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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 extensiye verbatim ex-
cerpts from the main body, particularily from sections IIT and 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
INF publications, including, in addition to country reports, the World Bank
Atlas and International Financial Statistics, In some cases the statistics
are estimates or proaect1ons 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 w1thout indicating

a source are generally accepted ones.
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SUMMARY AND EXCERPTS

Highlights

With the Tevelling 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 Tevelling 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 chal]enge -- 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 monetizatiop of the.resul-
tant increase in foreign exchange reserves, an 1nf1at1onary 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 ard 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 imports. On the
expenditures side, 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), the overall deficit
would reach YR {Yemeni rials) 2% billion ($550 million).

0f 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 pevenues, 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. It will also
consider briefly, in the conciuding section, the longer-term prospects of
remittances and the possibility of their substantial dec]]pe 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.
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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. OQver these five years; imports have
increased more than seven-fold to a 1978/79 level of $1.4 billion. 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 Tevels. And government revenues -- derived predomi-
nantly from customs duties and interest earnings on foreigp-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). And 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 conc¢luding 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 to Tevel 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 remjttance trend began
to flatten 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 lpve] off eventually
as the reserves are depleted. (The data through December 1979 show that
reserves had fallen by $186 million from their peak of $1,613 million in March.)

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

*The split year refers throughout the paper to the Yemen fiscal year,
July through June.
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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. - v

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 ip cash were probably
as much as YR 1 billion ($220 million); and they:probably coptinued 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 rore than 20 percent each year from 1974/75 through 1977/78, and
even this, many observers believe, substamtially understaies. 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 impgrts. But the
capacity of the economy to increase supply has been 1imited, and the increase
in total demand reflected in an increased demand for-imports wasinot great
enough to make up the difference. The result has been large. increases in the
price level. (It might'be noted that.the inflationary forces involved have
been largely beyond governmental control.) ‘ T

The effect of remittances on inflation can also be stated in monetary
terms. Most of the remittances, originally in foreign exchange, were converted
into Yemeni rials and thus increased the money supply. The-subsequent conver-
sion throughout the economy of rials into for&ign exchange to buy imports was
in a lesser amount, thus leaving net increases in both the money supply and the
tevel of foreign-exchange reserves. The predominance of the monetization of
foreign-exchange reserves. in increasing the money supply cap be seen from the
following: : : .

(millions of Yemeni'tia]s)

Foreign

Money . - exchapge

supply reserves
1973/74 728 - 693
1974/75 1,142 1,186
1975/76 2,509 2,607
" 1976777 - 4,370 4,106

1977/78 6,205 6,1;2
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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 ip 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, otherifactors affecting the money supply,
primarily the budget and bank credit. These factors, howgvgr were quantitatively
much smaller.

Starting in 1978/79 the monetary situation began to change. The monetization
of the increase in foreign-exchange reserves, taken alone, fincreased the money
supply by only 12 percent during 1978/79 as compared with 46 percent in the
preceding year. {(And the Sana price index for the last ha1f of calendar year
1978 (latest available) increased at an annual rate of oply 17 percent as com-
pared to the preceding 21 percent.) Moreover, the indicatijops are that a
drawdown of reserves actually had a contractionary effect jn the last half of
calendar year 1979. During this period, commercial bank credit continued to
increase at only moderate rates. These indications strong]y suggest that the
rate of inflation is definitely dropping.

Mith 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 important will be
controlling the growing forces leading to rapidly increasjng budgetary deficits.

Taking advantage of this opportungty to control inflation is of great
importance; the opportunity may not ocCur again if large- -scale inflationary.
financing becomes an established pattefn in budget formulation. In fact, if
budget deficits are allowed to grow, net only will they tend to become self-
perpetuating, but they may well be at increasingly 1nf1at]on -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 {glative price
stability. This is jllustrated by Taiwan and Korea, who have been the leaders
among the developing countries in economic growth (w1th apnual rates in real
terms from 1960 to 1976 of 9.0 and 9.6 percent) and wheré ipflation has been
relatively low during their periods of most rapid growth.

One basic aspect of inflation needs to be made expligjt. 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 js political. Although political

-
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considerations are in general beyond the scope of this paper, the possible
political effects of inflation on accumulated savings seem worth noting. As
already observed, household savings in cash in 1977 were-probably at least -

YR 1 billion, and they have doubtless increased substanﬁi§11y since. When
remittances, and presumably savings, were doubling each year, some loss through
inflation in the value of savings was probably accepted-wjth equanimity. But
with remittances and the Tevel of savings flattening out, attitudes will change.
A continuing inflation rate of 20 percent would reduce the value of savings by ;
half in only three years. It seems 11kely that this woyjd create widespread !
dissatisfaction. d !

[Ty

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 Yemepi fiseal 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 customs duties, the
main source of revenue, by nearly as much, Inflation woyld thus tend auto-
matically, over time, to increase the size of the defici} relative to the total
budget. {This subject will be considered in more detail hglow.)

The Budget: the key to controliing inflation

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

Two trends are rapidly increasing the inflationary effect of the budget.
With the levelling off of remjttances and a reduction in the rate of growth of
imports, the principal source of revenue,.custems duties, is also showing a
reduced rate of increase. At the same time, on the expenditures side, the
Government is showing a rapidly increasing capacity to spend money effectively.
For the current budget, the previous constraints eof a lagk of trained personnel
are evidently beginning to give way. And for the capital -budget, the Tong
period of necessary preparation has beén completed for an increasing number
of projects, and the implementation phase is accelerating, ’

These trends do not reflect changing policies but, ‘pather, are simply
the result of changing circumstances. Even so, they are resulting in large
and growing deficits. And these deficits will increase unless policy decisions
are made to sharply reduce the rate of increase in expepditures.

The change in trends shows up cl2arly in the annual hudgets as indicated
by the key figures summarized in the following tables -

During the period FY 1974/75 to" FY 1976/77, revenues were:increaging at
an average annual rate of 84 percent, while expenditures-were increasing at
an annual rate of only 49 percent. In FY 1977/78 the two rates of increase
were more nearly equal. Over the next two years (j.e., through the current
"fiscal year 1979/80), the relationship has reversed sharply. As budgeted
{actual data are.not yet available), revenuas will have increased gg_the or@er
of only 25 percent annually, as against an: inérease of 44 percent in expenditures.
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Féi
¥
MAJOR COMPONENTS OF GOVERNMENT FINANCE*
(in mi1lions of Yemeni rials)
Actual ‘ Budget
1977/78 estimates
1973/74 1974/75 1976{77 {prelim) 1979/80
Revenues: 277 381 1,293 1,925 3,012
Customs and investment earnings 260 1,086 1,580 2,400
Other 121 207 344 612¢
Expendituras: 336 562 1,256 2,102 4,383
Current 322 472 841 1,235 2,426
Budgeted capital expenditures 14 69 274 599 1,272
Capital transfers 0 21 141 268 685
Overall surplus or deficit -59 -181 +37 -177 -1,371
Cash grants for budget support 128 389 418 401 400®
Change in net position with the -

Central Bank** +4 +207 +48% +66 =971

e/Estimate by writer

*The figures here, in conformity with the' Yemeni formal budget, include foreign
cash grants for budget support, but do not include either the 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 1973/80. This is done be-
cause the FY 1977/78 budget estimates seriously understated customs revenues and
investment earnings, underestimates that seem to have beep: corrected by the
FY 1979/80 budget. (For the other items, the FY 1977/78 hudget estimates were
reasonably accurate.)

**The change in net position does not exactly equal the djfference between
overall surplus {or deficit) and cash grants for budget sypport. 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 expepditures 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 overall 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 expend1tures for FY 1579/80 will have resulted in a sharp swing from a

e s it e ——a o

—_——— ——

Such a major reversa'[ in so short a t1me calls 'For' serious attention.

At the deficit level of nearly YR one billion, the inflationary 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 est1mated at a'continued YR .400
million***) of YR 2.1 bilifon.

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

*Neither the Yoyerall 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/infilationary impact in
that each of them reflects' external (as well as domestic) receipts and expen-
ditures which do not affect the economy directly. As between. these two possible
measures of the "1nf1at1onary deficit", the-change in net position with the Bank
is the more conservative., since it 1nc1udes foreign cash grants even though, as
external receipts, they do not actually have a direct deflationary effect.

(Rough estimates from the limited information available suggest that for

FY 1978/79 the inclusion of external transactions, inclyding budget support,
results in an understatement of the inflationary impact of the budget, but this .
would not necessar1]y be the case for future years.) ;

**As reported in IMF's International Financial Stat1st]cs, 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 spec1al
factors operating during thé.period.

***%The future level of budget support is of course uncertain, but the figures
for the recent past in the table suggest no major changes, Recent developments
as reported in the press make the future levels. of budget support even more
uncertain. Whatever. they turn out to be, however, the underlying trends in
the budget analyzed in this study will continue to merit attention.
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the budget-created increase in-the money supply might be expected to cause price
increases in 1980/81 on the order of 20 percent if -- but only if -- present
trends are alioweq to continue. ’

At this point an even more adverse possible consequence must be considered
in some detail. The structure of the Yemeni budget is sych that even if there
were to be no further increase in expenditures after FY 1980/81, except to
allow for price increases, the percentage of the budget covered by inflationary
financing would stil]l increase. .Costs would generally go up by the -rate 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. Startipng with the projection
above for FY 1980/8l, 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. Fpp expenditures, it is
assumed that no increases are made except to cover the ppesumed inflation rate
of 20 percent. Projections on these assumptions would jncrease the "infla-
tionary deficit" from the level of YR 2.15 billion projected on past trends
for FY 1980/81 to a Tevel 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 continuousiy increased just to keep government

services and real investment at a constant level.

*The key figures in the illustrative projections are;

ITTustrative
Budget projections
1979/80 1980/81 1982/83
Revenﬁes .
Customs and investment earnings 2,400e 2,820 2,820
Other 612° 940 1,360
Total 3,012 3,760 4,180
Expenditures 4,383 6,310 9,080
Cash grants 400 - 400 400
Borrowing from the Central Bank 971 2,150 4,510

" e/ 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, m1ght well start an inflationary spiral that would be serious
indeed.

Plainly the time to deal with this serious danger is before i1t becumes
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 than have
been required in theipast. And"the Secehd: Ft@enﬁear H]qn «mastibe moresselective
than the First.

The basic concept isrpriorities in order to slow the rate of increase
in expenditures. Hard priority-choices have not been negessary, until recently,
since non-inflationary financing has generally been avajjable for all desirable
activities. But now the choice of outlays must be much more 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 he 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 yield large absolute
increases in the short run. Also, further economies in-current expenditures
may be possible. For example, the increase-in 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 deficiencies.. But the basic approach must be
priorities to sharply, and quickly, reducg the rate of-jncrease 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 investment' in .people and javestment in infras
structure. Although expenditures for eddcation and health are often thought
of as consumpt1on, which of course they are, they are dlso very important
investments in the future development of the country. .

The investment element of education and health programs {s difficult
to quantify, but it is clearly important. It is interesfing to note, for
instance, that in Taiwan and Korea which, as already stated, are development
lTeaders, 1iteracy rates are extremely high, - In 1975 adylt literacy stood at
82 and 91 percent, respectively, and in Korea had already reached 71 percent
as early as 1960, As to health, it 1s obvious that a worker with a debilitating
disease cannot be a fully productive one, although adain 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 ip education and health -
services, which cannot be imported, Yemen continues to tag far behind most other
countries with similar incomes simply because of the time it.takes to develap
these areas adequately.

Either the productivity of investing in people or tne'importance of
satisfying unmet basic human needs would give a high pr1or1ty to increased
government services. When these two priorities coincide. qn the case of
education and health, the priority is high indeed.

The Government has recognized the priority of investmept in pe0p1e
Funding for education and health has been the fastest rjsjng 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 1:979/80 budget.. Here as elsewhere,.
however, priorities even within a priority category should be selective. For
example, general university education can be overexpanded as is shown by the
problem of the "educated unemployed" in many developing countr1es 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. be’aimed at gradually
becoming available to all. Continued priority seems clearly desirable for
health and education to the extent that they can use add1t1ona1 funds
effectively. y

Capital expenditures in the budget have been growing more rapidly than
current expenditures. This suggests that, as a practica] matter, reductions
in the rate of increase in overall expenditures will need to be concentrated
-here. Fortunately, priority considerations point in the same direction.

Most of the direct government investment is din infrastructure. {Capital
transfers will be considered separately later.) Of thls, highways are by far
the largest single category. They. were scheduled to receive 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 amountland the fact that
similar characteristics apply to some other infrastructupe, highways may be
taken as being reasonably -i1lustrative of the infrastrycture sector as a whole.

Highways prov1de a good. example of the wide var1at10n of project
priorities® within a single sector. The 736 kilometer network, completed in
1970, which links the three main cities, has been 1nd1spensab1e to the develop-
ment of Yemen. Its benefit-cost ratio, taking into account 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
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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
1ink to the Saudi Arabian system, will have a very much lower rate of return
than the basic highway program did and the feeder-road program will, and could
be deferred for a time without any major effect on the raté of economic growth.
Similar considerations wou]d appear to app]y to some other 1arge 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 kijometer of only
7 percent of that for ‘highways, and they would appear to have much higher
relative benefits. Similar conditions often apply for smal] potable water
projects.” Such small projects are likely to have a very favorab]e benefit-
cost ratio, particularly where they have strong Tlocal support with financial
participation -- generally. through the Local Development' AsSociations -- which
helps to keep costs down and assure adequate attention-to eff1c1ent use and

maintenance.

In the case of some ]arge infrastructure projects, the availability of
concessional financing through foreign assistance must be ‘taken into account
in setting priorities. Other things being equal, such prOJects would have a
higher priority. These projects, however, can also have ap inflationary
impact, particularly where local costs (the demand for 1oca1 resources) are
large relative ‘to the import component. (In FY 1977/78, tlie latest year for
which data are available, total capital project expenditures were YR 871 miliion
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 on]y a part of the total
cost. And obviously -donors should be urged to concentrate-on the highest
pr1or1ty projects and activities even if they are not thexeas1est to implement.

Agriculture and industry. Investments in these secfors are less related
to fiscal policy than those considered above since the byjk of agricultural
and industrial (or at least manufacturing) investment wil}] be in the private
sector. Additionally, desirable investments in these areas are ]1ke1y to be
* limited by the scarcity of good large- scale: project pos1b111t1es in agriculture
and the fact that at present there is no need for 1mport ‘substitution to save
foreign exchange or for investment to create additional emp]oyment {There
are, however, some areas in manufacturing where Yemen production 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 1nf1at10nary impact: moreover,

they will have met at least one jmportant test of econom]c feasibility -- the
1nvestor s willingness to risk his own money. 3

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 mil1lion for.starting the Marib dam while noting that "the project cost
is not yet estimated." Thus it would appear that some of the projects could be
deferred for fiscal reasons at no great loss and that some ‘of them should be
deferred in any case pending further study.

In industry, public investments in the Plam include both public corporations
and the so-called "mixed sector", to be made up of joint ventuPFes with the private
sector. The economic 3ust1f1cation for-some of the 1atter {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 1nc1ud§ cement, the Targe
Sana textile plant, electricity,. the.petroleum company, and the airline. Large
investments in public corporations were called for in thefPIan and, although
detailed information is not available, it appears that much of this investment
has taken place. This isvevidently ﬂ&nanceduthrough theuf;apiETT ztransfer" {direct
transfers from the Central Bank) section:of the capital budget. This section was
budgeted for YR 184 million in FY 1977/78 (the prelimipary actual was YR 268
mitlion), and is budgeted -for YR 685 millten for FY 1979/80 While most of
these investments may well be desirable fn the 10ng run (eyen though they have
not been subjected to the test of private~invester determ1pat1on of profitability),
their urgency is not clear. For example, even in the case of increased capacity
for cement production,which appears definitely to be econom1ca11y sound, & con-
tinued major reliance on imports for an-additional period would have at most a
negl1g1b1e deterrent effect on ecenomitc: growth.. It would thus appear that the

"capital transfer" item in the budget:might at least-be’ Igve]]ed off, and
possibly even reduced for the time. 531ﬁgu

In summary, it appears that many of the govermment capital investment
projects could be deferred for a time.without.serjous devélopment_consequences.
This would appear to be definitely the case for most of ‘the new highway projects
and, presumably, for much other infrastructure-and for pub11c corporations.

Even for efficient import substitution such as cement and the most product1ve
irrigation projects, there does ot appear”ta .be "any great urgency since foreign
exchange reserves are equal to a fu]l Jear s ﬁmports._-

The need for early action Coe ﬁl'

As indicated above, the need to seize tﬁe present opportunity to control
inflation is urgent. The FY 1979-80-budget @lteady -has. 2" large inflationary
deficit. If expendlture irends are allowed.to continue into FY 1980/81 and
FY 1981/82, there is a sericus dangerthat a 5e1f-perpetuat1ng spiral of
inflation will have been started. Decisions. fiust be made qu1ck1y as to where
and how to reduce the rate of increase in expeﬂdiﬁgres.‘ ;

One practical problem in deferring. exp_ﬁﬂitures arlses 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 p?’ogects3 it may sometimes
be preferable to slow the rate of expenditurés. -In-the absence of detailed
information, one cannot be sure of the effect of these projécts on future
budgets. It seems likely that a sign1r1cant»part of the investment budget for
at Teast the next year will be determined. by projects already started.

s
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Given the requirements of ongoing projects and the time required for
accurately determining project-by-project priorities, it may 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 diff1cu1t would appear to be
achievable.

For FY 1980/81, to hold the increase in total expendjtures 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, to hold the increase in expenditures to a Tevel enough
be1ow the expected increase in revenues to e]iminate 1pf1at1onary financing.

The various suggestions for deferra1 of some 1nyestmenu programs do not
imply investment at too low a level to achieve a sat1sfactory -rate of growth.
The levels of investment are already high. Government capita1 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 favestment financed from. remittances and
profits from importing and distrihution. The most recent estimates are for
FY 1976/77 when private investment (exciusive of inventory-increases) stood .
at YR 829 million, nearly three-fifths of total inzestment. There have doubt-
Tess been major increases in private investment siace ‘then. Total investment
in FY 1978/79 has thus probably been in the ne1ghboPh00d of YR,3%-4"b1171on.
This would be on the order of 30 percent of GDP (or argund 20 percent of GNP},
a high level for a deve10p1ng country. - There is c]early no overriding need
for still further increases in government tnvestment to ach1eve 2 satisfactory
rate of economic growth. .

Achieving a non-inflationary. budget by FY 19B1/82 should .be d-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. Some prices will continue to rise,
no doubt including those for petroleum products and perhaps construction costs,
but widespread, general inflation will hage been brought under a reasonable
degree of control. This accomplishmert will eliminaté the economic distortions
and inequities -~ particularly to savers. -~ that r‘ap'ld inftation always brings.
It wiil establish a sound basis for continuwing growth'and development in the
period ahead, a basis that will be especially needed since available resources
will not be increasing as rap1d1y as they: have been 1n the boom period of the
recent past.
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The future of remittances

A1l of the analysis above assumes that worker remittances will continue for
a time at-roughly present levels. This prospect seems the most 1ikely 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 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 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 alsoe
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
Yemieni workers are nighly 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 Middje 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 horizantal 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 nomina]-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 migrants and the decline
in wage rates."* Most observers (1nc1ud1ng 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. Qr ‘three years.

Since the changing forces in Saudi Arabia were a]rquy underway during
the two and a half years, beginning in 1977, when Yemeni rémittances were can-
stant or increasing somewhat, no sharp, immediate decline in remittances seems
probab1e But if the competition from Asians were to 1ncrease substantially,
as 1s clearly possible, at least a modest-downturn, even jp-the short run, could
be expected. (Some upturn in remittances is also poss1b]e, but this possibility
does not require any advance planning.) Even if Asians dg not actua]ly displace
Yemen1 workers, they may exert a downward pressure on wages

The re]at1ve1y 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. {In fact, 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 w1]1 decline if they
continue to be eroded by.inflation) would cushion the impagt for a long enough
time for adjustments to be made. But adjustments would Be necessary.

For many purposes, however, it is important to Took beyond the immediate
future. For the 10nger term, say 3 to 10 years and beyond 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 1nbestment a change in
the kind of foreign labor needed, and increasing compet1t]0n from Asian labor
can potent1a11y have a greater impact over a longer perjgd of time. The possi-
bility of a major reduction in worker earnings and rem1ttances, 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 rem1ttances is at this
time unknowable, it will be necessary to monitor their moyement closely, and
prudent planning should, of course, take the possibility- of a substantial
decline into account.

Current longer-range planning, 1nc1ud1ng the Second Five-Year Plan,
1981/82 -1985/86, will need to take into account, among other things, the
changes in the relative costs of imports and wages that wpu]d result from a
major reduction in migration and remittances. If there jg’a continuing

*The observers are Drs. Stace Birks and Clive S1nc1a1r of the University
of Durham who have been working on a study of Middle East Tabor migration
for the International Labor Office since 1976. The quotat1on is from an
unpublished report of May 1979, page 127, prepared for the-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 inyestment will thus
have to allow for the possibility that a shift to less capital (import) in-
tensive activities may be called for. And agricultural research undertaken
now will need to include consideration of the fact that Yepen may well have
to once again produce domestically a larger proportion of its foodstuffs than

it does today.

Even more important for immediate Government actiaon, the prospect of a
substantial decline in remittances in the years ahead reipforces the urgency
of changes in Government fiscal and budgetary policies thai are already called
for to bring inflation under control. Broadening the tax pase and continuing
to improve tax administration are already clearly needed; the need becomes
even more compelling in the face of a potential sharp drop ip remittances and,
with them, customs revenues. The same is true for improving the efficiency
of budgeting and government spending. The same considerations also hold for
the need to postpone deferrable capital projects, and with even greater weignt,
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 Econ0m1st more than two
decades ago that Yemen was "rushing madly into the 14th century” would have
to be modified considerably today, it still has important elements of vali-
dity. Imam Yahya, who ruled from the time the Turks.wepe driven out in 1918
until his assassination in 1948, was essentially a feudal.monarch. He was
deliberately isotationist, to av01d new ideas that m1ght undermine his
absolute rule, and at one time he even banned the use of 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 outs1de the country was.
to a conference in Sezudi Arabia in 1956, The revo]qt1op, from 1962 until
1970, supported as it was by Egypt opened the country to 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 1973-74. The Central Bank had been established only
two years earlier. Tribal influence, although now diminishing rapidly, is
still important, especially in the north. Clearly, modern institutions are
just getting started in Yemen. ’

Second, the recent phenomenon of.the sharp growth in worker emjgration
and worker remittances is probably unparalleled in ahy other country at any
time in history. The proportion of the male labor force working 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/ amounted to $1.3 billion. This compares
with a total GNP of only §$1.1 biiTion just four years earlier. Moreover,
remittances -- at least initially -- increased domestic growth by stimulating
the demand for housing, wholesale and retail trade, a d octher services. In
per capita terms, real GNP went from about $200 (YR 900) in 1974 to at least
$400 {in 1975 prices} in 1978. The enormous consequences for the economy
are obvious.

1

1/ The split year refers throughout the paper to the Yemen fiscal year,
July through June. '



-2 -

Third, despite its present relatively high per cap1ta GNP, Yemen is still
in many ways a very backward, underdeveloped country. G1ven 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 ubjquitous: 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 véhicular traffic.
Girls marry, on the average, at 14. Such diseases as 1ntest1na1 disorders,
tuberculosis, malaria, and schistosomiasis are very preva1ent Infant mor-
tality is at least 150 per thousand. Life expectancy at b1rth is only

45 years.

Yemen has made enormous strides in its socio- economic development in
the brief period since the ‘'end of the revolution. The flrst section of this
paper deals briefly with these developments in mactro- econom1c terms.

Recently there has been a 1eve111ng of f of worker’ rem1ttances and with
it the economic development of Yemen is entering a new phase This levelling
of f of remittances will doubtless mean a slower rate of; growth than the very
rapid pace of the last 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 c¢hallenge -~ is the
possibility of bringing inflation under control. The,bppdrtunity arises
from the fact that most of the inflation of the past five years has come

* from the enormous increase in remittances and the monet1zat1on of the re-
sultant increase in. fore1gn exchange reserves, an 1ncrea5e that is Tevelling
off. Thé challenge is that curb1ng inflation will requlre & much tighter

"budgeting of expenditures than in the past. !

A major part of th15 study is concerned w1th anaTyZTng questions of
budgeting and pr1or1t1es as they relate to bringing 1nf1at1on under control.
In the analysis it is assumed that worker rem1ttances, the most important
factor in the present economy, will continue at about current levels for the

immediate future.

There is, however, a distinct poss1b111ty that rem1ttances will decline --
perhaps significantly -- particularly if the-time span- ‘considered is 3 to 10
years or longer. In the sections on social services, 1nfrastructure, agri-
culture, and industry, which are concernéd with more than the. immediate future,
the discussion also considers the possibility of a slgn1f1cant decline in

remittances.

The concluding section of the study considers in greater detail the
Tonger-run prospects for remittances and analyzes some of the overall 1mp11-
cations of a possible substantial decline.



-3 -
TI. WORKER MIGRATION AND REMITTANCES AND THE MACRQ-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 (VR 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. In 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 Teveliing off
are the two dominant factors in the Yemen economy in the recent past.

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

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 mils)
1964/70 ) 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
1973/74 258 132 585
1874/75 1,414 278 20 225 1,013
1975776 625 2,363
1976/77 1,013 4,561
1977/78 1,500 550-750 37-50 1,340 6,031
1978/79 }3%23 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 very much less certain. The remittance
figures, as the principal source of foreign exchange earnings, are
believed to 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 jmportant
well .in advance of the quadrupling of o0il prices in 1973/74. But they shot
up thereafter. Remittances roughly doubled each year in the three years
doubled over the per1od (The estimates of workers abroad subsequent to the
census figure for 1974/75 are .quite uncertain. But in the. Tight of the
remittance figures, which are reasonably firm, they seem reasonab]e )
Plainly, these were very large and sudden changes

The increase in workérs abroad as a percent of the lahor force is
probably unprecedented. The total number abroad in 1977 was almost certainly
one-third, and may even have approached one-half, of the country s labor
force. It is obvious that this must have had a major 1mpact 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 the per1od there
was substantial underemp]oyment And, so far as agr1cu1tqre is concerned,
much of the labor is trad1t1ona11y done by women who, for, 'the most part,
are not included in the labor-force statistics.) The 1mpact of the reduced
labor availability in the other sectors was much less. Ij fact, emigration
to the cities, while much smaller in absolute numbers than emigration
abroad, probably refiects an increase in-the labor force dip the .non-
agricultural portion of the economy. '

The re]at1onsh1p of the growth in remittances to the growth in GNP, shown
in table 2, shows how predom1nant a role remittances p]ayed in that growth.

*



Table 2
REMITTANCES AND ECONOMIC GROWTH

{amounts in millions of Yemeni rials)

{in constant 1975 prices) “dn
GDP GNP current prices
Fiscal . " Percent Remit-’ Pencent 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 25091 .20
1972773 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
1975/786 5,180 . . 3 2,115 7,295 21 5,180 16
. 1976/77 5,766 1 - 4,108 9,874 36 - 7,545 46 -
1977/78%* 6,227 &P 4,982 11,200° 14 n.a.
n.a.

.+ 1978/79 n:a. 4,756 n.a.

pj Pre11m1nary
*Converted to 1975 prices on the basis of the IFS 1mport price index.
**Figures for GDP and GNP in constant pr1ces have been-calculated on the
bas1s of an estimated 8 percent increase in real Gbp. v
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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 million, or 69 .percent, came from increased
remittances. Moreover, the effect of remittances went beyond this 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
grow1ng remittances were obviously a main stimulus in these sectors And
in the other main growth sector, agriculture, much of the ]ncrease was due
to better weather. On the whole, it appears that as much gs. 85 to 90 percent
of the GNP. growth (other than weather-inducéd) may, d1rect]y 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 peop]e and has been
widely distributed. Benefits were widely dispersed geographically as shown
by the 1975 census. For each of the.10 governates, except gne small one,
the proportion of the population working abroad fell w1th]n a range of 5 to
8 percent. - With. many workers returning after two or three. yéars and being
‘reptaced by others, and with the total abroad evidently haV]ng increased
greatly from the year of the census through-at least 1977, it appears that
the preponderance of rural families (and most of the em1grants are rural)
have benefited directly over the last few years. The proport1on of familiés
benefited is even more pronounced in terms of the extended family, which is
still characteristic of much of rural Yemen. Moreover, most of those not .
benefiting diractly will have benefited indirectiy with unemp]oyment having
largely disappeared and wages having risen faster than prijces.

Remittances were also, as one would expect, the mainm factor in the
balance of payments. The key elements are as follows. *

Table 3 -

MAIN BALANCE-OF-PAYMENTS ITEMS
(mi1lions of doilars)

Fiscal Remit- ) - Foreign Reserves
year tances  Imports  Exports aid# {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 ma. 1,543%%

*QECD statistics. Includes both cash grants and project dis-

‘bursements.
**Down from the peak of $1,613 miliion in March 1979.
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As table 3 shows, -exports in recent years have been neg11g1b1e Foreign
aid has been large and growing. But by far the largest e]ement in financing
the enormous growth in imports and increase jn reserves has been worker
remittances. 1In 1977/78 remittances were more than five tjmes as much as
foreign aid receipts, and greater than total imports.

In public finance also, remittances are the most important element.
Although very 1ittle of the remittances is subject to direct taxation, a
considerable portion is captured indirectly through customs duties on imports,
which are financed 1arge1y by remittances. The main magn]tudes are shown

in table 4.
Table 4

CUSTOMS DUTIES AND GOVERNMENT REVENUES*
(amounts in milljons of Yemeni ria1§)

) Dyties
Fiscal Total Customs as percent of
. year revenue duties ~__revehue
1970/71 YR 94 YR 53 - bb%
1971772 151 77 51
1972773 199 113 87
1973/74 277 : 156 56
1974775 381 - 222 58
1975/76 605 395 65
*1976/77 1,293 829 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 1mpqrtant factor in
the increase in revenue. From 1973/74, the Tast year befqre the great surge
in remittances began, through 1976/77, customs revenue 1qcreased 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 predom1nant element in the strong upward movements in
all of the main macroeconomic areas. X

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 & percent in 1978/79,
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in real terms, a modest deciine. /The possibie 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 lgnger time-horizon
is considered, this assumption is modified.-7 ‘

The Tevelling 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 tipe. To a degree,
this has already started. 1In the two years since the remjttance trend began
to flatten out, the annual increase in 1mports averaged oply 38 percent as
compared to nearly 70 percent for the previous two years. Uhether the demand
for imports will Tevel off soon, as remittances appear to bé 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 }evel off eventually
as the reserves are depleted. (The data through December'1979 show that
reservis had fallen by $186 million from their peak of $1,613 million in
March.

As the import trend begins to fliatten out, revenues yill be significantly
affected because of the importance of import- re]ated 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 account1ng 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 1mportant A very rough est1mate (warking
backwards from the relationship between increases in the money supply and
increases in GNP) suggests that in 1977 household savings {ji cash were pro-
bably as much as YR 1 billion ($220 million); and they probab]y continued to
increase for a time thereafter.

The data are not yet available for a clear assessment 6f the effect of
the levelling off of remittances on GNP growth, but it probqp1y is substantial
as is suggested by the preliminary data for 1977/78.
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ITI. 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 br1ef1y because no
major changes seem indicated.

The most impartant role of the government in the immediate future should
be to take advantage of the present opportunity to curb ipflation. With re-
mittances and the amount of foreign exchange reserves levg]|ing 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 decline continues or
whether there will be a renewed increase -- or even a spiral -- in inflation
will depend primarily on govérnment choices in the fiscal area.

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

In the case of revenues, however, the discussion here goes somewhat
beyond the immediate question of their relation to inflation; in oérder also
to consider an objective that s both immediate and Tonger- term -- that of
broadening the tax base and increasing revenues from domestic sources.

In the case of expenditures, a rate of increase Tower than that™in the
recent past appears to be the key to controlling inflation. This will require
stricter priorities. Expenditure priorities are discussed only in general
terms in this section, with a more concrete treatment deferred until after
consideration of the areas to which priorities must be app11ed -- public
services, Tnfrastructure “agriculture, and dndustry.

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 the1r immediate
objectives. And nearly always the substitution of bureaucrat1c decisions
for market-determined ones slows the rate of overall growtj.

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

Foreign exchange is freely available without controls. The Ticensing
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 government -owned textile
piant, is the most important. ]

Subsidies are not used extensive1y There is some sybsidy on petroleum
products which is roughly equal to the excise tax on them. The recently
created government supply agency sells wheat and other 1mported foodstuffs
to government workers at prices below those in the market; Another govern-
ment action lowering the price of imported foods, a1though pot a subsidy,
was the elimination in 1977 of customs duties on wheat, f]our 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 enterpr1ses 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 Deve]opment Bank and’ the petroleum
company. Most of.these government entities are in act1v1t1es 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 js relatively
unhampered by regulations or controls. It has, to the extent that pre-
dominantly small- sca]e.enterpr1ses can be expected to, shown a considerable
degree of dynamism in meeting the burgeoning demands ar1s]ng from the growth
- of worker remittances. )

These policies providing for an open economy, with mgst price and
related decisions being determined by market forces, havé served the country
well. This orientation of economic policies should be cont]nued -- as
presumably it will be. ) . .

Monetary policy and commercial credit. The regu]at1on of bank credit
has been the principal instrument of monetary policy, but 1t has been only .
a modest one. The vast increase in the money supply in. recent years has
been very 1arge1y due, as will be shown below, to the monet1zat10n 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 sl1ght1y more than a quarter of the total
of broad money (i.e., money and quasi-money combined).

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 since it has served
directly to increase the supply of goods available. Soqme bank credit-has
been used, indirectly, to finance speculation in land apd real estate.
Although this seems clearly undesirable, the amounts 1nvo]ved are,believed
to be small.

The commercial banks are being urged to extend more medium-term credit
for fixed investments. While such credit is Targely beyond the-scope of
usual commercial-bank activity, there has been a substantial increase. In
1978/79 medium-term Toans made up four percent of total bank credit. The
pr1nc1pa1 recipients are reported to be hotels in Sana and a 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 rect1f1cat1on' ‘Interest
rates for bank loans, which had been at 12 to 14 percent, were reduced in
1978 to 10 percent, in order to bring the rates in 1ine with international
rates and eliminate an incentive for an inflow of unneeded international
funds. But with international short-term rates having sjﬁce 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 percent level (unless
this has already been done) which under present c1rcumstances is probably
still a negative rate in real terms. .

B. Curbing Inflation; A Major Government Role for the Immed1ate Future*

Inflation has been running at a h1gh rate in recent years. " The Sana
retail price index (the only indicator available) shows ap jncrease of .
slightly more than 20 percent each year from 1974/75 throygh 1977778, and
even this, many observers believe, substantially understatés the true rate
of inflation.

Remittances have been the main under1y1ng factor. The massive increase
in remittances gave rise to a great increase in the demand for domestic
goods and services, and for imports. But the capac1ty of the economy to
increase supply has been Timited, and the increase in tota1 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-infiationary budget, 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 Timitation to the
level of imports.) It should be noted that the 1nf1at1onary 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 exchange 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 predominarjce of the moneti-
zation of foreign-exchange reserves in increasing the money supply can be
seen from the following:

(millions of Yemeni riajs)

Forejgn

Money exchange

supply reserves
1973/74 728 693
1974775 1,142 1,186
1975/76 2,509 - 2,607
1976/77 4,370 4,1p6
1977/78 6,205 6,119

The price increases during this period were thus in ]arge 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. 1In 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 suppiy,
primarily the budget and bank credit. These factors, howeyer, were
quantitatively much smaller. o

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 compared to the pre-
ceding 21 percent. Moreover, the indications are that a drawdown of reserves
actually had a contractionary effect in the Tast 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.
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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 wili 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 increasipg budgetary
deficits.

Taking advantage of this opportunity to control inflatjon 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 wel]l 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 annyal 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 Tess 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 jumped to an average
of 8.1 percent. /E}1 data are from the World Bank At]as and the IMF's
International Financial Statistics.? ’

There are two special additional reasons why control]ling 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 notipg. As already
observed, household savings in cash in 1977 were probably gt least YR 1 biilion,
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 continujng inflation rate
of 20 percent would reduce the value of savings by half ip only three years.
It seems Tikely that this would create widespread dissatjsfaction.

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. It would not affect
customs duties, the main source of revenue, by nearly as much. Inflation
would thus tend automat1ca11y, over time, to widen the budgetary gap. (This
subject will be considered in more detail Tater.)
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C. The Budget

For the future, the main inflationary dangeﬁ may be expected to come from
the budget. VYemen is passing from a period when budget syrpluses 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 show1ng a reduced rate -of increase. On the-
expenditure side, however, the government is showing a rap1d1y 1ncreas1ng
capacity to spend money effectively. For the current budget, the previous
constraints of a lack of trained personnel are evidently heginning to give
way. And for the capital budget the long period of necessary preparation
has been completed for an increasing number of projects aqq 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 in large
and growing deficits. And these deficits will increase upjéss policy
decisions are made to sharply reduce the rate of increase in expenditures.

Before assessing further the potent1a1 inflationary consequences of
these recent overall developments, the main ‘components of the budget --
revenues, current {operating) expenditures, and capital expend1tures --
will be examined in some detail.

Revenues. Prior to the revolution, taxes were the private 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- c0psc10usness ar
tax obligation, -the tax performance in Yemen in recent years 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 1ncreased about -
twenty-fold, which in real terms is on 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 beer primari]y dependent on the
increase in remittances. The biggest revenue source by far has been customs
duties. The second largest source -- approaching the magn1tude of all non-
customs taxes combined -- has been government ipvestment earnings, of which
the main element 1s interest earnings on fore1gn exahange 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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Tahle 5

. GOVERNMENT REVENUES, AND
THEIR RELATIONSHIP TO GROSS NATIONAL PROPUCT

(amounts in millions of Yemeni rials)

Actual Budget
) 1977778 -
1970471 1973/74 1976/77 (prelim) -189777/78 1978/79 1979/80

Gross national product 1,976 3,789 11,462P 14,9768

Total revenues*

Amount g7 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 S 2.7 4.1 8.1 8.7

Investment ea?nﬁngs**.
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

p/ Preliminary

e/ Estimate by writer

*Exclusive of foreign grants and Tloans
**Includes profits from government enterprises. Major compopent is interest earned
on foreéign-exchange reserves held abroad.
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from FY 1977/78 to the present budget, the increase has been averag1ng only
25 percent, attributable primarily to the declining rate gof increase in
customs revenues. It is difficult to assess this trend accurate]y 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 1s declining --
from an annual rate of 68 percent between 1974/75 and 197ﬁ/77 to a rate of
39 percent between 1976/77 and 1978/79 -- and a further tqur1ng off is
very probable.

‘The schedule of customs duties has been constructed AS a revenue
tariff (cotton textiles being a major exception), with rates averaging
about 25 percent. Some reexamination to increase its reygnue potential
might be in order. For example, the rate of 167 percent gh cigarettes is
a strong incentive for smuggling, which is reportedly w1despread A lower
rate with stronger enforcement might well increase yields;-"Also at some
future time reimposition of a revenue tariff on food 1mports will probably
be advisable. At least token levies now, to establish the’ pr1nc1p1e would
appear to be desirable.

With the rate of increase in customs receipts beg1nn1ng to taper off,
taxes other than customs will, in the years ahead, need tg jncrease sub-
stantially; initially, large percentage increases will bé needed just to
achieve moderate absolute increases. It 1s therefore usefu1 to examine
these taxes in some detail. Historical data are summar1zeg in table 6.-

Personal and business income taxes were instituted 1q 1968 and 1972,
respectively. Although still yielding only 0.7 percent of GNP, they have
increased substantially. (The large differences betweep the budget esti-
mates for 1977/78 and the preliminary actuals for that yeap, as well the
fact that budgeted amounts for 1978/79 are below the repopted actuals for
the previous year, raise some quest1on as to the comparab]11ty of the
figures.) The reported increase in the tax receipts since FY 1973/74 is,
if reasonably accurate, a good performance. Even so, the ]1m1ted evidence
available indicates that the efficiency of collection 1eages a great deal
to be desired. Present rates are relatively low, a max1mum of 15 percent
on personal income and of 25 percent for most business 1ncome

Taxes on petroleum and on vehicles (YR 300 for a f1ve passenger car)
should be capable of yielding substantial increases in reyepue Since cars
are a ltuxury item and large investments are being made in.-roads, high taxes
on their use appear warranted and should be seriously cons1dered

The zakat, or religious taxes, are traditional taxes sjmi]ar to a
tithe. There are several, the most important of which js a’l10 percent tax
on the value of crop production. No maaor increases are likely 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 act]v1t1es at the
local Tevel.
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Table 6

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

Actual 1977/78

Actual 197
1970/71 1973/74 1976/77 (pf,z??m) Budget BEdﬁgZQ

Personal income tax

Amount - 2 10 16 39 16 31
Percent of GNP 0.1% 0.3% 0.2% Q.3% .
Business income tax o :
Amount . 0 6 22 57 24 54
Percent of GNP ) 0.2% 0.2% 0.4%
Petroleum tax
Amount ' 8 13 21 39 42 70
Percent of GNP 0.4% 0.5% 0.2% 0.3%

Motor vehicle taxes

Amount 2 3 b 22 3 30
Percent GNP 0.1% 0.1% 0.1% 0.1%

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% Q.4%

Administrative fees . - - -
Amount 21 27 47 61 84 119
Percent of GNP 1.0% 0.7% 0.4% .D.4%

Miscellaneous
Amount 1 16 28 33 117 65
Percent of GNP 0.1% 0.4% 0.2% D.2%

TOTAL REVENUES FROM THE

DOMESTIC ECONOMY*

Amount 41 106 207 344 348 483
Percent of GNP 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 cateqories 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 check in very closely.
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Other major revenue sources are stamp taxes and adminjstrative fees.
There should be a good prospect for increasing them somewhat, but they are
not Tikely to become a really major source of revenue.

- e

It is also reported that a furnover tax has recently been instituted,
but 1t does not show up in budget data presently available,” The possibili-
ties of this and/or a sales tax should be fully explored ajong with property
taxes in urban areas, as a parallel to the agricultural zgkat in rural areas.

For the future, these non-customs taxes will have to yjeld very much
higher Tevels of revenue if Yemen is to avoid serious fisgal problems. Since
it will take time to develop them, early action is 1mpoﬁ§gpﬁ, Among the
needs are what is called elsewhere a "tax consciousness" of sense of "tax
obligation.” One important element in achieving public acgeptance is
strengthened and improved administration -- the development -of a collection
system that is equitable, efficjent and certain. The Ministry of Finance
is reportedly making strong efforts in this direction. [t"is 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 absq]ute amounts
involved and some tapering off in the rate of increase ip-revenues.

Table 7

GOVERNMENT CURRENT EXPENDITURES
(amounts in millions of Yemeni rials)

1

Percentage
Actual . Budget distribution
’ 1978779
1975/76 1976/77 1977/78 1978/79 }972/80 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 g
Defense 300 423 463 612 49 36
Education he 63 117 265 8 16
Health 22 30 64 83 3.6 5.0
Agriculture 3 4 12 14 5 B
A1l other 78 119 237 270 13 16

TOTAL

616 841 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 curfent
expenditures, also shown in table 7. The four to fivedfoqd.inéﬁeaaE*in'oﬁTy
three years in the budgets for the Ministries of Educat1qn, Health, dnd
Agriculture indicates a serious concern for increasing. sepvices in these
areas. The fact that the absolute amounts are still relatj ve]y small is
presumab]y a reflection of the fact that personnel must bg spec1a11y trained
in these areas to be very useful and the number of tra1neq people rema1ns ’
small.

There has-been another important change in compositign in ther current.
budget: salary payments have gone up more rapidly than tne budget. ds a whole:.
Following an increase in Chapter I of the Budget (the salgpy component?) 6f .
only 16 percent in FY 1976477, the increases in the next: tyo years were 94
percent and 50 percent. It is not known (from information ava11ab1e here) how
much of these increases were concentrated at the higher 1 ve1s -— where: the
needs to attract and retain capable people were the greatest -~ or fiow much:
went to pay increased numbers of personnel. But, from the sheer magnitude
of the .increases, it seems safe to presume that they have' ‘gone a long way

-toward mak1ng government” employment more conipetitive w1th emp]oyment el sewhere:..

There are no obvious candidates for major reductions in current-account
expenditures. The large recent increases do suggest, hOWever, tThe poss1b111ty‘
that some areas may have been expanded at a rate that exceeds the growth in

~ the capability to use funds effectively.

There are some specific items that should be considered. One. iten,
although not entirely in the current budget per se, is subs1d1es on petroleum.
products which, taken together, are estimated at YR 80 m1]]10n for FY 1979.
These should surely be discontinued. Another possibility-is reduction inm
personnel. Although there is an acute shortage of qua11f1ed people for the

. top positions, there is reason to think that there is an’'extess of personnel

at some levels. Total civiiian personnel is reported to have increased from

13,500 in 1970 to 31,300 in 1975, and. has probably increased substantially

since ‘then. Personne1 reductions are always difficult but should be easier -
in this per1od of labor shortages. and might yield sav1ngs tpat could he very
important in the years ahead

For the future, the rater of increase in current expend1tures should
surely be less than that exper1enced in the recent past. But for the present,
really substantial sawings in current expend1tures are prqpably not practicable
without ser1ous curta11ment of needed public services.

The caé1ta1 budget. In principle, the capital expenditures in the annual
budgets are guided by the Five Year Development Plan, 1976/77 to 1980/81.
The Plan calls for total investment of YR 16 billfon ($3.5 b1111on) 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 seryjce sectors. More
than half the investments are to be financed from domest1c 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 overly ambitious size
of the Plan was reportedly generally agreed to at the Intgrnational Development
Conference with aid donors held in Sana in late 1977. It is important, how-
ever, not only that the overall investment Tevels be cut pack (some of which
has taken place), but that this process be carried out seTéﬁtive1y rather than
haphazardly. -

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

Tabie 8

GOVERNMENT CAPITAL EXPENDITURES
(in millions of Yemeni rials)

Actual Budget
1977778
‘ 1974775 1975/76 1976/77 (prelim) 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 Toans* 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, a close approximation

of the expenditures finaced by them. .
**Preliminary balance-of-payments data indicate an actual 1gye1 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 transfeps but not those from
foreign loans, which are not included in the Yemeni budget documents) were bud-
geted to increase to almost YR 2 biilion, reflecting an avepage 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 expenditures (excluding
those financed externally) have increased from 16 percent jp FY 1974/75 to

45 percent in FY 1979/80.

4

It is clear simply from the magnitudes that any majop gnti-inf]ationary
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 actuals-=for FY--1977/78
exceeded the budgeted amount by nearly half, which suggests that these ex-
penditures (evidently financed in large part by direct boprowings from the
Central Bank) are subject to less strict budgetary contro]s than other ex-
pendituras. There is not enough information available (here) 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. shown in table B,
this is a major source of investment. Preliminary balance-of-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-evjdent that many
foreign-aided projects are reaching the stage of rapid imp[ementation. 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 pudget. And even if
the ajd covers local costs as well, there may be some pressure on domestic
prices to the extent that the aid foreign exchange is not needed 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 belgw.

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

With the past major cause of inflation -- the monetjzation of the huge
increases in foreign exchange reserves -- abated, and witp credit expansion
for the private sector 1imited, budget deficits may be expected to be the
principal cause of any inflation that takes place in the‘jmmeﬁiate future.

Until recently, the budget has had surpluses with some deflationary
effects. In a sense, these surpluses were almost automatiec; with sizable
foreign budget support and the large increases in customs revenues out-
stripping the government's capacity to make effective expgnditures. Current
expenditures were limited to a considerable degree by the qvailability of
qualified personnel, and capital expenditures on a major scale 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 Jess 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
expenditures were increasing at an annual rate of only 49 percent. In
FY 1977778 the two rates of increase were more nearly equa. 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 avajlable),
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 perjdd. Using the
Government's net position with the Central Bank (roughTy’gpproximating the
difference between government revenues and expenditures after allowance for
the cash grants for budget support) as a relatively conservative indicator of
the inflationary impact of government finances,* the budgeted 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 1979/80,** equal to 32 percent of total revenues.

Such a major 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. /[For example, the earnings
on foreign-exchange reserves held abroad do not decrease purchasing power in
the economy (as do taxes collected); and government expendjtures for purchases
from abroad do not increase domestic purchasing power (as do government capital
projects involving Tocal labor costs, or an increase in ggyernment salaries). 7
It is not, however, possible with the information avai]ab]e here to estimate
with any accuracy the net effect of these external transagtjons in the recent
past, much less to project it for the future.

As between the two possible measures of the "inflatiopary 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 support, results in an
understatement of the inflationary impact of the budget, put 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 deficit may turn out
to be even greater than the budget estimate, although there may have been
special factors operating during the period. }

b ]
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Table §

MAJOR COMPONENTS OF GOVERNMENT FINANCE* -
" (in millions of Yemeni rials)

Actual Budget
1977778 estimates
1973]74 1974/75 1976/77 (prelim) 1:979/80

Revenues: . 277 - 381 1,293 1,925 3,012
Customs and investment earnings 260 1,086 1,580 2.,400°
Other 121 207 . 344 eL2€

Expenditures: 336 562 1,256 2,102 4,383
Current ' 322 472 841 1,235 2 ;426
Budgeted capital expenditures 14 69 274 599 1,272
Capital transfers 0 21 14] 268 685

Overall surplus or deficit -59  -181 37 177 ~1,371

Cash grants for budget support 128 389 418 401 300°

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 forma] budget,.include forefgn
cash grants for budget support, but do not include either the receipts or the
expenditures from foreign loans. Since the proceeds from ghese loans and the
outlays financed by them tend to coincide even within the same time frame, the
surpluses {or deficits}) are not significantly affected ‘hy. the omission. (The
proceeds from foreign loans are shown in tabIes 8 and 10, )

It m1ght also be noted that the pre11m1nary actuals for FY 1977/78 are being
compared, in effect, with the budget estimates for FY 19797/80. This is done be-
cause the FY 1977/78 budget estimates seriously understated customs revenues and
investment earnings, underestimates that seem to have been porrected 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 djfference between
overall surplus {or deficit) 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 inflatjonary pressures
are already disturbing. 1If the budget trends of the past two years were to
- continue for just one more year, they would become very much more so.
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
then have an "inflatjonary deficit" (even after allowing for budget support
estimated at a continued YR 400 million)* of YR 2.1 billigps

A deficit at this level would have severe infiationapy consequences
(unless there were to be a large contractionary increase*jp saleable imports}.
It would result in an increase in the money supply on the order of 25 percent,
much more than the needs of the economy. The past needs gf'the economy for
a rapidly expanding money supply to cover rapid growth, papid monetization,
and large increases in cash saving are presumably tapering ¢ff, although the.
need for modest increases in commercial bank credit will gontinue. Given
these factors, the budget-created increase in the money'sH9p1y might be
expected 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 bydget is such that
even if there were to be no further increases in expendityres after FY 1980/81,
except to allow for price Tncrease, the proportion of the bydget covered by
inflationary financing would still increase. Costs would generally go up
by the rate of inflation. But the principal sources of revenue, customs
duties (and presumably interest earnings on foreign exchapge reserves),
would increase much Tess. )

The critical implications of this relationship can be jtlustrated by
making projections for an additional two years. Starting-with the projection
made above for FY 1980781, this further iliustrative projection assumes that
jmports and customs duties will have levelled off and that other revenues
will have continued to increase at the same rate as inflation. For expendi-
tures, it is assumed that no increases are made except to cover the presumed
inflation rate of 20.percent. Projections on these assumRtions would increase
the "inflationary deficit" from a level of YR 2.15 billion projected
on past trends for FY 1980/81 to a level of YR 4.5 billipn, 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 increased just to keep

government services and real invesiment at a constant level.

*The future level of budget support is of course uncertain, but the figures
for the recent past in table 9 suggest no major change. Recent developments
as reported in the press make the future levels of budget ‘sypport even more
uncertain. Whatever they turn out to be, however, the underlying trends in

the budget analyzed in this 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 arg, of course, open
to some question. (For example, customs duty 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 the present

budgetary trends, if unchecked, might well start an inflafjonary spiral that
would be serious indeed. S

Plainly the time to deal with this serious danger is pefore 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 than have

been required in the past. And the Second Plan must be more selective than
the first. )

The basic concept is priorities in order to slow the pate of increase
in expenditures. Hard priority choices have not been necessary (until
recently) since non-inflationary financing was generally available for all
"good" activities. But now the choice of outlays must be much more selective.
And, for the immediate future, priorities should give at lgast 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, sjpce they start from
a low base, even large percentage increases will not yield large absolute
increases in the short run. Also, further economies in cyrrent 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 js held in check.
But the basic approach must be priorities to sharply, and quickly, reduce the
rate of increase in expenditures. :

(Footnote from preceding page)

**The key figures in the illustrative projections ar'e:1
ITlustrative
; Budget projections

1979/80 1980/81 19382/83

Revenues R iR
Customs and investment earnings 2,400, 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 200° 400 400
Borrowings from the Central Bank 871 2,}50 4,510

e/ Estimate by writer
1/ Both revenues and expenditures exclude disbursements from
project Toans.



.- 26 ~

This central guestion of strict pr1or1t1es in the budget as the basis

. for controlling inflation will be examined more concretely qfter the following
consideration of the main areas -- public services, 1nfrastructur‘e, agriculture,
and 1ndustr'y -~ to-which priorities must be applied..

1

w3t

- T
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IV. INVESTMENT IN PEOPLE AND INVESTMENT IN INFRASTRUCTURE

A basic choice must be made on the relative emphasis between investment
in people and investment in infrastructure. These are the principal develop-
mental expenditures of the government (except for capital transfers to public
entities, which will be considered in the section on industry below). The
budgetary priority given to education and health relative to such areas as
roads and electric power will be of basic 1mportance in hgw socio-economic
development actually takes place in Yemen in the years ahﬁad

Unlike agriculture and traditional industry, these areas had. an almost
negligible base until recent years. Considerable progress has been made in
infrastructure, particulariy the basic transportation netyark, although a
great deal remains to be done. In the social services, oply a sma11
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 Yemen is starting
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 Yemepi 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 stateq are development
leaders, literacy rates are extreme]y high. 1In 1975, adu]t 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, u]though again the
quantitative relationship is not clear. .

The investment aspect of programs in health and educgtion should not
obscure their importance in meeting basic human needs. Tphis 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 clqthing are surely
being more adequately met from vastly increased imports. Put in education
and health services, which cannot be 1mp0rted Yemen continues to lag far
behind most other countries with similar incomes simply because of the time
it takes to develop these areas adequately For example, adult literacy at
13 percent (although up an encouraging degree from the 3 percent level of
1962) compares with an average of 38 percent for countrieg in the $250-449
per capita GNP range.
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Either the productivity of investing in people or the importance of
sat1sfy1ng unmet basic needs would give a high priority to increased govern-
ment 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 1nvestmqnt in people
Funding for education and health has been the fastest risjpg element in the
whole budget. Even so, since it started from such a low ggse, it is still
only 18 percent of total allocations in the FY 1979/80 bque; Here as
elsewhere, however, priorities even within a priority category should be
selective. For example, general un1vers1ty education can-’pe overexpanded
as is shown by the problem of the "educated unemployed"’ 1p many developing
countries. In the health field, modern hospital fac111t1es ‘are simply too
expensive at this stage to be affordable except for the fortunate few, while
general health seryvices at a much lower cost and higher relative return
should be aimed at gradually being available.to all. Contjnued priority
seems clearly desirable for health and education to the extent that they can

use additional funds effectively:

The treatment of public services in this paper will not-attempt a
comprehensive survey of this whole broad area. It will S]mp1y make some
brief cbservations on primary education, health services (1nc1ud1ng safe
drinking water), and rural development activities as carr]ed out by the
Local Development Associations {(LDAs). The problems of edycation and health
are predominantly rural simply because that is where the people are. Roughly
90 percent of the population lives in some 17,000 v111ages, most of them
with populations of 500 or less. The LDAs are proving to pe an 1mp0rtant
means of 1inking the villages with the resources availablg® for increasing
public services.

Primary Education. The discussion here is limited to primary education.
This is for reasons of brevity and is not intended to downgrade the importance
of secondary, vocatioral, and higher education. Primary education, however,
is the starting point. Widespread., high-quality primary educat10n -- 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 yegrs has been
impressive. From 1970 to 1976 enrollment increased by an average of
27 percent per year. Even so, the enrollment of 253,000 pup115 by 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 ape dropouts from

-y
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" schools 1n increasingly remote areas have to be staffed. ERRF LS
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the fifth and sixth grades. In addition, ‘it appears that the growth. has: been
concentrated in urban areas where some schoolrooms are overcrowded: with more.
than 100 students while many rural schools are unused for qack of teachers.
This imbalance suggests increasing difficulties for future gxpangign as.

The Five Year Plan envisages a rate of growth in enrgllment of 11 percent
per year. This would bring enrollment by 1981 to 415 000, about 40: percent.
of the relevant age group.

The main constraint on continued expansion of primary education. im: thet
years ahead will probably continue to be the availability of qualified: teachersi.
It is instructive that USALD's effort in primary educaticp’.cannot. start with
training the teachers, it must start with training the teacher trainers,
Additional school construction, covered in the capital budget will confinue:
to be needed but, with local help in both the financing aqg ‘the- actual con=
struction, this is not 1ikely to be a maJor limitation, .

-Some increase in the aVa11ab111ty of trained. primary- teachers will be:
provided by the World Bank-USAID support for the Primary Teacher Training
Institutes (PTTIs). But their output in the period 1977-81 is expected: to. be
only about 1,900. This, an increase of only 28 percent oyer the number of
teachers at the beginning of the per1od, -compares to the: peed for an additional
4,000 teachers. A part of the problem is enrollment at 1ess than the capacity
of the Institutes since a preponderance of the limited number of preparatory
school graduates prefers to continue into generail secondary education rather
than enrolling [in the PTTIs. As the recent big surge in schoo1 enrollment -
is increasingly reflected in increased numbers of primary and preparatory
school graduates, and with the improved quality of teacher fraining, this
problem should be reduced. But it will take time.

For the period required to get the tra1n1ng of pr1mary teachers to a
satisfactory level, consideration might be given to h1r1ng more foreign
teachers. (In 1976, 398 of the 6,701 primary teachers were foreigners,
primarily Egypt1ans ) This would help to break the circle"gf too few.
araduates from primary and preparatory schools. which 11m1ts the numbers )
enter1ng teacher training which in turn limits the further expans1on 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. Moreover, increasingly
higher teachers' salaries and amenities, such-as housing, 'may be required to
attract qualified teachers to rural areas, particularly. the more remote ones.
So other costs should be kept as low as possible.

The degree to which it will be possible to meet the jncreasing budgetary
requirements for education will depend in part on how highly the people cCome
to value their schools. If the rural population of Yemen comes to. value
education highly, they will presumably be willing to contr]bute to paying
for it. But this will require some mechanism for regular co]lect1on of
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additional taxes in some fashion at the Tocal level. To a degree this is being
done through the Local Development Associations (LDAs). 7o date, however, their
educational activities have been limited largely to schoo] construction, a one-
time requirement. Establishing some system of local taxation to meet continuing
costs will be more difficult. It will require local inftjative and new tech-
niques. An incentive might be provided, if it is adminis;ﬁétive]y workable,

by assigning teachers first to those communities that are“wﬁ]ling to pay a

part of*their salaries. However it is done, it is desirap]e to make a

beginning now. Communities that place a high value on edygation -~ probably

a requirement for success however the schools are financed =- will then be

in a position to reflect this value in a practical, opéﬁqtigpa1 way.

On the optimistic assumption that the Plan goal of ap 11 percent per
year increase in primary school enrollment is achieved during the Plan period
and continued thereafter (and assuming that the 6-11 age grQup increases at
3 percent per year}, it would take until 1985 before haif’hf‘the 6~11 year
0lds were in school, and by 1990 there would still be only 74 percent.
Clearly a very high priority will continue to be needed for primary education
for many years to come. ’

Health. The availability of health services in Yemen js 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 the 'Plan period.

In addition about 500 Yemenis are studying medicine, dentjstry, and pharmacy
abroad of whom many are expected to return to their countpy, But even with
training at the highest rate possible, it will be many yeqfs before Yemen
has enough medical personnel to provide reasonably adequate health services.

In the medium term, the greatest progress in improved health is likely
to come indirectly. Nutrition is presumably improving wi;n*rising standards
of 1iving. The expanding program of primary education wi]] provide a means
for extending the understanding of basic sanitation. And }he program for
expanding the availability of clean water (see below) wiT] lielp to reduce
one of the main cause of morbidity. y .

Limited though these medium-term approaches may be, {hey may be expected
to produce a significant reduction in the death rate. This is most obviously
highly desirable. But it brings with it the potential preplem of rapid popu-
lation growth. Many countries have experienced major dec}jgés in the death
rate before mounting effective program for reducing the bjrth rate and have
discovered that rapid population growth places heavy pressures on availabie
land, schools, housing and other resources. Yemen is in g ppsition to have
the two move forward together. Although the population prgplem is almost
totally obscured for the moment by the present shortage of jabor, this
situation may be expected to change in the years ahead. Wjth almost no
possibilities for increasing the amount of arable land, the problems of a
rapidly growing population are even more serious for Yemep than for many
developing countries. The present writer is not in a posjtion to judge what

™
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means of encourag1ng family planning will ‘be most effective in Yemen. But
policy makers-in the government should be acutely aware df the potential
problem and should be actively seeking the most effectiveé gaysuoﬁmdeah1ng
with it. The introduction of some kind of family plannipg"programs atong
with the expansion of health services seems clearly 1nd1ca;ed

Expenditures on hosp1tals account for more than half pf the devielopment

expenditures for health in the Five Year Plan. This is nqt an “indication

of relative priorities but simply a reflection of the fae that given the
acute shortages of personnel, hospitals .are in a .better pqs1t1on ito utidiize
funds effectively than are other health actiwvities. But ghe emphasis for
the foreseeable future should be on preventive more than gurat1we medicine.
It will be decades before Yemen will be able 'to afford ~- elther in terms

of money or of trained manpower -~ a health system that’ mwkes ‘hospitals and
doctors available to all. .

To thE»extent that curative medicine is .expanded, prjvate or local
government expenditure should be built into the system frpm-the. outset.
Free curative medical services financed by the centra1‘governmént ‘budget
will probably not be affordable and efforts to provide them would not only
place a heavy burden on the budget but, by introducing a fynanc1a1 constraint.,
might well slow down the expansion of medical care. A system that -enables
individuals and commun1t1es to obtain curative medical services in -accordance
with the value they place upon them is most 1ikely to d1reet the optimum
amount of resources to this use.

A USAID project is providing assdistance to a pilot project "in the coastal
area of Yemen. The project provides for a network of. hea]th care ‘centers
throughout the region, training of nurses, health care workers, and midwives.
to staff them, and a referral system Tinked to the reg1onq1 hospital in
Hodeida. To the extent that it s successful, it can proyjde a -model for
similar efforts elsewhere in the country.

Prograess in the field of health, given its very extens1ve training
reqguirements, will necessarily be a long-term endeavor. concentrat1on on
preventive medicine and the training of paramedics, w1thqut waiting until
enough doctors can be trained, will speed the process somewhat But, given
the unavoidable time constraints to the training of the needed personnel
there should not -- except poss1b1y for hospital construct]on ~- be any
budgetary constraints added to them.

Rural development - the Local Deve]opment Associations {LDAs). Since
more than 85 percent of Yemen's population is vural, the gountryside must
be the main area of attention for government social services. .One channel
for providing such service is through the Local Deve]opment Associations
(LPAs).

The tribal structure in Yemen has provided a traditiopal base of local
government. The LDAs, started.in 1963, have built on this 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 villages. Average popu-~
lation covered by each LDA is of the order of 10-15 000 wh]Ch means that

some may include as many as several dozen villages. Theip leadership is
elected by the association members. The LDAs are supervised by the Ministry
of Social Affairs and are supported by the Confederation gf Yemeni Development
Associations (CYDA), which was established in 1973.

There is no prec1se record of LDA accomplishments, hut estimates for the
three years ending in FY 1975/76 are that they had built severa1 hundred
kilometers of access roads, 850 water supply projects, ang §00 schools.

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

The USAID has several projects in the rural development area.- A pilot
project, initiated in FY 1976/77, focuses on.training LDA o6fficials and
supporting small-scale projects in two districts within Mahwe1t Governate
(pr0v1nce) 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 prov1d1ng clean water.

A project bhegun in FY 1972/73 has been very well received. It is being
followed by a new project planned to assist with 240 sma]] rural water
projects and to benefit an estimated 48.000 rural fam111es

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

Roads YR 616 m11110n
Education 270
Water supply 104
Health 58
Other - 40

YR'1,088 mi}]{on

The proposed funding for roads is intended to finance 7,800 kilometers
of feeder roads. Given the fact that highways interconnecting the major
population centers are already completed, it would appear that these low-
cost connecting roads will -- rial for rial -- make a muc'greater contri-
bution to development than a further extension of the higpwgy 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 importathy, it provides
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a means of incorporating local participation and commitment. This should make
for a much more effective use of facilities once they are completed. It is
also to be hoped, as indicated in the sections on educatipn .and health, that
local participation can be developed in meeting the operating tosts 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 Tittle over one third of total Plan expenditures, with the remainder
divided about equally between public and "mixed” enterprises, and the private
sector. Of the Plan expenditures, 60 percent is scheduled for the last two
years -- FYs 1979/80 and 1980/81. (It is not possible tgftrgnslate the
1975/76-price figures accurately into current prices, but, 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 prfces and total
GOP in 1975/76 of YR 5.0 billion. The physical limits of carrying out such
a program are obviously great. The Yemen construction industry was already
overextended in 1975/76. As a result of a number of probjems. most construc-
tion firms incurred losses in 1976 and 1977, so they are pot expanding.
Major reliance on foreign contractors will be necessary byt they, like
domestic firms, will be 1imited by the shortages of construction labor. It
seems clear that these physical lTimitations alone will require major cutbacks
in the Plan's infrastructure program, some of which have already taken place.

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

For the public and mixed enterprises, a portion of praposed investment
is in infrastructure or infrastructura-type activities. The largest of these
is the .Electricity General Establishment for which the Fiye Year Plan proposes
investment of YR 860 million (in 1975/76 prices). C

Rather than trying to consider all of the proposed ggyernment investments
in infrastructure, the remainder of this section will dea] 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 jnvest-
ment but also, to a degree, are typical of other types of infrastructure
investment.



- 34 -

Highways. The basic highway network linking the three major cities --
Hodefdah, Sanaa, and Taiz -- has been indispensable to the development of
Yemen. This network of 736 kilometers was completed in 1370, and paving
was completed in 1977. An inspection of a population densjty map and a map
showing the basic highway network indicates that some 90 percent of the popu-
lation 1lives within 60 kilometers (as the crow' flies) of ape of these high-
ways. By 1977, an additional 313 kilometers had been added to the hard-
surfaced highway network. Highways have been completed..op are nearing
completion, extending the system to Sadaa in the north, Mapib in the east,

Al Bayda in the southeast, and Rahida on the South Yemen barder.

(In addition, there is in being and planned an extensjyve system of
secondary and feeder roads. These totaled 675 kilometers-at the beginning
of the Plan period and an additional 7,760 kilometers is ipcjuded in the
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 is carried out largely through
the Local Development Associations. These roads would serve large numbers of
people at low cost'and would thus appear to have a very hjgh priority in the
development effort.} S

Some problems are developing with the main highway system. A significant
portion of the paved network is deteriorating. It is hoped, "however, that
limiting axle loads to 13 tons and a higher priority for the maintenance
program will solve this problenm. o

Another-aspect of both the existing and planned highway System merits
consideration. This is to charge tolls. Given the high cgosts of highways
in the generally mountainous terrain of Yemen, user costs would appear to be
appropriate. Although it might be difficult to institute tol]ls after years
without them, the difficulties will increase as time goes by: With the
fiscal stringencies that may be expected to beset Yemen in-the years ahead,
this important potential source of revenue should not be oygerlooked. It would
appear to be best to start the system as soon as possible gjgh relatively Tow
to11s and to build on this. base as needed. T

As noted above, highway construction is a major element in the Five Year
Plan investment budget. Completion of 772 kilometers of majn highways is
costed at YR 554 million (1975-76 prices) and an additiona] 1,571 kilometers
of new highways is planned at a cost of YR 1,634 million. Completion of all
of these highways would bring the total retwork to 3,388 kilometers, more
than four times the original network and over three times s many kilometers
as at the beginning of the Plan. Main highways are described in the plan as
making "connections betwen major cities"” (in contrast to feeder roads which
primarily "branch from the main roads”}. But the "major cifjes" referred to
above are all small. 1In the 1975 census there were only fiye cities with a
population of more than 20,000 and all of these were already linked by the
original basic network. It thus appears that new highways, with some
exceptions such as a 1ink to the Saudi Arabian system, wil] have a very much
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Tower rate of return than the basic highway network did and the feeder road
program will and could be deferred for a time without any serious effect on
the rate of economic growth. Similar considerations wou]d "appear to apply
to some other large infrastructure projects as well.

Electric power. In Yemen, as in most developing coyntries, the demand
for electricity is increasing at a much faster rate than, the 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. In addition,
many large users had their own generating facilities. Ip 1976 these were
more than a third of total installed capacity, although thejr share of total
peak demand was con51derab1y less than that.

In 1975, total generat1ng capac1ty of the pub11c compgpy was 13,500 KW.
Two- years 1ater it was 39,000 K¥, an increase of nearly 200 percent.
Recommendations by a group of consultants to the E]ectr1c1ty General
Establishment called for an additional 25,000 KW by 1979 far a total increase
in capacity of 375 percent between 1975 and 1979. Al un]ts would use diesel
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 the cost was planned
for government contributions.

The program recommended by the consultants was not accepted. Instead
the Five Year Plan calls for a 75,000 KW central steam-tupbine station in
Hodeidah with interconnections to the main load centers and extensive rural
electrification at an estimated cost (1975/76 prices) of YR 860 million.
This, with the additional capacity already constructed in’ 1976 and 1977,
would provide an increase of nearly 750 percent, or an annua] average of
more than 50 percent, over the installed capacity of thé Pup11c company in
1975, <

Given the very substantial economies of scale in electric power
generation, some increase in capacity in advance of demand:is economically
warranted. But the 750 percent increase in five years in 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 gepepal terms.) The
capital costs on excess capacity would be substantial. Apd the existence of
excess capacity would doubtless provide pressure for Tow rates to increase
the load factor when in fact rate policy should be for frequent increase to
match the rate of inflation in the economy.

It would appear, on the basis of the limited information available,
that {unless implementation of the Plan proposal has a]reaqy 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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eventual replacement of diesel capacity by steam capacity, the investment in
the former would not be wasted since it would be useful in the total system
as standby capacity. The overall savings both in capital costs and in making
non-inflationary financing available for higher priority g§gs'wou1d seem to
be compelling reasons for the deferral of the 750 perceqt”?kpansion.
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V. THE COMMODITY PRODUCING SECTORS - AGRICULTURE AND INDUSTRY

Investments in these sectors are less related to f1sca] policy than
those considered above since the bulk of agricultural 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 investments in agriculture and the fact that at present
there is no need for import substitution to save foreign exchange or for
investment to create additional employment. Investments fp .be financed
largely from private savings will not have a major 1nf]at]pnary impact and
will have met at.least one important test of economic fea51b1]1ty == the
investors willingness to risk his own money.

(The sections above have dealt primarily with short-rup considerations.
In this section on agriculture and industry some attentiop is alsp given 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 possibiiity 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 and output. At pre~
sent about 65 percent of domestic employment is in agricuTtyre 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 1nduced growth, the
largest source for a satisfactory rate of future domestic’ ‘growth will have
to be agriculture. Moreover, since virtually all available Tland is already

" under cultivation, this growth must come primarily from 1ncreased yields.

The prospects for productive investments in agriculture are limited.
Because of the limited availability of ground water supp]1es in many areas,
pump irrigation should be undertaken cautiously. Some mechanization in
agriculture may be beneficial, but a considerable degree gf 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 a]]ocates 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 hefore they are
undertaken.
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Fortunately increased productivity in agriculture without massive new
investments is a practical possibility. Present yiélds ape 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 Yemen estimated
increased yields of sorghum, the main crop, of 50 to 90 pepcent. (Test plot r
experiments under ideal circumstances have produced much h1gher increases.)
Achieving this potential at a satisfactory rate will call fpr an active role
for government. Research, seed development, extension seny1ces, -and possibly "
agricultural credit will be important elements.

There have beén major changes in Yemeni agriculture ip the last f1ve
years. Reduced -labor availability, competition from 1mports, and changing
patterns of demand have all contributed. Although these changes will not
set the pattern for future development, they do need to be understood for
the formulation of effective long-range agricultural po]]c]gs and priorities.

The ava11ab111ty of adult males for farm labor may-we]] have declined
by 25 percent or more since 1974. Since much farm work hqs traditionally
been done by women and children, the decline in total farm Tabor availability
has been somewhat less than that, but it has clearly been substant1a1

‘Reduced labor availability and the concomitant 1ncrease in wages has
had an effect on grain product1on and even more on the output of coffee and
cotton.

Import competition has displaced some domestic productijon. This has
been -particularly true in the case of cereals, where therg is a consumer
preference for wheat compared to the principal domestic grains, sorghum and
millet. With rapidly rising incomes, the demand for, and 1mports of, animal
products, fruits, and vegetables have also increased sharp] For these
products, however, consumer tastes prefer the local product so that any
increases.in domestic production that have been possible haye found a ready
market.

There has been a substantial decline in both acreage apd output of
grain, Official estimates -~ which are to be considered at best as rough
magnitudes -- show a decline in grain production of 17 percent in 1976 and
a decline in acreage of 26 percent. (The 1977 data are from a different
source and are not comparable.) Such changes in output apg frequent in
Yemen as a- result of changes in rainfall; in years of Tow painfall marginal
land is not planted. But this change was not due to low painfall; yields
actually rose by 11 percent. The decrease in acreage planted was due to a
combination of reduced labor availability and increased cgmpetition 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 492,000 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.
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In addition to -the withdrawal of land from production, there: has been
undermaintenance of terracing. Over the centuries. the hjllsides have beem
terraced with rock walls to control erosion and to hold: tfe available water.
General observdtion has been that there has been deterioragtion.Of these
terraces, but the degree and seriousness is not always agneed tou.

The increased demand for fruits, vegetables, and anipal products. arising
from the increased incomes. from remittances has 1nducedaan 1mportantxsupp1y
response from Yemeni agriculture. Production of vegetabl 5" increased: 70
percent in the three years ending in 1976777 (latest yeaw: ava11ab1e) but.
still used only about 3. percent of total cultivated area- Qat is reported.
to be using an estimated 2 percent. In the case of” anima] products’, the:
limited possibilities for inereasing forage have kept. prquct10n down: except:
for poultry, where the use of imported. feed is pr0f1tab1e3 o

The withdrawal of ‘land from production suggests the qes1rab111ty of
some immediate governmental action. This action probably: need not' be. ex-
tensive. Reduced acreage does not appear to be a cause for major concernsy
it is basically a result of the more productive use of resources in labor
emigration-with the use of remittances for imports. There TS one areas,
however, where immediate government action. might well be. Br: oduct1ve Witk
land now lying- fallow that under traditional conditions. wqu1d be growing
gra]n, there may be alternative uses that would provide sgfe output. Since
these uses would not be known from local experience,. 1nve§t1gat10n by the:
government or the international agencies of land use in other countries. ==
perhaps some -kinds of forage crops -- that have low labor® apd rainfall
requirements might speed the return of this presently 1d1e ‘resource to some
productive use.

The deter10rat10n of terraces may be a more serious problem because,
unliké the withdrawal of Tand from cultivation, it may not pe easily rever-
sible. However, there is no cledr measure of just how exten51ve this. phe-
nomenon is or how: difficult it will be to repair the damages when labor
availability becomes more nearly normal. Present re11ance on varying general
impressions should be replaced as soon as possible by a carefu], systematic
study of how extensive the deterioration of terraces actua1]y is and how much
labor would be required to bring them back to normal at dj fferent stages of
deterioration. If the deferred majntenance can safely be left to the future,
then the decisions on what maintenance work is profitable paw should be left
to the individual owners. If, however, a good study showeg that, for il1lu-
stration, 50 man days, of work now would save 500 man days fjve years from
now, careful consideration should be given to devising a gystem of special
incentives for maintenance now.

In addition to the actions just noted for dealing w1th jmmediate
problems, it is important to start now on p]ann1ng for the medium-term
future. The future of migration and remittances is 1nherent1y uncertain.

‘If five to ten years from now the present surplus of foreidn exchange and

shortage of labor has reversed sharply, it will be important to have taken
the time-consuming steps needed to prepare for it. Agricultural 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 foqd imports at pre-
sent levels. Most spécifically, 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 varigties, means of
seed multiplication, and the optimum use of fertilizer and pest1c1des under
those circumstances should have been completed by the tlme it may become
necessary.

Research for other purposes, both present and future, will of course
also be needed. It is important to develop the most effiCignt means of
meeting the present growing demand for fruits and vegetab]es In addition,
there may be scope for moving toward -exports at some timg if the future.
With growing experience and a shift in Tabor availability Yemen may be
able' to export fruits and vegetables to Saudi Arabia. Tnepe is of course
intense competition for this lucrative market. But Yemepls.geographic
pos1t1on may give it a competitijve advantage for at Teast some 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 outiays needed to use known techniques gf improved seeds,
more fertilizer, and pesticides may not be profitabie. Byt these circumstances
could change considerably. The extension system, as well:as research, should
be geared toward exploring these possibilities and being ppepared to give
sound advice and effective demonstrations quickly if relat1ve prices and
other circumstances do change.

At least one other area in Yemen agriculture calls for careful
investigation if the 10nger-term prospects for increased pyoduct1v1ty are
to be realized. This is owner-tenant relat1onsh1ps Thepg is Tittle sys-
tematic information on this subject but tenancy is clearly important,
particularly in certain parts of the country. The usual pattern appears to
be far the tenant to provide all of the inputs and receiyg’ a fixed fraction
(often one third or one half) of the output. While this gystem is not likely
to affect productivity much in a traditional agricultural env1ronment, it can
have a very adverse effect in a dynamic agricultural s1tuat10n where new and
more productive techniques require additional cash inputs, The incentive
to the tenant to buy the additional inputs is obviously less than the addi-
tional output would warrant. Some change in the trad1t10qa1 re1at10nsh1p
between landlord and tenant is thus essential if optimum. yse is to be made
of new techniques. Since some changes could be to the adyantage of both
landlords and tenants, it shouid be poss1b1e to work them.gut. The govern-
ment might be able to play a useful role in bringing such ghanges 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

-



o

- 4] -

shortages, there is no present need for stimulating additjonal manufacturing
industry either to provide employment or to save and earn foreign exchange.

The medium-term goal should be to deveiop a potentia] for efficient 1mport
substitution, with some export potential, when and if chang1ng relative pr1ce5
make that profitable. This goal calls for steps today to gevelop those in-
dustrial possibilities that can be carried out efficiently pow, even though
the number is admittedly limited. Such manufacturing f1rms should of course
meet present needs. Equally important, however, is to gain additional
experience in the entrepreneurial, managerial, technical, and worker skills
needed as a base for future industrial growth.

A long-run goai should be to develop manufacturing for export.
(Specializing in products complementary to industrial product10n in Saudi
Arabia might be one possibility.) In Yemen, as in all re]at1ve1y small
economies, the possibilities for efficient import substitupjon are severely
limited; the economies of scale are simply too impertant jp too many indus-
tries to permit a wide range of efficient domestic product1pn for local
markets alone. Exports of manufactured goods in such economies are
therefore essential {(unless the country has oi]l or other spec1a1 natural
advantages). Appropriate approaches must be taken now in Yemen if this
Tong-term goal is to be achieved. It is important -- frop the outset --
to encourage industrial expansion only in areas that can gcome reasonably
close to meeting international competitive standards without subsidies and
without undue dependence on tariff protection. If an inefficient, high-cost
pattern is allowed to develop, it becomes particularly difficult to achieve
the international competitiveness that is necessary for exports.

Today's industrial base, from which the process must start, is still
a very narrow one. Although industry (including mining apd electricity)
nearly doubled betwesen 1970 and 1976, it still accounted for only 6 percent
of GDP, and much of this was in very small, predominantly traditional
industries. There were (1975) 10,587 manufacturing estab]ishments employing
23,000 workers, about 2 percent of the domestic Tabor force.. Only about
5,000 of these workers were employed by the 56 enterpriseg 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 ghanges in relative
factor prices in the recent past and the further, but d1fferent changes
that may be expected in the future. Before proceeding to.what appear to be
the most appropriate criteria, an examination of the Sana text11e company
will provide some useful insights.

The Yemen Textile Company, which was built for the ggvernment 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. (It has now been surpassed by the privately owped Yemen Company
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for Industry and Trade whose principal products are biscuifs, sweets and p]ast1c
products.} The Chinese technology used in the Sana cotton text11e plant is
labor intensive, as was appropriate at the time of its construct1on

The company operated at near capacity with a modest leyel of profits
by 1974. Beginning at that time, and reflecting changes throughout the
economy, wages began to skyrocket. Wages for production warkers went from
$0.32 per hour in 1973 to $1.22 per hour in 1977, exc]us1ye of fringe bene-
fits of 40 percent. (Salaries for top management, however,. were actually
reduced in 1977.) Despite these large increzses, labor tyrnover was high
and absenteeism is reported to have been 20 percent. (The wage levels noted
compare with ILO reported wages in Egypt (1976) and India { 1973) of $0.17
per hour and for Korea and Syrfa 1n 1975 of $0.32 and $0.44.) The total
wage bill rose from 27 percent of sales in 1973 to 73 perceépt of sales in
1977. Profit and loss went from a peak profit of $0.8 miTtion in 1974 to
a loss of $1.5 million in 1977. Although the principal prob]em was plainly
Tabor costs, the departure of the Chinese technicians wag g contributory
factor, as was poor management. ({The Board of Directors ]ﬂ th1s publicly
ownad enterprise was completely replaced in 1878.)

This Government textile company is now being rehab11]tated 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 of $40 million
at present prices -- and the fact that without rehab111tat10n the plant would
have to be shut down, this may well be the best course. But it does point
up the risks of making major investments at a time of rapjdly charging cir-
cumstances -- a risk that could not have been read11y foreseen at the time
the textile project was undertaken but which, given the 1nherent uncertainty
of remittances over the longer run, is clearly apparent for. the years ahead.
It may also illustrate some of the problems of government owpersh1p in areas
that in most of the fastest growing economies are in the pp1vate 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 presepnt circumstances
for guiding investment decisions in manufacturing 1nc1ude ;he fo110w1ng

Probably most important is the criterion that 1nvestments should be
prbf1tab1e under present circumstances. They should not. he- dependent on
additional tariff protection or on government subsidies. Th1s 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 c1rcumstﬁnces 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 itgms 1ike many con-
struction materials where the weight is great relative to the value. Present

“r
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tariffs, although. designed for revenue, average 20-25 pergent and thereby
provide a considerable degree of protection. In addition, the Investment
Law of 1970 provides certain exemptions on import duties and business taxess
generally for a périod of five years. These exemptions seem ‘reasonable.,

but the cut-off date of five years should be firmly adhereq to.. (The pri-
vate enterpr1se system is a profit and loss system. G1veq ‘the probabiTity
of major changes in the years ahead, profits and losses ma “turn out to be
great at both ends of the scale. Private investors should; from the outset,
accept the risks along with the potential profits and shou]d not expect
special -government help in cases where the investment Jquments have turned
out to be wrong.) In short, although present incentives tp 1ndustr1a1azat1on
seem reasonable, further protection would not beuwarranteq

A second criterion should be that manufactur1ng entergr1ses should

generally ‘not have imported materials as a major part. of {he value of the

product: Packaging and assembly operations do. not make a Jarge contribu-
tion“to.GDP. On the other hand they do cause-a loss of f]ex1b111ty in
foreign exchange management. In times of foreign exchange str1ngency,
imports of manufactured products can generally be reduced” as necessary by
devaluation or other appropriate means. But the pressure for importing raw
materials, where the .alternative is to close down. plants, can be very great
leading to distortions in the allocation of a scarce resource Ory, in some
cases, the plant may actually have to shut down w¥th a greater shock to- the:
economy than just the shortage of the product it produced, -This Toss of
flexibility is not to say that there should be no investments for the- pro-
cessing of Jimported raw materials, but the emphasis shou]d pe on those- cases.
where domest1c value added is substantial. ‘

A f1na1 criterion relates to the degree of capital 1ntens1ty~—*ObVTously
there :can- be no’ firm rule. In principle, the objective woq]d be the degree
of capital intensity that would be optimal for the 17ife of the investment,,
but this cannot be determined in advance. Given the poss1b1]1ty that in
the future wages will decline relative to. other costs in the economy, the
optimum might-well be more labor intensive than would be the most profitable
today. Another consideration is that many developing countr1es have found
that the use of the most sophisticated and capital intensiye equipment poses
serious prob1ems of-keep1ng that equipment operating sat1sfactor11y Perhaps’
the most that canm be said is that the use of highly labor-sgving technology
should be approached with great caution and with a clear rea11zat1on that
relative prices in the economy are not 1ikely to be the. same in the future
as they’ are today. This approach may suggest a postponemept of investment
decisions in many cases.

The application of these criteria would probably mean re]at1ve1y low
levels of investment in industry (or at least manufacturing) in both the
private and- public sectors in the immediate future. This need not be a
cause for concern. The purpose of such investments is to comb1ne labor
and capital to increase output. But with labor scarce anq ‘capital -- to
the degree it must come from 1nf]at1onary sources -- also {n short supply.
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much of the increased output would probably be at the expense of output
elsewhere with only a minimal effect on increased GNP. Moreover, the reason

for fqrced_dnaft_nndustﬁ4aJ4za¢10n—an—many—deve]cang‘coqntr1es is to help
solve a chronic balance-of-payments problem, a cons1derat}pn that does not
apply in Yemen at the present time. Under these circumstapces, Yemen can

well afford to take a Tong-term view. S

The Government should apply the above criteria to its pwn investments.
Public investments-in the Plan include both public corpopqt]ons and the
so-called "mixed sector to be made up of joint ventures. y]th the private
sector

The two largest manufactur1ng projects in the pub11c sector are the
Sana textile plant and a new cement plant at Omran. The fgrmer has already
been discussed. With respect to cement, additional capaclty appears to be
desirable and the capital requirements are such that, at ph]s stage, public
financing is needed to meet them. In general, however, tpe emphasis should
.be as heavily as possible on the private sector to ma1nta1n ‘the advantages
of flexibility and managerial incentives that normally make pr1vate enter-
prises more efficient than public ones. (The 1977 25 percent cut in salaries
for top management in the Sana textile company to a max1mum of YR 2,000
($450) ,per month is illustrative of the problem.) Other.p ub11c enterprises
include electricity, the petroleum company, and ‘the a1r11ne

Large investments in public corporations were called for in the Plan,
and it appears that much of this investment has taken p]ace This-is evi-
dently financed through the "capital transfer® (direct traqsfers from the
Central Bank) section of the capital budget. A]though depa1]ed information
is not available, it would appear that financing of these” enterpr1ses as a
group has: proceeded rapidly enough that many of the rema1n1ng ones could be
reduced “in;size or deferred to a Tater date.

For the private sector, the Government should encourqge investments that
meet the criteria discussed above. Although for the pr]ygte sector the final
decisions should be left to the investor, the Government: can play a useful
rale. The industrial “estate at Sana and those being p1anned for Taiz and
Hodeidah are a clear case in point. The Government may also find it useful
to use its facilities for contracting fore1gn expertise tg deve1op feasibi~-
T1ity studies and to undertake project reviews for the pr]yate sector; advice
-from such sources as foreign machinery suppliers may not’ a]ways be- objective.
The Industrial. Bank of Yemen may also pilay an important ro]e Although the
World Bank estimates that there are numerous private 1nd1y1dua15 or families
that can raise as much as YR 5 million ($1 1 million), tnere will be cases
of desirable industrial investments requiring more than fhat. Additionally,
the Government should compile and provide to potential 1nyestors all possible
information on trends in the economy that would be re]evant to investment

decisions.

Some areas in the economy ciear1y meet the suggested eriteria. Building
materials is probably the most important. There is a large demand,
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transportation costs will often make domestic production. cheaper than 1mp0rts
and the. raw materials needed are generally domestic ones. ' Some: other products:
such as bottling works have, because of transportat1on costs, an advantage
over competing imports. and some, such.as fce, could. scarce]y be: imported. at
all. Another possible area is for products, such as certa]n types-of- clothing,
where there are special requirements in Yemen. And some guasi manufactur1ng
operations such as large-scale truck overhaul facilities qnd tire recapping
should prove to be both economic and profitable.

Many of the manufacturing projects. for- the private sectpr suggpsted_1n
the Five Year' Plan appear: to be: appropriate. They. are hegy]1y concentrated:
in such areas as building materials., vehicle-maintenance,’ qnd food: processing:.

Of those manufactur1ng plants proposed in the Five: Ye@r P1an, the. greatest:
doubts arise from those in the "mixed'sector." It is not" E]ear from the: PTan:
documents just. how the financing is to be arranged: and whether control widlll’
rest with the public or private stockholders. More fundamentalﬂya the: economic
de51rab111ty of many of the investments seems doubtfui at ‘bgst. Im the case
of the proposed $38 million steel mill, although there is not.enough informa=
tion in the Plan documents to make any kind of direct appraisal.- experience:*
elsewheré raises serious. questions about the desirability gf this investment..
Inab111ty to deal with the compTexities of steel techno]ogy and loss of” the:
economies of-scale have requ1red high levels of tariff prqtectnon and: Targe-
subsidies for steel mills in many developing countries. ThTS fs. particularly
true where most of the raw materials must be imported. S]m11ar considerations
would appear.to apply fo the proposed paper plant and otheps.. TIhvestment.
plans should not go forward without detailed and very rea]15t1c feasibility-
studies.

In summary, h1gh labor costs, the present adequate avajjability of fore1gn-
exchange, and various uncertainties do not make this a good time for a major
industrialization drive in Yemen. There are, however, 1mportant cases that
can -be developed ec0n0m1ca]1y even under present c1rcumstapces If indus-
trial investments are chosen with care, Yemen can deve]op ) -growing experience-
with eff1c1ent, economic manufactur1ng while avoiding sl1pp]pg,1nto the -high-
cost pattern that has been a major obstacle to sound 1ndus;p1a11zat1on in
many of the 10w—1ncome countries.
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VI. . PRIORITIES AND THE URGENCY OF NON~INFLATION@BY BUDGETING

In Section III it was stressed that: VYemen is now 1p a position where
contro111ng inflation is a practical possibility; grasp1ng this opportunity
now is 1mportant for Yemen's future economic development:
budget. is the key to achieving this objective. Setting stpicter priorities --
making some hard choices -- will be an essential part of Eh]s process.,

A number of observations on general priorities seep yseful even though
in many areas a project-by-project approach will also be needed

As discussed in Section IV, -expenditures on educatigp, health and similar
social services are 1mportant for two reasons. Investmenf in people, Yemen's
most valuable resource, is an essential element of rapid app sustained economic
development. Additionally, 1mproved education and health ape 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 s1m11ar income
levels. Increasing expenditures for education and health should thus continue
to receive a very high budgetary priority to the extent that these activities
can use additional funds effectively. Here, as e]sewhereg however, priorities
even within a priority category should be selective.

For infrastructure, the position is cons1derah1y different Capital
expenditures in the budget have been growing more rapidly than current expen-
ditures.. This suggests that, as a practical matter, redyctions in the rate
of increase will need to be concentrated here. Fortunate]y, priority con~
siderations point in the same direction. -

Most of the direct govermment investment is in 1nfrastructure (Capital
transfers for government entities will be considered separate]y later.) OFf
the infrastructure, h1ghways are by far the largest single category. They
were scheduled to receive about 40 percent of total governmgnt investment in
the. First Five-Year Plan. (Although the overly-ambitious PJan has been scaled
down considerably, the relationships have not necessarily ghanged.) Given
their large amount and the fact that similar character1st]gs apply to some
other infrastructure, highways may be taken as being reasqnably illustrative
of the infrastructure sector as a whoie.

As discussed in Section Iy, it seems clear that many h1ghways now under
consideration could be deferred without a major Toss to dgve]opment This
is not to say that they are not important but, rather, that many of them are
not urgent. With the main population centers already 1nterconnected low-
cost feeder roads -- 1nadequate though they may be -- can'go a long way towards
meeting the most urgent remaining transportation needs. The ‘more comprehensive
highway system can then follow at a later date without majgr 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 loy peturn on many

apd a non-inflationary
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types of infrastructure -- important though they are in the long run -- is
indicated by the low incremental capital-output ratio (ICQB ) 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 ]ow as 3:1.

Clearly some of the Tower-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, projects w1th foreign
financing would have a higher priority. These projects, however, can also
have an inflationary impact where local costs are large rq]at1ve to the import
component. (In FY 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 foreigp aid should thus
not in itself be considered adequate Jjustification for gojpg ahead with a
project, particularly if the aid is only a part of the to%a] cost. And
obviously donors should be urged to concentrate on the h1ghest priority
projects and activities even if they are not the easiest tp 1mp1ement

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 s
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 shou]d 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 mjllion 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
Tong run {even though they have not been subjected to the test of private-
investor determination of profitability), their urgency is not clear. For
example, even in the case of increased capacity for cement product1on which
appears definitely to be economically sound, a continued fiajor reliance on
imports for an additional period would have at most a neg]1g1b1e deterrent
effect on economic growth. It would thus appear that the "capital transfer”
item in the budget might at least be levelled aff, and poss1b1y 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. It may also be
possible to make greater use of consu1t1ng firms and advijsors, but even this
will require a strengthened capability in the Government; the va11d1ty of
contracted feasibility studies depends to a large degree on posing the right
questions for the contracltor 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 fuch more realistic
scale than the First Plan and the priorities should be mugh firmer. It would
seem desirable that only projects whose feasibility, inclyding a high rate
of return, has been established shou]d be given first prigpity status. Other
projects may well be included as "under investigation" or "of uncertain
priority" -- the process of project appraisal needs to be a continuous one,
and a "shelf" of projects under investigation is desirable, But the core
of the Plan should be made up of projects that truly are hlgh priority.

Ideally, the process of project selection for inclusjon in the Budget
should be accomp11shed through a careful assessment of all individual projects,
ranking them in priority., and 1n1t1at1ng only the highest’ pr1or1ty projects
for which non-inflationary financing is available. This-may 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 w]ll 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 of 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 will .he determined by
projects already started. This may be true even if maximum efforts are made

to slow down the rate of 1mp1ementat1on where possible, and to postpone further
action where implementation is stil11 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 capital projects for the
next year or two while the rate of increase in expend1tures 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 1nvestment 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 cap be implemented
satisfactorily and thus result in delays in the 1mp1ementpt1on of all. This
could be very costly in development terms. Development jg 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 des1rab1e 1mmed1ate target would appear to be to hold the 1ncrease in

in revenues and thus to achieve some reduction in the defigcit.

For FY 1981/82, by which time there will have been more time to make
necessary adjustments, it should be possible to hold the fncrease 1n expen-~
ditures to a level enough below the expected increase in revenues to eliminate
inflationary financing. This will require a levelling off of expenditures for
some activities, and an actual decrease for some, but shoyld permit modest

increases in many areas.

Suggested approaches to the three main expenditure categor1es are
recathulated as follows:

The current budget, although its upward trend has not been 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. Fortunately, 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 gnough to offset
the effects of past inflation and to bring government salaries 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 cgmponent of the
current budget to modest levels for at least the next year or two.

For the regular capital budget, much will depend on how much has been
committed in advance for projects already being implemented,.and how much
flexibility there is in their rate of implementation. Prphably very little
funding will be available for new projects, which may regyire that a firm
rule be established against beginning implementation of apy new projects,
despite the inconveniences that such a rule would entail. "Even with such
a rule, some increases in the capital project budget for FY 198C/81 might
still be required. But by FY 1981/82 it should be possibje to bring this
section of the budget back to the present (FY 1979/80) Teyel if necessary.

The capital transfer section of the budget has had vepry rapid increases
in the past three years, increases that have brought it tgo 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 success of the overall effort.

The various suggestions for deferral of some investmept programs dec not
imply investment at too low a level to achieve a satisfactory rate of growth.
The levels of investment are already high. Government cap]tal expenditures,
including both those in the Budget and those financed frop foreign loans,
appear to have been at lTeast YR 2 billion in FY 1978/79. To this must be
added the large amount of private investment financed frop 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 millien, nearly three-fifths of total investment. There have



Table 10

SUMMARY OF CGOVERNMENT FINANCE*
{(amounts in millions of Yemeni rials)

Percent of

Actual Budget expenditures
1977/78 ' 1979/80
1973/7k 197k/75 1975/76 1976/17 1978/79 1979/80  19TL/T5
. (prelim) ) budget
REVENUES -
Customs and investment e
earnings 171 260 hs8 1,086 1,580 1,715 2,hoo
Other 106 121 1h7 207 344 483 612
Total revenués 277 381 605 1,293 1,925 2,198 3,012
EXPENDITURES
Current expenditures 322 472 616 8h1 1,235 1,676 2,426 8L% 55%
Education ’ (25) (52) (63) (117) (265) (h10)e® () (9)
Health (15) (22) (30) (6L4) (83) (120)¢ (3) (3)
Capital expenditures
Budgeted expenditures 1k 69 131 27L 599 1,007 1,272 12 29
Capital transfers 0 21 39 1b1 268 ksl 685 L 16
Total capital )
Expenditures el -0 170 has B67  rANE1l A,95T7 i6 "5
Total expendi- -
tures 336 562 786 1,256 2,102 3,137 L 383 1,00 100
OVERALL SURPLUS OR DEFICIT =59 -181 -181 +37 177 -939 -1,3T71
Cash grants for budget sup-~ e
port 128 389 458 k18 koo YT Loo
CHANGE IN NET POSITION WITH .
THE CENTRAL BANK¥*¥ +07 +207  +258 +4 85 +66 -4L43 -971
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Tnble 10
SUMMARY OF GOVERMMENT 1INANCET
{(amounls in millions of Temeni rials)
Pepecnl of
Acluanl Bud et cxpenditare:s
RETAL T Yoo/t
Vo730 th 9/t 1975716 1976771 Lo/ 79 1970/8%0 pah/in
err]iﬂ)“‘ ) hadgel

Ratio Lo expenditures: “
Overall deficit ~32% -317%
Change in net position with the Central Bank

e/ Estimate by writer

+37% -227%
MEMO TTEM:
Procecds from Toreign loans 115 191 188 271 bT5¥*¥%pn o
FOOTNOTES TO TABLE 10 ; N '
[$2]
—t
i

¥In conformity with the Yemeni formal budget, neither receipts nor expenditures from foreign
loans are included in the figures for total revenues and expenditures. The proceeds from foreign
loans (which tend to be equal to the outlays financed by them, even within the same time frame)
are shown here as a "memo item." )

“#%¥The change in met position does mod egqual the Fifferentce between overall .surplus (pr~deiicit)
and cash grants for budget-support. The discrepancy represehts = Metatistical mdjuwstment™ ‘reflect-
ing, 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.

#%¥Ppreliminary balance-of-payments data indicate an dctual level of YR 575 million.
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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 nejghborhood of YR
3:-4 billion. This would be on the order of 30 percent of‘GDP (or around

20 percent of GNP}, a high Tevel for a developing country;' There is clearly
no overriding need for still further increases in governmﬁnt investment to
achieve a satisfactory rate of economic growth.

Achieving a non-inflationary budget by FY 1981/82 shpuld 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 1nf1at]on that have
characterized the Yemeni economy for at Teast a decade. "Some prices will
continue to rise, no doubt including those for petroleum products and perhaps
construction costs, but widespread, general inflation wil] have been brought
under a reasonable degree of control. This accomplishmenf i1l eliminate the
economic distortions and inequities -- particularly to sayeps -- that rapid

inflation always brings. It will 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 rap1d1y 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 1in
remittances in 1978/7% was 6 percent -~ a moderate increase in current prices
and a moderate decrease in real terms.* A more detailed pjgture is given by
the quarterly data. For seven consecutive quarters, starting with April-June
1977, the remittance figures followed a nearly horizonta] 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 fpp 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 over]y'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 inyestment is declining.
Increases during the Third Development Plan, 1980-84, wil] be much less than
during the early years of the Second Plan. The big accelgration is over,
Saudi Arabia has decided on a generally more conservative fiscal policy,
in part to halt inflation. (The consumer price index is yeported 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 opergtion and maintenance.
This may decrease the need for foreign workers somewhat apd in any case will
call for a different kind of worker. The bulk of Yemeni yarkers to date have
been in construction. ’

The most striking recent change has been the rapid jncrease 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 yas estimated at
38,000 and the Government of Pakistan estimates that by 1977/78 their workers
alone numbered 90,000. There are also large numbers of Ipdians, Koreans, and
Filipinos. In some respects Asian workers are more acceptable to the Saudi
Arabians than Arab workers because they tend to Tive apari and are unlikely
to have much effect on the fabric of Saudi society. Thepg are also some
indications that for equal work they are willing to work for Tess pay.

*The remittance figures used are gross receipts rather than net since the
“private transfer payments" in the data are beljeved to be made up to only
a small degree of remittance payments from the limited nupber of foreign
migrant workers in Yemen. .
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It is clear that the three developments noted above gre 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 actué]]y have started
to displace some Arab, including Yemeni, workers. Some ofservers believe
the latter to be the case. On the other hand. there is cgpsiderable evidence
that Yemeni workers are highly regarded in Saudi Arabia botp because of their
cultural affinity and because they have a reputation for bejng hard workers.

Two close observers of worker migration in the Middle East conclude
that "the number of Yemeni migrants abroad will fall from apout 550,000 1in
1977/78 to about 300,000 /The estimated number in 1975 7 by 1980" and that

“remittances will decline rapidly, reflecting the falling number of migrants
and the decline in wage rates.”* Most observers (1nc1ud1qg the writer)
believe that this prediction is much too extreme, but its w@rn1ng should not
be disregarded, particularly if the time specified were tQ he extended by
two or three years.

Since the changing forces in Saudi Arabia were a]ready underway during
the two and a half years, beginning in 1977, when Yemeni rémittances were
constant or increasing somewhat, no sharp, 1mmed1ate dec11qe in remittances
seems probable. But if the competition from Asians were tq increase sub-
stantialiy, as is clearly possible, at least a modest downﬁurn, even in the
short vun, could be expected. (Some upturn in remittances is also possible,
but this possibility does not require any advance planning,) Even if Asians
do not actually displace Yemen1 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. (In fact, with some reduction in the lapor shortages in
Yemen, there might even be advantages ) The high levels qf foreign exchange
reserves and of household savings {although the latter wi]} decline if they
continue to be eroded by inflation) would cushion the impact for a long
enough time for adjustments to be made. But adjustments ﬂguld 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 beyond, 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 ArabTan jovestment, a

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

The conclusions of Birks and Sinclair are based in pari 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 increasing competition from
Asian Tabor can potentially have a greater impact over a Jgnger period of

time. The possibility of a major reduction in worker earpings and remittances,
say of the order of 50 percent or more in real terms, over fhe next 5 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 monitgr their movement
closely, and prudent planning should, of course, take the possibility into
account.

A major decline in the level of migration and remittgpces 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 papidly, or even
to fall. On the other hand, the price of imports would bg greater. With
remittances declining substantially, the availability of" foreign exchange
could be expected to decline and a devaluation of the excjange rate, or some
other means of reducing imports, would eventually become pecessary. The cost
of imports, which inciudes nearly all machinery and equippent, would thus
rise relative to the cost of labor. The cost of imported-foodstuffs 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 examp]lg, a capital-intensive
manufacturing plant could not be replaced with a labor-iptensive one without
a major loss in capital, and such activities as agricultyral 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 thep to their home
country when the contract is completied. Work camps have: peen used in a
number of major construction projects in the Gulf States, and they could
presumably be adapted for the operation of industrial fagi]ities 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 tepds to do, would help
to alleviate that concern. To date only Asian firms have used the work-camp
approach, and its more extensive use might therefore be expected 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 indystrial complexes in
Saudi Arabia, Yenbo and Jubial, are both being constructed well away from

major population centers at least keeps the possibility open.



- 56 _

For medium and longer-range planning -- particularly jn the formulation
of the Second Five-Year Plan, but for less formal planning within the
Ministries as well -- the possibility of a major decline jp remittances

should definitely be taken into account, possibly even ingluding 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 f what seems pro- ©
bable. If remittances turn out to be more than assumed, not much would have

been lost and that loss would be affordable. But if remiftances turn out

to be less than assumed, valuable time might be lost, in paking adjustments, e
that could have been saved under more conservative plann1ng assumptions.

A change in the relative prices of Tabor and imports would have a major
effect on agriculture. Yemen would be increasingly depengept on domest1ca11y
grown food -- a situation that will probably be true to a ‘fegree in any case
because of population growth. As a result, agricultural pesearch and the
development of an extension service should be directed not oply toward products
and techniques that are presently profitable but also towgrds ones that may
once again become profitable with changing relative prices. 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 sorgjum and millet,
including varieties and techniques that are not profitablg 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 agr1cu1tura1 exports should be pursued, particularly
to the large and growing markets of neighboring Saudi Arah1a and other Gulf
States.

In the manufacturing sector, the main focus of mediup-term and longer-
range planning should be the development of industries thqt are internationally
competitive both for import substitution and for eventual exports. This
means that some investments should be deferred since the kinds of investment
that would meet this test in the long run would often not be profitable today,
when most manufacturing needs to be heavily capital 1ntens1ye to be profitable.
Two lines of action are indicated. Maximum efforts shoulq“be made to encourage
those industries, such as some kinds of building materials,- that can compete
with imports under present circumstances. This would help to gain experience
in the manufacturing field. Secondiy, great care should pe taken to avoid
the kinds of policies, such as high levels of effective ppotection or sub-
sidies, that would tend to create a high-cost industrial sfructure in Yemen,
In the eventual development of export industry, it will dquptless be easier
to start from even a narrow base of efficient industry thagn from a broader .
base where high costs have already been built into the system. ) »

In infrastructure planning also, the possible greatepr availability and
lower relative costs of labor will play a role. Those pPOJECtS that are ]
most labor intensive should, other things being equal, be apong those that
are to be deferred. Moreover, a "shelf of projects" that are 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 decline in remittances
in the years ahead reinforces the urgency of changes in Goyernment fiscal and
budgetary policies that are already called for to bring inf}ation under cantrol,
Broadening the tax base and continuing to improve tax admipjstration are already
clearly needed; the need becomes even more compelling in the face of a potential
sharp drop in remittances and, with them, customs vevenuesi  The same is true
for improving the efficiency of budgeting and government §pending.” The same
considerations also hold for the need to postpone deferraf]e -capital projects, ,
and with even greater weight, since this is the only area jj whicli it seems
likely~that large-scale anti-inflationary results can be ggehieved quickly.
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