears to be
 
desirable and the capital requirements are such that, at'h'is stage, public
 
financing is needed to meet them. In general, however, tbp-emphasis should
 
.be as heavily as possible on the private sector to maintajp'the advantages
 
of flexibility and managerial incentives that normally mc private enter­
prises more efficient than public ones. (The 1977 25 percnt cut in salaries
 
for top management in the Sana textile company to a maxiulp-of YR 2,000
 
($450) ,per month is illustrative of the problem.) Other'-pblic enterprises
 
include electricity, the petroleum company, and'the airljp.
 

Large investments in public corporations were called for in the Plan,
 
and it appears that much of this investment has taken plaj&; This-is evi­
dently financed through the "capital transfer".(direct tfa~sfers from the
 
Central Bank) section of the capital budget. Although d~tjiled information
 
is not available, it would appear that financing of thesebterprises as a
 
group has:proceeded rapidly enough that many of the rema4'pqg ones could be
 
reduced in;.size or deferred to a later date. 
 -. 

For the private sector, the Government should encour~g, investments that
 
meet the criteria discussed above. Although for the private sector the final
 
decisions should be left to the investor, the Governmehttqai play a useful
 
role. The industrial'estate at Sana and those being planno4 for Taiz and
 
Hodeidah are a clear case in point. The Government may&1§id find it useful
 
to use its facilities for contracting foreign expertise-t-':develop feasibi­
lity studies and to undertake project reviews for the prlyate sector; advice
 
-from such sources as foreign machinery suppliers may not'ilays be,objective.
 
The Industrial. Bank of Yemen may also play an important r616. Although the
 
World Bank estimates that there are numerous private indyiduals or families
 
that can raise as much as YR,5 million ($1.1 million), ther will be cases
 
of desirable industrial investments requiring more than t. Additionally,
 
the Government should compile and provide to potential ipyetors all possible
 
information on trends inthe economy that would be'relevd4t.'to investment
 
decisions.
 

Some areas i6 the economy clearly meet the suggested criteria. Building
 
materials is probably the most important. There is a largb demand,
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transportation costs will often make domestic production,cheaper- than, imports,,
 
and the. raw materials needed, are generally domestic'ones_- Some other-products;
 
such as bottli-ng works have-, because of transportation costs:, an advantaga
 
over competing imports, and some, such as i-ce, coul'd- scarceM'y bei imp rtedl at 
all. Another possible area is fbr products, such as certail typ'es'-of clathing., 
whete there are special requirements* in Yemen. And some quas-i-manufacturing: 
operations such as large-scale truck o.verhaul faci'li'ti'es- 4f: tirre, recapping 
should prove to 'be both economic and profi-tabl'e,.
 

Many of the- manufacturifng projects for' the private- s,ect9r- sugges'.ted inm 
the Five Year' Plan appear' to be appropritate. They. are heRAly, concentrated 
in such areas as building materials., vehicle-matntenance-,'.4jd fbod proces-s-ngy.. 

-Of those manufacturi'ng,pl'ants proposed' in the Five: YeA,,r PTan,,. the, gr-ea.test' 
doubts arise from those in the "mixed' sector.'' It its n6t clear' -rom" the Pllan; 
documents just-how the- financing is to be arrange& and' whehe- controll wi-lTl 
rest with the public or' private stockhol'ders. More, fundp~ietalil .y2,, the,conomic"
desirability of many of the- investments seems doubtful atbest.. In' the cas-e 
of the'proposed $38 million steel mill', although there is,pnot enough. inf6rma­
tion in the Plan documents to make any kind of di'rect apprarsaq'1,- experience*
elseivhere" raises serious. .questions about the,desi.rability gI thps investment.. 
1nabi 1ity to deal with the compTexiti'es of steel technol.oy and los-s- of' thes 
economies of -scale have required high levels' of tari,ff pr4'ecton and ITarge­
subsidies for steel mills in' many developing countries,. Thi's is. part.icul-arly 
true where most o'f the raw,materials must be imported. SlT.'ar cons-iderations­
would appear- to app'ly to the proposed' paper plant and: othe'.s.- rnves-±ment 
plans should not go, forward without detailed and very realsic feas-b.lT.ity­
studies.
 

insiUmmary, 'high labor costs, the present adequate-ava'ability of fbrei'gn­
exchange, 'and various uncertai'nties do not make. this a: d time for'-a major­
industrialization drive in Yemen. There are, however,. imp riant cases that 
can -be dev,eIoped economically even under' present circumstapces-., If indus-, 
trial investments are chosen w-ith care, Yemen can develIop . -growing- experience­
with efficient, economic manufacturing while avoiding sl'p1jpg i.nto: the -high­
cost -pattern tha-t has been a major, obstacle to sound' i-ndusjlialization in 
many of the low-income countries.
 

http:technol.oy
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VI. PRIORITIES AND THE URGENCY OF NON-INFLATIONrIY BUDGETING
 

In Section III it was stressed that: Yemen is now in a position where 
controlling inflation is a practical possibility; graspinj this opportunity 
now is important for Yemen's future economic development; apd a non-inflationary 
budget is the key to achieving this objective. Setting §ticter priorities -­

making some hard choices -- will be an essential part of this process. 

A number of observations on general priorities seem 4seful even though
 
inmany areas a project-by-project approach will also be jeeded.
 

As discussed in Section IV,wexpenditures on educatiopp health and similar
social services are important for two reasons. Investmentp people, Yemen's 

most valuable resource, is an essential element of rapidapfW sustained economic
 
development. Additionally, improved education and health e of obvious
 
importance in their own right. It is precisely in these'areas that Yemen lags
 
the farthest behind in comparison with other countries at'similar income
 
levels. Increasing expenditures for education and health should thus continue
 
to receive a very high budgetary .priority to the extent tht these activities
 
can use additional funds effectively. Here, as elsewhere however, priorities
 
even within a priority category should be selective.
 

For infrastructure, the position is considerably diffprent. Capital
 
expenditures in the budget have been growing more rapidly than current expen­
ditures.. This suggests that, as a practical matter, redqctions in the rate
 
of increase will need to be concentrated here. Fortunatel; priority con­
siderations point in the same direction.
 

Most of the direct government investment is in infrastructure. (Capital
 
trans.fers for government entities will be considered separately later.) Of
 
the infrastructure, highways are by far the largest singl' category. They
 
were scheduled to receive about 40 percent of total govetpmnnt investment in
 
the. Fi-rst Five-Year Plan. (Although the overly-ambitious,'Pfan has been scaled
 
down considerably, the relationships have not necessarily hanged.) Given
 
their large amount and the fact that similar characteristiFs apply to some
 
other infrastructure, highways may be taken as being reasQpbly illustrative
 
of the infrastructure sector as a whole.
 

As discussed in Section IV, it seems clear that many highways now under
 
consideration could be deferred without a major loss to deyelopment. This
 
is not to say that they are not important but, rather, that'any of them are
 
not urgent. With the main population centers already interconnected, low­
cost feeder roads -- inadequate though they may be -- can go a long way towards
 
meeting the most urgent remaining transportation needs. Toe-more comprehensive
 
highway system can then follow at a later date without majpr loss to the rate
 
of development in the interim.
 

Observations similar to those on highways would apply to at least some
 
other infrastructure projects as well. The relatively low return on many
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types of infrastructure -- important though they are in the long run -- is
 
indicated by the low incremental capital-output ratio (IC$) of 6.4:1 for the
 
Five-Year Plan with its heavy emphasis on infrastructure. The ratio for
 
development plans in many developing countries is often as low as 3:1.
 
Clearly some of the lower-yielding projects could be deferred without seriously
 
affecting the rate of growth.
 

In the case of some large infrastructure projects, the availability of
 
concessional financing through foreign assistance must be taken into account
 
in setting priorities. Other things being equal, project yith foreign
 
financing would have a higher priority. These projects, however, can also
 
have an inflationary impact where local costs are large r.]Itive to the import
 
component. (InFY 1977/78, the latestyear for which data are available, total
 
capital project expenditures were YR 871 million of which only 31 percent
 
was financed by foreign loans.) The availability of forelgp aid should thus
 
not in itself be considered adequate justification for gojng ahead with a
 
project, particularly if the aid is only a part of the total cost. And
 
obviously donors should be urged to concentrate on the high~st priority
 
projects and activities even if they are not the easiest fp implement.
 

As discussed in Section V, investments in agriculture and industry are
 
less important in the government budget than infrastructure since they are
 
predominantly in the private sector. The main exception in agriculture is
 
for major irrigation projects. While an area to be given'attention, these
 
must be considered on a project-by-project basis. Only those where a careful
 
feasibility study demonstrates a high rate of return should be given high
 
priority at this time.
 

In the case of industry, most government projects are financed through
 
the capital transfer section of the budget, i.e., by direct transfers from
 
the Central Bank. This section was budgeted for YR 184 million in FY 1977/78
 
(the preliminary actual was YR 268 million), and is budgeted for YR 685 million
 
for FY 1979/80. While most of these investments may well be desirable in the
 
long run (even though they have not been subjected to the test of private­
investor determination of profitability), their urgency is pot clear. For
 
example, even in the case of increased capacity for cemeqt 'production, which
 
appears definitely to be economically sound, a continued ajor reliance on
 
imports for an additional period would have at most a negligible deterrent
 
effect on economic growth. It would thus appear that the 'papital transfer"
 
item in the budget might at least be levelled off, and posibly even reduced,
 
for the time being.
 

The observations above deal with priorities only by general categories.
 
A part of the setting of priorities, however, will need tp be carried out
 
on a project-by-project basis. Doing this successfully Will require a
 
strengthening of the project-appraisal capability in the Central Planning
 
Organization and in the planning units of the Ministries. Itmay also be
 
possible to make greater use of consulting firms and advisors, but even this
 
will require a strengthened capability in the Government; the validity of
 
contracted feasibility studies depends to a large degree on posing the right
 
questiuns for the contractor to answer.
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Much of the project appraisal work will of course be pointed toward the
 
formulation of the Second Plan. This Plan should be on a juch more realistic
 
scale than the First Plan and the priorities should be muqh firmer. Itwould
 
seem desirable that only projects whose feasibility, inclHdng a high rate
 
of return, has been established should be given first priqpity status. Other
 
projects may well be included as "under investigation" or nof uncertain
 
priority" -- the process of project appraisal needs to be a continuous one,
 
and a "shelf" of projects under investigation is desirablp But the core
 
of the Plan should be made up of projects that truly are JIgh priority.
 

Ideally, the process of project selection for inclusipn in the Budget
 
should be accomplished through a careful assessment of all individual projects,
 
ranking them in priority, and initiating only the highest-pfiority projects
 
for which non-inflationary financing is available. This-my not, however,
 
be practicable for the immediate future since project evaluations generally
 
take a considerable amount of time, and there may not be that much time avail­
able. Moreover, it may well be that, for a time, there will not be any
 
non-inflationary financing available for new projects.
 

A practical problem in deferring investment expenditures arises from
 
projects that are already well into the implementation stage. It seems
 
sensible that in most cases these should be continued, but, even with such
 
projects, it may sometimes be preferable to slow the rate pf expenditures.
 
In the absence of detailed information, one cannot be sure of the effect of
 
these projects on future budgets. It seems likely that a significant part
 
of the investment budget for at least the next year willjhe determined by
 
projects already started. This may be true even if maxinm efforts are made
 
to slow down the rate of implementation where possible, a~d to postpone further
 
action where implementation is still in the very early stAges.
 

Given these considerations, it may well be desirable -- and perhaps even
 
essential -- to adopt a rule of no new starts of capitalprojects for the
 
next year or two while the rate of increase in expenditurbs is reduced, and
 
the individual project appraisals are being carried forward. Moreover, a
 
moratorium on starting new projects might well have advantages other than
 
budgetary ones. With the rapid recent growth in investmet expenditures, both
 
the supervisory capabilities of the Government and the physical capacity of
 
the economy to implement projects must already be strained.' The initiation
 
of additional projects might go beyond the number that cqp be implemented
 
satisfactorily and thus result in delays in the implementption of all. This
 
could be very costly in development terms. Development i§ furthered by
 
completed projects, not by projects under construction.
 

As a practical matter, bringing the budget deficit -- and hence inflation -­

under control must start with what the budgetary movements have been and where 
the Budget is now, thus giving some indication of what is in fact possible. 
The main elements of the Budget are summarized in table 10. 
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The desirable immediate target would appear to be to hold the increase in
 
total expenditures in FY 1980/81 to a level somewhat below the expected increase
 
in revenues and thus to achieve some reduction in the deficit.
 

For FY 1981/82, by which time there will have been more time to make
 
necessary adjustments, it should be possible to hold the Increase in expen­
ditures to a level enough below the expected increase in Irevenues to eliminate
 
inflationary financing. This will require a levelling off,of expenditures for
 
some activities, and an actual decrease for some, but shQoI1 permit modest
 
increases in many areas.
 

Suggested approaches to the three main expenditure cAegories are
 
recapitulated as follows:
 

The current budget, although its upward trend has not heen as marked
 
as that of the capital budget, is still the larger part of the total. A
 
reduced rate of increase here will probably be required. F6rturately, this
 
appears to be a realistic possibility. Roughly two thirds of the current
 
budget is for salary payments. This component of the budget increased three­
fold between FY 1976/77 and 1978/79, which may have been enough to offset
 
the effects of past inflation and to bring government salqries into a reason­
able relationship with salaries elsewhere. If so, and if inflation can be
 
slowed, it should be possible to hold increases in this cpmponent of the
 
current budget to modest levels for at least the next year pr two.
 

For the regular capital budget, much will depend on PoW much has been
 
committed in advance for projects already being implemented,.and how much
 
flexibility there is in their rate of implementation. Prpoably very little
 
funding will be available for new projects, which may require that a firm
 
rule be established against beginning implementation of any new projects,
 
despite the inconveniences that such a rule would entail. 'Even with such
 
a rule, some increases in the capital project budget for FYl198/81 might
 
still be required. But by FY 1981/82 it should be possible to bring this
 
section of the budget back to the present (FY 1979/80) leypl if necessary.
 

The capital transfer section of the budget has had vy-ry rapid increases
 
in the past three years, increases that have brought it to more than a third
 
of the total capital budget . These rapid increases suggest that the most
 
urgent needs for the government entities may already have been met. Considerable
 
retrenchment here may well be essential to the succes of the overall effort.
 

The various suggestions for deferral of some investment programs do not
 
imply investment at too low a level to achieve a satisfactpry rate of growth.
 
The levels of investment are already high. Government capital expenditures,
 
including both those in the Budget and those financed from foreign loans,
 
appear to have been at least YR 2 billion in FY 1978/79. 'To this must be
 
added the large amount of private investment financed from remittances and
 
profits from importing and distribution. The most recent'estimates are for
 
FY 1976/77 when private investment (exclusive of inventory increases) stood
 
at YR 829 million, nearly three-fifths of total investment. There have
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doubtless been major increases in private investment since then. Total
 
investment in FY 1978/79 has thus probably been in the neighborhood of YR
 
3 -4 billion. This would be on the order of 30 percent ofGDP (or around
 
20 percent of GNP), a high level for a developing country' There is clearly
 
no overriding need for still further increases in governmgpt investment to
 
achieve a satisfactory rate of economic growth.
 

Achieving a non-inflationary budget by FY 1981/82 shpuid be a firm
 
target. It will-not be easy. But it should be possible. And if this target
 
is met, it should bring an end to the high rates of inflation that have
 
characterized the Yemeni economy for at least a decade. ,§p ne prices will
 
continue to rise, no doubt including those for petroleum P'roducts and perhaps
 
construction costs, but widespread, general inflation will:have been brought
 
under a reasonable degree of control. This accomplishmer4 Will eliminate the
 
economic distottions and inequities -- particularly to saers -- that rapid
 
inflation always brings. Itwill establish a sound basis'for continuing growth
 
and development in the period ahead, a basis that will be especially needed
 
since available resources will not be increasing as rapidly as they have been
 
in the boom period of the recent past.
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VII. THE FUTURE OF REMITTANCES
 

Most of the analysis above assumes that worker remittances will continue
 
for a time at roughly present levels. This prospect seems the most likely
 
one on the basis of recent performance. As already noted, the increase in
 
remittances in 1978/79 was 6 percent -- a moderate increa§e in current prices
 
and a moderate decrease in real terms.* A more detailed pipture is givenby
 
the quarterly data. For seven consecutive quarters, starjng with April-June
 
1977, the remittance figures followed a nearly horizontal trend. For two of
 
the three most recent quarters (through July-September 1979), remittances
 
were up an average of about 10 percent above the average 'fi4 the previous
 
seven quarters. No marked change is suggested by these data.
 

The assumption of worker remittances continuing for g time at about
 
present levels, however, may well turn out to be overly'Qptimistic. There
 
are several reasons.
 

It seems clear that in Saudi Arabia (which employs at least 90 percent
 
of the Yemeni migrant workers) the rate of increase in investment is declining.
 
Increases during the Third Development Plan, 1980-84, will be much less than
 
during the early years of the Second Plan. The big acceleration is over.
 
Saudi Arabia has decided on a generally more conservative fiscal policy,
 
in part to halt inflation. (The consumer price index is reported to have
 
actually shown a slight decline in 1978.)
 

As the Saudi Arabian development program continues to progress, there
 
will be a further gradual shift from construction to operption and maintenance.
 
This may decrease the need for foreign workers somewhat apcdin any case will
 
call for a different kind of worker. The bulk of Yemeni yqrkers to date have
 
been in construction.
 

The most striking recent change has been the rapid. jpcrease in the number
 
of Asian workers in Saudi Arabia. There are no overall 6timates of this
 
increase, but the total number of Asian workers in 1975 was estimated at
 
38,000 and the Government of Pakistan estimates that by 477/78 their workers
 
alone numbered 90,000. There are also large numbers of Ipdjans, Koreans, and
 
Filipinos. In some respects Asian workers are more acceptable to the Saudi
 
Arabians than Arab workers because they tend to live apart'and are unlikely
 
to have much effect on the fabric of Saudi society. TherR are also some
 
indications that for equal work they are willing to work for less pay.
 

*The remittance figures used are gross receipts rather than net since the
 
"private transfer payments" in the data are believed to be made up to only
 
a small degree of remittance payments from the limited nugIber of foreign
 
migrant workers in Yemen.
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It is clear that the three developments noted above re taking place.
 
What is not clear is their effect on the demand for Arab Wprkers. For example,
 
the rapid increase in Asian workers may have served merely to help meet the
 
continuing growth in Saudi Arabian demand, or it may actually have started
 
to displace some Arabs including Yemeni, workers. Some observers believe
 
the latter to be the case. On the other hand, there is dQnsiderable evidence
 
that Yemeni workers are highly regarded in Saudi Arabia both because of their
 
cultural affinity and because they have a reputation for P9jng hard workers.
 

Two close observers of worker migration in the Middlp East conclude
 
that "the number of Yemeni migrants abroad will fall from about 550,000 in
 
1977/78 to about 300,000 J--he estimated number in 1975-/ y 1980" and that
 
"remittances will decline rapidly, reflecting the falling pumber of migrants
 
and the decline in wage rates."* Most observers (includigg'the writer)
 
believe that this prediction is much too extreme, but its W4'ning should not
 
be disregarded, particularly if the time specified were tQ'p extended by
 
two or three years.
 

Since the changing forces in Saudi Arabia were already underway during
 
the two and a half years, beginning in 1977, when Yemeni rmittances were
 
constant or increasing somewhat, no sharp, immediate declijf in remittances
 
seems probable. But if the competition from Asians were tq increase sub­
stantially, as is clearly possible, at least a modest downturn, even in the
 
short tun, could be expected. (Some upturn in remittance is also possible,
 
but this possibility does not require any advance planning,) Even if Asians
 
do not actually displace Yemeni workers, they may exert a;dpwnward pressure
 
on wages.
 

The relatively high probability of a modest decline (say up to 10 percent
 
per year in real terms) in remittances in the near future is not a cause for
 
immediate concern. (Infact, with some reduction in the labor shortages in
 
Yemen, there might even be advantages.) The high levels qf'foreign exchange
 
reserves and of household savings (although the latter will decline if they
 
continue to be eroded by inflation) would cushion the irpact for a long
 
enough time for adjustments to be made. But adjustments Would be necessary.
 

For many purposes, however, it is important to look beyond the immediate
 
future. For the longer term, say 3 to 10 years and beyonq, the likelihood
 
of a substantial decline in remittances is much greater tbn in the short
 
run. A reduction in the rate of increase in Saudi Arabiah investment, a
 

*The observers are Drs. Stace Birks and Clive Sinclair pf the University
 
of Durham who have been working on a study of Middle East labor migration
 
for the International Labor Office since 1976. The quotation is from an
 
unpublished report of May 1979, p. 127, prepared for the Apncy for
 
International Development.
 

The conclusions of Birks and Sinclair are based in part on what they
 
believe will be a rapidly increasing use of the "work-camp" approach in
 
the future. In the work-camp system, the contractor brings in all of
 
(Footnote continued on next page)
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change in the kind of foreign labor needed, and increasin9 competition from
 
Asian labor can potentially have a greater impact over a Tpnger period of
 
time. The possibilitr of a major reduction inworker earnipgs and remittances,
 
say of the order of 50 percent or more in real terms, over the next 5 to 10
 
years must be considered a real one. Although the future course of remittances
 
is at this time unknowable, itwill be necessary to monitor their movement
 
closely, and prudent planning should, of course, take the possibility into
 
account.
 

A major decline in the level of migration and remittqnces would have
 
a definite effect on the availability of labor and of foreigp exchange and
 
on their relative prices. Wages would tend to rise less rapidly, or even
 
to fall. On the other hand, the price of imports would bp greater. With
 
remittances declining substantially, the availability of-preign exchange
 
could be expected to decline and a devhluation of the excfipge rate, or some
 
other means of reducing imports, would eventually become necessary. The cost
 
of imports, which includes nearly all machinery and equipMent, would thus
 
rise relative to the cost of labor. The cost of importedfo6odstuffs would
 
also rise relative to domestic production costs.
 

This possible major change in relative prices would substantially affect
 
what would be the most productive allocation of resources in the economy.
 
To a considerable degree, market forces would bring about adjustments to this
 
change in relative prices as it occurred. But some adjustments would not be
 
possible except with a considerable time lag. For exampig, a capital-intensive
 
manufacturing plant could not be replaced with a labor-intensive one without
 
a major loss in capital, and such activities as agricultural research and
 
adaptation often require considerable time. Even those adjustments that the
 
market mechanism could make fairly quickly would sometimes'be facilitated if
 
they had been anticipated.
 

(Footnote from preceding page):
 
his own labor, (almost entirely men without their families), provides for
 
their housing, food, medical care, etc., and returns them Tp their home
 
country when the contract is completed. Work camps have been used in a
 
number of major construction projects in the Gulf States, and they could
 
presumably be adapted for the operation of industrial facilities as well as
 
for construction. There is a growing concern in the oil-rich countries about
 
having so many foreigners in their society, and isolating some of the workers
 
from the rest of the society, as the work-camp system tends to do., would help
 

To date only Asian firms have used the work-camp
to alleviate that concern. 

approach, and its more extensive use might therefore be xpected to lead to the
 
displacement of Arabs by Asians. Just how this development will materialize
 
is far from clear. But the fact that the two major indqstrial complexes in
 

Saudi Arabia, Yenbo and Jubial, are both being constructed well away from
 

major population centers at least keeps the possibility open.
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For medium and Ibnger-range planning -- particularly in the formulation
 
of the Second Five-Year Plan, but for less formal plannihq'within the
 
Ministries as well -- the possibility of a major decline in remittances
 
should definitely be taken into account, possibly even inpluding the use of
 
shadow prices. It would appear to be prudent to use as a planning assumption
 
a level of remittances toward the lower end of the range qf what seems pro­
bable. If remittances turn out to be more than assumed, fQt much would have
 
been lost and that loss would be affordable. But if remittances turn out
 
to be less than assumed, valuable time might be lost, in m4ing adjustments,
 
that could have been saved under more conservative plannipg assumptions.
 

A,change in the relative prices of labor and imports would have a major
 
effect on agriculture. Yemen would be increasingly depenp6et on domestically
 
grown food -- a situation that will probably be true to a'qegree in any case
 
because of population growth. As a res'ult, agriculturalreppearch and the
 
development of an extension service should be directed no; pply toward products
 
and techniques that are presently profitable but also towArds ones that may
 
once again become profitable with changing relative price . Given the prospect
 
that food imports may become less affordable and the long time period often
 
required for crop research to bear fruit, research on sorghum and millet,
 
including varieties and techniques that are not profitabl, at present, should
 
be continued. Potential exports should also receive major research attention.
 
Coffee and cotton may once again become profitable export'crops, and the
 
possibilities of new agricultural exports should be pursued, particularly
 
to the large and growing markets of neighboring Saudi Arabia and other Gulf
 
States.
 

In the manufacturing sector, the main focus of mediumwterm and longer­
range planning should,be the development of industries tht are internationally
 
competitive both for import substitution and for eventual exports. This
 
means that some investments should be deferred since the-inds of investment
 
that would meet this test in the long run would often not beprofitable today,
 
when most manufacturing needs to be heavily capital intensive to be profitable.
 
Two lines of action are indicated. Maximum efforts shouli'be made to encourage
 
those industries, such as some kinds of building materials,-that can compete
 
with imports under present circumstances. This would help tp gain experience
 
in the manufacturing field. Secondly, great care should he taken to avoid
 
the kinds of policies, such as high levels of effective p otection or sub­
sidies, that would tend to create a high-cost industrial s1rpucture in Yemen.
 
In the eventual development of export industry, itwill dQutless be easier
 
to start from even a narrow base of efficient industry thqn from a broader
 
base where high costs have already been built into the system.
 

In infrastructure planning also, the possible greater availability and
 
lower rel'ative costs of labor will play a role. Those prpjects that are,
 
most labor intensive should, other things being equal, be'among those that
 
are to be deferred. Moreover, a "shelf of projects" that 4re labor intensive
 
and that have already been developed up to the implementation stage would
 
be useful were a surplus of labor ever to reappear.
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These'planning actions are important. Even more important for immediate
 
Government action, however, the prospect of a substantial apcline in remittances
 
in the years ahead reinforces the urgency of changes in Gqyprnment fiscal and
 
budgetary policies that are already called for to bring inflation under control.
 
Broadening the tax base and continuing to improve tax admipistration are already

clearly needed; the need becomes even more compelling 

in tface of a potential
 

sharp drop in remittances and, with them, customs revenueiF The same is true
 
for improving the efficiency of budgeting and government 40.nding.' The same
 
considerations also hold for the need to postpone deferra41@-capital projects,,
 
and with even greater weight, since this is the only area' l which it seems 
likely'that large-scale anti-inflationary results can be U4ieved quickly.
 

q I 


