
DOCUMENT OF INTERNATIONAL MONETARY FUND 
AND NOT FOR PUBLIC USE 

COITtAIITS COIWIDENTWL 
INFOIWATION 

April 20, 197% 

To : 14mbers of t h e   h e c u t i v e  Board 

F1*on : The Sec re t a iy  

Sub;ject: People's  Democratic  Republic of' Yenen - Staff Beport  and 
Proposed Decision foi* t h e  1976 A r t i c l e  XIV Consul ta t inn 

Attached for cons idera t ion  by the Executive Dii-ectors i s  the 
staff repor t  for t h e  1376 h t i c l e  XIV consu l t a t ion  with the People's 
Denocratic  &public of Yemen.  The decision  proposed by t h e  staff appears 
on page 8. 

e This sub jec t ,  a request  for r e c l a s s i f i c a t i o n   u n d e r  pa rq raph  10 
of  the  Decis ion on Compensatory  Financing o f  Export F luc tua t ions  (EBS/76/178), 
an6 a request  fo r  a purchase i n  t h e  f i r s t  credit t ranche  (EBS/76/179), w i l l  
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COLITAIYS  CO!:FIDEMTIAL 

PEOPLE'S DEPiOCi?kTlC RCPURLIC OF YEXEN 

- Sta f f   Pepor t   fo r   t he  1376 A.rticle X I V  Consul ta t ioa 

Prepared by Staf f   Representa t ives   for   the   1976  Consul ta t ion  
wi th   t he   Peop le ' s  Democratic Republic of Yetllen 

(Reviewed  by the Comnittee on Article X I V  Consul ta t ions)  

Approved by John 51. Gunter and  Subirml  Xookerjee 

I. In t roduc t ion  

The 1976 Article X I V  consu l t a t ion   w i th   t he  P.D.R. of Yemen took  place 
i n  Aden during  the  period  from  February 7 to   February 1 2 ,  lQ7G. The  P.D.E. 
of Yemen's team was chaired by t h e  Governor  of t!le Bank of Yemen ( t h e   c e n t r s i  
bank)   and  included  several   representat ives  of the  banking  syateu:  and  various 
governnent  departments. Some members of the  mission  benefi ted  f rom  discus-  
s ions  with  the  Pr ime  i .Xnister   and  the  ?Xnisters   of   Finance,   Industry  and 
Planning  and  Trade  and  Supply.  >?egotiations were a l so   he ld   on   t he  possible  
use  of Fund resources  by t!ze P.3.9. of Yemen. The s t a f f   r e p r e s e n t a t i v e s  
were Nessrs. A .  S. Gerakis S, Thayanithy, S. X. Wsouli  and Ilrs , X. X. Redman 
(a l l  of 17JlD) Nr. 2. Iqba l  (ETP.) and Yr . S. Al-Khuri (YPI)) . The Al t e rna te  
Execut ive  Director   for   the P.fi0X.  of Yemen at tended soma of   the   miss ion ' s  
meetings . 

a 

11. The  P.D.R. of Yemenr s Zconomic P o l i c i e s  -. 

The P.D.R.. of Yemen, one of t h e  ' least  developed"  and  'most  seriously 
a f fec ted"   count r ies ,   has   exper ienced  severe d i f f i c u l t i e s   s i n c e  i t s  inde- 
pendence i n  13G7. With the   depar ture  of t h e   B r i t i s h   a n d   t h e   c l o s u r e  of t h e  
Suez  Canal, i t  l o s t  a s i z a b l e   f r a c t i o n  of i t s  budgetary  and  foreign  exchange 
r e c e i p t s .   N a t i o n a l i z a t i o n   p o l i c i e s   i n i t i a t e d   i n  1969 led  to   an  a lmost   complete  
disappearance of p r i v a t e   i n v e s t m e n t   a c t i v i t y ,   w h i l e   s t r a i n e d   r e l a t i o n s   w i t h  
neighboring states r educed   t he   ava i l ab i l i t y  of much needed external assistance. 
Xoreover ,   the   recent   sharp   increases in   impor t   p r ices   have   in tens i f ied   p ressures  
on   the   domest ic   p r ice   l eve l  a3 well as on  the balance of pavments. 

Faced  with  the  problem of a p e r s i s t e n t l y  l o v  rate of growth,   the  Govern- 
ment has   pursued  expansionary  f iscal   pol ic ies   accelerat ing  both  development  
and  ordinary  expenditures.  Simultaneously,  however, i t  has  sought t o  con ta in  
private  consumption by severely  compressing  personal  incon-es.   These  policies 
as well as their   long-term  effects  on  economic grovrth,  monetary equ i l ib r ium 
and  the  balance  of  payzents are desc r ibed   i n   t he  following parazraphs ; t h e  
mission 's  evaluation is set f o r t h  i n  section 111. In support  of purchases in a 



t h e  f!.rst c r e d i t   t r a n c h e ,   t h e  P.D.R. of Ye.clcn aerced  to  implement  f i l tancial  
programs  during  the  year ended  €n Ybrci1 1976  and i n  the ensuing 12-month 
per iod.  Both  prozrams  incorpor.n:c t'lc b a s i c   p o l i c i c s   j u s t  mentioned  and 
they arc d i s c u s s e d   i n   d e t a i l   i n   ? : ~ ~ / 7 6 / 1 7 9 .  

nevelopment po l i cy :  The Yemeti a t l t ho r i t i e s   a t t ach   cons ide rab le  
importance  to  their   devel.opnent e f f o r t  which i s  supe rv i sed   d i r ec t ly  by the 
Prime  YXnister  and  absorbs a good d e a l  of  a t tcnt j .ou a t  Cabine t   meet inp .  
Investment  expenditures  have  been  increased  from  about YD 4 m i l l i o n   i n  1971/72, 
t h e   i n i t i a l   y e a r   o f   t h e   F i r s t  Three-Year  Plan,  to  about YD 20 m i l l i o n  in 
1974 /75 ,   t he   f i r s t   yea r  of t h e   c u r r e n t  Five-Year P l a n ,   t h e  tarcret f o r  1976 
is almost YD 46 n i l l i o n ,   b u t   b a s e d  on past   experience  implementatior.  may not  
exceed  two t h i r d s   o f   t h i s  amount .1/ 

The main  emphasis of the   deve lopmmt  e f for t  i s  on much needed  infra- 
s t ruc ture ,   inc luding   educa t ion  ar-3 hea l th ,   and ,  a t  the  same time, on small 
quick-yielding  projects  designed to al leviate  the   ba lance  of payments  problem. 
Agricul ture  and f i s h e r i e s  are r ece iv ing  a s u b s t a n t i a l   s h a r e  of t o t a i  expendi- 
t u re .   Recen t ly ,   t he   au tho r i t i e s   have   i n i t i a t ed   impor t an t   p ro j ec t s  t o  
r e h a b i l i t a t e   t h e   P o r t   o f  Aden i n  view o f  t h e   i n c r e a s e   i n   t r a f f i c   e x p e c t e d  
t o   r e s u l t  from the  reopening  of  tile  Suez  Canal. They have also stepped up 
e x p l o r a t i o n   f o r   p e t r o l e u u  end. o the r   mine ra l s  and have  employed f o r e i e n ,  
i nc lud ine  some western,  companies t o   h e l p  them i n   t h i s   e n d e a v o r .  The develop-. 
ment proErans  have  been  financed matnly by fo re ign  economic a s s i s t a n c e  and 
t o  a l e s s e r  extent by domestic  nonbank  resources,  such as t h e   a f t e r - t a x  
p r o f i t s  of publ ic   sec tor   en te rpr i ses   re l iance   on   the   banking   sys tem is small. 
Another  notable  feature  of  the  plans i s  tha t   they  are rev ised   annual ly  i n  
l i g h t  of changing   c i rcumstances   and   the   ava i lab i l i ty  of funds. 

The current  budRet:  Expenditures i n  the  ordinary  (current)   buJeer   have 
r isen  appreciably  over   the  years   f rom Y?? 21 nl i l l ion   in   1971/72   to  YI? 27 
n i l l i o n   i n  1974/75.  Accordin2 t o  the a v a i l a b l e   f u n c t i o n a l   c l a s s i f i c a t i o n ,  
the  major component  of expendi ture ,  wages  and salaries, accounted  for  a 
s i z a b l e   f r a c t i o n  of t h i s   i n c r e a s e .  The Government h a s   b u i l t  up t h e  c i v i l  
service, expanded the   a rned   forces   and   s ta f fed   p ro jec ts   comple ted   under   the  
development  programs.  However; i ts  h i r i n s  pd ic ies  may also  have  been 
influenced by t h e   d e s i r e   t o   p r o v i d e  work f o r  t h e  unemployed. Over the  same 
period  the  second  largest   category of expenditure "materials, supp l i e s  and 
miscellaneous' '   increased a t  an  even  higher ra te  then   the  waze and   s a l a ry  
b i l l ,  e a r t l y  due t o  the i n f l a t i o n a r y   t r e n d   i n   i m p o r t   p r i c e s .  The a u t h o r i t i e s  
are somewhat r e l u c t a n t   t o  limit current   expendi ture:   they  contend  that   the  
distinction  between  developaent  and some types of ord inary   ou t lays  is a r b i t r a r y  
and   tha t   bo th  are equally  important.  

1/ The c e n t r a l  rate f o r   t h e  Yemeni d i n a r  i s  YD 1 = US$2.89524. Through 
1974/75  the  f iscal   year   ended  in   Karch;   but   beginning i n  1976 i t  w i l l  coincide 
wi th   the   ca lendar   year .  An interim budget was implemented over t h e  l a s t  t h r e e  
q u a r t e r s  of 1975. 



0 0rd.inary  revenues  rose by a smaller amunt  than  expenditures  and ~ as a 
r e s u l t ,   t h e   d e f i c i t   i n   t h e  current budqet  almost  doubled t o  Y3 9 . 3  mf-ll.ion 
from  1971/72  to  1?74/75.  Plthoush  they  recognize  the seed fclr (111 improvement 
i n   t h e   f i n a n c i a l   p o s i t i o n   o f   t h e  Govemnlent, t h e  Semen3 r e p r e s e n t a t i v e s  do 
no t  f ee l  thp t   they   can  knpose new revenue  measures;  they are convinzcd  that  
the  burden of t a x a t i o n  is a l r eady  too  h igh   i n   r e l a t ion   t o   i ncomeso  

Ref l ec t in?  t5e s t r o n g   p o l i t i c a l   a n d   s o c i a l   p r e s s u r e s  to which t!w pol.?-cy- 
rnalcers are s u b j e c t   i n   t h e  F.D.R. of Yemen, t h e  197G budpet  provides  for a w r y  
larce i n c r e a s e   i n   e x p e n d i t u r e   t o  YD 36 n i l l i o n :   t h e  breakdot;.n of t hese   ou t l ays  
i n d i c a t e s   t h a t   t h e  Government plans  to   expand  the armed f o r c e s ,  as  w e l l  as 
t h c  c i v i l  service, p a r t i c u l a r l y   i n   t h e   n . i n i s t r i e s  of  education and healt!l. 
Ordfnary  revenues are placed a t  YD 12 n i l l i o n .  Hence, t h e   c u r r e n t   d e f i c i t  
wbuld. a l s o   b e  YD 13 mi l l i on   an&,  allow in^ f o r   t h e  above-memioncd  financins 
of   the   inves tment   budget ,   to ta l   Treasury   re l iance   on   the   banking   sys tem  would  
amount t o  no less than YE 20 n i l l i o n .  

Incomes p o l i c y ;  While increas ing   enployment   in   the  c i v i l  s e r v i c e j   t h e  
Government has  followed  an  extremely  tough l i n e  on wage rates. Cuts in wages 
and salaries were e f f e c t e d  on a proprcssive scale i n  1972; since  ther. ,   an 
across-the-board raise of  only 5 pes   cent  was granted i n  1975,  but  profes- 
s ionals   have a l so  r ece ived   s i za5 le   a l lo t r ances   i n   an   a t t empt   t o  stem t h e  
emipration of sk i l l ed   pe r sonne l   t o   ne ighbor in?   coun t r i e s .   I kmwhi l   p r i ces  
which are ex tens ive ly   con t ro l l ed  by the  ?!inistry  of  Trade, were allowed t c  
rise s u b s t a n t i a l l y   t o   r e f l e c t   t h e   h i g h e r   c o s t   o f   i m p o r t s .  In order  t o  
moderate  the  impact of t h e   i n f l a t i o n a r y   t r e n d ,  a few e s s e n t i a l  commodities 
have  been  subsidized  to some ex ten t  : however.. even  the prices of t h e s e   i t e n s  
were r a i s e d   s i g n i f i c a n t l y .  Overall, t h e  wage e a r n e r   i n   t h e  P.D.X. of Yemen 
has   suf fe red  a considerable  loss it1 h i s   r e a l  income and, desr i t -e   the  lack 
of nat ional   account  statist ics,  i t  is reasonab le   t o  assume that the volyne 
of  private  consumption  has  declined. 

"" 

e 

E f f e c t s  on n a t i o n a l  income-: The pol ic ies   descr ibed.   above I-kave been 
instrumental  i.;1 acb.ievinr:  progrcss in s e v e r a l   f i e l d s ,  most notably in 
educa t ion   and   hea l th  care. The Yemeni au tho r i t i e s   be l i eve ,   fu r thc rymrc ,  that  
unemployment has   been   v i r tua l ly   e l imina ted .   I f   t he i r   a s ses smen t  i s  corzect, 
t h i s  would represer. t  a remarkable  accomplishment, a l l  t h e  more so a= in rec-:it 
yea r s   l a rge  numbers of women have  been  absorbed  into  the  labor   force.  ;\?ever-- 
t h e l e s s , '   t h e  Srowth rate has  not  picked up appreciably as y e t  * I n   p a r t   t h i s  
may be  explained by the   lon?   ges ta t ion   per iod  of some i n f r a s t r u c t u r a l   p r o j e c t s .  
An a d d i t i o n a l  reason may be founc! in   the   d i sappoin t inc   ger formance  of t h e  
l a r g e  B.P. R e f i n e r y   i n  Aden, which  accounts  for  about two t h i r d s  of value 
added in   i ndus t r i a l   p roduc t ion .   Ou tpu t   o f   t he   r e f ine ry   dec l ined  in both 1974 
and  1975 t o  a level about  one f i f t h  of i ts  capac i ty ,   apparent ly ,   bunker  fuel, 
one o f  t h e   r e f i n e r y ' s  main l i n e s ,  is f a c i n g   s t i f f   c o m p e t i t i o n  i n  neighboring 
p o r t s .   F u r t h e r m o r e ,   t h e   i n c r e a s e   i n   t r a f f i c  a t  the   Po r t  of Aden following 
the  openinx  of  the Suez  Canal  proved  below  expectations,   while  serious floods 
i n  1975 i n f l i c t e d   h e a v y   l o s s e s  on agr i cu l tu ra l   p roduc t ion .  



According t o  t h e  Yerrr,ni r ep resen ta t ives ,   t he   p rospec t s   fo r  a recovery 
from  the  current   recession are encouraging. The  development e f f o r t   h a s  now 
l a i d   t h e   f o u n d a t i o n s   f o r  an  upswing i n  coming years .   Xelat ions  with  neivhbor-  
in?   h rab  states are improving  and, as a r e s u l t ,   t h e  P .I).%. o f  Yemn may be 
r ece iv inz  mre e x t e r n a l   a s s i s t a n c e   i n   t h e   f u t u r e .  A s t i m u l u s   t o   t h e  economy 
may also  come i f  t h e  Goverrlment i s  s u c c e s s f u l   i n  i t s  e f f o r t s   t o   m o b i l i z e  
t h e   p r i v a t e   s e c t o r   w i t h i n   t h e   f r a n e w o r k   o f   t h e   c o u n t r y ' s   s o c i a l i s t  economic 
s y s  tern. 

Effects  on  monetary  sector;   In  1973/74  and  1974/75,  monetary expansion, 
thou&  large i n  abso lu t e  terms, was appreciably less than  the rise i n  t h e  
p r i c e  level r e s u l t i n g   c h i e f l y  f r o m   t h e   i n f l a t i o n  i n  impor t   p r ices .  It seems 
l i k e l y ,   t h e r e f o r e   t h a t  by the   end   of   the   l a t te r   year ,   any   l iqu id i ty   overhang 
from the  per iod  of   overexpansion  in   the  ear ly   1970s  had  been  e l iminated,   or  
much reduced.  According  to  the latest  o f f i c i a l   p r o j e c t i o n s ,   t h e   i n c r e a s e  
i n  domest ic   l iqu id i ty  (money p lus  quasi-money) was expected t o  be  about 
13 per   cen t   i n   1975 /76   t h i s  rate would. be   .h i sher .   than-er lv isake i l   in  . ' '.' ? 

the  f inancial .   program  of  the Yemeni a u t h o r i t i e s ,   b u t   n o t   u n r e a s o n a b l e   i n  
the  circumstances (see EBS/76/179). A s  regards   the   ou t look   for   the   near  
fu ture ,   the   budgetary   p lans   o f   the  Government, t aken   i n   con junc t ion   w i th  
p l aus ib l e   fo recas t s   fo r   t he   o the r   p r inc ipa l   head ings   o f   t he   mone ta ry   accoun t s ,  
imply an unduly h igh  i n c r e a s e   i n   d o m e s t i c   l i q u i d i t y   o f   t h e   o r d e r  of 18 p e r  
cent .  

In   their   d iscussions  with  the  miss€on  on  monetary  pol icy,  some of the 
Yemeni o f f i c i a l s   t ended  EO d i s c o m t   t h e   i n j u r i o u s   e f f e c t s   o f   s u c h  an excessive 
expansion  in  the  supply of noney  and  quasi-money on the  grounds  that   wi th  
t h e i r  comprehensive  controls  they are a b l e   t o   n e u t r a l i z e   p r e s s u r e s   o n   p r i c e s  
and t h e   e x t e r n a l   s e c t o r ,  To s u g z e s t i o n s   t h a t   i n t e r e s t  rates should  be 
r a i s e d 9   t h e s e   o f f i c i a l s  responded t h a t   i n t e r e s t  ra te  policy  cannot  have a 
s ign i f i can t   impac t  on s a v i n p ,   g i v e n  t!le low l e v e l  of incomes i n   t h e  P.D.X. 
of  Yemen. I n   t h e i r  vie\q more can  be  accomplished by establ ishing  conmercial  
bank   branches   in   the   rura l  areas. I n s o f a r  as t h e   a l l o c a t i v e   f u n c t i o n  is  
concerned,  they f e l t   t h a t   t h e   e x i s t i n g   s y s t e m  of c o n t r o l s   a s s u r e s  a reason- 
a b l e   d i s t r i b u t i o n  of  f inancing t o  t h e   h i g h   p r i o r i t y  areas. 

Ef fec t s  on the   ex te rna l   s ec to r :   Fo r  several yea r s   t he  P.D.K.  of Yemen's 
balance of payments pos i t ion   has   been  weak.  However, u n t i l   t h e  end  of  1973 
t h e   a u t h o r i t i e s  were a b l e   t o   p r e v e n t  a larce d e c l i n e   i n   t h e i r   g r o s s  reserves. 
I n i t i a l l y ,   t h i s  was accomplished  by  imposing r e s t r i c t i o n s  on p r i v a t e   t r a n s -  
a c t i o n s .   W t h  the passage  of time, fo re ign   t r ade  was gradual ly   na t iona l ized  
so t h a t   t h e   b u l k  of imports  and a l l  exports  are c u r r e n t l y   c a r r i e d   o u t  by 
the   pub l i c   s ec to r ;   impor t s  are now be ing   he ld   w i th in   t he  limits of fo re ign  
exchange a v a i l a b i l i t y  by a d j u s t i n g   a l l o c a t i o n s   f o r  state impor t   agencies   in  
the  foreign  exchanee  budget  and  the  import  program.  '.Iainly  due t o   t h e   s h a r p  
increase  of  more than 40 p e r  cen t  i n  t h e  P.D.R. of Yemen's average  import 
p r i ces ,   t he   ba l ance  of payments d e t e r i o r a t e d   s u b s t a n t i a l l y   i n  1974  and  1975. 
D e s p i t e   p u r c h a s e s   u n d e r   t h e   o i l   f a c i l i t y   a n d   i n   t h e   f i r s t   c r e d i t   t r a n c h e ,  
pross reserves were drawn down apprec iab ly   i n   bo th   yea r s ,   bu t   t hey  are still 
f a i r l y  ample by conventional  standards,  i . e . ,  e q l ~ a l   t o  somewhat more than 
t h r e e  months' imports; net fo re ign  assets are s l i g h t l y   u n d e r  five weeksP 
imports. 
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0 The P.D.R. of Yem.enes balance of payments  problem r e f l e c t s ,   i n   a d d i t i m  
t o   t h e   r e c e n t   i n t e r n a t i o n a l   i n f l a t i o r . ,  a disappointing  performance in the  
country 's   foreign  exchange  receipts .   Total   exports   have  not  grown mL-ch i n  
absolu te  terms over   the   yearsg  as t h e   i n c r e a s e   i n   f i s h   e x p o r t s  113s been 
o f f s e t   t o  some exten t  by a d e c l i k q   t r e n d   i n   a g r i c u l t u r a l  and o the r  LU.,.&2ic 
expor t s  and in   re -expor t s ,   There  is some reason   t o   be l i eve   t ha t   t he   expor t  
p o t e n t i a l   c r e a t e d  by the  development   effor t  i s  b e i n g   p a r t i a l l y   n e u t r a l i z e d  
by the  effects   of   inadequate   incent ives   to   producers .   Transfers ,   which 
consist   mainly  of  emigrant  remittances,  are now considerahly  lower  than  they 
were i n  1970 and 1971, desp i t e  some i n c r e a s e   i n   t h e   l a s t  two yea r s .  The 
steep upward t rend   of   such   rece ip ts   in   the  Arab  Republic  of Yemen implies 
that   Yeqenis   working  abroad  prefer   to   send their funds   to   the   i Jor th ,   par t ly  
because  remunerative  investment  opportunities are ava i lab le   there .   Unl ike  
o the r   r ece ip t s ,   t he   cap i t a l   i n f low  has  shown an upward movement (notwith- 
s tan ' ing  a d e c l i n e   i n  1375) ,  but  i t s  inc rease  has been   r e l a t ive ly  modest, 
c l e a r l y   i n s u f f i c i e n t   t o   p r o p  up t h e   e x t e r n a l   s e c t o r  by i t s e l f .  As a con- 
sequence  of  the  sluggish  behavior i n   r e c e i p t s  i t  has  become necessary t o  
hold down imports ,   which  in   the  per iod 1972-75 have   no t   r i s en   i n   r ea l  terms 
above the i r   1971  level. This  has l e d  t o   s h o r t a g e s   i n  consumer goods and 
has   ac ted  as a constraint   on  the  development   effor t .  

The  Yemeni a u t h o r i t i e s  do not  consider  an  exchange  adjustment a s  an  
acceptable  means of strenzthening  the  balance  of  payments.  They n o t e   t h a t  
i n   a n  economy l i k e   t h e i r s ,  i n  which a large proport ion of consumption i s  
import-intensive,  a devaluat ion would r e s u l t   i n  a s u b s t a n t i a l   i n c r e a s e  i n  
t h e   c o s t  of l iv ing .   Expor t   rece ip ts  would  probably  not r i s e   s i g n i f i c a n t l y  
as the  export   base is small and most of   the items involved are no t   sub jec t  
t o  a h i g h   p r i c e   e l a s t i c i t y   o f  demand abroad.   Similar ly ,   invis ibles   mizht  
not   respond  posi t ively.   Furthermore,   in  a s o c i a l i s t  economic  system  the 
a l loca t ion   o f   r e sources   r e f l ec t s   cen t r a l i zed   dec i s ions   r a the r   t han   t he   p r i ce  
mechanism. 

0 

Two noteworthy  aspect0  of  the P.D.K. of Yemenqs balance of payments 
management are the  measures   with  respect   to   foreign  debt   and  the  f rec   zone.  
As regards  the  former,   the   authori t ies   have  avoided  borrowing on comnercial 
terms, with  only  minor  cxceptions,  so t h a t   t h e  burden. of debt ser:-ice will 
continue t o  be  minimal i n   t h e   n e a r   f u t u r e ,   R e g a r d i n g   t h e   l a t t e r . .  a  number 
of steps have   been   taken   recent lv   l ibera l iz ing   the   res t r ic t ive   sys tem i n  
a n   e f f o r t   t o  revitalize the   en t r epo t  trade and f a c i l i t a t e  t h e  es tabl ishment  
o f   i n d u s t r i e s   i n  Aden's f r e e  zone.  These  measures are a l l  t he  more s i r n i f i -  
can t  as t h e   f r e e  zone i s  fo r   t he   t i ne   be ing   r e se rved   fo r   t he   p r iva t e   s ec to r .  
I n   a d d i t i o n ,  several duty  free  shops  have  been opcned t o  c a t e r  t o  t h e   t o u r i s t  
trade  which i s  expec ted   to   p ick  up pari  pgs~t with   the   increase  i n  t r a f f i c  
a t  the  Port   of 'Aden.  It should  be  noted also t h a t  progress has  been made 
i n  e l imina t ing  broken c r o ~ s  rates. 
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111. Staff  A?,praisal  

Over the   per iod  coverec! it-. t h i s   r e p o r t   t h e   F r i n c i p a l   o b j e c t i v e   o f   t h e  
Yemeni Government has   unde r s t andab ly   hem  to   r ev i t a l i ze  and  deve3qp the  
economy. The a u t h o r i t i e s  have  mainly  rclicd on a combination of f i s c a l  and 
incomes policies, coupled with comprehensive  controls I The 7 have t h u s  been 
able EO l ay   the   foundat ions   €or  a resumption  of  economic  growth a t  s n t i s -  
factory  rates,  while  keeping  monetary  expansion  Withiit  reasonable lirnits. 
Furthermore, unemployment is said to  have  been  reduced  and  considcrable 
proGress has been made i n  the s o c i a l   f i e l d .  The s t a f f  is favorably  impressed 
with what has  been  accomplished i n   v e r y  d i f f i c u l t  c i rmmstances .  It f e l t ,  
hotrever, i n   t he   cou r se  of t he   consu l t a t ion   d i scuss ions   t ha t  a danger has 
now emer tyd .   In   the i r   eagerness   to   ach ieve   the i r   goa ls ,  the a u t h o r i t i e s  
a re   d i sp l ay ing  a tendency  to   push  expansionary  pol ic ies   too  far   a t   the  
expense of monetary s t a b i l i t y .  Another  weakness i n   t h e i r   p r e s e n t   t h i n k i n g  
is tha t   they  are  neg lec t ing   po l i c i e s   t o   s t r eng then   t he   ba l ance  of payments, 
which has become a potent :   constraint   on economic  growth  and the  development 
e f f o r t .  

The s t a f f   be l i eves   t ha t   con t inued  monetary r e s t r a i n t  i s  e s s e n t i a l .  
Price con t ro l s  do not   provide  an  acceptable   a l ternat ive.   Should  they h e  
tighcened, i t  hou ld   be   d i f f i cu l t   t o   p reven t  a lengtheninz of buyer  qucucs 
and  a step-up in   b l ack   marke t   ac t iv i ty  which would ob l ige   t he  Government t o  
expand subs  t a n t i a l l y   t h e   r a t i o n i n g  s y s  tem. Xoreover c a p i t a l   f l i g h t  might 
be i n t e n s i f i e d .  Such developments  would c o n s t i t u t e  a misa l loca t ion  of t h e  
coun t ry ' s   s ca rce   r e sources .   I f  i t  is t r u e   t h a t   t h e  P.D.R. of Yemen has 
reached, o r  i s  approaching, a phase of f u l l  employment,  an unres t ra ined  
increase  i n  e f f e c t i v e  demand might also exe rc i se  s t rong  upward p res su res  on 
wages jeopardizing  the  Government's so far success fu l  incomes p o l i c i e s .  

The most impor t an t   op t ion   ava i l ab lc   i n   o rde r   t o   i nc rease   s av inqs  would 
be t o  reduce the  current   budget   def ic i t ,   indeed  the  long-term  object ive 
should be t o  eventua l ly   ach ieve  a surp lus   in   the   o rd inary   budget .   Dur inz  
the   consu l t a t ions   t he   s t a f f   sugges t ed   t ha t   t o t a l   o rd ina ry   expend i tu re s  
should be  reduced  and  that   the   select ion of p a r t i c u l a r  items t o   b e   c u r t a i l e d  
necessa r i ly  depended on t h e   s c a l e  of p r i o r i t i e s   e s t a b l i s h e d  by the a u t h o r i t i e s .  
As i n d i c a t e d   i n  EBS/76/179, a dec i s ion  was subsequently made to   revise   expendi-  
t u r e  downward. This   dec is ion  is t o  be  velcoued.   There  a lso  appear   to   be 
some areas where taxat ion  can be increased .  For example, as a revenue 
measure t h e  Governnent   should  consider   an  increase  in  tariffs which  appear 
low on the average. 

Secondly,  resources  might  be  mobilized by a d e q u a t e l y   r a i s i n g   i n t e r e s t  
rates. In   t h i s   connec t ion  i t  would seem t h a t   t h e  authorities underest imate  
t h e   d i s i n c e n t i v e   e f f e c t  of e x i s t i n g ,   n e g a t i v e   i n t e r e s t  rates on depos i t s :  
a t  t he  same time they   overes t imate   the   ab i l i ty .   o f .appoin ted   commit tees   to  
a l loca t e   c r ed i t   r e sources   r a t iona l ly ,   w i thou t   t he   gu idance  which  would  be 
a v a i l a b l e  t o  them i f   t h e  price of c a p i t a l   a d e q u a t e l y   r e f l e c t e d  its s c a r c i t y  
value.  It is probably  true,   however,   that  a small i n c r e a s e   i n   i n t e r e s t  
rates would prove i ne f f ec t ive   and  that a l a r g e  one might be p o l i t i c a l l y  
d i f f i c u l t .  
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!glith reflard t o  t!le e x t e r n a l   s e c t o r ,  t h e  s t a f f  welcolws the p o l i c i e s  
ninlcd at stirndatinq the e n t r c p o t   t r a ? e  HW! avoidiny:  borrowiny. on hard 
tcrlns. However, a more fnr-reachinE  ayproach may be nc!ccs:<;>ry, if thC! 
e r i s t i n p   b a s i c   a i f f i c u l t i e s  arc t o  1 :I overcome. A reforv! of the  exchatlp,e 
system may indeed  be ovrirdue. b!o a c t i o n  was taken  immediately a f t e r  
independerlce t o  a d j u s t  f o r  thc s u b s t a n t i a l  losses in   foreizn  exchange 
ea rn inzs  which  the P.D.R. of Y e w n  cxFcricnccd a t  t h e  tirne. On the con t ra ry ,  
i n  the period of i n t cma t iona l   cu r rency   r ea l ignmen t s  ::incc 1973, thc   d inar  
was mainta ined   in  terms of r,old t d  t11 t!le r e s u l t  t i l i l t .  it: has appreciated i n  
affCCtiW teYt7:s i n  r e l a t i o n  to tho cui::'dncicss of P.D.R .  o f  Yaqen's mait1 
t r ad in f ,   pa r tne r s .  It cor13 d pcrhatls be %L^:;uccl t!lat t h e   s t r i n p n t  incomes 
policy appl ied by t h e  Covcrnlncnt ha!; obviatcd the need f o r  a r e fo rn .  :-lowever.; 
thcre is no evidence  that  this policy i s  i n  f . ~ c t  leadin,c! t o  an inlprovcnlent 
i n  t h e  external sector .   Furthermore,  on a ?,riori  crounds, i t  caneot LC 
assumed that the two p o l i c i e s  are s a t i s f a c t o r y   s u ! > s t i t u t e s  for  each other 
holdin.:: down incomes ac?oss-the-boarcl does riot br ing  about  the rec!istrihution 
necessary   to  stimulate! export  9roductio:l. The staff does not be l i eve  t h a t  
the demand o r  the supply o f  the P.D.9. of Yemen's exports are price i n e l a s t i c .  

The a u t h o r i t i e s  should be  cornmendqd for  t h e i r   e f f o r t s  to compile and 
inprove  economic statistics. Ttlc s t a f i '  hopes that this uor!:, iftliciz i s  
supported by a s s i s t a n c e   f r o n  the Fund, will b,: continucc?.. The most uroent 
need for inprovement i s  i n  the areas of   the  nat ional   accounts  and the 
presen ta t ion  of budgetary da t a .  These and o t h e r  s t a t i s t i ca l  improvements 
vi11 f a c i l i t a t e  the a p p r a i s a l  of cu r ren t   cond i t ions  and the formulsLion of 
economic  policy. 

0 



IV. Propof ed Vecision 

The fol lowing  draf t :   decis ion is submitted f o r  the   cons ide ra t ion  of tho, 
Executive Board: 

1. This dec i s ion  is tabeu  by  the  Executive Board i n   conc lud ing   t he  

1976 consul ta t ion   wi th   the  Pcoylcps Democratic  Ilcpublic of Yewn pursllant 

to  Article XIV, Sect ion 4; of the  Articles of Agreement. 

2. In r ecen t   yea r s ,  the P . D . R .  of Yemen has been   acce lcra t inp   deve lop  

ment and ordinary  budget  expenditures m d ,  a t  the  s a w  time, pursuing a 

po l i cy  of r e s t r a i n t  on incomes i n   o r d e r  to  contain  pr ivate   consumption.  As 

a r e s u l t ,  unemployment has  been  reduced and the   ou t look  is  f o r  an inc rease  

i n   t h e  rate of growth i n  t he  mar  f u t u r e .  The budge ta ry   de f i c i t  has been 

he ld   wi th in   reasonable  limits so f a r 9  and  monetary  expansion  has  been in 

l i n e   w i t h   t h e   a v a i l a b i l i t y   o f  goods and services. The  Fund welcomes t h e  

new f inancial   program of t h c  Yemeni a u t h o r i t i e s  which  provides  for a con- 

t i nua t ion   o f   t hese   po l i c i e s .  

3. In   1975  the  balance  of   payments   def ic i t  was sizable ,   though somewhat 

smaller than  had  been  expected. The Fund bel ieves   tha t   appropr ia te   changes  

should  be made in t he  P.D.R. of Yemen's fo re ipp   exchanze   po l i c i e s   i n   o rde r  

to s t r eng then   t he   ex te rna l   s ec to r ,   t hus  making p o s s i b l e  a vigorous  recovery 

i n   t h e  economy and   fu r the r   acce l e ra t ion  of the  development   effor t .  T'ne Fund 

n o t e s   t h e   l i b e r a l i z a t i o n  of the restrictive sys t em  in   r ega rd   t o   t he   f r ee  

zone i n  Aden and  progress made i n   e l i m i n a t i n g  a nunber of broken cross rates 

f o r   f o r e i s n   c u r r e n c i e s .  



;.IO Far ~ ! u e  for t he  Yc!ncni rIin;;r (YP) has yet been  cstablisheci. It1 
January  1872 thc 1'. D . R .  of Ycmcn communicatcd a c e n t r a l  rate of Y1) 1 E 

USS2.617571, equal  t o  2.13281 grams of fine ?o ld ,  and ava i l ed  i tself  of Wi.dCr 
marpins  under  parsl:roptl 3 of  Rxecrltivc Board r e c i s i o n  :Joe 3463-(71/126) 
adopted  Ueccnber 18, 1971. The dimr vas thvs a t  p a r i t y  with the pound 
s t c r l i n 3   u n t i l  June 1977 I Following the s r c r l inp :  float i n   t h a t  month, t hc  
Ycmcmi a u t h o r i t i e s  informed the Fund t h a t  they tJould ma!.ntain unchanged the  
eold content of tllc dinar   and troulcl discont inue pcK:!inl: i t  t-o srcrlin,o,. 
The fyld valve of the   d ina r  was apain  maintained  in  I!'chruary 1973 and the 
central rate is X W J  Y!.) 1 = US$2.G9524, A r e p r e s e n t a t i v e   r a t e   f o r   t h e  YQmCni  
dinar   has   becn  es tabl ished  under   Pule  9-3>  paramaph ( c ) ( i >  a g a i n s t   t h c  
U. S. d o l l a r  i t  is YD 1 = US$2,8$6 ~ the  midpoint bctw?icn the buyin?  and 
se l l - i n?  rates of the National Rank of Yemen (the comrnercial t a n k ) .  I n  
Aupust  1974,  the P.11.R. of Yemn macle a cold tranche  purchase of SDR 3.75 
mil-lfon., and in ifay 1975 i t  purchase#.! SUR 7.25 m i l l i o n   i n  the f i r s t   c r e d i t  
tranche. 1Jndcr tho 1974 O i l  P a c i l l t y ,   t h e  P.D.R. of  Yemen made tm pur- 
chases,  one of SDR 9.306 m i l l i o n  i n  IJovemlxx 1974 and a second of S!)R 2.494 
mi l l i on   i n   Ih rch   1975%  unds r  the 1375 0.fl Fnc i l . i t yp  i t  purchased SDR 4.6 
mi l l i on   i n   Ju ly   1975  and SET 7.42 m i l l i o n   r e c e n t l y ,  A t  present  the Fund's 
holdinEs of Yemeni d i n a r s  are equal  t o  207.1. p e r  cent or .  excludinp,  purchases 
under  the Oil F a c i l i t i e s ,  125 per cent of quota.  As a F a r t i c i p a n t  in t h e  
Spec ia l  Drawing  Accotlnt, t h e  ?? ,P.R.. of Yenen %as r ece ived   a l loca t ions  of 
SDR 3 . 9  n i l l i o n :   c u r r e n t l y ,  Its holdinzs  of SDRs amount t o  X.!: p e r  cent of 
the   cumula t ive   a l loca t ion .  The P . D . R .  of Yemen has rece ived   technica l  
a s s i s t a n c c  fro3 the Fund i n   t h e  f i e l d  of central   bankine.  A general adviso- 
ilas becn ass igned   to  the 3ank of Yemen since A p r i l  1973,  and a research 
advisor  f r o m  January  1975. 

The l a s t  Article XIV c o n s u l t a t i o n   d i s c u s s i o n s  were ?lel:j i n  Aden during 
the period  January 24 t o  February I,, 1975. The Executive  Board  Gecision 
;IO. 4665-(75/82)  adopted May 16,  1975, was as follows : 

1. This decision is taken by the Kxecut ive   Di rec tors   in  
concludino the 1975 consul tation with tile P.D.K. of  Yemen, pursuant 
t o  Article XIY, Sect ion 4 ,  of t h e  Articles of  Agreement. 

a 

2. Economic a c t i v i t y ,  which  had  been  depressed  for  several 
years ,   p icked o:, momentum i n  1873!74 and. 1374/75  and i s  expected 
to  show a fur ther   improvetent   in   1975/76,   respondiny!   to  an a c c e l e r -  
a t i o n  i n  investment   expendi ture   within  the  f rmework of t h e  Five- 
Year Plar,. Current  expenditure  has  been  slowed down and the budget 
de f i c i t   con ta ined ,   no twi ths t and ing  the i nc rease  i n  the p r i c e  l eve l  
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due t o   t h e  risin:; c o s t  of i y s o ~ t s .  Thfs pol i cy  and o t h e r  measirrcs 
t o  r c s t r s f n  consumption have serve. '  t o  moderate  monetary  expansion 
and i n f l a t i o n a r y   p r e s s u r e s   o r i g i n a t i n "   i n   t h e  domcstic s c c t o r .   I n  
the e x t e r n a l   s e c t o r  a s u b s t a n t i a l   d e f i c i t  was reg is te red   in   1974/75  
owiny: p a r t l y  t o  a d c t e r i o r a t i o n  in t h e   t e r m  of t r ade  a fur ther  
s i z a b l e  loss in f o r e i c n  exct1asy.c r e se rves  is  expected i n  1975/75. 
To limit the extent  of t h i s  loss ,  t h e   a u t h o r i t i e s  i n t e n d  to cont inue 
m a s u r e s  of r e s t r a i n t  i n  the areas of fiscal, monetary and incoracs 
pol icy.  The Fund acrees t h a t  such tileasurer; w i l l  prove h e l p f u l ,   b u t  
i t  feels tirat t he  P.D.R.  of' Yemen should also adopt i n  due course 
e d d i t i o n a l  steps aimed a t  s t r eng then ing  the balance of p a y w n t s  
p o s i t   i o n .  

3. In  1974 the  P . D . R .  of Ycmcn t ightened  the  iolport   regiue 
somewhat, but a t  the same time too!< a number of steps to improve 
the  foreign  exchange  and track system, The Fund notes the   p rogress  
made i n  reducing mul t ip l e   cu r rency   p rac t i ces   a r i s ing  from excessive 
spreads between buyinp;  and s e l l i u g  rates and f rom broken  cross rates. 
It believes that the  authorities should keep wder review e x i s t i n g  
r e s t r i c t i o n s  on trade and  payments  and take act ion  toward their 
gradual e l imina t ion .  
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P.D.H. of Yemen - Basic Data 

APPENDIX 1 I. 

Area  and  population 
Area 
Populat ion 

~~ 

IMF d a t a  
Date o f  IHF membership 

112,000  square miles 
1.59 mi l l i on  

S t a t u s  Article X I V  
Quota SDR 29 m i l l i o n  
Fund hold ings  of Yemeni d i n a r s  207.1 pcr c e n t  of quota  
Currency Yemeni d i n a r  (YD) 
Par   va lue  No par   va lue  has ye t   been   c s t ab l i s l l ed .  

The Yrmeni d i n a r  is pegged to t h e  U.S. 
d o l l a r   a t  R r a t e  o f  YI) 1 = USS2.89524. 

A r c p r e s a n t a t i v e   r a t e  of YD 1 - 
USS2.886 is now i n   f o r c e .  

SDR account   Par t ic ipant .   Al loca t ions   rccc l ived  
SDR 9 .9   mi l l ion .   Curren t   ho ld ings  

amount t o  32.9 per  cent   o f   ne t  
c u m u l a t i v e   a l l o c a t i o n  

Pub l i c   f i nance  
Domestic  revenues 
Curren t   expendi tures  

D e f i c i t  

Development  expenditures 

F i s c a l  ycnars ended March 31 Apr i l -kc . -  11 
1971172  1972173  1973174  1974/75  1?75 

( I n   m i l l i o n s   o f  Yemeni d i n a r s )  

16.0 1 2 . 1  15.3 18.1 1 4  .O 
20.7 21.7 22.7 27.5 n .a .  __ 
-4.7  -4.6  -7.4 -9.4 n.a. 

4.1  9.0 1 2 . 1  20.0 18.7 

Calendar   years  
1971  1972  1973  1974  1975 

21  ( I n   m i l l i o n s   o f  Yemeni d i n a r s )  
Money and  credi t   (end  of   year)-  
Money supply  31.7  34.9  40.1  46.1  52.3 
Quasi-money 8.2  8 .9  8.9 9 .O 10.8 
Claims on t h e   p r i v z t e   s e c t o r  9.6  9.9 10 .1  18.9 19.7 
Claims on t h e   p u b l i c   s e c t o r   ( n e t )  5.6  10.4 15.1 24.0 30.8 

31 ( I n   m i l l i o n s   o f  SDKs) 
Balance   o f   payments  
Exports   27.6 25.7 20.6 15.6&' 20.5- 
Imports  -104.2  -96.0  -108.3  -153.4  -154.3 
S e r v i c e s   a n d   p r i v a t e   t r a n s f e r s  70.6  44.2  45.1  56.5  57.5 

a n d   p r i v a t e   t r a n s f e r s  -6.0 -26.2 -42.6  -81.3  -76.0 

5 t  

Balance  goods,   services  

Net capita16$nd  government 
t r a n s f e r s  9.8  24.5  39.3  56.5  56.3 

Monetary  movements (decrease  -) 3.6  -1.7 - 3 . 3  -24.8  -19.7 

Net o f f i c i a l  and  banking f o r e i e  
a s se t s   ( end  of year)  66.1  64.4  61.1  36.3 16.6 

Bank o f  Yemen's g ross   r e se rves  59 .? 61.7  63.0,/  55.2 46.7 
Government (purchases  from IMF) -0.2 0.1 " -9.3 -23.681 
Commercial  bank  7.1  2.5  -1.9  -9.7  -6.5- 

~ - " ". ___ 

P r o v i s i o n a l .  
End of  September  for  1975 money and   c r ed i  
O i l  r e f i n e r y   t r e a t e d  as a nonres ident .  
Prel iminary.  
Estimates. 
Includes  errors   and  omissions  and SDR a l l  
Less  than SDK 100.000. 
End November f o r  National Bank of Yemen. 

t d a t a .  

o c a t i o n s  . 


