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Executive Summary

The Eritrea Investment Climate Assessment (ICA) is
based primarily on a survey conducted by the
Regional Program on Enterprise Development (Africa
Private Sector Unit) in Spring 2002. The team covered
manufacturing firms representing about 65 percent of
total employment in manufacturing. The survey was
designed to examine the cost of doing business and
to generate cross-country comparisons  of
competitiveness and the investment climate.

The recent efforts of the Government of Eritrea to
promote private sector-led growth are grounded in a
tradition of entrepreneurial spirit that has survived periods
of conflict and other shocks. Eritrea’s small economy has
a GDP estimated in 2002 at $US 644 million. In 2001,
industry as a whole accounted for 22.3 percent (only 7.8
percent of which was manufacturing). The government
has recognized economic diversification, especially
export diversification, as a key requirement for achieving
sustainable, broad-based growth in the new century. The
loss of the Ethiopian market and rising debt means that
increasing exports is very important. Considerable
attention has been given to increasing comparative
advantage in labor-intensive manufacturing for export
because of the potential for dramatic growth based on
experience in other developing countries.

Cross-country Comparisons of
Competitiveness

Firms in Eritrea are more capital intensive than many
other Sub-Saharan African countries. The median
amount of capital per worker in Eritrea is just over
$21,000; a very high amount given the size of the
country and its private sector.

The ratio of value added to capital (value added
per unit of capital), is used as an approximate measure
of the productivity of capital. Given the extremely high
capital intensity in Eritrea, we would expect low returns
to capital, and hence very low capital productivity.
Capital productivity in Eritrea is significantly lower than
that of other countries in sub-Saharan Africa and
beyond; its almost to the point of zero return.

A perennial issue in the debate on whether
Africa can be globally competitive is that of the
competitiveness of African labor. Unit labor cost
measures the total cost per unit of output in a common
currency, which enables international comparisons of
competitiveness of labor. Because it is very difficult to
use physical measures of output across different
countries, we use an approximate measure of unit
labor cost which is the ratio of wages to value added
at the firm level, averaged across the sample of firms.
It is clear that while Eritrea’s unit labor cost (0.38) is
within the range of sub-Saharan African countries, it is
much higher than that of several Asian countries
during periods of rapid economic growth.

The Dynamics of Factor Markets

The Labor Market. Manufacturing employment has
been declining and wages are rising sharply,
presumably reflecting the impact of military
mobilization In Eritrea, daily wages, overtime, bonus
and other benefits for skilled production labor are
about $2.63 per day while unskilled workers receive
about $1.86 per day. While these numbers are not
astronomically high, they are rising.

The survey found that about 15 percent of the
white collar workers went on military duty in 2001.
This figure comes at the end of the mobilization
process that has been taking place over the last
several years. The point here, is not to discuss the
military rationale of the removal of such a portion of
the workforce but only to underline its detrimental
impact on manufacturing. The lack of demobilization
has deprived the private sector of a large segment of
its skilled workforce and negatively affects the quality
of overall management and performance.

The scarcity of labor is a major issue for the
Eritrean manufacturing sector. Our data strongly
confirm that labor is in fact scarce and that this
scarcity is driving up the cost of production. Between
the end of 2001 and May 2002, earnings increased
sharply over the sample by 17 percent. The increase
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in earnings was particularly significant for unskilled
production workers (close to 22 percent) and also
very high for skilled production workers (close to 18
percent). These are very significant wages changes,
given that the time period considered is only one year.
It highlights the enormous problem of scarcity of labor
in an already difficult operating environment

Financial Issues. Although there are some positive
elements in the country’s financial sector—there
seems to be adequate liquidity and an overall lack of
corruption—it is unclear whether the availability of
credit within the banking sector translates into
adequate access to low-cost credit and satisfaction of
demand at the firm level.

Our results indicate that a large proportion of firms
in the private sector do have access to the formal
financial sector, primarily through the use of
overdrafts. However, most of the finance is clearly
being used to meet working capital needs.
Investment is very low in Eritrea, even when compared
to the rest of Africa. Government policies to promote
investment and laws encouraging credit flows to the
private sector are urgently needed to put the country
on a higher growth trajectory.

About 40 percent of domestic private firms do not
have a loan; a majority of all other types of firms
indicated that they do not currently have a loan. All
firms in this category (except domestic privately
owned firms) indicated that they did not apply for a
loan. Of the firms that did not have a loan and had not
applied for a loan, 75 percent indicated that they did
not need a loan, and 17 percent argued that interest
rates are too high. The fact that such a large number
of firms did not apply for a loan may indicate powerful
deterrence effects, such as the problem of accessing
land to submit as collateral. The ratio of the value of
collateral to loan value is very high for domestic private
firms (172 percent) and high for other firms as well.

With three state-owned banks that do not truly
compete with each other and essentially fixed interest
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rates, there is real rigidity in the financial sector. The
main concern with these rates is the lack of variance.
Interest-rates do not appear to take into account the
varying degrees of risk represented by the firms in our
sample. This reflects the broader problems of the
financial sector—by latching onto a 12 percent
interest rate “ceiling,” and paying depositors 5-6
percent, the financial sector has settled into lending at
a risk-invariant rate of 9 percent while imposing
substantial collateral requirements.

Access to Land. Firms were asked if “access to land”
was a significant obstacle to doing business in
Eritrea. A close examination of the answers indicates
in fact a bi-modal pattern, with companies usually
answering either “not a problem” or a “severe”
problem. This division of answers could be due a
deterrence effect. The results have also been
influenced by the fact that a majority of the 35
privatized firms in Eritrea were included in the sample
study. These companies had unique privileges
regarding access to land and other resources prior to
their transfer from government ownership. For those
firms that do need land and attempt to obtain it, land
is extremely difficult to get. On average, firms that
were able to obtain land within the last five years had
to wait 316 days and had to pay about 127,185 N
(roughly $US 9,080) for processing.

Regulatory Constraints and Infrastructure
During the RPED survey, owners and managers of
manufacturing firms were asked both qualitative
“ranking” questions and quantitative “cost” quest-
ions regarding infrastructure and government
regulations. General business regulations and
infrastructure are covered, in order of importance for
the manufacturing firms in our sample. Some of the
more important issues outlined by the private sector
were macroeconomic stability and inadequate
supplies of electricity.
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Macroeconomic Stability. The worst rating was given
to “Macroeconomic Stability” (defined as the stability
of inflation and exchange rates). The evidence
shows that macroeconomic instability is perceived
by the private sector as the largest factor dragging
down performance. These findings roughly
correspond to questions on the impact of lack of
foreign exchange on capacity utilization. The
majority of firms classified lack of exchange for
imports as a severe problem (63 percent).

Electricity. While 27 percent of the sample answered
that electricity was not a problem, 18 percent
considered it a “severe” problem and a further 11
and 15 percent, “major” and “moderate,”
respectively. In addition, the average firm owner had
to wait 99 days to obtain an electrical connection,
although the distribution of answers was skewed by
one answer and a more meaningful number is
probably the median, 30 days. According to sample
firms, there were an average of nine electricity
interruptions (median equals five days) a month
during the year 2001. It is not surprising then that 43
percent of the sample firms own a generator from
which they obtain an average of 22 percent of their
electricity. Thus, the uncertain supply of electricity
imposes higher business costs, both to acquire a
generator and to operate it when the public grid is
not supplying electricity.

Corruption. The majority of respondents (84 percent)
in a ranking exercise answered that corruption is not a
significant obstacle to doing business in Eritrea. This
perception was corroborated by answers to other
related questions throughout the survey.

Labor Regulations. A majority (85 percent) of
respondents stated that labor regulations were not a
problem. When asked about specific types of labor
regulations (hiring local or foreign workers, procedures
and cost of retrenchment, limits on temporary hiring,
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and so on) the average answer was consistently that
they were not obstacles. Although some firms
complained about the burden of providing six months
of pay when a worker is fired (18 percent of the sample
said that “layoff procedures and cost of retrenchment”
were a problem), most firms agreed that the labor
regulations were not the main problem and repeated
that the major problem was the lack of workers.

Business Licensing. There is evidence that efforts to
streamline the licensing of businesses have had some
success as well. Generally, the private sector sees the
license as a comprehensive instrument, which is
reducing the amount of time required previously to
obtain various licenses. For those firms established
within the last five years, the average number of
licenses required was indeed one. The average
answer for the time it took to get a license was two
days (for those firms that were established during the
last two years). One should bear in mind, however,
that the RPED approach only covers existing
businesses that were by definition successful in
overcoming these hurdles. Other assessments have
pointed out that potential investors are still having
business license applications turned down for
arbitrary reasons (World Bank 2002a). However,
overall, the average time spent by senior
management on government regulations was 5
percent, much lower than RPED results in other sub-
Saharan African countries.

Main Conclusions

The RPED survey of Eritrea yielded several results of
value to the government in terms of designing policies
regarding the private sector. The Eritrean manu-
facturing sector is very capital intensive, capital
productivity is quite low, and there is a shortage of
skilled labor, causing wages to rise. Firms do have
access to the formal financial sector to some extent,
primarily through the use of overdrafts. However,
most of the finance is clearly being used to meet
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working capital needs and investment is very low.
Interest-rates do not appear to take into account
varying degrees of risk. Access to land is also
presenting a severe problem for some firms. With
regard to the general business environment, access
to foreign exchange, macroeconomic instability, and
intermittent provision of electricity are among the
largest obstacles. There exist a host of “second
generation” issues that are not apparent at this time
because the labor shortage dominates above all other
constraints. It may well be the case that once labor is
freed up and some key problems are addressed,
there will be a surge in productivity and exports. At
that point, the “second generation issues” will become
the binding constraints.

Recommendations

A number of general and specific recommendations
arise from the analysis and conclusions of this study.
The two key obstacles to resuming growth are the lack
of foreign exchange and the severe shortage of labor.
As these obstacles are removed, another set of
constraints will likely become binding. The survey
suggests that the top four obstacles in this “second
generation” are 1) infrastructure constraints such as:
unreliable electricity supply, poor telecommunications,
and high costs for sea and air transport; 2) limited
access to finance at a reasonable cost; 3) low levels of
education and skills in labor force; and 4) limited
access to land.

e Foreign Exchange. The lack of availability of
foreign exchange is mostly a macroeconomic
issue. Above all, business people want a
predictable environment, which means slow and
predictable changes in exchange rates, interest
rates, and the rates of inflation. This can only
come about from macroeconomic stabilization.
Until that is achieved, inflation rates will continue
to be high (double digit) and variable. That in turn
will play havoc with exchange rates and interest
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rates. While stabilization in the current situation in
Eritrea will probably result in a major devaluation
of the official exchange rate, it will likely bring a
number of benefits. Net earners or receivers of
foreign exchange will be better off. Foreign aid will
put greater resources in terms of Nakfa at the
disposal of government. Receivers of remittances
will be better off. Flow of remittances and foreign
private investment is likely to rise as confidence
returns. Supply of foreign exchange will no longer
be much of a constraint on private businesses.
Costs of imported inputs will increase but will now
be correctly reflected on the firms’ balance
sheets. To the extent that domestic production
competes with imports, the higher cost of foreign
exchange will give the enterprises additional
protection. New export earners will emerge,
further increasing the available foreign exchange
and thus help stabilize both nominal and real
exchange rates in the future.

Supply of Labor. The results of the survey
analysis clearly indicate that the current
overarching constraint is labor. The labor
shortage affects firms’ ability to grow and
become competitive, either in the regional or
international marketplace. Due to the severe
shortage of labor, firms are relatively less
productive in Eritrea. The ratio of capital to labor
is much higher than the optimal ratio, and wages
have been rising. Unit labor costs, a rough
indicator of competitiveness, show that Eritrean
labor is expensive relative to labor in other parts
of the world. When coupled with other constraints
highlighted in the report, the labor shortage
creates a severe drag on competitiveness in the
private sector. It may well be the case that once
labor is freed up and other key problems
mentioned in this report are addressed, there will
be a surge in productivity and exports of existing
firms and a high demand for new investment.



Executive Summary

Immediate and effective demobilization is
necessary if the private sector in Eritrea is to
function normally. Demobilization will also make it
easier to achieve macroeconomic stability.
Infrastructure. Power, telecommunications, and
transport are not currently the most important
binding constraints but may well become more
problematic once labor is freed up and the private
sector starts growing. The uncertain supply of
power already imposes some extra costs on firms
and may quickly emerge as a larger constraint
once the labor situation improves.
Telecommunication reforms need to be pushed
vigorously to set the framework for a much
expanded landline and wireless access to the
world. Costs of sea and air transport are high and
need to be brought in line with those of the
neighboring countries.

Access to and Cost of Finance. At a general
level, macroeconomic stabilization, by reducing
the crowding out of private sector by the public
sector, should increase the availability of funds for
lending and decrease the average level of
interest rates. At a specific level, financial
allocation needs to take into account varying
degrees of risk. Low-risk investment will then
benefit from lower interest rates, and high-risk
investment will at least get the opportunity to
succeed (or fail). Banks need to restructure to
achieve this as well as increase profitability. This
should also lead to lower collateral requirements,
at least in some cases. In addition, more training
in credit assessment would facilitate this shift in
operating procedure. If these adjustments are not
made, finance could very well be an even larger
obstacle for existing and potential firms once the
labor supply is increased, especially where long-
term investment is concerned.

® Educated and Skilled Labor Force. The study

found both direct and indirect evidence of the
negative impact of low levels of education and
skills of the Eritrean workers. At the direct level,
employers complained that even when workers
are available, they were not easily trainable
because of a generally low level of education and
experience in jobs that require skill. Indirect
evidence comes from the fact that the unit labor
costs (ULCs) are high when compared to
successful exporters. A strong rise in productivity
would reduce ULCs, because ULCs in domestic
currency are just a ratio of nominal wages to labor
productivity. But greater productivity is a function
of better education and greater skills.

Access to Land. Our survey shows that some firms
have serious problems with access to land; others
report that they do not have a constraint. It is very
clear that the administrative process for accessing
land is problematic. Aggressive follow-up by the
relevant authorities on existing applications for land
is urgently needed; the government needs to sort
out exactly what is holding things up from the point
of view of administrative barriers. Using market
mechanisms to price the leasing of land may make
sense as well; one possibility is to auction off leases
for land. In most market economies, there is a “rent
gradient”; that is, center-city land is much more
expensive than land on the outskirts of a city.
Asmara would probably be no different once
bureaucratic obstacles to pricing of land are
removed. Ease of exit from leases is just as
important. If sub-optimal decisions are made
regarding leasing of land, entrepreneurs should be
able to sell their leases just as easily as they buy
them. An active and efficient market for land is
crucial to the growth of the private sector. Valuable
capital resources should not be tied up in land
indefinitely due to lack of a functioning marketplace.
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1. Economic Growth and the Private Sector

Introduction

The current Government of Eritrea (GOE) is committed
to improving economic development and raising the
living standards of the population. The private sector,
with emphasis on the export sector, is seen as the
engine of growth that will help jump start the small
economy and eventually lead to long-term growth.

The recent efforts of the GOE to promote private
sector-led growth are grounded in a tradition of
entrepreneurial spirit that survived periods of relative
inactivity. Industrial development in Eritrea began
during the Italian colonial period (1890 to 1941), when
a large number of firms were established in light
manufacturing (food and beverages) and con-
struction materials (cement, brick, and tiles).
Ethiopian Emperor Haile Selassie annexed Eritrea in
1962, which started the war for independence and
caused a decline in industrial production. Despite the
nationalization of assets in the mid-1970s under the
socialist Derg regime (1974 to 1991), Eritrea still
accounted for 30 percent of Ethiopian industrial
production and was one of the most industrialized
areas in East Africa. It is clear today that some of the
commercial and industrial skills endured these
phases of relative idleness.

The three-decade-long battle for independence
left farmland and infrastructure devastated by the
early 1990s. An estimated 80 percent of the country’s
infrastructure had been destroyed, and the loss of
military personnel and civilians has been estimated at
150,000 (Bruchhaus and Mahreteab 2000). Eritrea
began the difficult task of reconstruction, and its
provisional government decided in 1992 to
demobilize 57,000 soldiers (60 percent of the total
95,000, one-third of whom were women). After a
referendum, the country proclaimed independence on
May 24, 1993.

Just a few years into the new nation’s life,
however, war resumed with Ethiopia in May 1998.
Starting in 1997, tension began to mount between the

two countries due to trade disputes, the level of
charges in Eritrean ports, as well as the negative
Ethiopian reaction to Eritrea’s introduction of a new
currency, the Nakfa, in place of the birr. After a series
of skirmishes over the poorly demarcated southern
border with Ethiopia, war broke out. A peace
agreement signed in Algiers in June 2000 created a
25-km-wide demilitarized zone along the 1000-km-
long border. Both sides have agreed to a border
decision made by an independent Boundary
Commission in The Hague in April 2002, and the
physical demarcation is still in process.

Private Sector Development and Growth:
Looking Ahead

The RPED survey discussed in this paper is designed
to take a close look at the costs of doing business in
Eritrea and to make cross-country comparisons of
private sector competitiveness. This Investment
Climate Assessment (ICA) is structured in the
following manner: Chapter 2 begins the analysis with
a discussion of productivity in the framework of other
African countries. It then moves on to cover the
various factor markets and ends with a broader look at
the regulatory environment and constraints posed by
the existing infrastructure. The third and final chapter
draws conclusions from the survey and discusses
their policy implications.!

Eritrea’s small economy has a gross domestic
product (GDP) estimated in 2002 at $US644 million. In
2001, industry as a whole accounted for 22.3 percent
(only 7.8 percent of which was manufacturing),
services for 59 percent (18 percent of which is “public
administration”), and agriculture for 18.7 percent of
Eritrea’s GDP (Table 1.1). Out of a population
estimated in 2002 to be 4.3 million, around 80 percent
lives in rural areas and is dependent on agriculture.
The data presented are very rough estimates and may
not be reliable indicators of the true growth rates in the
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Table 1.1. GDP by industrial origin, 1993-2001 (in millions of constant Nakfa, 1992=100)

1993 1994 1995 1996 1997 1998 1999 2000 2001
Agriculture 481.8 658.5 581.5 548.0 550.8 866.7 800.3 4544 616.8
Crops and livestock 385.7 554.8 472.3 437.4 443.7 755.5 683.8 331.3 488.2
Staple crops 109.0 217.0 160.1 134.6 135.3 3355 279.2 97.0 195.6
Cash crops 54.2 107.9 79.6 66.9 67.3 166.8 138.8 48.2 97.2
Livestock 222.5 229.9 232.6 235.9 241.1 253.2 265.8 186.1 195.4
Forestry and fishing 96.1 103.7 109.2 110.6 107.1 111.2 116.5 123.1 128.6
Forestry 92.6 95.3 98.0 100.8 103.7 106.7 109.8 113.0 116.3
Fishing 3.5 8.4 11.2 9.8 3.4 4.5 6.7 10.1 12.3
Industry 337.5 384.6 466.2 638.4 764.5 715.1 735.2 688.4 732.2
Mining and quarrying 4.0 4.0 4.0 4.1 8.8 6.8 6.1 3.0 3.0
Manufacturing 166.1 176.6 213.0 240.9 256.6 233.5 234.6 242.9 256.2
Handicrafts and small industry 28.1 32.7 38.1 50.2 93.0 85.0 88.4 91.5 96.5
Electricity and water 24.0 26.2 27.8 29.5 32.2 32.9 35.0 35.5 35.8
Building and construction 115.3 145.1 183.3 313.7 373.9 356.9 371.1 315.5 340.7
Services 1331.1 1659.3 1729.3 1845.7 1951.5 1813.1 1868.3 1856.1 1941.3
Distribution services 828.4 970.2 1074.4 1148.8 1222.7 1019.2 1029.4 967.6 1025.6
Trade, wholesale, and retail 567.8 641.4 717.8 763.9 808.9 648.9 6554 589.8 625.2
Transport and communications 260.6 328.8 356.6 384.9 413.8 370.3 374.0 377.8 400.4
Other services 502.7 689.1 654.9 696.9 728.8 793.9 838.9 888.5 915.7
GDP at factor costs 2150.4 2702.4 2777.0 3032.1 3266.8 3394.9 3403.8 2998.9 3290.3
Indirect taxes less subsidies 144.2 130.0 125.2 137.4 1558 133.0 146.7 123.6 135.6
GDP at market prices 2294.6 2832.4 2902.2 3169.5 3422.6 3527.9 3550.5 3122.5 3425.8

Source: International Monetary Fund.

various sectors, because a proper system of
compiling national accounts has not yet been
instituted in Eritrea.

From the outset, the GOE viewed the private
sector as the key to economic growth and took steps
to promote its growth. The new government began to
operate the state-owned industrial sector inherited at
independence on a commercial basis and
progressively began to privatize it. By the end of 2001,
it sold off 35 of 41 large public enterprises. It
reformulated the investment code and established the
Eritrean Investment Center. Between 1992 and 1997,

the GOE approved 500 new companies, although it is
not known how many of those actually materialized.
The Business Licensing Office was designed to be a
one-stop shop. The Chamber of Commerce and other
vehicles were used to gather input from the business
community. Industrial estates were established on the
outskirts of Asmara, Dekamhare, and Dubarwa (with
little infrastructure), and housing estates were started
for investors including the diaspora.

The government has recognized economic
diversification, especially export diversification, as a key
requirement for achieving sustainable, broad-based
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growth in the new century. The loss of the Ethiopian
market and the rising debt mean that increasing exports
is more important now than ever. Considerable attention
has been given to increasing comparative advantage in
labor-intensive manufacturing for export because of the
potential for dramatic growth based on experience in
other developing countries. The government is
concentrating on industries in which there is already a
significant level of skills in the country and which require
relatively low levels of capital such as garments, knitweatr,
and shoes. In addition, the government hopes to take
advantage of the fact that the Cotonou Agreement gives
Eritrea preferential access to the European Market and
that the U.S. Africa Growth and Opportunity Act (AGOA)
gives Eritrea duty-free access for garments and quota-
free access for the next eight years.

Significant  progress was made  after
independence regarding the liberalization of trade
policy. The 1994 legal notice 18/1994 reduced the
number of import tariffs to twelve. Capital goods, raw
materials, and semi-processed goods have only a 2
percent tariff. Basic goods duties range from 3 to 20
percent, non-basic goods range from 25 to 40
percent, and luxury import duties go as high as 200
percent. In addition, customs procedures were
simplified. In the mid-1990s, the government began
major investments in infrastructure, roads, electricity,
dams, and port operations to support the further
development of exports. Nonetheless, after a peak in
1995, exports decreased and then collapsed in 1997
and 1998. In 1997, Ethiopia reacted negatively to the
introduction of the Nakfa in place of the birr, and when
the war began in 1998, trading ceased altogether.
Exports to Ethiopia were 63 percent of total exports in
goods in 1997. Neither was there much diversification
in the type of goods exported. Exports of both goods
and services saw a continual decline from 1997 to
1999, with recovery beginning in 2000 and 2001. Total
merchandise exports increased from US$20.1 million
in 1999 to US$36.7 million in 2000 but then declined
to US$19.8 million in 2001.

Macroeconomic Stability

Firms require a stable macroeconomic environment
to lower risk and facilitate long-term financial,
employment, and investment decisions. After
independence, the GOE was quite successful in
stabilizing most major macroeconomic indicators.
However, many of the gains in macroeconomic
stability achieved during the early years of
independence were reversed during the border
war. Regaining this ground will take much longer
than did the initial stabilization, partly due to a
continued perceived military threat from Ethiopia
and partly because Eritrea’s room for maneuver is
now much smaller than during the post-
independence stabilization.

GDP Growth

GDP growth averaged 7.4 percent from
independence in 1993 through 1997 (Figure 1.1). The
border war disrupted this growth, which dropped to
0.3 percent in 1999 and became negative 11.9
percent in 2000. Growth resumed in 2001, led by
recovery of agricultural production.

The manufacturing sector expanded by about 50
percent from 1993 to 1997, according to rough
estimates compiled by the International Monetary
Fund (Figure 1.2). Then the manufacturing sector
was largely stagnant during the war years
(1998-2000), and most likely a large percentage of
that production was related to war efforts. The
private sector has tended to concentrate on
services, namely imports and distribution.
Manufacturing sector growth has begun to pick up
slightly in 2000 and 2001. Although the
manufacturing sector constitutes a small percentage
of GDP, the GOE emphasized developing it because
it is central to the strategy of growth through
exporting labor-intensive light manufacturing.
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Figure 1.1. Real GDP growth
(annual percentage)
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Figure 1.2. Manufacturing sector
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Inflation

Inflation, which was traditionally low in Eritrea (and
previously in Ethiopia), was brought firmly into the
single-digit range by 1996-1997 (Table 1.2). During
the war years (1998-2000), inflation (end-year to end-
year) averaged 15.5 percent, peaking at 26.8 percent
in 2000. A large part of the increase during this period
was due to food price inflation spurred on by the
disruption of agricultural production, due to the
Ethiopian invasion of the western lowlands in May
2000. The inflation rate then started to come down,
falling to an annual rate of 7.7 percent by the end of
2001. While there are no firm numbers yet available for
inflation during 2002, it would be surprising if it has not
moved back into double-digit range, given the
continued high defense expenditures, slow progress
on demobilization, problems with financing with some
of the donors, and problems on the border with
Sudan.

Exchange Rate

In 1997, the dual exchange rate was unified, and the
Bank of Eritrea was established. This was also the
year that the new currency, the Nakfa, was introduced,
on par with the birr. By early 1998, the exchange rate
was stable, backed by reserves that reached nearly 5
months’ of imports of goods and services, and 15
foreign exchange bureaus were trading foreign
exchange.

During the war, the government kept the nominal
exchange rate from depreciating in line with inflation
and the real exchange rate appreciated. The parallel
market for foreign currency began expanding. By
2000, foreign exchange was being rationed, pushing
the black market rate to as much as twice the official
rate. While this gap was significantly reduced for a
while during 2001, the foreign exchange premium
grew again during 2002 and was in the 60-70 percent
range by October 2002 (although in an admittedly thin
and volatile market). It is likely to be a harbinger of
renewed inflationary pressures.
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Table 1.2. Key economic indicators, 1993-2001

1993 1994 1995 1996 1997 1998 1999 2000 2001

Real GDP growth (%) -2.5 9.8 2.8 9.2 7.7 3.9 0.3 -11.9 9.7
Inflation (%) change, end of year 9.6 6.8 11 3.4 7.7 9 10.6 26.8 7.7
Fiscal balance -7.0 -13.3 -25.1 -20.6 -6.0 -39.9 -56.3 -47.8 -32.3
(incl. official grants) as % of GDP

Exports of goods & services 93.3 143.3 171.4 200.2 203.3 1104 65.7 97.5 147.3
(US$ million)

Imports of goods & services 283.7 409.3 5455 5715 589 596.1 597.4 498.6 522.8
(US$ million)

Current account balance 7.6 3.8 -10.2 -21.2 -5.7 -33.0 -40.1 -33.0 -29.7

(excl. transfers) as % of GDP

Current account balance 26.4 20.8 3.5 -8.2 2.2 -24.8 -29.1 -16.7 -12.6
(incl. transfers) as % of GDP

Reserves in months of imports 3.9 5.6 4.6 4.1 4.9 1.4 1.1 0.9 1.2
of goods & services (end-year)

Gross national savings/GDP (%) 81.9 29.2 11.6 14.9 40.7 12.1 13.3 19.2 22.9

* GDP growth rates for 1993 and 1994 have been reported in various documents over the past few years. These figures,
still unofficial, report GDP growth to have been 9.9 percent in 1993 and 25 percent in 1994. Resolution of the difference
awaits the authorities’ publication of the official estimates of GDP since independence. The current account balance
estimates (excluding and including transfers) for the period 1993-96 are taken from the IMF staff report for the 1998

Article 1V consultation.

Source: World Bank, "Revitalizing Eritrea’s Development Strategy," Washington, D.C., 2002, processed.

The current dual exchange rate regime implies
that those firms with access to foreign currency at the
official rate are in effect subsidized. Those without
access are forced, if they can afford it, to obtain
foreign currency on the parallel market to make new
capital investment or purchase raw materials, spare
parts, and so on. At times even this black market
currency is unavailable in sufficient quantities.

Public and Private Investment

In addition to macroeconomic stability, the
government strategy for growth requires a great deal
of public and private resources. Public expenditures,

foreign aid, and domestic and foreign investment
(including that of the Eritrean diaspora) will be
needed to foster the vigorous development of the
private sector.

Government Budget

While the new GOE was largely able to institute fiscal
discipline after the end of the thirty-year war, the
budget was hit hard by the 1998-2000 border war.
Between 1993 and 1997, the government was by
and large able to pay for the demobilization and
reintegration of soldiers, the resettlement of
refugees, the support to families of killed and
disabled soldiers, and the increase in the salaries of
underpaid civil servants. Their ability to achieve this
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without plunging into debt was due in part to
improving tax collection and increasing non-tax
revenues. Non-tax revenues rose to nearly 23
percent of GDP in 1997, almost half of which came
from charges for Massawa and Assab port services.
On top of that, the GOE was able to reduce
corporate income taxes, eliminate export taxes, and
lower and reduce the dispersion of import tariffs.

When the border war began with Ethiopia in 1998,
however, the port revenues dried up, public
enterprises were no longer bringing in sufficient
revenue, military expenditures expanded, and an
income surtax was introduced to help cover these
lost revenues. Public expenditure averaged 90
percent of GDP between 1998 and 2001, meaning
that the state became the dominant actor in the
economy. The budget deficit increased from 6
percent of GDP in early 1998 to 48 percent in 2000,
mostly due to military expenditures, reconstruction,
and humanitarian needs. The deficit was financed
primarily with domestic banking resources. Domestic
debt reached 128 percent of GDP by 2000. While the
numbers for 2001 and 2002 are not yet known,
renewed double-digit inflation and a large premium
on foreign exchange in the parallel market in mid-
2002 suggest that serious macroeconomic
imbalances continue.

Debt

The country was debt free at independence and
established a debt management unit within the
finance ministry in 1997. The external debt rose to
US$321 million by the end of 2000, surpassing 50
percent of GDP in that year.

Dependence on support from the diaspora has
been shifting toward dependence on aid, as diaspora
inflows declined somewhat over the past few years
and aid receipts increased strongly. Private transfers
averaged 45 percent of GDP from 1993 to 1997. Net
donor support was 16 percent of GDP during the
same period. By 2001, these ratios were essentially

reversed. Private transfers declined to 27 percent,
and donor support increased to 34 percent of GDP.

Debt in net present value terms in 2002 as a
percent of exports of goods and services reached 311
percent (preliminary estimate), more than the Highly
Indebted Poor Country (HIPC) eligibility criteria.
However, the external debt was contracted on
concessional terms, so the debt service to exports
ratio is more reasonable, estimated at 23.5 percent
and projected to fall thereafter. Increasing exports to
levels sufficient to repay these debts will be extremely
difficult to achieve.

Balance of Payments

Before the war the current account deficit (including
official transfers) was more or less in balance, and
domestic and foreign debt remained low. During the
war, the current account deficit (including transfers)
reached a high of 29.1 percent of GDP in 1999, which
was subsequently brought down to 12.6 percent in
2001. Gross international reserves that covered five
months of imports at the end of 1997 dwindled to less
than one month of imports by 1999 and have
remained in that range since.

Foreign Direct Investment

Foreign direct investment (FDI) has not taken off,
despite a promising start in 1996. Between 1996 and
2000 FDI inflows have remained largely stagnant,
staying between US$35 million and US$39 million.
According to a recent World Bank document, several
foreign companies had signed joint ventures in areas
such as fisheries and agribusiness but backed out
for various reasons (World Bank 2002a). The
government’s strategy includes trying specifically to
attract the diaspora, but also FDI in general. A
survey of foreign and diaspora investors is currently
being carried out by Foreign Investment Advisory
Service (FIAS) to identify the perceptions of various
groups of potential investors about constraints to
investment in Eritrea.
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To a large extent these perceptions include the lack
of confidence in a lasting peace, which will take some
time to develop. In addition, despite the progress made
in reforming the economy, business operations are still
hampered by various obstacles. Anecdotal evidence
suggests that decisions made on land, access to
finance, and access to foreign exchange are based on
opaque procedures influenced more by the
government than by market forces.

As discussed further in chapter two, business
regulations have seen some improvement but more is
needed, especially to facilitate FDI. This will become
clearer as more foreign investors attempt to enter the
market. The absence of foreign investors means not
only forgone capital investment, exports, and jobs,
but also forgone knowledge and skills.

Foreign Aid

The World Bank is the major source of external funds
for economic recovery, demobilization, and
reintegration programs. The World Bank and the
European Union (EU) are also the principal
supporters of the government in its efforts to improve
power generation/distribution and rural road
rehabilitation. The rehabilitation of the ports of
Massawa and Assab is also being undertaken with
the backing of the World Bank. In addition, the World
Bank is financing the government's Economic
Recovery Program. Other significant economic
assistance tends to focus on rural development and
agriculture. Danish and Italian assistance is centered
on agricultural development and education. The U.S.
Agency for International Development (USAID)
programs focus on the growth of rural enterprises to
develop agricultural and related support enterprises,
with emphasis on high value exports. The UN Food
and Agriculture Organization assists the Ministry of
Agriculture with weather forecasting, crop reporting,
and food security impact assessments. Funds from
the International Fund for Agricultural Development
support irrigation systems.

Conclusion

The border war has been a major setback and has
imposed tremendous costs in terms of lives, food
security, and economic development. In the long run,
however, there is hope that Eritrea can regain the
momentum that was interrupted. The attitudes of self-
reliance and determination that sustained the country
during the war for independence are still present
throughout Eritrean society. But expectations for
dramatic increases in productivity and growth may
need to be tempered with realistic and practical
consideration of all of the challenges ahead, some
resulting from conflict and others not related to war
but equally difficult to overcome.

It is in this context that the GOE requested RPED
to conduct a survey of the manufacturing sector as a
whole. This work was done as part of a series of
projects regarding trade and investment issues.
Included in these efforts are the development of a
“Crash Program on Exports” guided by Andrew
Singer, an “Assessment of Policy and Performance in
Eritrea’s Services Sector” prepared by Carsten Fink,
and an investment perceptions survey currently
being carried out by the Foreign Investment Advisory
Service of the International Finance Corporation and
International Bank for Reconstruction and
Development (IFC/IBRD).

1. The sampling design is one of a stratified random
sample. The Ministry of Industry and Trade
provided RPED with a list of officially registered
companies with more than 10 employees in 2000,
which accounts for about 65 percent of total
employment in manufacturing. Clusters were then
defined on the basis of location, size, and sector,
and firms were sampled randomly from each. The
sample actually surveyed has 79 firms, giving a
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sampling rate of 35.2 percent. The sample frame
and sample exhibit two prominent characteristics:
the weight of the Asmara region is high, and firms
with more than 100 workers in total employment
are dominant. (For a more detailed description of
the methodology, see Annex |.)
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A. Firm-Level Productivity and Cross-

Country Comparisons

At the core of any discussion of private sector viability
is the issue of firm-level productivity. Using value-
added per worker as an approximate measure for
productivity, we compare Eritrean firms with firms from
other parts of Sub-Saharan Africa. We begin our
analysis by describing the capital-labor ratio for
several African countries, including Eritrea, by size
and by sector (Table 2.1).

Table 2.1 clearly shows that firms are Eritrea are
more capital intensive than all other Sub-Saharan
African countries, with capital accumulation in Eritrea

Cameroon. The median amount of capital per worker
in Eritrea is just over $21,000; a very high amount
given the size of the country and its private sector.
Ratio by size measures capital per worker in each
size category, relative to the median for each country.
Therefore, a ratio of 0.79 for microenterprises in Eritrea
indicates that capital per worker is US$16,816 (or 0.79
x US$21,288). Large firms in Eritrea have a capital-
labor ratio of 2.14, more than twice the amount of
capital per worker as the median Eritrean firm. In all
countries, the capital intensity increases with firm size,
with large firms generally having more than double the
amount of capital per worker as compared to medium
and small firms. Across sectors, we see that the textile

almost double that of the next highest country, and furniture sectors tend to have below average

Table 2.1. Distribution of capital to labor ratio ($US)

Cameroon Cdte Ghana Kenya Tanzania Zambia Zimbabwe Eritrea
d’lvoire

Median 11,496 5,469 946 4,511 4,065 4,417 4,382 21,288
Ratio by size
Micro 8,771 2,319 279 1,669 1,852 2,309 1,183 16,818
Small 9,289 4,884 731 4,055 3,309 4,064 3,060 20,011
Medium 13,197 9,511 1,279 3,848 3,480 4,201 3,729 34,061
Large 24,785 8,964 1,401 5,427 3,671 4,554 4,001 45,556
Very large 15,956 8,340 1,893 4,782 7,431 4,987 5,241 -
Ratio by sector
Food 13,301 9,565 1,907 4,534 4,191 4,174 4,846 26,610
Metal 13,450 5,114 1,650 2,643 3,032 3,905 4,965 25,971
Textile 8,220 2,237 805 2,314 2,638 3,419 3,138 16,179
Furniture 9,760 4,578 1,115 4,128 4,411 2,460 2,550 3,832

Note: In all instances, the mean was greater than the median, and due to the skewed distribution, the median is a
more appropriate measure of central tendency.

Source: World Bank, RPED Eritrea, 2002.
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capital intensity, while the food and metal sectors tend
to have above average capital-labor ratios.

The extraordinarily high degree of capital
intensity found in this sample of Eritrean enterprises
is backed up by anecdotal evidence. One firm owner
said that he had to rent additional space to store
capital equipment that had previously been used to
produce for the Ethiopian market. In addition to the
problem of reduced demand, access to land had
prevented him from building additional space. Some
firms reported that they could easily add another shift
if faced by higher demand, indicating that at present,
there was plenty of idle capacity. In the leather
tanning industry, some firm owners complained of
lack of labor and lack of quality leather to export to

Europe. Firms that ordered capital equipment in
1996-1997 might also have been forced to let some
of this equipment sit idle in the years since, at least in
part due to the war. One firm in our sample ordered
equipment about four years ago; this equipment has
been stored in a warehouse simply because the firm
owner has not been able to secure access to the
needed additional land.

Compounding these problems is the military
mobilization of labor—about 12.5 percent of
professionals in the sampled firms were recruited
into the army in 2001. Many managers confirmed
that they did not have enough employees,
particularly skilled ones. Hence, a variety of reasons
for the lack of expansion in the manufacturing sector

Table 2.2. Distribution of value-added per worker ($US)

Cameroon Cdte Ghana Kenya Tanzania Zambia Zimbabwe Eritrea
d’lvoire

Median 9,656 1,122 1,304 3,337 1,862 2,962 3,999 1,786
Ratio by size
Micro 4,838 272 767 1,595 1,460 1,780 2,175 1,857
Small 7,059 1,076 1,198 3,337 1,411 3,110 3,087 1,340
Medium 19,196 1,404 1,132 3,374 2,272 3,012 3,879 2,518
Large 19,418 2,087 2,476 4,655 2,080 4,123 3,999 1,804
Very large 17,226 2,025 3,463 2,830 3,754 4,668 4,919 na
Ratio by sector
Food 14,088 1,652 2,628 5,349 3,441 3,415 7,182 2,697
Metal 8,922 1,361 1,438 1,929 1,940 4,404 3,815 3,233
Textile 6,363 376 1,008 1,832 1,030 1,973 3,119 1,072
Furniture 7,705 997 917 2,676 890 1,582 2,559 2,840

Note: In all instances, the mean was greater than the median, and due to the skewed distribution, the median is a
more appropriate measure of central tendency. For Eritrea, other sectors were also included in the survey.

Source: World Bank, RPED Eritrea, 2002.
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emerge from the evidence—lack of demand, low
availability of labor, lack of access to land, and lack
of quality inputs. The last three of these constraints
could present serious obstacles to the expansion of
supply should the firms be able to find markets for
their products.

Value-added per worker in Eritrea, as described in
Table 2.2, is comparable to that of other Sub-Saharan
African countries. It is almost equal to that of workers
in Tanzania and higher than that of workers in Ghana
and Cote d’lvoire. Across size classes, labor
productivity is lowest for the small size class (10-49
employees) and highest for the medium size class
(50-99 employees). It is interesting to note the

Table 2.3. Distribution of value-added to capital ratio

difference between Eritrea and other countries in our
sample. Micro-enterprises are much closer to the
median in Eritrea than micro-enterprises in other
countries. The productivity difference between small
and large firms is much more significant in other
countries than in Eritrea, where there is virtually no
difference between micro and large firms. By sector,
we see that sectors with high capital-labor ratios tend
to have higher labor productivity.

Table 2.3 describes value-added per unit of
capital, which is an approximate measure of the
productivity of capital. Given the extremely high
capital intensity in Eritrea, we would expect low
returns to capital and hence very low capital

Cameroon Cbte Ghana Kenya Tanzania Zambia Zimbabwe Eritrea
d’lvoire

Mean 0.89 2.45 1.41 0.81 0.66 0.64 0.88 0.14
Standard deviation 3.11 3.90 5.17 3.52 4.99 3.59 3.08 0.26
Ratio by size
Micro 0.65 1.77 2.42 1.07 1.60 1.03 1.49 0.11
Small 1.11 2.36 1.28 0.70 0.31 0.54 0.84 0.12
Medium 0.87 2.32 0.95 0.84 0.40 0.47 0.70 0.29
Large 0.80 2.65 0.65 0.73 0.37 0.59 0.93 0.13
Very large 0.88 2.97 0.77 0.48 0.19 0.78 0.75 n.a.
Ratio by sector
Food 0.85 2.01 1.47 0.91 0.60 0.66 0.91 0.19
Metal 0.99 3.09 1.11 0.83 0.67 0.68 0.62 0.09
Textile 0.78 1.67 1.99 0.86 0.53 0.47 1.01 0.59
Wood 0.85 2.76 1.01 0.75 0.72 0.70 0.98 0.85

Note: All values are in U.S. dollars. For Eritrea, other sectors were also included in the survey. The wood and

furniture sector included only two furniture makers, with much higher value-added to capital ratios compared to
others in the survey. The averages for the comparator countries are across three waves of data gathered in the 1990s.
Due to small sample size and lack of observations on capital, figures for Céte d’lvoire may be biased.
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productivity, and this is exactly what we find. Capital
productivity in Eritrea is by an order of magnitude
lower than capital productivity in other countries.
Across countries, capital productivity tends to fall as
size of the enterprise increases. There seems to be no
strong pattern in capital productivity when data are
disaggregated by sector.

The main conclusion emerging from the data is that
the extremely high capital-labor ratios and the resulting
near-zero returns to capital are likely to be due to the
severe shortage of labor in Eritrea. It remains to be seen
whether other constraints on the supply or demand
side will emerge once demobilization of the army
relieves the labor constraint.

Unit Labor Costs in Eritrea

Finally, let us consider the unit cost of labor in Eritrea
versus other countries in Sub-Saharan Africa. Unit
labor cost measures the total cost per unit of output.

When converted to a common currency, it enables
international comparisons of competitiveness of labor.
Unit labor cost in U.S. dollars is defined as:

ULC = (w.L/Q).(1/e)

where w is the manufacturing wage

L is the amount of labor employed

Q is a physical measure of output

e is the exchange rate defined as domestic
currency per U.S. dollar

ULC can also be reformulated as a ratio of nominal
wage (w) to labor productivity (Q/L). For a country to
have a low (competitive) ULC, it has to do one of three
things (or a combination thereof): (i) keep nominal
wages low, (ii) keep its exchange rate competitive,
and/or (iii) increase its labor productivity. Because it is
very difficult to obtain comparable physical measures
of output across different countries, we use an

Figure 2.1. Ratio of wages to value-added in Africa (approximating for unit labor costs)
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Figure 2.2. Ratio of wages to value-added,
Asia (Approximating for unit labor costs)
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approximate measure of ULC, which is the ratio of
wages to value-added at the firm level, averaged
across the sample of firms (w.L/p.Q), where p is the
deflator for physical value-added.

Figures 2.1 and 2.2 describe the ratio of wages to
value-added for several countries in Asia and Sub-
Saharan Africa, including Eritrea in 2002. It is clear
that while Eritrea’s unit labor cost (0.38) is within the
range of Sub-Saharan Africa countries, it is much
higher than that of several Asian countries during the
period of their rapid economic growth. Daily wages,
overtime, bonus, and other benefits for skilled
production labor are about $2.63 per day, whereas
unskilled workers receive about US$1.86 per day.
Chapter three will go into further detail on the
dynamics of the labor market.

By definition, unit labor costs are high in countries
that have high wages and low labor productivity. Apart
from overvalued exchange rates that have hampered
Africa’s competitiveness, the data on unit labor costs

show that Africa has higher ratios of wage to labor
productivity relative to Asia at roughly equivalent
stages of development. When data from Africa for the
1980s are compared with Asian data from the 1960s
and 1970s, it is clear that earnings in Africa are about
two-thirds higher than was the case historically in Asia,
and African productivity is about one-fourth lower.

Disaggregation of the Eritrean data shows that the
unit cost of labor is very high in certain size
categories—very small firms have the highest unit
labor cost (0.69), small and medium-sized firms have
unit labor costs in the general range for Sub-Saharan
Africa, and large firms have very high unit labor costs
(0.55). When broken down by sector, textiles and
garments and furniture have reasonable unit labor
cost ratios (0.20 and 0.26, respectively), while other
sectors have ratios between 0.60 and 0.77.
Interestingly, government-owned firms have very high
unit labor cost ratios of 0.60,whereas party-owned
firms have a ratio of only 0.22, although the sample
size of the People’s Front for Democracy and Justice
(PFDJ)-owned firms is small and hence may not be
statistically representative. Foreign firms have a lower
unit labor cost than domestic firms.

Several explanations have been offered for high
unit labor costs in Africa, including the effect of non-
market forces such as unionization and labor
regulations that have resulted in high wages in the
formal sector and the low labor-land ratio. Abundant
supplies of cheap labor have tempered wage
increases in Asia. In the Eritrean case, the labor
scarcity that is supposed to be prevalent on the
African continent is compounded by the extremely
high numbers of people who have been mobilized into
the army relative to the size of the Eritrean population.

Capacity Utilization

The average capacity utilization by firms changed
only marginally between 1999 and 2001, averaging 53
percent for the overall sample. Examining across firm
size and ownership categories, we find that capacity
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Figure 2.3. Average capacity utilization
by size (mean)
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Figure 2.4. Average capacity utilization
by ownership (mean)
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utilization was lowest for firms in the small size
category (10-49 employees) and not much different
across other size classes (Figures 2.3 and 2.4).
Across ownership categories, we see sharp
differences in capacity utilization rates. Government-
owned firms have the highest capacity utilization,
while foreign firms have the lowest. The survey did not
provide sufficient detail to ascertain the reasons for
these differences (type of goods produced, access to
capital, inputs, and so on).

Examining the obstacles to higher capacity
utilization, we see that the most significant factor
inhibiting firms is the lack of foreign exchange to
purchase imports (Figure 2.5). The second highest-
ranking obstacle was the lack of skilled labor, followed
by equipment breakdowns and shortage of raw
materials. Surprisingly, lack of demand had the lowest
ranking overall, suggesting that obstacles to boosting
capacity utilization came mainly from the supply side.

B. Factor Markets

Labor Market

The total Eritrean labor force consisted of an
estimated 2.2 million persons in 2002, or about 50
percent of the total population. The manufacturing
labor market is a tiny fraction of the overall labor
market. According to the last estimate available, the
manufacturing sector accounted for about 1.3 percent
of the labor force in 1999 (World Bank 2001a).

The objective of this section is to provide some
insight into the structure and characteristics of the
Eritrean labor market, based on data gathered during
the 2002 RPED survey. A large portion of this survey
was devoted to the collection of labor data. The 79
surveyed enterprises provided information from
internal records and from worker interviews (a sample
of up to 10 employees was taken from each firm). In
the first part of this chapter, we describe the salient
features of employment in Eritrean manufacturing. In
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Figure 2.5. Ranking of obstacles
to capacity utilization
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the second part, we provide information on the
characteristics of the workforce. Finally, in the third
part, we examine various aspects of earnings,
changes in wages, and wage determination.

Structure of the Manufacturing Labor Market

Using detailed firm-level survey data we examine the
patterns of employment within manufacturing and the
changes in employment across various stratification
variables for the 1999-2001 period. The data suggest
that the distribution of employment is quite uneven
across regions and sectors and that employment in
manufacturing has been declining recently.

The sample does not differ from many developing
countries in that permanent employment in
manufacturing is concentrated in the textile, leather,
and garments and food and beverage industries, two

labor-intensive activities. These sectors account for 45
and 24 percent of the manufacturing employment in
2001, respectively (Figure 2.6).

Very small firms account for only 0.8 percent of
employment in the sample while large enterprises
employ almost 74 percent of the workers (Annex lll,
Table A.3.5). This result is consistent with what was
found in RPED surveys in other African countries.
Finally, the importance of Asmara in terms of
employment is obvious. About 83 percent of the firms
were located in that area, and these firms account for
about 87 percent of the employment in 2001.

Another feature of the distribution of employment
is of special interest: the share of management and
professionals (white-collar workers) in the average
firm's workforce. It is often argued that a possible
explanation for the comparatively high cost of labor in
Africa is attributable to an excess of white-collar
workers, which was measured at 20 to 30 percent in
previous RPED surveys in Africa. Eritrea is quite
different in this respect. In our sample, only about 11
percent of the workforce is composed of white-collar
workers, about half the number found in other
countries (Table A.3.1).

This is probably due to the scarcity of labor in
Eritrea. A common complaint of firms was that many of
their skilled employees had been enlisted in the army
because of the war effort. The survey data we
gathered confirm this complaint.

Overall, 2.58 percent of the employees of the
surveyed firms were mobilized in 2001. While in
absolute terms this number is small, a closer look at
the mobilization rates by job position reveals
important negative impacts on firm performance
(Table 2.4). Mobilization rate of professionals (12.44
percent) is much larger than for any other position.
When this is considered in conjunction with
mobilization of managers (2.56 percent), it means that
about 15 percent of the available white-collar workers
were on military duty in 2001. In addition, mobilization
seems to have followed a very rational pattern in
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Figure 2.6. Structure of permanent employment
(by sector, 2001)
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which white-collar workers in sectors of potential
interest for the military were recruited. Mobilization for
white-collar workers was significant in chemicals and
paints, construction materials, food and beverage,
and textile, leather, and garments—all sectors
requiring skills that can be applied to military
purposes with little additional training.

An indirect confirmation of the impact of the
mobilization on the structure of employment is
provided by the exceptional importance of women in
the Eritrean manufacturing sector. The average share
of women in manufacturing in Sub-Saharan Africa was
about 38.5 percent in the late 1990s (World Bank
2001a). In Eritrean manufacturing, women amount to
55.8 percent of the permanent employees, larger than
the average, as well as larger than the rate found in
other RPED surveys in Africa. For example, in Cote
d'lvoire in the mid-1990s, women account for 7.8
percent of the employed workers, and in Nigeria in
2001 they accounted for 9.5 percent. Such an

unusually large share in Eritrea can be explained by
the fact that in times of conflict, women tend to
replace men sent to the front line.

The point here is not to discuss the military
rationale of the removal of such a portion of the
workforce but only to underline its detrimental impact
on manufacturing. In effect, it deprives the sector of a
large segment of its skilled labor and negatively affects
the quality of overall management and performance.

Remuneration

The data presented below come from the main survey
questionnaire as well as worker interviews. In total,
521 individual interviews of workers were conducted.
At each firm, up to ten workers were interviewed with
at least one worker from each major job position. The
analysis focuses on the level and structure of
remuneration and takes into account the components
of cash remuneration including wages plus overtime
pay, bonuses, and other benefits.

Wage Levels

According to firm accounting data for 2001, the
structure of remuneration is such that wages account
for about 84.5 percent of total cash earnings, overtime
pay accounts for about 8 percent, and the various
bonuses or benefits account for about 7.5 percent.
Unlike what is found in many other African countries,
overtime pay, bonuses, and other benefits are a small
part of the total cash earnings for workers (about 15.5
percent). For example, in Nigeria, on the basis of 2000
wage data, these elements amounted to 35 percent of
cash earnings.

Figure 2.7 shows the breakdown of average
monthly cash earnings by job function, expressed in
dollar terms (values in current Nakfa are reported in
Annex lll, Table A.3.5). Monthly cash earnings in
April/May 2002 averaged $71.50.2 On average male
workers earn about 67 percent more than female
employees. This difference decreases at higher levels
of skill and education, and at the management level
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Table 2.4. Mobilization by job position in 2001 (percent)

Job position Chemicals Construction Food Furniture Metal Paper, Plastics Textile, Total
and paints Materials and printing, leather
beverage publishing and
garments
Management 0.00 17.39 2.22 0.00 0.00 0.00 0.00 0.00 2.56
Professionals 7.14 8.57 23.40 0.00 0.00 0.00 0.00 4.88 12.44
Skilled Production 6.67 13.19 8.18 16.22 0.00 0.00 0.00 0.00 1.97
Workers
Unskilled 0.00 8.75 3.63 0.00 0.00 0.00 13.79 0.34 2.72
Production Workers
Non Production 2.94 5.83 1.66 0.00 0.00 0.00 0.00 0.00 1.50

Workers

Source: World Bank, RPED Eritrea, 2002.

the women are actually paid more than their male
counterparts (however, this finding should be treated
with caution given the limited number of female
workers in this category).

Labor regulations have been made simpler since
independence in Eritrea, there is no minimum wage
in the private sector, and wage scales have been
decompressed (World Bank 2002a). Eritrea is
somewhat exceptional in this regard. Our survey
results confirm this, showing that for 80 to 93
percent of the interviewed firms, hiring procedures
and layoff procedures are not a problem. In addition,
almost 90 percent of the firms report having no
problems with regulations dealing with the hiring of
temporary employees.

Recent Changes in Wages

Our data on wages also suggest that labor is scarce
and that this scarcity is driving up the cost of
production. Between December 2001 and May 2002,
earnings increased sharply over the sample by 17
percent (see Figures 2.8-2.10). The increase in
earnings was particularly great for unskilled

production workers (close to 22 percent) and also
very high for skilled production workers (close to 18
percent). These are very significant wage changes,
given that the period of change is only five months.
There is no easily available index of prices, so it is
hard to know whether the wages also rose in real
terms. Anecdotal evidence, however, suggests that
while prices have been rising, they are unlikely to have
risen as much as wages in a five-month period.

In addition, while labor shortages are widespread,
it seems that they are especially acute in metal and
paper, printing, and publishing, where the increase in
earnings is the highest of all the sectors. Interestingly,
it seems that the smaller the firm, the larger the
increase in earnings. The increase in earnings is also
smaller for foreign-owned firms than for local ones.
Among regions, Massawa area workers fared worst;
their wages actually registered a decline.

Worker Surveys

Additional results from worker surveys support the
following conclusions (results are detailed in
Annex II):
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Figure 2.7. Monthly cash earnings
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Figure 2.8. Changes in the wage rate
(Percentage change, end by position 2001
to May 2002)
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® Education. Despite higher gross enrollment rates
since the war, the data we collected suggest that
this strategy has not yet provided the
manufacturing sector with the properly educated
workforce it needs. There is a huge gap in
training, because it was virtually nonexistent
during the Derg regime (1974-1991).

e HIV/AIDS. The government, donors, and local
groups are taking a great deal of initiative at an
early stage in the spread of this disease, which is
extremely encouraging. Nevertheless, there is still
a stigma strongly associated with the disease,
which is seriously inhibiting open discussion and
behavioral change. Given the obvious implications
for public health and the potential numerous
economic impacts, this is quite disconcerting.

® Wage determinants. Regressions confirm that
wages are in part determined by factors other
than worker characteristics, which suggests that
the labor market is not operating on an entirely
competitive basis.

Conclusion

This section outlined the main characteristics of the
manufacturing labor market in Eritrea, which is currently
in a difficult situation. Manufacturing employment has
been declining, while wages are probably rising in real
terms, presumably reflecting the impact of military
mobilization. The distribution of employment and wage
changes remains uneven across regions and sectors.
The manufacturing industry is dominated by the
Asmara area, and the textile, leather, and garments and
food and beverage sectors.

It seems that recent events have strongly affected
the structure of this market. The mobilization process
has substantially reduced the number of available
white-collar workers and thus deprived firms of a
valuable asset at a difficult time. It has also led to an
unusually large proportion of women in manufacturing,
which is typical of a wartime economy. The most
critical issue at present regarding the labor market is
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Figure 2.9. Changes in the wage rate (by sector)
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the labor shortage. This negatively impacts the current
performance of firms. Rising real wages are a factor in
the high cost and low competitiveness of Eritrean
firms. They are also likely to reduce external
competitiveness when they are not offset by currency
depreciation or higher labor productivity. Thus, it
seems that a step-up in the pace of the current
demobilization program and the parallel establishment
of appropriate re-training programs for former soldiers
should remain at the top of the policy agenda.

A word of caution should be added here. While
demobilization will undoubtedly increase the supply of
labor, it may not completely solve the problem of labor
shortage. Eritrea seems to have been continually
depopulated during the thirty-year war for
independence as well as the recent border war with
Ethiopia. Skills of older workers have eroded, and
younger workers have never had the opportunity to be
trained. In addition, a large number of families receive
remittances, easing the pressure to find employment

in the formal private sector. The reintroduction of
conscription for civilian purpose has, according to
anecdotal accounts, encouraged some young men to
go into hiding or even leave the country. Taken
together, resolving the labor issue may be one of the
government’s greatest challenges, if it is to succeed in
its strategy of growth and poverty reduction that relies
on the use of supposedly abundant yet productive
low-cost labor to compete in the global markets.

Finance and Investment

The performance of firms in any country is
inextricably linked to the functioning of financial
markets. A properly functioning financial sector is a
prerequisite for the growth of enterprises and for
overall economic development. Eritrea is well
positioned in many ways compared to other
countries in Sub-Saharan Africa. Until 2000, there
was adequate liquidity in the financial sector and
an overall lack of corruption in terms of financial
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Figure 2.10. Changes in the wage rate
(by size) (Percentage change,
end 2001 to May 2002)
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allocation (World Bank 2001b). However, due to the
transfer to the government of some old liabilities
that the Central Bank of Eritrea had toward the
Ethiopian banking system and the taking on of
further government debt during 2001-2002, it is no
longer clear how liquid the system still is and
whether the supposed availability of credit within
the banking sector translates into adequate access
to low-cost credit and satisfaction of demand at the
firm level.

Our survey results indicate that a large proportion
of firms in the private sector do have access to the
formal financial sector, primarily through the use of
overdrafts. A significant number of small and medium
firms have current loans. Compared to other Sub-
Saharan African countries, private Eritrean firms are
much more likely to use bank borrowing privileges.
While firms complain about the stringent demand for
collateral, their inability to collateralize land, and the
high cost of interest payments, it is worth noting that

these costs are much lower compared to those faced
by enterprises in other African countries. However,
most of the finance is clearly being used to meet
working capital needs; investment is very low in
Eritrea, even when compared to the rest of Africa. This
is likely to have a negative impact on future economic
growth. Government policies to promote investment
and laws encouraging longer-term credit flow into the
private sector are needed to put Eritrea on a higher
growth trajectory.

Demand for Finance. Demand for finance from
firms consists of two components: finance for meeting
working capital requirements and finance for fixed
investment in equipment, buildings, or land. For both
these needs, and given the fungibility of capital, firms
can either use internal cash flow or borrow from
capital markets by using overdrafts or bank loans. In
a perfectly functioning credit market, internal and
external capital would act as perfect substitutes. In
reality however, this rarely occurs due to market
imperfections. The extent of market imperfection is
determined by the differential access to external
credit and cost of credit faced by firms.

In Eritrea, we see that firms’ access to external
credit—bank loans and overdrafts in particular—has
declined in recent years (World Bank 2002a). Figure
2.11 below examines the use of overdrafts by firms in
our sample. We see that fewer than half of very small
firms have access to overdraft facilities, and 45
percent of large firms use this type of credit. When
broken down by sector, there are two sectors
(chemicals/paints and textiles and leather) in which
over half the firms have access to overdraft facilities.
Sharp differences exist across ownership types (Figure
2.12). We see that the largest users of overdraft
facilities are domestic private firms. All other types of
ownership, especially government owned and foreign
firms, have access to internal financial resources not
available to others, therefore having a limited demand
for overdraft facilities. PFDJ firms have overdraft
facilities but are least likely to use them.
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Access to loans also differs significantly across
firm types. Figure 2.13 indicates whether or not firms
currently have a loan, disaggregated by firm
ownership. About 40 percent of domestic private firms
do not have a loan; a majority of all other types of firms
indicated that they do not currently have a loan. As to
the reason, 100 percent of all firms (except domestic
privately owned firms) indicated that they did not
apply for a loan. Only 10 percent of domestic private
firms indicated that they had applied for a loan and
were turned down. Of the firms that did not have a
loan and had not applied for a loan, 75 percent
indicated that they did not need a loan, and 17
percent argued that interest rates are too high. The
fact that 92 percent of government-owned firms and
67 percent of partly government-owned firms do not
have loans is quite remarkable, leading one to
question how these firms are financed.

That such a large number of firms overall did not
apply for a loan may indicate powerful deterrence
effects, such as the problem of accessing land to
count as collateral. With two state- and one PFDJ-
owned bank that do not truly compete with each other
(interest rates are essentially fixed on the deposit side
and capped at 12 percent on the lending side), there
is real rigidity in the financial sector (World Bank
2002a). In addition to a need for further training of
credit analysts, there are anecdotal reports of
significant government interference on how final
decisions on credit applications are made.

We further examine the characteristics of loans
and overdrafts, focusing on the private domestic firms
only. This group is most likely to be credit constrained
and require formal sector borrowing. Figure 2.14
below presents the proportion of firms currently using
bank loans and overdrafts and compares them to
other Sub-Saharan African countries.

Given the tedious procedure required for
obtaining a loan compared to the relatively easy
applications for overdraft facilities, one would expect
firms to maximize their use of overdrafts before
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Figure 2.11. Overdraft facilities (by size)
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Figure 2.12. Overdraft facilities (by ownership)
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applying for loans. Overdrafts are likely substitutes
for loans in this regard. However, if there is an overall
credit constraint, then we would expect loans to
complement overdrafts. The data show that the
likelihood of having a loan increases with firm size
and then falls for the largest firms. It also indicates
that overdrafts and loans are substitutes for each
other. A firm that has overdraft facilities is less likely
to use loans as well.

The RPED survey also shows that almost three-
quarters of new investment is financed by retained
earnings or internal funds; the remaining amount is
financed by local banks. There is virtually no access
to foreign banks (no firms in our survey report having
access to such loans). Collateral is required from
almost all firms in the sample (Figure 2.15). The ratio
of collateral is very high for domestic private firms
(172 percent) and high for other firms as well. The
most common collateral provided is buildings,
followed by a combination of buildings and
machinery, (Figure 2.16).

Figures 2.17 and 2.18 show average interest rates
and average duration of loans. The main concern with
these rates is the lack of variance; interest-rates do
not appear to take into account the varying degrees of
risk represented by the firms in our sample.

Rather, the rates are remarkably similar across
sectors and firm types (which is the case for short-
term liabilities as well). This reflects the broader
problems of the financial sector—by using a 12
percent interest rate “ceiling” and paying depositors
5-6 percent, the financial sector has settled into
lending at a risk-invariant rate of 9 percent while
imposing substantial collateral requirements. In
other words, collateral, rather than interest rates, is
being used to ration finance. It may well be the case
that the optimal scenario would include issuing T-
bills at about 4-5 percent, paying depositors a lower
rate, and lending to firms according to market
criteria including risk. This may in fact lead to a
substantial number of firms having access to money

Figure 2.13. Loans
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Figure 2.14. Use of formal and informal
borrowing and lending
(private domestic firms only)
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Figure 2.15. Details on collateral required
for the most recent loan
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Figure 2.16. Types of collateral utilized,
Collateral provided for the most recent loan
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at a rate lower than 9 percent. However, this
approach denies loans to high-risk, high-return
opportunities that almost surely exist and, if taken,
could be beneficial to the development of the
Eritrean economy.

Other results from the RPED survey are
interesting as well. Checks and domestic currency
wires take an average of 1.4 days to clear, while
foreign wire transfers take about 6.3 days (Table
A.4.1). External accounting experts audit about 90
percent of firms. Close to 90 percent of firms reported
that audited statements are necessary to obtain bank
credit. Finally, domestic firms reported that about a
third of debt was due within 90 days, another third
was due within three to twelve months, and a final
third was due in over a year's time. Foreign firms
reported that about 50 percent of debt was due in 90
days; the rest was long-term debt (which is generally
not accessible to domestic firms).

Investment Characteristics in

International Comparison

Table 2.5 compares the fundamental investment
characteristics of firms in Eritrea to other countries in
Sub-Saharan Africa. We see that the percentage of
firms in Eritrea that are currently investing is lower than
in most countries in the comparator sample. Only
Tanzania and Cameroon have a lower percentage of
firms investing. The differences in the mean investment
to capital ratio are more striking. We see that Eritrea
has the lowest average investment ratio (0.02). Even
for firms who do invest, the average investment rate is
only 6 percent. In other countries such as Tanzania,
while only 19 percent of firms in the sample invested,
those firms made large investments, with a mean
investment rate of 165 percent.

Comparing differences across size classes, we
see that investment increases with firm size up to the
medium size category and then drops for the largest
size class. Of those investing, firms in the small size
category have the highest investment rate (10
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Figure 2.17. Average interest rates and
duration of the most recent loan (by size)
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Figure 2.18. Average interest rates and
duration of the most recent loan (by ownership)
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percent), compared to less than 3 percent for other
size classes. Further investigation revealed that many
of the firms that were not making investments in the
larger size classes were those that were recently
privatized and were heavily indebted.

Across ownership categories, we see that while
government and PFDJ firms are most likely to invest,
their investment rates are much lower than those in
the private sector. Private firms that are investing are
making proportionately bigger investments than other
firms. This may indicate a gradual movement of
resources away from the public sector.

Conclusion

There seems to be adequate liquidity in the financial
sector and an overall absence of corruption in terms
of financial allocation. Interest rates are remarkably
similar across sector and firm types and therefore do
not appear to take into account varying degrees of
risk. This situation impedes the possibility of a
substantial number of firms having access to finance
at a rate lower than 9 percent. The flip side of this
situation is that a number of high-risk, high-reward
opportunities are most likely being lost. A related
development is Eritrea’s low investment rate
compared to other African countries.

Access to Land

According to the Land Proclamation of 1994, the
government owns all land in Eritrea. Eritreans are
granted usufructuary rights. Domestic and
international investors can obtain land leases, but the
government retains final dispossession rights.

In Figure 2.20 (next section), numerous business
environment factors were rated on a scale of 1 to 5,
with one equaling “no problem” and 5 equaling
“severe problem” for operations. Access to land
ranked on average between a “minor” and a
“moderate” problem. A closer examination of the
answers indicates a bi-modal pattern, usually either
“not a problem” or a “severe” problem (Figure 2.19).
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Table 2.5. Investment characteristics: Eritrea vs. other SSA countries

Cameroon Cbte Ghana Kenya Tanzania Zambia Zimbabwe Eritrea
d’lvoire
Percentage of firms 27% 42% 46% 39% 19% 33% 2% 32%
investing
Investment /capital 0.06 0.08 0.07 0.04 0.03 0.03 0.07 0.02
Investment /capital 0.20 0.19 0.15 0.10 0.16 0.10 0.11 0.06

(Investing firms only)

Note: Data for Eritrea are for 2000. Cote d’lvoire data are for 1995. All other countries rates are for 1993.

Source: World Bank, RPED.

Table 2.6. Distribution of investment
by firm characteristics

By firm size Micro Small Med. Large
% Investing 12.5% 35% 38% 29%
I/K 0.02 0.10 0.01 0.02

By ownership Priv. Govt. PFDJ Foreign
categories Dom.

% Investing 28% 38% 50% 20%
I/K 0.10 0.02 0.01 0.01

Note: I/K is the investment to capital ratio.

Source: World Bank, RPED Eritrea, 2002.

What could explain this bipolarity of responses?
One possibility is that the results have been
influenced by the fact that a majority of the 35
privatized firms in Eritrea were included in the
sample study. These companies had unique
privileges regarding access to land and other
resources prior to their transfer from government
ownership. Many other firms had a much harder time
getting access to land. On average, firms that were
able to obtain land within the last five years had to
wait 316 days and had to pay about 127,185 N for

processing. Nevertheless, these numbers should be
interpreted with caution, since this question only
applied to about 20 percent of the sample, and the
answers were highly skewed by one or two firms (the
median answer for time was 180 days and 500 N in
costs). Anecdotal evidence shows that some
enterprise owners and managers were frustrated
with the lack of information on how their applications
for land allocation were processed. Those who had
applied had no idea how long it would take, what
stage they were currently in, or even what all of the
stages were. This may lead to another reason for
some firms reporting that they had “no problem”
obtaining land. Having seen from others how difficult
it is to get land, they simply decided to make do with
the land they already had. To such firms the
application process would seem opaque and carried
out in a discretionary manner.

C. Regulatory Constraints and
Infrastructure

A number of improvements have been made in the
business climate by the GOE since independence.
These achievements give credence to their expressed
commitment to encouraging the growth of the private
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Figure 2.19. Access to land
—severity of obstacle
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sector. Among other issues, progress has been made
on privatization, reforming the investment code, and
business license procedures. Nevertheless other
factors are holding back efficient operation and
growth of enterprises. During the RPED survey,
owners and managers of manufacturing firms were
asked both qualitative “ranking” questions and
quantitative “cost” questions regarding infrastructure
and government regulations.3 This section covers
general business regulations and infrastructure, in
order of importance for the manufacturing firms in our
sample. Next, the supply and quality of business
services are examined. Finally, the firms’ experiences
with regulations specific to trade are presented.

The results of the qualitative ranking questions
on business regulation and infrastructure are
illustrated below and reveal the private sector’s
perception of areas for improvement as well as
some of the positive aspects of the investment
climate (Figure 2.20).

Macroeconomic Instability

The term macroeconomic stability was defined to
interviewees as the stability of the inflation and
exchange rate. The evidence shows that instability is
perceived by the private sector as the largest factor
dragging down performance. These findings roughly
correspond to the reasons firm owners and operators
gave for low capacity utilization (discussed in Section
A). Respondents were asked specifically about the
impact of the lack of foreign exchange on capacity
utilization, and the majority (63 percent) classified it as
“severe.”

Firms seemed more optimistic about the future,
however. Specific questions were asked regarding the
firm owner/manager’s expectations of macroeconomic
indicators during the coming years. Those firms that
answered seemed to be quite hopeful, but many
hinged their answers on the understanding that
nothing would disturb the current peace process
between Ethiopia and Eritrea.

Inflation is expected to begin to come down to an
average of 10.8 percent beginning in 2003 (these
figures reflect the inflation rate in Asmara, rather than
the lower national average). On average, these firms
thought that the official exchange rate would continue
rising, but slowly to 15.2 N/$ by the end of the year
2002 and to about 16 N/$ in 2003. These figures belie
the fact, however, that large numbers of firms (on
average 24 percent of the respondents) were so
unsure of the future that they could not even estimate
these figures. This type of uncertainty is extremely
detrimental to the ability of firms to make decisions
regarding production levels, financing, and investment.

Infrastructure

The war for independence had a devastating impact
on infrastructure. Since independence the country
had made considerable improvements in roads,
power, water, and telecommunications. As a result,
infrastructure as a whole ranked as only a “minor”
constraint to capacity utilization in Eritrea (see
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Figure 2.20. Business environment
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Figure 2.5 earlier in this chapter). This is at variance
with typical SSA countries where infrastructure
usually ranks among the top three obstacles to
expanding production—the other two being
corruption and tax regulation/administration
(Brunetti, Kisunko, and Weder 1997). Nevertheless,
the survey does point to a few areas that could use
some improvement, especially the reliability of
electricity supply and telecommunications.

Electricity

Cost and access to electricity is particularly important
for the manufacturing sector. Although the government
has made good progress on 