
  

 

 

Tilburg University

Market-Oriented Policy Changes and Manufacturing Performance

Tecleghiorgis, M.T.

Publication date:
2002

Document Version
Publisher's PDF, also known as Version of record

Link to publication in Tilburg University Research Portal

Citation for published version (APA):
Tecleghiorgis, M. T. (2002). Market-Oriented Policy Changes and Manufacturing Performance: The Case of
Eritrea. UvT/University of Asmara.

General rights
Copyright and moral rights for the publications made accessible in the public portal are retained by the authors and/or other copyright owners
and it is a condition of accessing publications that users recognise and abide by the legal requirements associated with these rights.

            • Users may download and print one copy of any publication from the public portal for the purpose of private study or research.
            • You may not further distribute the material or use it for any profit-making activity or commercial gain
            • You may freely distribute the URL identifying the publication in the public portal
Take down policy
If you believe that this document breaches copyright please contact us providing details, and we will remove access to the work immediately
and investigate your claim.

Download date: 23. May. 2023

https://research.tilburguniversity.edu/en/publications/03961170-d991-44b2-8a16-fa3fb2152753






.+.
UlQIVERSITEI'l' • ~. VAN TILBUR'

..~.
6IBL!OTHEEK

TILBURG

I

I

1

Market-oriented Policy Changes and Manufacturing
Performance: The Case of Eritrea

Proefschrift

Ter verkrijging van de graad van doctor
aan de Universiteit van Tilburg op gezag van de

rector magnificus,
Prof. dr. FA. van der Duyn Schouten in het

openbaar te verdedigen ten overstaan van een door het college voor
promoties aangewezen commissie in de

Aula van de Universiteit op
maandag 23 september 2002, om 16.15 uur

door

Melake Tewolde Tec1eghiorgis

Geboren op 14 januari 1957
te Woki, Eritrea



Promotor: Prof.dr.N.G. Noorderhaven
Copromotor: Dr.1.A.C. de Haan



Market-oriented Policy Changes and Manufacturing
Performance: The Case Of Eritrea

Melake Tewolde Tecleghiorgis

Development Research Institute (IVO)
Tilburg University, The Netherlands



'" ~

>< I
t'"l
~
t!j

z
~

~.,
"-

'"'"I>
~-

1 I ~
!>1 ~+ 0 0 0

1 ~~ 1
I I~ ~

z ~ S ~ z

J
;: I ~ ~;

;;: ~!~~ g ~
" a ~8 i il. ~

;;: ~ b' ~
j! iii ~ >s ~

~
' ..; 'i

'J
> /

-:-? /"



ACKNOWLEDGEMENTS

The original inspiration to write this thesis is from the Development Economics
course I taught at my University, the University of Asmara. While I was
teaching Development Economics, the strategy how a country develops
internationally competitive manufacturing industries was obscured by the fact
that it is included in trade strategies. Since the opening of the Eritrean economy
to external competition, I have been interested in investigating how the
manufacturing industries responded to the policy changes and in studying
various theories that explain how countries can build industrial capabilities
within an export-oriented development strategy.

However, writing a Ph.D. thesis is not something that you just do by yourself at
any time, particularly when it comes to financing. Thus, in the first place I
would like to thank the Netherlands government for financing this study, the
University of Asmara for allowing me to pursue my Ph.D. study, and the
Development Research Institute (IVO) of Tilburg University for providing me
a conducive learning environment during my stay at Tilburg University.
Although this study is the result of my work for which I am only accountable,
there are many others who have helped me along the whole journey till the end
of my study. Thus, I am particularly grateful to my promotor Prof. Dr. N.G.
Noorderhaven, and my co-promotor Dr. J.A.C. de Haan who provided me
unreserved guidance, encouragement and professional advice. Without their
professional guidance in a very friendly environment, the work could not have
the quality it has now. My thanks also go to Drs. Gerard de Groot, who also has
been actively involved and who has provided me constructive suggestions and
new insight during my stay at Tilburg University. Moreover, I would like to
extend my thanks to Drs. Ben Evers, Dr. Henny Romijn and Dr. Wim
Pelupessy. I benefited much from the discussions I had with them and from the
constructive suggestions I received during the initial stage of my study. My
thanks also go to Dr.ir. Marrit van den Berg for her insightful suggestions at the
later stage of my work. I benefited a lot from her comments as well.

I would also like to thank all the staff of IVO for their encouragement and
hospitality during my stay at Tilburg University. Furthermore, my appreciation
goes to the library staff of Tilburg University for their high work spirit,
professional excellence and co-operation.

I also thank Dr. Tesfa- Yesus Mehary and Dr. Tewolde Zerom for their
encouragement and support. Moreover, my thanks goes to Ghebremeskel
Habteyonas, Mewael Frezghi, Abel Berhe, Paulos Tekle, Marta Woldeghiorgis,
Estifanos Aradom, Mussie Teclemichael and GlMichael Kibreab, for they
helped me in their capacity to the accomplishment of my study. I also extend
my thanks to the library staff of the University of Asmara for their
encouragement and professional help, which was extremely helpful for my
study progress.



vi

As this study was based on fieldwork, I received the assistance and co-
operation of different government and private institutions in Eritrea. Without
their sincere co-operation my study could have not been successfully
completed. Thus, I am indebted to the management of the public and privatised
manufacturing enterprises in Eritrean, who devoted their precious time to
provide me the necessary information needed for my study. I would also like to
thank the Eritrean Chamber of Commerce, the Bank of Eritrea, the Commercial
Bank of Eritrea, the Investment Centre of Eritrea, the Ministry of Trade and
Industry, the Customs Duty Office, the License Office and the Ministry of
Finance for their co-operation in providing me the necessary information.

My deepest gratitude goes to my wife Brikti Tesfay who carried the full
responsibility for the family during my stay in the Netherlands. My special
thanks also goes to my children for their encouragement and patience. Last but
not least I would like to thank my relatives and all friends who encouraged me
and helped my family during my four-year study period.

Melake Tewolde

..



vii

TABLE OF CONTENTS

Acknowledgements
Table of contents
List of tables and figures
Acronyms

v
vii
xi

xiii

1 Introduction
1.1 Background 1
l.2 The problem 5
1.3 Objectives 6
1.4 Rationale and significance of the study 8
1.5 Organisation of the study 9

2 Trade Regime and Manufacturing Sector Development
2.1 Introduction 11
2.2 The need for industrialisation 11
2.3 Trade policy implications of conventional trade theories 12
2.4 Trade liberalisation and efficiency gains: Arguments 14
2.5 Impact of trade liberalisation policies on the manufacturing

sectors of developing countries: Empirical literature 19
2.6 Underlying factors that hinder the effectiveness of trade

liberalisation in increasing the competitiveness and development
of the manufacturing sector 37

2.6.1 Weakness in the macro-economic policy 37
2.6.2 Infrastructural deficiencies 40
2.6.3 Low capability of the manufacturing firms to cope with trade liberalisation 41
2.7 The growing concern with regard to effectiveness of trade liberalisation in

developing an internationally competitive manufacturing sector 43
2.8 Summary 46

3 Industrialisation Experiences of
the Newly Industrialised Countries of East Asia and
Sub-Saharan African Countries: Lessons to Learn

3.1 Introduction 49
3.2 Industrialisation experiences of the NICs 50
3.2.1 The role of government in industrial development in the NICs 52
3.3 Import substitution industrialisation in Africa: Impact on industrial

capability building 57
3.3.1 Introduction 57
3.3.2 The level of industrialisation in Africa under lSI 57
3.3.3 Some basic problems of African industrialisation process under import

substitution strategy 59



viii

3.4
3.4.1
3.4.2
3.5

Participation of African countries in world economy
Exports of manufacturing sector
Foreign direct investment in African. economy
Private manufacturing sector development in Africa:
privatisation and beyond
What lessons can we draw?3.6

4 Exploring Other Theoretical Perspectives on
Competitiveness and Manufacturing Industrial Development
Introduction
Institutional perspectives of competitive advantage
Contingency theory: implications for firms' competitiveness
A resource-based perspective on competitive advantage
Porter's theory of national competitive advantage
Technological capability approach to international competitiveness
Systemic competitiveness
Summary
Justification for state intervention in industrial development

4.1
4.2
4.3
4.4
4.5
4.6
4.7
4.8
4.9

5
5.1
5.2
5.3
5.4
5.5
5.6
5.6.1
5.6.2
5.6.3
5.6.4
5.6.5
5.7
5.8
5.9

Research Design
Introduction
Case study method
Sample size
Theoretical framework
Systemic competitiveness approach
Level of analysis
Meta-level
Macro-level
Meso-level
Micro-level
Performance measurementfor the empirical study
Methods of data collection
Validity and reliability of the data gathered
Methods of data analysis

6
6.1
6.2
6.3
6.4
6.5

Industrialisation and Trade in Eritrea: a Historical Perspective
Introduction
Geography and resource base
The industrialisation process under Italian and British colonialism
The industrialisation process under Ethiopian colonialism
Post-liberation macro-economic and industrial development policy
environment: essence and implications
Direction of development
Recovery and rehabilitation programme:
A short-term development strategy
Recovery and rehabilitation in the industrial sector

6.5.1
6.5.2

6.5.3

62
65
66

70
77

81
82
85
89
92
96
99
10l
102

105
105
106
106
107
110
110
III
112
113
116
119
120
121

122
123
126
129

132
132

133
134



6.6
6.6.1
6.6.2
6.6.3
6.7
6.8
6.9
6.10
6.11
6.12
6.13

Macro-policy objectives, policies, and institutions
Macro-economic policy
Monetary Policy
Fiscal policy
Investment policy
Restructuring public enterprises
Institutional and human capacity building
Medium-term industrial development strategy 1998-2000
Trade policy and balance of payments
Growth and structure of the Eritrean economy 1992-1997
Summary

7 Empirical Findings at the Firm Level
7.1 Introduction
7.2 Background of general managers
7.3 Performance of the firms
7.3.1 Sales
7.3.2 Level of intemationalisation (export orientation) of the firms
7.3.3 Profit
7.3.4 Capacity utilisation
7.4 Business plan and sense ofstrategic perspective
7.5 Firms' response to government institutions
7.6 Overall evaluation of the firms' performance
7.7 Explaining the poor performance of the firms
7.7.1 Sales
7.7.2 Exports
7.7.3 Profit
7. 7.4 Production capacity
7.8 Summary

8
8.l
8.2
8.2.1
8.2.2
8.2.3
8.3
8.3.1
8.3.2
8.3.3
8.4
8.4.1
8.4.2
8.5
8.5.1
8.5.2
8.5.3
8.5.4
8.5.5
8.6

Summary and Conclusions
Introduction
Literature review and theoretical framework
Neoliberal approach to industrial development
Limitations of the neoliberal approach
Alternative theories to industrial development
Empirical findings on the performance of Eritrea's manufacturing sector
The policy environment
Empirical findings on firm level performance
Overall performance of the Eritrean manufacturing firms
Managerial competence and the poor performance of Eritrean firms
Management competence
Business strategy
External explanations for the films' problems
Domestic sales and exports
Production capacity
Capacity utilisation
Profits
Vicious circle and finance
Conclusions

ix

134
134
136
141
142
145
146
148
149
152
154

158
158
159
160
161
162
164
165
167
170
173
173
176
178
180
183

189
189
189
191
195
195
195
197
198
200
200
201
201
202
203
203
206
206
207



8.7
8.7.i
8.7.2
8.7.3
8.7.4
8.8

Recommendations
ineffectiveness of the liberalisation policy
Lack of managerial discretion
Lack of institutional support
Supply-side problems
Future research directions

209
209
210
210
212
213

x

References
Appendix A
Appendix B
Firms covered in the study
Samenvatting (Summary in Dutch)
Questionnaire

215
237
249
251
252
257



xi

LIST OF TABLES AND FIGURES

Table 2.1

Table 2.2

Table 3.1
Table 3.2
Table 3.3
Table 3.4
Table 3.5

Table 3.6
Table 3.7

Table 3.8

Table 6.1
Table 6.2
Table 6.2
Table 6.4

Table 6.5
Table 6.6

Table 6.7
Table 6.8
Table 6.9

Table 6.10

Table 6.11
Table 6.12
Table 6.13
Table 6.14
Table 6.15
Table 6.16
Table 6.17

Table 7.1
Table 7.2

Table 7.3

Table 7.4

Review of studies evaluating the impact of trade Iiberisation on
the manufacturing sectors on developing countries 22
Performance comparison of SSA and non SSA Developing
countries in pre-SAP and during SAP period 31

Source of growth in manufacturing output for selected countries 51
Share of different regions in world manufacturing output 55
Sectoral growth rate of developing countries 1965-82 59
Share of world exports and imports for selected regions 1950-95 63
Sub-Sahara Africa: shares of manufactured goods exported to
industrialised countries for selected industries and years 65
Foreign Direct Investment inflow by region/countries 67
Foreign Exchange earnings through privatisation in developing
regions 1990-97 71
Rates of return on United States FDI in Africa and selected
regions 1983-97 72

Estimated number of livestock for 1992 124
Fish production 1992-96 124
Some demographic indicators of Eritrea 125
GDP by sector at current factor costs and as a percentage of
GDP at market prices 126
Outstanding loans and advances for various sectors 1993-97 138
Interest rate structure of the Commercial Bank of Eritrea for
various sectors 139
Bank credits to public and private enterprises 1992-97 140
Import and export duties for selected items 141
Government revenues, expenditures, budget and deficit as share
ofGDP 142
Distribution of approved investment projects and capital by
sectors 1991-98 143
Regional distribution of the approved projects and capital stock 145
Trade balance of Eritrea 1962-65 149
Trade balance of Eritrea 1992-98 151
Direction of Eritrea's imports and exports in percentages 1992-97 152
Commodity composition of Eritrea's exports (1992-97) 153
Gross domestic product by industrial origin 1992-97 153
Gross domestic product of Eritrea by industry origin at current
market prices (1992-97) 153

Market environment and market orientation of firms 160
Firms' sales operation in stable and turbulent market
environments 161
Sales, exports and export orientation of firms operating in stable
and turbulent market environments 162
Firms' profit operating in stable and turbulent market
environments 161



xii

Table 7.5

Table 7.6

Table 7.7
Table 7.8
Table 7.9

Table 7.10

Table 7.11

Table 7.12
Table 7.13

Figure 5.1
Figure 8.1
Figure 8.2
Figure 8.3.

Firms' profit margin and return on total assets in stable and
turbulent market environments
Capacity utilisation of the firms operating in stable and turbulent
market environments
Firms' ownership and business plan
Major areas of the firm's investment-related plan 1999-2002
Importance of institutions to firms' performance according to
general managers' perceptions
Efficiency of institutional services supplied to firms according
to general managers' perceptions
Degree of external competition facing the firms according to
marketing managers' perception
Major changes made in the firms
Technical status of the production machinery based on the
production managers' perception

Scheme of the framework
Scheme of the framework
The vicious circle of Eritrea's manufacturing sector
Eritrea's systemic competitiveness

163

164
165
166

168

169

175
175

182

109
193
199
208



ACRONYMS
AROA
ASEAN
BMA
C.LF.
COMES A
EDm
EPLF
ERIN
ERP
FDI
FOREX
FPCI
GDP
GNP
GOE
GOP
GOPM
IGAD
ITT
ILO
lSI
KWh
LDCs
MIGA
MW
NBER
NCEW
NEPFP
NICs
NOP
NOPM
NUEW
NUEYS
OECD
PTA
R&D
RBCA
ROA
RRPE
SAL
SAP
SMEs
SOE
SPSS
SSA
TFP
UNCTAD
UNECA

xiii

Average Return on Total Assets
Association of South East Asian Nations
British Military Administration in Eritrea
Cost, Insurance, and Freight
Common Market for Eastern and Southern Africa
Eritrean Development and Investment bank
Eritrean People's Liberation Front
Eritrean News Agency
Effective Protection Rate
Foreign Direct Investment
Foreign Exchange Bureau
Four Power Commission of Investigation
Gross Domestic Product
Gross National Product
Government of Eritrea
Gross Operating Profit
Gross Operating Profit Margin
Inter-Governmental Authority on Drought and Development
Intra-Industry Trade
International Labour Organisation.
Import-Substitution Industrialisation
Kilowatt hour
Less Developed Countries
Multilateral Investment Guarantee Agency
Megawatt
National Bureau of Economic Research
National Confederation of Eritrean Workers
National Economic Policy Framework and Program
Newly Industrialised Countries
Net Operating Profit
Net Operating Profit Margin
National Union of Eritrean Women
National Union of Eritrean Youth and Students
Organisation for Economic Co-operation and Development
Preferential Trade Areas
Research and Development
Resource-based Competitive Advantage
Return on Total Assets
Recovery and Rehabilitation Program for Eritrea
Structural Adjustment Loans
Structural Adjustment Programs
Small and Medium Enterprises
State Owned Enterprise
Statistical Package for the Social Sciences
Sub-Saharan African
Total Factor Productivity
United Nations Conference on Trade and Development
United Nations Economic Commission for Africa



xiv

UNECLAC United Nations Economic Commission for Latin America
UNIDO United Nations Industrial Organisation
USA United States of America
WB World Bank
WHO World Health Organisation



CHAPTER 1
INTRODUCTION

1.1 Background

Modern manufacturing industries emerged in many developing countries, particularly
in Africa, during the colonial period, even though their traditional industries existed
long before they were colonised. Since the end of the Second World War, however,
industrial development has become an overriding national objective of developing
countries, with the underlying aim being to enhance their social and economic
transformations and, subsequently, improve the living conditions of their populations
(Muegge, 1991). To date, however, the issue of how an internationally competitive
manufacturing sector can be built has not been resolved in most developing countries,
particularly in Africa.

It is widely recognised that trade and industrial policy regimes in developing
counties dictate the flow of resources towards manufacturing industries with a far-
reaching impact on their competitiveness. In the 1950s and 1960s, the Import
Substitution Industrialisation (ISI) strategy, in which the government had a pivotal
role, was considered an effective way to achieve rapid industrialisation and structural
transformation. To this end, the governments of developing countries used high
import tariffs and other restrictions like non-tariff barriers and quotas to protect their
infant domestic industries from external competition, with the objective of helping
them to develop their capabilities. To date, however, only a few countries the newly
industrialised countries (NICs) (mainly Korea, Hong Kong, Singapore, and Taiwan)
which shifted their strategies to export-orientation at an early stage achieved
respectable levels of industrial development (World Bank, 1993). The
industrialisation of African countries, so far, has been unsuccessful (Soludo, 1998).

The failure of lSI became evident, as many developing countries faced chronic
balance of payments deficits, mounting external debt, and sluggish economic growth
(Little, Scitovsky and Scott, 1970; Balassa, 1971, 1982; Krueger, 1978; Bhagwati,
1978). Thus, a change in development strategy to export orientation has become
mandatory, with the hope that this will promote their exports and, subsequently, improve
their balance of payments. This shift to an export-oriented strategy is not only a response
to dissatisfaction with the results of ISL but it is also due to a change in development
thinking in the academia, and policy making circles, and the increased influence of
international financial organisations, which are in favour of export-orientation. The
collapse of communism in East European countries and the liberalisation of their
economies have further demonstrated the inherent weakness of ISI, while giving a new
impetus to the policy of trade Iiberalisation.

The shift to an export-oriented strategy is particularly crucial for small' developing
countries, because ISI is hardly an appropriate option for their industrial development

I The concept of 'small open economy' is a useful theoretical tool in the analysis of
international trade and related macro-economicissues. The main stream of economic theory
(neo-classical) considers a small country to be a country that cannot influence its own terms
of trade and remains a 'price taker' in international trade. As most countries, geographically
large and small, lack the capacity to influence their terms of trade in the prevailing world
trade, this small country assumption cannot explicitly differentiate small countries from large
countries and nor can it clarify the extent to which different countries have an impact on
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(Ray, 1998). The move to export-orientation opens, for small developing countries, the
opportunity to benefit from access to foreign technology, managerial expertise, and a
large market (Lonney, 1989). Thus, within the export-oriented development strategy,
these countries must be able to promote and diversify their exports in order to achieve an
accelerated pace of competitive and sustainable industrial growth. In this respect,
promoting exports through building export capability will not only help developing
countries to bridge their trade balance deficits but it will also be a useful catalyst for their
socio-economic transformations. At present, the issue is not whether developing
countries should adopt export-oriented industrialisation strategies. The issue is the extent
to which the manufacturing sectors of developing countries will improve their
competitive positions in a liberalised trade policy environment.

Since the 1980s, many developing countries have adopted World BanklIMF
supported structural adjustment programs (SAP). These programmes are anchored to
macro-economic stabilisation (currency devaluation, reduction of budgetary deficit,
and tight monetary policy), liberalisation of prices, lowering of import tariffs, and
deregulation and privatisation of state-owned enterprises. These policies have been
commonly used in developing countries, regardless of the specific socio-political and
economic situation of each country. The supposed benefits are that firms will increase
their levels of efficiency, investment, and promote and diversify their exports (Lall,
1999). The burden of industrial adjustment focuses on 'getting the prices right' at the
macro-level. The presumption is that the policy of trade Iiberalisation will induce
manufacturing firms to actively react to the market price signals to improve their
competitiveness and, subsequently, act as the major engines of growth. In most cases,
reference is made to the success stories of a limited number of developing countries from
South East Asia, which shifted at an early stage to an export-oriented strategy. However,
there is still a lack of empirical literature and common understanding with regard to the
question of whether trade liberalisation is a sufficient condition for the rapid industrial
development of late starters. Many developing countries are at an early stage of their
development. Hence, the argument that pro-market policy changes at the macro-level
(such as market-based exchange rate, interest rate, and other prices), by giving the right
price signals to firms, will lead to the expansion of efficient firms cannot be generalised
to all developing countries (Sharma, 1999). The response of the manufacturing firms to
macro-economic policy changes also depends on the capability of those firms to respond
to price changes.

Manufacturing firms are major agents in the process of industrial development, and
their active reactions to trade liberalisation are crucial for the improvement of their
performances. However, how firms learn and how they respond to trade Iiberalisation
has not been adequately investigated (Barros de Castro, 1996). As Leibenstein (1989)

world price changes. The World Bank divides countries by income group. In this
categorisation, we observe that countries with different geographical sizes are grouped as low-
income group reflecting the economic sizes of the countries. Countries of small population
size and large population size are also grouped in this type of definition, which have different
domestic market size implications. In this study, a small country is one which has a
population of 5 million or less. This cut off point is closer to the estimated 3.5 million
population of Eritrea. This definition also assumes that the exports and imports of the country
are small in relation to total world exports and imports, i.e., it is a price taker. The small sized
population base shows two crude proxies of economic variables: the size of the domestic
market and the local labour force. This population-based definition was used by Forsyth
(1990).
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points out, market-clearing prices can eliminate queues and apparent shortages but they
will not necessarily result in firms producing in an optimal fashion the products that
enter the market. This suggests that the market is not the only important factor in
determining how well a country handles its economic activities, and that 'getting the
prices right' may enable a country to solve only a part of the problem. Thus, firms have a
major role to play in improving their organisational capacities and their operational
efficiency. Firms are people with organisations and they react to their business
environments, as can be observed in their strategies and managerial practices that have
an impact on the outcomes of their performances. While market forces are indeed crucial
for improving the efficiency of firms, modem industry needs industry-related supporting
institutions providing market information, R&D, financing, training, and standardisation
to enhance the performance of firms (UNIDO, 1995). In view of this, Guerrier (1999)
argues that, historically, the differences in the institutional set up and the business
environment have a considerable influence on firms' competitive success through their
effects in stimulating innovative activities. Moreover, Evans (1997) states that the extent
to which a government can promote the transformation of its economy depends on the
extent to which it is able to change the behaviour of firms to meet the demands of the
markets.

In the neoliberal, approach however, the role of the government should be limited
to the creation of an enabling environment. This includes maintaining stability in the
macro-economy and the provision of basic infrastructure, while allowing the market
forces to work freely to guide resources allocation. If the government is limited to
such activities, according to the neoliberal approach, the markets will meet all tile
requirements of the manufacturing firms for their competitiveness and growth.
Beyond this, government intervention in the economy is believed to make distortions
in the markets rather than improve the working of the markets, and it can cause firms'
efficiency to deteriorate. Others argue that in the context of many developing
countries, this approach does not guarantee the achievement of an internationally
competitive manufacturing sector. Hence, proactive government intervention lasting
well beyond the creation of a supportive macro-economic environment will be
required to improve the competitiveness ofthe industrial sector (Van Dijck, 1996).

In view of the theoretical arguments of trade liberalisation, a number of studies have
also documented the fact that the policy of trade liberalisation has not led to improved
exports of the manufacturing sectors in practice (Shafaeddin, 1994; LaB, 1995; Bennell,
1998; Soludo, 1998). One of the intuitively appealing reasons which have been
suggested for this is that manufacturing firms in these countries have not yet developed
their technological and exports capabilities to respond adequately to the market price
signals. Thus, the doubt that trade liberalisation will, in fact, be able to solve the
problems of many developing countries, particularly those in the low development strata,
still remains strong. The experiences of successful high and middle-income developing
countries cannot be generalised prima facie to these countries. In most low-income
developing countries, the necessary inputs for industrial development such as skilled
labour, capital, and technology and physical infrastructure are inadequate (Sharma, 1999;
Greinier, McKay and Morrissey, 1999; Fukuchi, 1994). Moreover, the markets in such
countries are so imperfect that they cannot meet the demands of the firms for skilled
labour and industry-related infrastructures such as industrial standards, marketing
research, quality assurance, testing facilities, and capital. As a consequence,
manufacturing firms face tremendous problems competing both in the domestic and
foreign markets. In view of their pervasive market failures, some argue that such
countries need active government intervention and appropriate support institutions in
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education and training, R&D, finance, and technology (Helleiner, 1994; Fannelli and
Frenkel, 1995). In line with this view, recently, proponents of market liberalisation have
tended to appreciate positively the role of government intervention in industrial
development by reducing co-ordination problems and gaps in information (World Bank,
1997).

Since its liberation (1991), Eritrea has entered a new era in its international economic
relations after being dragged back for 40 years. However, in the rapidly globalising
world economy, there is no historical procedure Eritrea can follow towards a successful
industrialisation and economic transformation. As for any other developing country,
there are several relevant experiences that can help it learn while embarking on its
industrial development.

Like in other African countries, the history of modern industry in Eritrea began in
the 1920s with the advent of Italian colonialism, when Italy began to build modern
factories to meet the demands of Italian settlers in Eritrea. A glimpse at its past
indicates that Eritrea had a relatively well developed light manufacturing sector in the
early 1950s, which was competitive even in the world market (in the Middle East,
Africa, and Europe). Its industries and trade were encouraged by the then pro-trade
culture of the people, the availability of cheap labour, a good climate for agricultural
products needed for industries, and its strategic location, linking the Middle East, East
Africa, and the Indian Ocean (Aradom 1964; 1966; UNIDO, 1996). Since the late
1950s, however, an uncertain political environment and the harmful economic
policies of the Ethiopian colonial rule had negatively affected the industrialisation
process in Eritrea. For example, in 1975, the military government of Ethiopia took the
larger industrial firms of Eritrea from their foreign and domestic owners and put them
under state-ownership as public enterprises, while banning new private investment.
As a consequence, during the past two decades, the industrialisation process in Eritrea
was not only obstructed but was also systematically and deliberately marginalised for
economic and political reasons.

After three decades of armed struggle for independence, Eritrea became politically
independent in 1991 under the leadership of the Eritrean People's Liberation Front
(EPLF). This event marked the end of the colonial era and the beginning of statehood.
As a first move, the government immediately eliminated all forms of restrictions on trade
and investment that were operational in Eritrea during the Ethiopian colonial rule. In July
1991, the government organised a workshop by inviting experts from home and abroad
to discuss extensively the opportunities and challenges ahead of emergent Eritrea at the
international, national, and sectoral levels. In the workshop, it was discussed and noted
that all economic and administrative sectors of the country needed to be reconstructed.
Also, it was suggested that an export-oriented development strategy would be relevant to
Eritrea's rapid economic growth (Ghebrehiwet, 1992).

Three years after the liberation, in 1994, the Government of Eritrea issued its Macro-
Economic Policy, showing explicitly that the direction of the country's development
strategy is export-oriented. In the Macro-Economic Policy, it is clearly stated that the
development objective of the country is 'the creation of a modem, technologically
advanced and internationally competitive economy within the next two decades' (GOE,
1994: 10). In the same year, a more elaborate and revised investment code was issued to
encourage private investment and exports and to enhance the transfer of new
technologies. The investment code also indicates the willingness of the government to
privatise public enterprises, reflecting its commitment to the development of the private
sector. Thus, the open door economic policy opted for by the government of Eritrea has
been to enable the country to overcome its technological lag, reduce its dependency on
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the small domestic market, promote its economic growth, and enhance the
competitiveness and efficiency of its manufacturing enterprises. It is also a signal for
prospective domestic and foreign investors that the government of Eritrea is committed
to maintaining market oriented economic policies in which the private sector will playa
leading role in the country's industrial development.

1.2 The problem

Eritrea has experienced major destruction in its social and economic foundations because
of the policy of deliberate destruction and discrimination followed by past colonisers, the
prolonged war of independence, and intermittent drought. As a consequence, the
government inherited a war-torn economy, including very weak industrial and trade
sectors with no national foreign exchange reserve. Moreover, Eritrea inherited no
national institutions and is still in the process of creating institutions and building
capacity. The institutions relevant to the development of industry in Eritrea are: the
Commercial Bank of Eritrea and the Bank of Eritrea; the Ministry of Trade and Industry;
the Eritrean Institute of Standardisation and Metrology; the Industrial and Agricultural
Development Bank; the Privatisation Agency; the Investment Centre; the License Office;
and the Eritrean Chamber of Commerce. With the exception of the Eritrean Chamber of
Commerce, all the other institutions are government institutions. All these institutions
are at infant stage and they have deficiencies in their human capacity and other
resources.

The government of Eritrea has envisioned that the prospects of higher economic
growth in Eritrea are very much dependent on the country's successful insertion into'the
world economy through trade and foreign direct investment. To this end, the government
has adopted an export-oriented industrialisation strategy and it has opened its economy
to international competition with a neutral incentive structure, which does ,not
discriminate between sectors and exporters and non-exporters. The export-oriented
industrialisation strategy has been chosen without having experienced lSI as independent
state. This has been reflected in the country's centrepiece trade policy, which focuses on
competition to enhance production efficiency and competitiveness. In an export-oriented
development strategy, Eritrea has to compete not only with developing countries that are
at a similar stage of development, but also with developed countries, which are at an
advantage competitively in terms of human capital, technology, investment capital, and
physical infrastructure.

A glimpse at Eritrea's post-liberation economic performance indicates that there
have been signs of increase in the production capacity utilisation of its firms, but these
are far from recovery. This is due to the fact that, during the two decades of a centralised
management system under the Ethiopian government and the policy of banning foreign
investment, the Eritrean firms were not able to create partnerships with foreign investors
and gain managerial, financial, and technological benefits. As a consequence, they have
not developed their capabilities (UNIDO, 1996; GOE, 1996; Yacob, 1996). At the
macro-level, the trade balance of the country has shown a deficit with a rising trend. This
might reflect the high import dependent nature of the economy and the weak export base
of the country including the manufacturing sector. This seems to indicate an early
warning sign that the economy is too import intensive and that more attention is needed
to be given to the promotion of exports.

The country's deficit trade balance has been financed through foreign aid and
external borrowing. However, the long-term import capacity and development of the
economy will be very much determined by the competitiveness of the country's exports,
including the products of the manufacturing sector. Therefore, a rapid growth in Eritrea's



6

exports is needed. Growth in exports will not only enable the country to finance its
imports, but will also enhance its economic growth through increased investment. If the
import-export gap is not substantially narrowed through export promotion, in which the
manufacturing sector is expected to play an important role, it is argued that the country's
economic growth will be slowed due to lack of investment. The experiences of many
African countries show that a shortage of foreign exchange is a major obstacle to
investment through its effect on the unavailability (shortages) of imported raw materials,
spare parts, and machinery (Chang and Singh, 1992).

As Mccormick (1999) has persuasively stated, trade liberalisation is not a sufficient
condition to promote exports and industrialisation in developing countries like Eritrea. In
such countries, people have no industrial training and little education; the transport and
communication systems are not well developed; public utilities are inadequate; financial
systems are rigid and unresponsive; and markets do not function efficiently. The
challenge ahead of Eritrea is the building of an environment that will enable export-
oriented enterprises to flourish and diversify their production structures and enhance
their competitiveness. The other challenge is to achieve this goal with a liberal trade
policy at the macro-level within the constraints imposed by the country's initial
conditions (post-war situation). For these reasons, the central research question of the
study is "Is trade liberalisation effective in stimulating manufacturing firms to improve
their performances and competitiveness in Eritrea, and what should the Eritrean
government do (if any thing) to promote the development of an internationally
competitive export-oriented manufacturing industry?" This research question will be
investigated from the perspective of theoretical and empirical literature exploring the
experiences of other developing countries in order to gain more insight into the
conditions under which trade liberalisation stimulates an internationally competitive
manufacturing sector; and from the perspective of an empirical analysis of the
performance of Eritrean manufacturing firms in the liberal economic policy
environment.

1.3 Objectives

The main objective of this study is to examine the performances of manufacturing firms
in a liberalised economic policy environment in Eritrea. The Eritrean government has
Iiberalised its economy and eliminated restrictive trade and industrial policies. These
changes are pro-export, and in favour of competition and the private sector. The issue is
how far the industrial and trade policy changes have translated themselves into improved
performances at the firm level, which, in turn, are reflected in the change variables of the
firms such as production technology, production mix, human resources, organisational
efficiency, and export-market orientation. While focusing on how the firms have
responded to trade policy changes, the study has a broader dimension, as it also focuses
on the problem of manufacturing industrial development in a liberalised economic policy
environment in Eritrea.

While analysing the impact of trade liberalisation, most studies have focused on the
macro-economic effects, for example, on exports. imports, balance of payments,
investment, savings, and government expenditures and revenues (Oyejide, Ndulu and
Gunning, 1999). Issues of microeconomic level performance and restructuring, such as
introducing new product lines, improving product quality, and expansion of sales in
export markets, have not been dealt with sufficiently. Recently, however. there has been
a growing interest in the impact of liberalisation on enterprise restructuring in transition
economies and other developing countries (Cooper and Gacs, 1997; Lall, 1999) .
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Focusing on micro-level response also helps us to comprehend how firm level responses
influence the macroeconomics of the country. This is particularly important because the
active responses of firms contribute to macro-economic stability by, for example,
reducing the balance of payments deficit, budgetary problems, and increasing savings
and investments, leading, consequently to high economic growth. If, however, the
performances of firms are very low, this will be reflected in the worsening macro-
economic conditions of the country. The study goes beyond micro-level performance
analysis and has a broader perspective, because it also considers a set of internal and
external factors influencing firms, which are considered important for performance
improvement. In this sense, firm level responses would reflect not only the competitive
capability of firms, but also the effectiveness of macro-economic policies and other
institutions surrounding the firms. Although firms' capabilities are the prime factors that
determine their responsiveness to trade policy changes, the macro-economic policies and
institutional environments in which firms operate also give firms specific advantages or
disadvantages that have an affect on their competitiveness. As these environments may
vary across broadly comparable countries, the responses of manufacturing firms to trade
liberalisation remain an empirical question.

Therefore, theoretical notions have to be combined with empirical evidence in order
to come to a deeper understanding and balanced view of the issue at stake. As has
already been explained, Eritrea has introduced Iiberalisation policies. These have
exposed its manufacturing industries to import competition. Within this framework, this
study will investigate empirically the performances of the manufacturing firms of Eritrea
under a liberalised policy environment over a five-year period, from 1994 to 1998. This
is the period in which we expect to observe noticeable responses to import liberalisation
in their shortest form at the firm level. To date, there have been virtually no studies of the
impact of trade liberalisation on the performances of manufacturing firms in Eritrea. This
thesis takes a step in that direction by examining the responses of firms in the country's
early post-war period.

The objectives of the study are to analyse:

• the performances of the firms with respect to their sales, exports, profitability,
and production capacity utilisation;

• the plans and visions of the managers/owners of the firms in the market-guided
business environment;

• the reactions of the films to government institutions and policies;
• the various constraints facing the firms that have hindered them from improving

their performances in the new market-guided competitive environment.

Although the focus of the study is on the micro-level, an investigation of the responses of
the firms cannot be isolated from a consideration of the internal and external
environments in which the firms operate. That is why the study also investigates the
nature of the macro-economic and institutional environments in which the firms operate,
to shed light on how the firms' performances have been influenced by the dynamics of
the internal and external factors. This broader approach is particularly important in order
to comprehend the opportunities and challenges ahead of Eritrean firms in their
endeavours to improve their competitive positions. Within this framework, this study
will focus on answering the following six specific research questions:
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• What are the main macro-economic policies used by the government to promote
manufacturing exports?

• What institutions has the government used to implement its export promotion
policies in the manufacturing sector?

• How have the manufacturing firms reacted to the market?
• How have the manufacturing firms reacted to the government policies and

institutions?
• What problems have been hindering firms from responding sufficiently?
• Has the export-oriented strategy in Eritrea improved the efficiency of the

manufacturing firms?

1.4 Rationale and significance of the study

The need for any developing country to industrialise is well recognised in
development literature. Das (1998), for instance, points out that manufacturing
enterprises in countries like Eritrea have multiple roles, such as in foreign exchange
earning, employment creation, diversification of the economy, and stimulating human
capital formation, technological advancement, and total factor productivity. The
serious balance of payments problems observed in many African countries also
suggest that such a problem is predominantly due to the inability of the countries to
diversify their economies and build internationally competitive manufacturing sectors.

It has been clearly stated in the Macro-Economic Policy of the Eritrean
government that maximum utilisation of the agricultural potential is one of the highest
priorities in the development strategy of the government. The achievement of this
goal, in turn, very much depends on the level of industrial development, because
increasing productivity in agriculture hinges on the increasing use of manufactured
inputs and the growing demand of industries for agricultural inputs. In the next few
years, agriculture will continue to be the main source of growth in the economy.
However, it is inconceivable that the Eritrean economy will grow effectively without
a sustainable growth in the manufacturing sector.

Moreover, the labour force is rapidly growing, land degradation and unreliability of
rainfall is increasing, and the present state of world trade is in favour of manufactured
exports rather than primary commodities. Therefore it may be argued that industrial
development in Eritrea will contribute more to the stability of the national economy and
the reduction of land degradation through absorption of the labour force and structural
transformation. In view of this, Lall (1992) rightly argues that industrialisation is a
necessary step for all countries seen from a long-term perspective. He has also rightly
indicated that the manufacturing industry has been the critical agent of structural
transformation during the transition from a traditional, low-productivity, low-income
state to a high-income state that is dynamic and diversified.

Eritrea has entered a phase of extensive reconstruction and development, in which
all its sectors require a large amount of foreign input. There is no doubt that a large
increase in exports is needed if Eritrea is to secure the level of foreign exchange needed
to pay for the increased quantities of its imports. If, however, the country's imports are
not predominantly financed by its exports, then its development process will be limited,
due to the lack of foreign exchange. With a large foreign exchange gap, Eritrea will also
be forced to seek foreign aid and to compete with the growing number of foreign aid
seeking countries, or it will be forced to obtain external loans to finance its development
projects.
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It has been well recognised that much of the country's resources were destroyed during
the long war for independence. The central argument of the thesis, however, is that
Eritrea needs to improve its exports in manufactured goods by overcoming the various
obstacles it faces to enhance its economic growth and lay a basis for a more dynamic
manufacturing enterprise development. Failure to move in the right direction right from
the beginning, will hinder the sustainable economic growth of the country and will
adversely affect the living conditions of its people, particularly when seen from a long-
term perspective.

The empirical part of the study will contribute to the further understanding of the
effectiveness of trade liberalisation in respect of the performance improvement of the
manufacturing industry in low income developing counties. In this sense, the thesis
will provide additional evidence to the existing empirical literature and an
understanding of the effectiveness of trade liberalisation in countries that are at very
low level of development.

1.5 Organisation of the study

This study is divided into eight chapters. Chapter I covers the background of the
study, the problem statement, the objectives of the study and the rationales and
significance of the study. Following the first chapter, the study is divided into two
main parts: a theoretical part and an empirical part. In the theoretical part, the relevant
literature is reviewed in order to gain insight into the debates on trade liberalisation
and industrial development in developing countries as they shift from import
substitution to export-orientation. The literature section consists of three chapters. In
chapter 2, theories of international trade and their trade and industrial policy
implications are considered. Following this, the responses of manufacturing firms to
trade liberalism are reviewed. The chapter also analyses the inherent weaknesses of
trade liberalisation in stimulating internationally competitive firms at the macro, meso
and micro levels. Furthermore, the chapter also explores the growing concerns of
developing countries regarding the high tendency for them to remain in a
competitively disadvantaged position as regards the growing liberalisation and
globalisation of the world economy.

Chapter 3 deals with the comparative industrialisation experiences of SSA and the
NICs with the view to learning from the experiences of the NICs in order to find out
how to reverse the decline of industrial base in African countries under the on going
SAP. The chapter underscores how governments in the NICs helped their industrial
sectors to build their capabilities in order to compete in the world markets, and why
industrial development in Africa did not succeed even under SAP. On the basis of the
comparative study the chapter draws lessons for Africa on the role of governments to
build internationally competitive manufacturing industries. Chapter 4 focuses on
exploring alternative theories, which will help us understand how firms/countries gain
competitiveness and what role a government can play in order to improve the
competitive position of its industrial sector, particularly in a country that is at a low
level of development and that is characterised by pervasive market failures. In this
chapter the government-business relationship is explained, and an appropriate
theoretical framework is selected, which will guide our empirical study in chapter 7.

Chapter 5 focuses on the research design. It covers the research method, the
sample size, and the theoretical framework selected to understand and explain the way
the firms have responded to the policy changes. It also covers the operational
definition of the performance measures for the empirical work in chapter 6 and
chapter 7, as well as the methods of data processing. Chapter 6 deals with the
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evolution of the industrial sector of Eritrea from the period of Italian colonialism to
the time of liberation, and the post independence efforts of the Eritrean government to
rehabilitate and the reconstruct of an export oriented industrial sector. The focus is on
how the industrialisation process in Eritrea was frustrated under British and Ethiopian
colonial rule, as well as on the post liberation development efforts underway; and it
also looks at the achievements and challenges stilI facing the government. Chapter 7
is the core of the study. It analyses the performances of the manufacturing firms in the
new market-guided economic policy environment. It analyses the extent to which the
firms have improved their performances; their plans for the future; their responses to
government institutions; and the constraints they have faced and how these constraints
have hindered their performance improvement. Chapter 8 presents the summary and
conclusions of the study and some recommendations based on theory, the empirical
literature, and the empirical findings of the study.

~
I



CHAPTER 2
TRADE REGIME AND

MANUFACTURING SECTOR DEVELOPMENT

2.1 Introduction

This chapter is composed of theoretical and empirical literature. Section 2.2 focuses on
the need for industrialisation. In Section 2.3 the focus is on the policy implications of
conventional trade theories, while Section 2.4 deals with the debate on the benefits of
trade liberalisation. In Section 2.5, the focus is on the empirical literature on the impact
of trade liberalisation on the manufacturing sector. Section 2.6 analyses the factors that
hinder the effectiveness of trade Iiberalisation at the macro, meso and micro levels, while
Section 2.7 explores the growing concerns of developing countries regarding the
effectiveness of trade liberalisation in an environment of growing globalisation and
international competition. A summary of the chapter is presented in Section 2.8.

2.2 The need for industrialisation

As many developing countries gained their independence after the Second World War,
they focused on transforming their economies and the transformation was designed with
an emphasis on industrialisation by allocating more resources to this sector (Page,
1990;Chanthunya and Murinde, 1998; Kiely, 1998). Why was so much emphasis placed
on industrialisation by developing countries? The motives for rapid industrialisation
were influenced by political, economic, and historical factors (Onimode 1988). From a
political economy context, for example, Nkrumah long ago pointed out that

Industry rather than agriculture is the means by which rapid improvement in Africa's
living standards is possible.There are imperial specialists and apologists who urge the
developing countries to concentrate on agriculture and to leave industrialisation for
some later time when their populations are well fed. The world's economic
development, however, shows that it is only with advanced industrialisation that it has
been possible to raise the nutritional level of the people by raising their levels of
income (Nkrumah, 1963 quoted in Page, 1990: 109).

Developing countries also give high priority to their industrial development because of
the various perceived virtues associated with it. These include a high and sustained
productivity growth realised through the systemic application of science and technology;
a perception that the international price of industrial goods increases more relative to that
of primary commodities; externalities generated in the form of skill accumulation and
technology acquisition; alleviation of balance of payments constraints, diversification of
economies, and an increase in economic stability; an increase in levels of employment
and improvement in the living conditions of people, as well as the inducement to
desirable changes in social and cultural attitudes (pack, 1988; Colman and Nixon, 1983;
Singh, 1982; Sutcliffe 1971; Singer 1950). The high priority accorded to industrial
development was supported by most early development economists, like Nurkse,
Rosenstein-Redan, Hirschman, and Lewis, who believe in large investment in industry
so that countries could benefit from external economies of scale and technical progress
inherent in industry (Meier and Seers. 1984).
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As Dijkstra (1987) points out, if the objectives of industrialisation are to be achieved, a
country must possess the requisites, such as availability of raw materials, market, skilled
labour, capital and technology. Singh (1982), however, argues that the key factor to
industrial development is not natural resources but the skills and capabilities of the
people in a country. Other important factors for industrial development are the existence
of appropriate social organisations and the availability of supportive institutions. The
experiences of developed and successfully developing countries also reflect the fact that
countries that have developed good combinations of these factors have had more success
than those which have not. If industrialisation is to be an engine of structural
transformation, the industries set up have to be efficient and dynamic. They must be able
to increase their productivity and exports, diversify their products, and increase their
backward and forward linkages over time (Noorbakhsh and Paloni, 2000).

It is widely recognised that trade and industrial policy regimes have an impact on
economic growth and competitiveness, because the structure of protection virtually
determines the direction in which resources are allocated and, subsequently, the pattern
of production, particularly in the manufacturing industries (Krueger, 1998; Kirkpatrick,
1995). Since the I980s, the development strategy of the developing countries has
changed in favour of export orientation and trade liberalisation in order to overcome the
inherent limitations and adverse effects of the import substitution industrialisation
strategy (lSI) they had been following. Increased competition and liberal trade policy is
regarded by the proponents of trade liberalisation as a mechanism, which leads to greater
industrial efficiency, export promotion, growth of the national economy, and,
subsequently, increase in the welfare of societies.

2.3 Trade policy implications of conventional trade theories

The dominant neo-classical trade theory is the factor proportion theory of Heckscher-
Ohlin (Heckscher, 1991; Ohlin, 1967). The Heckscher-Ohlin (H-O) model of
comparative advantage is based on a number of assumptions: that technology and
knowledge are exogenously given, identical across firms and countries, and freely
available, with constant returns to scale, perfect competition in all markets, and
identical consumption patterns across countries. In the H-O framework, the key
determinant of the comparative advantage of a nation is its natural relative factor
endowments. If a country has a relatively abundant supply of labour relative to
capital, its comparative advantage is in labour intensive products and it will export
labour intensive goods and import capital intensive goods. In this theoretical
framework, 'free trade' and trade Iiberalisation by all developing countries, regardless
of size and level of development, would enable them to exploit their comparative
advantages. Developing countries would be better off to adopt a liberal trade regime
and specialise in the production and export of the products that use their relatively
abundant factor intensively. The H-O factor proportion theory, with all its restrictive
assumptions, is designed to explain the static optimisation of the allocation of
resources rather than the dynamic change and development of the productive base of
developing countries (Lall and Latsch, 1998). The H-O trade theory appears to
downplay or lower the significance of domestic research and development effort,
which are crucial to the capability building of a country.

From a technological gap perspective, de Man (1996) points out that, in the
growing world competition, innovation determines the long-term competitiveness of
business firms and, consequently of nations. Therefore, sustained competitive
advantage is dependent not only on cost-based factor abundance, but also on the
extent to which a country's business firms are able to produce and competitively
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export high value added manufactured products in which technology and skilled
labour playa central role. The technology gap theories emphasise that differences in
technologies between countries (the asymmetric distribution of technology among
nations) determines the flow of products in international trade (Kravis, 1956; Posner,
1961; Hufbauer, 1966, Vernon, 1966, 1979). In this approach, production functions
are assumed to differ across countries and firms: some countries/firms innovate,
others imitate, and others again passively absorb technology at the end of the product
cycle.

The technological gap theories emphasise differences between technologies across
countries is an endogenous outcome through firm level product and process
innovation. This helps the innovating country to reduce its costs of production and
generate new products, putting it in a temporary comparative advantage position.
Business firms are not only expected to remain in their existing comparative
advantage positions, but also are required to actively create new sources of
comparative advantage through investment in research and development, using the
favourable combination of physical capital, human skills, and other complementary
facilities required for innovation and adoption. The technological gap theories assume
that there is no possibility of immediate appropriation of an innovation by other firms
in other countries. Hence, the flow of technological development and innovation is
not free and instantaneous. There is a time lag between innovation, imitation, and
adoption. However, it is assumed that trade leads to the diffusion of knowledge,
allowing the technological gap to be closed over time, as explained in the product
cycle and direct foreign investment theories (Vernon, 1966, 1979). The country
receiving the technology is assumed to absorb the technology easily and to use it
efficiently. As technologies mature and are adopted by every country, factor costs
become the determinant of comparative advantage. Despite the origin of the theories
in imperfect competition, no market failure is assumed to arise at the stage of
transferring and using technologies in developing countries (Lall, 1998; LalI and
Latsch, 1998).

The technological gap theories consider trade to be the main mechanism enabling
technology and knowledge to be easily diffused and state that trade restrictions hinder
developing countries from gaining the benefit of new technology and ideas from the
rest of the world. The preferred trade policy for developing countries is trade
liberalisation, as it shortens the time lag of imitating or adopting the technology,
which is assumed to be available in international markets.

At the firms' level, relative factor and product prices constitute the major criteria
for the technical decisions of firms. The fundamental line of causation is from prices
to technological change. Alterations in relative prices act as the primary engine of
growth and structural change, while technical change is seen as a passive response to
purely market driven forces. Proponents of trade liberalisation consider the cost to
firms of learning and mastering technology to be trivial, because they assume that
firms can instantaneously acquire the desired technology from the assumedly
perfectly functioning markets.

From a demand side perspective, Linder (1961) put forward income per capita, or
domestic demand composition, as the basis for trade. Linder's theory is based on the
assumptions that production function differs between countries, that the domestic
'representative demand' is a necessary condition for a country to expand its exports, and
that similarity in demand between countries creates large market opportunities for
differentiated products and, consequently, increases trade. In this approach, a country
must first have a large domestic market, so that the industries will be able to produce
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commodities on a large scale, which can be exported to other countries at a later stage.
Once the domestic market is satisfied, the country will expand its market to other
countries that have similar per capita incomes. Linder foresees very limited trade
between the developed and the developing countries, because of the differences in the
levels of their development and per capita incomes that is reflected in the differences of
consumers preferences. The trade policy implication is that 'free trade' will encourage
developing countries to trade more with the developed countries by exporting their
primary commodities in order to import manufactured goods from the developed
countries (South-North trade). Another implication of Linder's trade theory is that liberal
trade policy will encourage developing countries to trade more among themselves
(South-South trade) than with the developed countries in manufactured goods.

In intra-industry trade (TIT), the basis for trade is increasing economies of scale, in
a combination with product differentiation and imperfect competition, where the
quality, packaging and brand names of products are different but the products are still
close substitutes in their use (Grubel 1975; Dixit and Stiglitz 1977; Lancaster, 1980
and Krugman 1979, 1981). The TIT models were developed to demonstrate the
growing trade in manufactured goods between the developed countries that are at
similar level of development. Despite the imperfection of the market, the trade policy
implication for developing counties is 'free trade', because it helps developing
countries to increase the size of their markets and capture the potential benefits of
increasing returns to scale.

2.4 Trade liberalisation and efficiency gains: Arguments

Proponents of trade liberalisatiorr' argue that trade Iiberalisation will help developing
countries to exploit various opportunities related to economic efficiency gains. These
opportunities include the benefits of economies of scale in production and increased
capacity utilisation; easy access to large export market, which is helpful for the
promotion of exports, and, subsequently, relaxation of balance of payments constraints; a
better opportunity for the transfer of technology, which is crucial for the growth of total
factor productivity and the overall economic growth; a better environment for the
improvement of the quality of the labour and management as well as for the
development of other services, such as banking, insurance and shipping (Myint, 1971;
Krueger, 1978; 1985, 1998; Bhagwati, 1978; Alam, 1991; Sharma, 1996; Belassa, 1978,
1981; Linder, 1967; Elias,1992; Edwards, 1993; Dornbusch, 1992; Todaro, 1989). The
role of trade policy as a major determinant of industrial performance is based on the key

, Different concepts, like export-oriented, outward looking, export-led, export
promotion, and trade liberalisation are used interchangeably to identify a regime's trade
orientation and the incentive system to the tradable and non-tradable sectors. Up to the 1970s,
export-orientation would have been equal to free trade which is an old neo-classical notion
from the period when it was believed that the NICs were successful because of their free
trade. Nowadays, this has been almost abandoned (see World Bank on East Asian Miracle,
1993). It has been replaced by the notion that openness promotes growth (See World
Development Report, 1987). However, openness can be accompanied by a lot of government
intervention, as observed in many of the NICs. Since the 1980s, the emphasis has been on
trade liberalisation, deregulation, and privatisation in order to remove the bias against the
tradable goods sector and encourage the development of the private sector, and limit the
public sector through donor supported structural adjustment programs or a unilateral\y shift to
export orientation. as was observed recently in the ex-centrally planned economies. In this
study, the concepts already indicated to describe trade orientation are also used
interchangeably.
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role of market determined price incentives to economic agents (Lall, 1991). The removal
of restrictions and anti-export bias encourages the reallocation of resources from
protected inefficient activities to the new activities favoured by reform and supported by
market forces. The expected immediate benefit is improvement in static and dynamic
efficiencies (Ghani and Jayarajah, 1995). Improvement in the static efficiency leads to
temporary improvement in the growth rate of an economy. while dynamic efficiency is
expected to lead to permanently higher growth rates.

Dijkstra (2000) distinguishes two aspects of static efficiency. which. in theory,
follow trade liberalisation: (1) allocative efficiency- the reallocation of the resources
over the whole economy, where they are most productive, so that further output
increase is not possible without reducing the output of at least one other good. (2) X-
efficiency (microeconomic efficiency at the firm level). X-efficiency is said to have
increased if a firm is able to produce the same level of output with less input, or if it
produces more output with the same input. Both the allocative efficiency and X-
efficiency are static effects: they are improvements resulting from the changes in
relative prices, which follow from trade liberalisation that will not be repeated. The
expected improvement in X-efficiency following trade liberalisation is based on two
effects: (I) trade Iiberalisation lowers the prices of imported capital or intermediate
goods, and firms using imported goods will have higher production or output with
lower costs. However, in many developing countries. tariffs for imported inputs, raw
materials and machinery were already much lower than for consumer goods before
trade liberalisation was adopted. In this respect, the impact of trade Iiberalisation and
the lowering of tariffs on X-efficiency on firms is limited. (2) The second effect is
based on orthodox theory. It postulates that increases in competition from imported
goods force domestic producers of import competing goods to be more efficient,
resulting in a higher X-efficiency. The argument assumes that, at higher output prices
prior to trade liberalisation, the substitution effect (more slack/leisure) dominates the
income effect for the firm. That is. managers do not use the higher output prices of the
previously protected firms to increase their incomes and profits to invest in the firms,
but rather increase the leisure/slack and have higher costs.

Although trade liberalisation has a positive effect on X-efficiency in manufacturing
firms, some argue that it is lower than the theory of trade liberalisation assumes for two
reasons. (1) The trade regime before trade liberalisation allowed cheap imports of
machinery and other inputs. (2) All import competing firms use the extra income from
protection to cover inefficiency (Dijkstra, 2000). As markets do not operate efficiently in
most developing countries, resources do not appear to move easily from a sector with a
low comparative advantage to a sector with a high comparative advantage. There are
short-term adjustment costs. Despite the short-term adjustment costs, there is an
improvement in allocative efficiency, and this is the standard argument in favour of trade
liberalisation for price taking countries in perfectly competitive world markets
(Dornbusch, 1992). Theory also predicts that the welfare gains from improvement in the
allocative efficiency will be greater in small countries because smaller countries are
expected to make larger price changes than larger countries.

The dynamic gains of trade are realised as a permanently sustained upward shift of
the production possibility curve of a country over a given period of time. They are
expected to take an economy from slow growth path toward a high growth path, which
then develops its own dynamics and financing (Dornbusch. 1992). This positive effect
can be the result of permanent higher rates of investment, or more investment in R&D,
more technical innovation, a higher level of technical leaning in the economy, and higher
productivity growth (Dijkstra, 2000). In this sense, it appears that the net positive
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dynamic effects from trade liberalisation may be higher in countries that have achieved
already a certain level of industrialisation.

Proponents of trade liberalisation also argue that market-oriented reform provides
countries with the opportunity to fully utilise their unrealised productive capacity. In the
absence of international trade, these countries would be forced to produce inside their
production possibility curves, with some of their resources remaining idle (land, labour,
and capacity of firms). Developing countries, like Eritrea, cannot afford to maintain an
economy with unrealised capacity. The opening of the domestic economy to external
competition is expected to be an incentive to the owners of previously idle resources,
inducing them to enter into production. As all sectors approach full capacity, aggregate
supply is expected to shift upward from inside their production possibility curves at their
production possibility curves, while specialising on their comparative advantages.

As Helleiner (1992) points out, in highly import-dependent low-income small
countries like Eritrea, the capacity utilisation also depends heavily on the availability of
critical imports such as fuel, intermediate inputs, and spare parts for their industrial
production. When such imports cannot be financed at the level needed for the full
utilisation of the capacity, because of a shortage of foreign exchange (due to low exports,
terms of trade deterioration, decrease in the inflow capital, and increase in debt services),
the result will be unemployment and under utilisation of capital and other resources in
the import dependent sectors of the economy as observed in many SSA. However,
proponents of 'free trade' argue that, in a liberal trade regime and as the economy
accumulates momentum, exports will increase which would help developing countries to
finance their critical imports. This, in turn, will lead to high capacity utilisation of their
industries, high growth in their economies and more social welfare gains. The empirical
study of Moschos (1989) on a sample of seventy-one developing countries, grouped
according to incomes indicates that export expansion appeared to have a stronger effect
on economic growth in the low-income group countries than in the high-income group
countries during the period 1970-1980. Although it appears that most poor developing
countries are very much limited by their limited export capability (low export-base), the
evidence might suggest that export-oriented poor countries could attract more foreign aid
and direct foreign investment, which would enable the foreign exchange starved
industries (sectors) to increase their capacity for export.

Another dynamic effect of trade is that which emanates from increasing returns to
scale. Scale economies are more important for small countries, because many
manufacturing activities require minimum scale operation for competitiveness in the
world markets (Chenery, Robinson and Syrquin, 1986; Gutierrez, 1996). However,
developing countries would be required to have well developed infrastructures, such as
transportation services, marketing services, education, health, banking, and insurance, as
these are basic requisites for the competitiveness of firms and national industrial
development (Porter, 1990). Many of these infrastructures, however, have public good
characteristics and would, therefore, require active state intervention for their
development.

From a political economy perspective, proponents of trade liberalisation argue that
trade liberalisation by reducing state intervention in the economy will reduce directly
unproductive rent-seeking behaviour of economic agents (Krueger 1974; Krueger 1984;
Bhagwati and Srinivasan, 1980; Bhagwati, 1989). Since rent seeking uses scarce
resources, the argument is that it increases wastage of resources. In this sense, state
intervention is considered to be growth inhibiting rather than growth enhancing.
Srinivasan (1990) notes that pervasive rent-seeking behaviour in countries like China
and India, which stayed longer in the import substituting strategy, has discouraged firms
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from investing in capability building (technical, financial, and managerial). Arkadie
(1995) argues that, in the poor!y functioning political and economic system of many
African countries, it is easier for economic agents to buy favours from state functionaries
than to demand improved services. From this perspective, efficient resource allocation is
inhibited and, consequently, gives shumpeterian entrepreneurs little incentive to seek out
technical and managerial innovations that might speed the overall economic growth of a
developing county.

Diagnosis of rent seeking leads directly to prescription of market-oriented reforms. If
the problem were government provisions of rents, then eliminating rents would allow
manufacturing firms to concentrate their efforts on coping with market competition and
allocative efficiency. In effect, this would be a change in firms/managers' objectives to
change from being rent-seekers to profit earners by competing in the market on equal
footing with other firms. However, it would be rather difficult to conclude that rent-
seeking behaviour can be eliminated in a market-guided economic environment and with
a minimal state intervention. It can be argued that increasing transparency and
accountability in economic management can reduce rent-seeking behaviour, particularly
in relation to fiscal and financial issues. Transparency in economic management, in turn,
can help boost investors' confidence and bureaucratic efficiency and, consequently,
create an environment in which public and private investment decisions can be made in a
socially and economically efficient way. Such a committed approach can also help in the
development of social values that discourage rent-seeking behaviour. In the newly
industrialised Asian countries (NICs), for instance, it was found that highly selective
government intervention was not associated with damaging rent-seeking behaviour
(Wade, 1990). Moreover, Schmitz and Hewitt (1993) have indicated that, in Brazil,
quantitative import restrictions on the computer industry helped in the development of
technological capability and in the updating of products without damaging rent-seeking
behaviour developing. Eventually, the firms, having learnt to trade under protection,
begun to export their products to Europe and other Latin American countries. The
growth of the industry, its competitiveness, and skills all indicate a degree of success that
can be attributed to timely and efficient intervention. Rent-seeking behaviour can occur
in private organisations as well as in public organisations. Managers of private
organisations may distort their decisions to increase their ability to obtain rents and to
limit competition from outside entrants.

As Stiglitz (1997) points out, critics of state intervention base their arguments on
three assertions: 1) Government intervention is unnecessary, (2) government intervention
is ineffective and (3) government intervention is counter-productive. None of these
assertions can be accepted at face value. The first assertion can simply be refuted by the
market failure argument. Governments in developing countries require the provision of
public goods, such as social and physical infrastructure, and the maintenance of law and
order, which cannot be supplied by a private sector guided by the market, particularly in
countries that are at a low stage of development. The second argument, that government
intervention is ineffective, is based on the premise that government action can be undone
by the private sector. However, it is argued, that in many developing countries, private
investment in manufacturing activities that need long learning periods has positive
externalities and is associated with high risk, and therefore, may fail to get started or may
remain below the standard required in the absence of state intervention. Suzumura
(1997) argues that the non-appropriability of learning induced technical progress and
accumulation of knowledge legitimises state intervention. The third point of criticism is
particularly motivated by the historical experiences of import substitution
industrialisation (lSI) as most governments in developing countries failed to remedy
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market failure. This does not, however, mean that government intervention is not
necessary to augment market forces in many developing countries whose markets are
either non-existent or imperfectly functioning.

Another aspect of the benefit of trade is that which is associated with foreign direct
investment (FDI). In developing countries that lack domestic capital, entrepreneurial
and managerial skills, marketing and promotional know how, foreign direct
investment could be an essential for launching a successful export drive and
manufacturing development (Lall, 1994; Lall, 1996; UNIDO, 1983;
Balasubramanyam, Salisu and Sapsford, 1996). The empirical study of
Balasubramanyam, Salisu, and Sapsford (1996: 101) indicated that the elasticity of
output with respect to foreign capital (1.84) exceeded that of labour (1.07) and exports
(0.23), while output growth with respect to domestic capital was statistically
insignificantly different from zero for a sample of 46 developing countries over the
period 1970-1985. The authors divided the countries into 28 import-substitution (IS)
and 18 export-oriented (EO) countries. The results showed that the output elasticity of
foreign capital (1.83) was greater and more statistically significant in the export-
oriented countries than in the import substitution countries (1.77), where it was not
significantly different from zero at the conventional levels. Moreover, Shamsuddin
(1994) examined the economic determinants of foreign direct investment (PDI) inflow
in a sample of 36 developing countries. The empirical findings indicated that a large
market size (measured in per capita GDP) and increased inflow of public aid helped to
increase the inflow of PDI, while higher wage costs, a poor investment climate
(measured in per capita external debt), and economic instability (proxied by volatility
of prices) in the host countries reduced the inflow of PDI.

Pussarangsri and Chamnivickorn (1995), in their empirical study, identified
various factors that contributed to the inflow of PDI in the Association of South East
Asian Nations (ASEAN). The factors in Malaysia were the good infrastructure, low
labour costs, and growth-promoting policies; in Singapore, geographical location,
international air and sea routes, good physical infrastructure, skilled manpower, and
an environment that encourages efficient economic performance were the contributing
factors; in the Philippines, staying competitive in the markets was the important
factor; in Indonesia, a large domestic market, abundant natural resources and the
projected long-term growth potential of the economy proved vital; and, in Thailand,
an adequate local demand and government incentives were the important factors.

In a number of African countries, however, the inflow of foreign direct investment
has been very low because the countries lack credibility and continuity in their policies,
have structural weaknesses, weak human resources, inefficient public services and
political instability (Hussain, 1993). It is to be noted that prospective investors make
inquiries regarding the availability and dependability of energy, water, transportation
networks, communication links, efficient labour, and the political stability before they
make decisions on investment expenditure in a country that has opened its economy.
Hence, it would not be realistic to expect local and foreign investors to come forward
and put their capital in any productive venture, when the services mentioned above are
not yet well developed because the country has just recently liberalised its economy.

Virtually all developing countries have liberalised their domestic markets and
their external sector and privatised state-owned enterprises to build private sector led
and market guided economies, and enhance their exports of manufactured goods and,
subsequently, to improve their levels of industrial development. The policy reforms
mostly include exchange rate devaluation, tariff reduction and abolishment of import
quotas, freeing of prices, reduction of state involvement in the economy, and
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elimination of subsidies to public enterprises. They allow their economies to integrate
with the world economy and, subsequently, to compete on the basis of comparative
advantage (Lensink, 1996).

2.5 Impact of trade liberalisation policies on the manufacturing sectors
of developing countries: empirical literature

The policy implication of the various trade theories that we reviewed above is that
developing countries have to integrate their economies with the world economy
through policies of trade liberalisation in order to gain the static and dynamic benefits
of trade. From a dynamic perspective. trade liberalisation is expected to enhance
investment and technological learning, diversification of exports and, subsequently.
lead to sustainable economic growth. The incentive to adjust will emanate from the
market determined price signals and increasing competition, which is presumed to
stimulate manufacturing enterprises to make the necessary adjustments to improve
their competitive positions in both domestic and foreign markets. The neoliberal
approach considers trade liberalisation to be an alternative to import substitution,
which is capable of overcoming the obstacles to industrial development in developing
countries. However, this approach is not accepted by many, as it overlooks the
differences in the historical evolution of developing countries; the differences in the
levels of their institutional, human resource, infrastructural and industrial
development, which are crucial for the active response of the manufacturing
industries. (Michaely, 1977; Rodrik, 1992; Dijkstra,1997; Lall, 1999). .

Many developing countries have weak industrial bases, which are unable to
provide the necessary basis for producing diversified manufactured products for
export following trade Iiberalisation. Some have managed to build strong industrial
bases and to manufacture products, which are competitive in the world market in
terms of price and product quality. The doubt as whether trade liberalisation, by itself
can promote the export of manufactured goods, leads to export diversification and,
consequently, economic growth remains strong. Michaly, for example, using a sample
of 41 developing countries, indicated that there was a positive correlation (0.53,
significant at one per cent level) between export-orientation (measured using
export/GNP) and economic growth in the more developed countries, while in the least
developed countries, the correlation was very insignificant and negative (-0.04). The
empirical findings suggest that growth is affected by export performance only once
countries achieve some minimum level of development. Similarly, McCarthy (1998)
persuasively argues that, for the least developed countries, such as those of Africa, a
threshold is created by poor infrastructural development, insufficient financial and
human capital, and too little domestic demand. As a consequence, these economies
are left in a state of malaise, unable to bridge the gap between them and more
developed countries through accelerated economic growth.

It has been stressed that a certain level of development is essential in a country for
trade liberalisation to be effective. Since the 1950s, various criteria have been used to
place countries in different categories, showing their levels of development. The
major criteria that have evolved over time have been GNP per capita, share of
manufactures to GDP, access to basic services, literacy, and level of development of
physical infrastructure. However, there is no commonly understood measurement
(criteria) which can be used in order to identify the threshold level of development in
terms of the effectiveness of trade liberalisation policies to stimulate internationally
competitive manufacturing sector in academia, policy makers, and international
organisations that have great influence on the policy changes in developing countries.
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For that reason, the stage of development that developing countries must exceed in
order to begin producing the desired result or elicit response in the manufacturing
sector during SAP is overlooked in many respects. It seems to be assumed that the
capability of firms to respond to correct price incentives is present or can be
developed quickJy without need of government intervention, as markets of products
and factors of production are assumed efficient. For the least developed countries, to
rely on trade liberalisation as an engine of growth and structural change seems
impracticable given their current low levels of socio-economic development.

In this study, we need an indication of what the threshold level of development
may be, beyond which trade liberalisation may have an effect in the desired direction.
A developing country is said to have reached the threshold level of development if it
satisfies three main criteria: (i) the GNP per capita is greater or equal to US$17lO,
estimated by the World Bank for the lower middle income group countries as of 1998.
This GNP per capita cut-off is close to the US$2000 threshold level of GNP per capita
Kawai (1994) used when he found that, above this level trade liberalisation enhanced
the total factor productivity of developing countries; (ii) Adult literacy rate, which is
crucial for the transfer of technology and industrial development. The literacy rate as
a percentage, of people 15 years old and above, as indicated in the UNDP (2000) is
used to identify a threshold level of development with respect to education. In our
case, adult literacy rate of equal to or greater than 70 per cent is taken as cut-off
reference. This figure is similar to the 72.7 per cent indicated for all developing
countries as of 1998, by the UNDP (2000); (iii) the share of manufactures to GDP has
to be greater than or equal to 20 per cent. We are aware that there is no magic figure
for the cut-off. The 20 per cent adopted for this study was also used by Noorbakhsh
and Paloni (2000) in their study, in which they analysed the responses of
manufacturing firms to SAP, and they found a significant difference in the responses
of the manufacturing sectors of different countries.

Based on the empirical evidence, the objective of this section is to establish the
existence of a threshold level of development as a necessary condition for developing
countries so that their manufacturing industries can be stimulated by liberalisation
policies and respond actively to the market price signals. However, in the empirical
studies, the methods of investigating the impact of SAP on the economies of
developing countries, the measurements of trade liberalisation, and the performance
indicators used were varied. Table 2.1 shows the methods of investigation, the study
periods, sample studies, performance indicators, and definitions used by various
authors in evaluating the impact of trade liberalisation on the manufacturing sectors in
developing countries. Below, the empirical findings regarding the impact of
Iiberalisation policies on the manufacturing sectors of the various developing
countries examined by those authors are presented.

Using a sample of eight African countries, Kopperschmidt and Matutes (1997)
found that, in the short term (3 years after liberalisation), the percentage changes in
the traditional exports (primary commodities) and the imports of capital goods of
Mauritius, the last country in the Iiberalisation rank, were 33.7 per cent and 37.2 per
cent, respectively. The comparative figures for Uganda, the first country in the
Iiberalisation rank, were 1.8 per cent and 13.3 per cent, respectively. In Ghana, 3rd in
the liberalisation rank, the traditional exports declined by 5.4;er cent, while the
capital goods imports increased by only 5 per cent. In Zambia, 2n in the liberalisation
rank, the comparative figures were 3.7 per cent and 17.5 per cent, respectively. In the
medium term (7 years after liberalisation), Mauritius had the largest weighted growth
index of the manufacturing sector (6.20). Uganda's comparative figure was (-0.09).
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The average change of exports of manufactured goods was 123 per cent, 36.4 per
cent, 105.5 per cent, 33.8 per cent, 31 per cent, and 45.8 per cent for Cameroon, Cote
d'Ivoire, Ghana, Mauritius, Senegal, and Uganda, respectively, over the study period.
Although the exports of manufactures tend to be associated with the rank of
liberalisation of the countries, there was no systematic association between the
liberalisation ranking and the export of manufactured products. The authors conclude
that, in the medium term, the export performance of African countries and the
emergence of new competitive industries is very much dependent not only on the
liberalisation of their economies, but also on the availability of capital investment.

Kirkpatrick and Weiss (1995) analysed the degree of trade liberalisation and the
performance of 25 African countries. The empirical findings indicated that, for the
below average liberaliser countries, the average export growth rate was negative (-
0.52); manufacturing growth rate was low (1.41); and export diversification was
virtually nil (0.09) during 1980-90. For the above average liberaliser group, the
average export growth was positi ve (3.31); the manufacturing growth rate was higher
(4.29); and the export diversification (-2.60), better than for the below average
liberaliser group. The results showed a consistent tendency for countries with low
scores on the liberalisation index to perform poorly during the I980s. However,
countries that had the greatest depreciation (over 50%) also had the lowest export
growth in US$ (-1.98 per cent). The export growth for the countries with the lowest
depreciation (0%-10%) was 9.84 per cent during 1985-90. This serves as indication of
the inadequacy of devaluation as a means of stimulating export growth or
diversification of exports in many African countries.

Danju and Weiss (1997) analysed the performances of manufacturing firms in
Nigeria during the 1987-89 post trade liberalisation period. Their empirical findings
indicated that the average real increase in labour productivity was 0.65 per cent. 39
per cent of the firms had a negative labour productivity growth. The price-cost
margin increased by O. 59 per cent, contrary to expectations. The average capacity
utilisation increased modestly from 47 per cent in 1987 to 52 per cent in 1989. 29 per
cent of the firms decreased their capacity utilisation. The overall empirical findings
suggested that there was no strong evidence that trade liberalisation improved firms'
performances in Nigeria during the period 1987-89. In Ghana, Lall et aJ., using a case
study approach, analysed the impact of trade liberalisation on the Ghanaian
manufacturing sector. Their findings indicated that the firms' average sales growth
was 10.6 per cent during the 1988-91 period. The average sales growth was positive
in the metalwork, food processing, and woodworking industries but it was negative in
the textile and garment industries. The average employment growth rate was 0.1 per
cent during 1988-91, and the average capacity utilisation of the firms reached 47 per
cent in 1991. Exports in the sample firms were negligible. Only 3 of the 32 sample
firms exported in 1991. The weak export supply suggests the lack of competitiveness
of the firms. The authors noted that the firms with weak performances were those
established before 1983 (before the time of trade liberalisation).

In another study, the World Bank (1994), using a sample of 29 SSA countries,
examined the relationship between improvement in the macro-economic policies and
economic performance. The World Bank findings indicated that, for the group of
countries that made large improvements in their macro-policies, the mean GDP per
capita growth rate increased from -D.8 per cent during 1981-86 (pre-liberalisation) to
1.1 per cent during the period 1987-91 (post-liberalisation).
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Similarly, the mean growth rate of their manufacturing sectors increased from -0.4
per cent during 1981-86 to 4.6 per cent during the period 1987-91, while the mean
growth rate of exports increased from -0.4 per cent during the period 1986-87 to 7.4
per cent during the period 1987-91. For the group of countries that made small
improvements, the mean per capita GDP growth rate, which was -1.1 per cent during
the period 1981-86, reached -0.1 per cent during 1987-91. The mean growth rate of
manufacturing, which was 2.6 per cent during 1981-86, increased to 8 per cent during
1987-91, while the mean growth rate of exports increased from 2.3 per cent during
1981-86 to 3.5 per cent during the period 1987-91. For the deteriorating group, the
mean per capital GDP growth, which was -1.0 per cent during 1981-86, decreased to
-2.6 per cent over the period 1987-91; the mean growth of manufacturing, which was
6 per cent during 1981-86, increased to 6.9 per cent during the period 1987-91, while
the mean growth of exports, which was 1.3 per cent during 1981-86, decreased to -0.1
per cent during the period 1987-9l. The findings suggested that, although the
countries which made large improvements in their macro-economic policies, appeared
to have made large improvement in their performances, there was no systematic
association between the improvement in macro-economic policies of those countries
and their economic performances.

Muuka (1997), using the method of firm level survey, investigated the impact of
SAP on the manufacturing sector of Zambia during 1992-94. The empirical findings
indicated that 93 per cent of the firms sold their products in the Zambian market
(domestic market orientation). Import tariff reduction led to a flooding of cheap
imports, adversely affecting their profitability. The average capacity utilisation rate in
the manufacturing sector, which was 65 per cent in 1985, declined drastically to
around 23-30 per cent of the installed capacity in 1994.

A shortage of foreign exchange hindered firms from buying adequate supplies of
raw materials and spare parts to meet contractual delivery dates. The average import
dependence on raw materials, which was 64 per cent in 1981, modestly decreased to
60 per cent in 1991, a decrease of 4 per cent in ten years. SAP induced currency
depreciation made imports more expensive in kwacha terms (the Zambia currency).
The author noted that managers in Zambia faced problems setting objectives and
frameworks for implementing, co-ordinating, and monitoring plans due to the high
degree of uncertainty that prevailed and the unexpected changes that were taking
place in government policies, as well as high competition from imports, and the
rapidly increasing cost of raw materials.

In another study, Noorbakhsh and Paloni (1999) analysed the impact of SAP on
the manufacturing sectors of African countries and on the manufacturing sectors of
other developing countries involved in SAP using a number of indicators. The
summary of their empirical findings is given in the Table 2.2, indicating that the
performances of the manufacturing sectors of SSA countries were poor relative to the
non-SSA countries during the period 1986-94 . For instance, for SSA, the average
growth rate of the ratio of manufacturing value added to GDP (supply capacity) was
10.86 per cent during the 1980-85 pre-SAP period, and slightly increased to 11.067
per cent during the period 1986-94. The comparative figures for non-SSA countries
were 19. 913 per cent and 20 574 per cent, respectively. Compared to the non-SSA
countries, the share of manufacturing in GDP remained very low and its increase
during 1986-94 was also very low. The gap between SSA countries and non-SSA
counties was statistically significant. The consistently poor performance of the
manufacturing sector in SSA suggests that SAP ignored the underlying specific
structural factors that hindered the supply responses of the manufacturing sector. In



31

this way, the ability to compete internationally, even in low technology labour-
intensive industries, in which SSA countries may, potentially, have comparative
advantage, requires managerial and technical skills that may be lacking in SSA. Based
on the empirical results, the authors underlined that, without supply side measures to
develop a higher level of capabilities, adjustment based on rapid liberalisation will
have little impact on the performance improvement and competitiveness of the
manufacturing sector in SSA.

Table 2.2 Performance comparison of SSA and non-SSA developing countries
in pre-SAP and during SAP period (growth rate in percerit)

Irre.SAP-, i' ''P9r!ngi§~ , '.;~i!~\l'd,iffe.~e.Jt\;e,;, "
(1980"85, ,(1986~r4):· . 'i'i!,~~i9.8~~2~t;'.:

Supply capacity
Non-SSA 19,913 20.574 significant at 1% level
SSA 10,860 11.067

Export diversification
Non-SSA 33,606 49.609 significant at 1% level
SSA 10,196 15.490
Technology transfer
Non-SSA 28.214 33.442 no statistical significance
SSA 30.392 31.954
Structural transformation (1980) (1994)
Non-SSA 17.533 18.269 significant at one% level
SSA 24.000 27,818

Supply capacity = Manufacturing share in relation to GDP; Export diversification = share of
manufacturing in relation to total merchandise exports; Technology transfer = ratio of
imported machinery & transport equipment to total imports; structural transformation =
contribution of individual manufacturingbranches to total manufacturing value added '

Kessous and Lessard (1993) examined the impact of SAP on the manufacturing
industries of Mali. Their findings indicated that only 15 per cent of the firms were
involved in exporting, mainly to the markets of the economic community of the West
African States, and 41 per cent of the firms made investments in the form of
purchasing equipment. Only 22 per cent of the firms modified their production mix,
and 93 per cent of the firms faced the high cost of imported and domestic raw
materials, while 55 per cent of the firms were not able to sell their products in the
domestic market. 73 per cent of the medium and large scale-manufacturing firms'
profits decreased. Furthermore, the results of the empirical study indicated that the
three major problems facing the firms were high competition from imported goods
(68 %); (2) obsolescence of machinery and equipment (51 %); and (3) difficulty in
obtaining credit for working capital (42 %), Shafaeddin (1995) examined the impact
of SAP on the economies of the 24 least developed African countries, His empirical
findings indicated that the annual growth rate of GDP was 3.9, 5, and 1.6 per cent for
the high, medium, and low liberaliser countries, respectively, during the 1980s.
Similarly, the growth rates of real manufactured value added were 1.5,7,1 and 1.4
per cent for the high, medium, and low liberalisers countries, respectively. The export
diversification of the medium liberalisers was higher (-3.4%) than that of the high
liberalisers (-2.0%). Similarly the medium liberalisers showed better production
diversification (4,3%) than the high liberalisers and the low liberaliser countries,
whose production diversification was 1.5 and -0,2 per cent respectively, over the
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study period. The findings suggested that the medium liberalisers performed better
than the high or low liberalisers, suggesting that there was no clear and systematic
association between the degree of liberalisation of the countries and their
performances.

In Korea, Jeon (2000) analysed the impact of trade liberalisation on the utilisation
of factors of production in the Korean manufacturing sector using a regression
method. The empirical findings indicated that 56 per cent of the variation of KIL ratio
in the manufacturing sector could be explained by the tariffs, quota enlargement, the
price of labour relative to capital (w/r) , and the price -cost margin. All explanatory
variables were significant, had the expected positive signs with respect to the second
and third variables and negative signs with other variables; the explanatory variables
were statistically significant at the 5 per cent level with the exception of quota
enlargement. The empirical findings suggested that the lower the tariff rate in the
Korean manufacturing sector, the cheaper was the price of capital relative to labour.
When faced with a lower import tariff rate and an enlargement of quota that was used
to limit imports, the Korean manufacturing industries actively responded by switching
from labour-intensive industries to capital-intensive industries in order to increase
their international competitiveness. The responses of the firms indicated the high
capability of the firms to adjust easily to the change in the relative price of factors of
production following trade liberalisation in Korea, in order to improve their
competitive advantage. Okuda (1994) examined the impact of trade liberalisation on
the Taiwanese manufacturing sector. The findings indicated that the annual TFP
growth rate of the manufacturing sector increased from 2.5 per cent during 1978-85
(pre-liberalisation) to 2.7 per cent during the period 1986-91 (post-liberalisation). The
annual TFP growth rate of the electronics sector increased from 4 per cent during
1978-85 to 6.3 per cent during 1986-91. Similarly, the TFP growth rate of machinery
increased from 2 per cent during 1978-85 to 4.2 per cent during 1986-91. On the basis
of the findings, the author underlined the fact that the growth in TFP observed in
many Taiwanese manufacturing firms was the result of many factors. These included
a well developed infrastructure, improvements in the overall level of education,
production technology, and management efficiency, and the exposure of industries to
foreign economies through exports and an inflow of FDI. The empirical findings
suggested that the competitive pressure facing the industries, their high capability to
promote their productivity, and the conducive environment in which Taiwanese
industries operate helped them to make the necessary adjustments to improve their
competiti ve advantage.

Urata and Yokota (1994), using cross section regression, investigated the impact
of trade liberalisation on the TFP of the Thai manufacturing firms. Their findings
indicated that 58 per cent of the growth of TFP in the Thai manufacturing sector could
be explained by seven explanatory variables. These were domestic competitive
pressure, the degree of trade liberalisation, R&D expenditure in total output, the
proportion of the total work force made up of managerial and technical workers, the
share of fixed capital goods imports to total fixed capital goods, and the share of
imported intermediate goods to total intermediate goods and economies of scale
(growth output). All the explanatory variables had the expected positive sign, except
the share of fixed capital goods imports. Trade liberalisation, scale economies, and the
strength of domestic competitive pressure were statistically significant at the one per
cent level and had the expected effect of improving the TFP. The coefficients of R&D
ratio and imported input ratio were statistically significant at the 5 per cent level and
10 per cent level, respectively. The empirical findings suggested that a strong firm
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level capability, a conducive business environment, and increased domestic and
foreign competitive pressure contributed to the improvement of the TFP of the Thai
manufacturing sector during the period 1982-88.

In the Philippines, Kajiwara (1994) investigated the impact of trade liberalisation
on the Philippine manufacturing sector. The findings indicated that the value-added
rate of growth of manufacturing exports, which was 14.52 per cent during 1974-79
(pre-liberalisation), drastically decreased to 1.04 per cent during 1984-88 (post-
liberalisation). The growth rate of TFP in the manufacturing sector, which was -3.50
in the pre-liberalisation slightly increased to -2.78 in the post- liberalisation period.
Moreover, by regressing post-liberalisation export growth on TFP, the author
indicated that 63 per cent of the growth of the manufactured exports could be
explained by growth in TFP. The coefficient of TFP was negative (-1.071,
statistically significant at the one per cent level). The author analysed the causes of the
inefficiencies of the manufacturing firms and pointed out that structural problems,
such as a lack of adequate power supply and other physical infrastructures, were
major obstacles hindering the firms from improving their export performances and
their production efficiency following the liberalisation of the Philippines economy.

In Indonesia, Osada (1994) analysed the impact of trade liberalisation and FDI
policies on the TFP growth of the Indonesian manufacturing industries in the post-
liberalisation period (1987-90) by regressing TFP growth on the degree of
liberalisation (ERP) and inflow of FDI. The results showed that the degree of
liberalisation and inflow of FDI could explain 66 per cent of the variation in the
growth of TFP. The coefficients of the explanatory variables had the expected positive
sign and each was statistically significant at the 1 and 5 per cent level, respectively.
The empirical findings indicated that import Iiberalisation and liberal FDI policies
were effective in improving the efficiency of Indonesian manufacturing firms during
the study period. In a similar study, Okamoto (1994) investigated the impact of trade
liberalisation on the Malaysian manufacturing sector. The empirical findings indicated
that the average annual growth rate of GDP increased from 5.1 per cent in the pre-
liberalisation period (1981-85) to 6.8 per cent in the post-liberalisation period (1986-
90). Similarly, the average annual growth of the manufacturing sector increased from
5.2 per cent in the pre-liberalisation period to 13.6 per cent during the post
liberalisation period. The average annual growth of manufacturing exports in nominal
value of US dollars increased from 9.1 per cent in the pre-liberalisation period to 21.1
per cent during the post-liberalisation period. The average share of exports in the total
production of the manufacturing sector increased from 36.5 per cent in the pre-
Iiberalisation period to 50 per cent in the post-liberalisation period, while the growth
of TFP of Malaysian industries increased from -1.9 in pre-liberalisation period to 0.3
in the post-liberalisation period. The annual inflow of FDI abruptly increased from
less than US$3 billion dollars in the pre-Iiberalisation period to about US $ 18 billion
in 1990 in the post- liberalisation period. Consequently, in the post-liberalisation
period, the manufactured exports acted as the engine of growth of the Malaysian
economy.

In India, Fujita (1994) examined the impact of trade liberalisation on the Indian
manufacturing sector. The findings indicated that the TFP growth rate of the
manufacturing industries in India was -0.16 % in the post-Iiberalisation period. Only
53 per cent of the subsectors had a positive TFP after liberalisation, and these were
labour-intensive consumer goods industries, producing goods such as textiles, cotton,
and jute. The author indicated that capital-intensive industries, like transport and
equipment, general machinery, and basic metal industries had a negative TFP. The
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industries that were protected by non-tariff barriers faced problems in adjusting in
order to improve their efficiency. Moreover, the author regressed the post-
Iiberalisation growth of manufacturing exports on TFP growth. The results indicated
that 38 per cent of the growth in manufacturing exports could be explained by the
growth rate of TFP. The coefficient of the TFP had the expected positive sign, which
to statistically significant at the one per cent level. In another study, Athukorala
(2000), using the case study method, indicated that trade liberalisation in Sri Lanka
had a positive impact on the economic growth and manufacturing sector of Sri Lanka.
The share of manufacturing in total GDP increased from 11 per cent in the early
1980s (pre-liberalisation) to 19 per cent in 1996 (post-liberalisation). Similarly, the
physical capacity utilisation of the manufacturing sector increased from 54 per cent in
1970-77 (pre-liberalisation) to 84 per cent during 1995-97 (post-liberalisation),
Manufacturing sector growth increased from 3.2 per cent in the pre-liberalisation
period (1970-77) to 8.4 per cent in the post-liberalisation period (1995-97). Moreover,
export growth increased from 10.9 per cent during the 1970-77 pre-liberalisation
period to 14.5 per cent during the 1995-97 post-liberalisation period. The export-
output ratio also increased, from 4.1 per cent in the pre-liberalisation period to 62.5
per cent in the post-liberalisation period. TFP growth also improved substantially,
from -1.44 per cent during 1977-81 to 3.76 per cent during 1981-93. We observe a
clear improvement in the manufacturing sector of the country in Sri Lanka in the post-
liberalisation period.

In another study, Katz (2000), using a sample of nine Latin American countries
examined the impact of trade liberaJisation on labour productivity in the
manufacturing sectors of the sample countries. The author made comparisons of
labour productivity of the manufacturing sectors of the sample countries with that of
USA in order to evaluate the extent to which the countries were catching up in their
labour productivity with the USA. The empirical findings indicated that only three
countries, Argentina, Brazil, and Uruguay had a higher growth rate of labour
productivity in their industries during the period 1990-96 than that achieved by USA
industries. Their labour productivity growth was 8.02 per cent, 8.65 per cent, and 7.12
per cent, respectively. The comparative figure for the USA was 4.74 per cent. The
manufacturing industries in these counties managed to reduce their relative labour
productivity gap with the USA by undertaking labour saving restructuring in response
to trade liberalisation. The other six countries had lower labour productivity than the
USA during the study period. Based on the empirical findings, the author concluded
that the differences in labour productivity growth among the sample countries were
basically due to differences in the historically accumulated production capabilities of
the manufacturing industries in the sample countries prior to their recent market
oriented structural reforms.

Peres and Stumpo (2000) examined the impact of trade liberalisation on the
production, employment, and labour productivity of medium and small enterprises
(MSEs) using a sample of ten Latin American countries. Their findings indicated that
in Argentina, Chile, and Mexico the production of SMEs increased and their share in
total industrial production also increased over the 1990-96 post-liberalisation period.
In Brazil, Costa Rica, Colombia, Ecuador, and Peru, although the production of SMEs
increased, their share in total industrial production decreased in their respective
countries in the same period. In Uruguay and Venezuela, although the production of
SMEs decreased, their share in total industrial production increased, while, in Chile,
both the production of SMEs and their share in total industrial production decreased
over the period 1981-90. The growth of the rate of SMEs production varied
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considerably in the sample countries. As to employment, the empirical findings also
showed mixed results. In Peru, employment in SMEs increased by 8.2 per cent during
1992-94; in Mexico, by 17.1 per cent during 1988-93; in Colombia, by 11.2 per cent
during 1991-96; and in Chile, by 34.2 per cent during 1990-96. In the other countries,
there was a decrease in employment in SMEs. Regarding labour productivity, the
empirical findings were also mixed. In Chile, average labour productivity growth
declined by 7.9 per cent during 1981-90; in Venezuela, it declined by 4.1 per cent
during the period 1990-95. In the other eight countries average labour productivity
growth rate increased. The highest increase was in Costa Rica, with 54.6 per cent
during 1990-96.

The authors hypothesised that the performances of the SMEs were the outcome of
the interaction of the effects of the economic reforms, macro-economic conditions,
and the complexity and level of development of the industrial structure. and continued
their analysis. The macro-economic condition was measured by determining the rate
of inflation and GDP growth; economic reforms by determining the extent of the trade
liberation index; and the depth and complexity of the industrial structure by
determining the weight of machinery and equipment production in SMEs. The authors
qualitatively classified the production and productivity performances of the SMEs and
the macro-economic conditions as very positive, positive, very negative, and negative;
the trade liberalisation index was classified as large or small. The weight of
machinery and equipment in the SMEs was evaluated as significant or not significant.
Based on the criteria, the findings indicated that macro-economic conditions (GDP
growth rate and price stability) had a positive impact on the productivity of SMEs in
Chile during 1990-96; in Mexico during 1988-93; and in Argentina during 1984-94,
while they had a negative impact in Venezuela during 1990-95. Moreover, the authors
noted that the complexity and the degree of development of the industrial structure
played a positive role in large countries. In such counties, SMEs were strongly linked
in production clusters and with large firms via sub-contracting.which fostered the
modernisation of their technical and managerial capabilities. This, in turn,
strengthened their capabilities to withstand competition and to remain more flexible to
react to changes in their economic environment. As to the effect of trade liberalisation
on the SMEs. the findings were mixed. In Argentina, Colombia, Costa Rica, Equator,
and Peru, the improved production performance of the SMEs coincided with trade
liberalisation, while, in Chile and Venezuela trade liberalisation had a negative effect
on the production of SMEs. The effect of trade liberalisation varied according to the
specific economic conditions of the countries. The authors concluded that trade
liberalisation had no common effect on the countries studied.

What can be generalised from the empirical literature? Developing countries have
been involved in the Iiberalisation of their economies ( or in SAP) regardless of their
level of development and industrial capability, with the objective of promoting
exports and enhancing their economic growth. Although the methods used to evaluate
the impact of trade liberalisation on the industrial sectors of developing countries
were varied, a common pattern was observed from the outcome (response) as
indicated in the empirical literature. The impact of trade liberalisation on the
manufacturing sectors varied across countries, depending on the historically
accumulated production capabilities of the manufacturing industries and the
institutional and regulatory environment the industries have been operating. In the
least developed countries, such as those of Africa. trade liberalisation has not led to a
strong supply response, diversified exports, and, subsequently, higher economic
growth. This suggests that those countries have not reached a threshold level in their
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industrialisation to react actively to changes in the market price signals during trade
liberalisation. Most firms in Africa lack managerial and technical skill as well as the
financial resources that are required for effective restructuring in response to market
signals. It is, therefore, reasonable to expect a weak supply response of the
manufacturing sectors to trade Iiberalisation. In Asian NICs and some Latin American
countries that have reached a certain threshold level of development, manufacturing
firms responded actively, because they had already built the capability that enabled
them respond to market signals.

The poor supply response of the manufacturing sector to trade liberalisation
policies in countries that are at low level of development continuum suggests that
there is a threshold level of development in terms of the effectiveness of trade
liberalisation, which it is necessary to achieve in order to stimulate internationally
competitive manufacturing firms. The existence of a threshold level in economic
development as a necessary condition for effectiveness was also observed in the
empirical study of Kawai (1994). The author examined the relationship between trade
policies and growth in total factor productivity growth (TFP) using a sample of 28
countries (9 from Asia, 7 from Latin America and 12 from OECD) during the period
1950-90. The objective of the empirical study was to show that the effectiveness of
trade policy differs in accordance with the stage of economic development of the
economies concerned. The author used the magnitude of the contribution of
manufacturing exports (EX) to GDP as proxy of trade liberalisation and examined the
existence of a threshold GDP per capita income, after which trade liberalisation
policies become more effective in enhancing TFP growth. To this end, the author
divided the sample countries into five income brackets based on their purchasing
power parity (PPP) in 1985 US dollars. The income brackets were (US$1-999;
US$1000-1999; US$2000- 3999; US$4000-7999; and US$8000 and above). The
author regressed the LnTFP growth of Country K in Period T on (1) the ratio of Ln
TFP growth of USA in Period T to the TFP growth of Country K in period T-1. The
figure represents the technological gap and, if the figure takes a positive value, it
means that the technological levels of the countries concerned are converging); (2) the
price level of Country K in Period T (to reflect macro-economic stability and is
proxied by inflation rate); (3) the contribution of exports to GDP (EX); (4) the
contribution of IS to GDP; and (5) the ratio FDI to gross capital formation. It was
expected that trade liberalisation would narrow the technological gap by enhancing
the TFP of a country. With the exception of price level, the coefficients of the
explanatory variables were expected to have a positive relationship with TFP.

The empirical results indicated that, at early stage of development (per capita
income US$I-999), the coefficient of the technological gap was negative (-0.03660).
This suggested that trade liberalisation policies did not lead to an increase in TFP,
which was crucial for the process of catching up with developed countries and
advanced developing countries. At the low level of per capita income, the impact of
IS was stronger than export promotion, as the coefficient of IS (1.08) was greater than
that of EP (0.548) and FDI (0.003). For low-income countries at the early stage of
development, export promotion, import substitution and FDI had a positive effect on
TFP. For the countries whose per capita income was US$1000-1999, the coefficient
of the technological gap turned positive (0.011), but the coefficient was less than that
of those countries in which the per capita income was US $2000 and above ( 0.047).
Thus, according to the empirical findings of this study, a per capita income of
US$2000 is the threshold level of income at which trade liberalisation afterwards can
enhance the TFP of late starters.
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2.6 Underlying factors that hinder the effectiveness of trade Iibera-
Iisation in increasing the competitiveness and development of the
manufacturing sector

As we saw in the previous section, the empirical literature on the responses of
manufacturing firms to trade liberalisation in many developing countries, particularly
those in Africa, has shown those responses to be weak. The weak response is contrary
to theory and suggests that, in such economies, there are factors that systematically
hinder the competitiveness of the manufacturing sector and, subsequently, industrial
development. In view of this, this section explores and analyses the underlying factors
that hinder the effectiveness of trade liberalisation policies in enhancing the
competitiveness of manufacturing firms in many developing countries.

2.6.1 Weakness in the macro-economic policy
During trade liberalisation, the major policy changes in many developing countries
are those that become operational at the macro-level. The objectives are to improve
their macro-economic positions and to stimulate the desired microeconomic responses
that have a far-reaching impact on the macro-level. But, are macro-economic policy
changes effective in stimulating manufacturing firms to respond proactively, as theory
tells us they are?

A key component of macro-economic policy reform that contains elements of
both demand-side and supply-side measures is real devaluation of the domestic
currency, because it is simultaneously expenditure-reducing and expenditure-
switching. Hence, real devaluation affects the competitiveness of the tradable sector
through many channels.

It is argued that, in highly import dependent economies, a change in the exchange
rate system through real devaluation is likely to have an adverse effect through a rise
in the cost of imported inputs (Forsyth, 1990; Oshikoya, 1994; KiJlick 1993).
Moreover, Hawkins (1996) argues that if, after liberalisation of its economy, a
government adopts a floating exchange rate system, the current account deficit will
soon put pressure on the exchange rate due to the excess demand for foreign
exchange. This will, in turn, lead to a decline in the value of the local currency, while
the price of foreign exchange continues to increase. Given that the decision to invest
depends on the price of imported capital goods and their availability, investment
expenditure may fall, depressing the GDP growth rate. In this sense, it is not the
exchange rate alone that adjusts to reflect its market value, but also the rate of
investment, with its adverse effect on economic growth and industrial development.

Even under managed floating exchange rate system, it may be supported by the
intervention of the monetary authorities. However, intervention is unlikely to be
effective in many developing counties that suffer from chronic shortages in their
foreign exchange reserves. In such a situation, the monetary authorities may resort to
a contractionary policy. This often implies an increase in the interest rates (Hawkins,
1996). Although all domestic expenditure may be affected by the increase in the
interest rate, the primary effect will be borne by investment, because of the balance of
payments constraint. Under both exchange rate regimes, investment is damped as the
current account comes under pressure: either from price effects as the domestic
currency depreciates, or from an increase in the interest rate (Hawkins, 1996).

If, however, the cost of imported capital goods and intermediate products
increased the cost of production, it could fuel inflation, and the credibility of the
policy changes of the government might soon be undermined (Rodrik, 1992). As
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Chanthunya and Murinde (1998) persuasively argue, the economies of many
developing countries lack the adaptability needed to take the advantage of
devaluation. They argue that the ability of the economic system to move resources:
capital, labour and land from one line of production to another in response to changes
in the relative prices of final products or factors is weak. Moreover, the organisational
capability to efficiently combine factors in order to produce those goods for which the
country concerned enjoys comparative advantage is low. The weakness of real
devaluation as a policy instrument to promote exports and improve the balance of
trade in many developing countries is the reason for their inability to overcome the
supply bottlenecks that exist at the macro, meso and micro levels of the economy.

An empirical study made by Upadhyaya and Upadhyay (1999) on six Asian
countries (India, Malaysia, Pakistan, Philippines, Sri Lanka, and Thailand) indicated
that devaluation failed to have an effect on output for any length of time during the
period 1970-90. Wacziarg (1998), in a sample of 57 developed and developing
countries, found a positive correlation between investmentlGDP ratio and
manufactured exports in the period 1970-89, indicating the central role of capital
investment in a liberalised trade policy environment. Oshikoya (1994) studied eight
African countries by placing them in two groups: middle income countries (Morocco,
Mauritius, Tunisia, and Cameroon) and low-icome countries (Malawi, Tanzania, Kenya,
and Zimbabwe). The results indicated that real exchange rate had a positive and
significant impact on private investment in the middle-income countries. In contrast, the
effect of real exchange rate was negative in the low-income countries (Malawi,
Tanzania, and Kenya) over the period 1970-88. Ramirez (2000) found that real
depreciation of the local currencies decreased the private investment in eight Latin
American countries during the period 1980-95. In Ethiopia, the export supply
elasticity with respect to real exchange rate was low (0.79) over the period 1975-89
(Melake, 1991: 48). Even if one assumes that the supply of exports is relatively
responsive to devaluation, there is no certainty that the demand for the exports of the
country concerned will increase in the world market, as the quality of the
manufactured products may be below the internationally accepted standards in many
developing countries.

At the firm level, the effectiveness of devaluation depends on the degree of
specialisation of the firms in exporting. If the firm's level of specialisation is extensive,
then real exchange rate depreciation may be reflected in an expansion of exports only
from the entry of new firms (Bigstein et al., 1999). However in many African countries,
most manufacturing firms do not specialise in exporting. Hence, part of the response to
real devaluation is expected to come from the increase in their output going to exports.
For firms that have not specialised, the change in profit that results from real devaluation
depends on how closely substitutable are the goods exported with those produced for the
domestic market. If the goods produced are quite similar, real devaluation will prove an
incentive to increase output, but may not change the degree of export orientation of the
firms (Bigstein et al., 1999). This is because the information about markets, product
design and packaging, quality control, and reliability of supplies needed for successful
exporting has to be acquired through experience (Keesing and Lall, 1992). In contrast, if
the exported and domestic goods are not quite close substitutes, then the response may
be a rise in the share of output exported, but firms may be unwilling to specialise
because of the risks of such specialisation in unfamiliar foreign markets (Bigstein.et al.,
1999). An empirical study of four African countries (Cameroon, Ghana, Kenya, and
Zimbabwe) showed that there was no evidence that real devaluation enhanced exports
of manufactured goods at the firm level during the period 1991-95 (Bigstein et al., 1999).
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This suggested that no direct strong influence export encouraging macro-economic
policies had on the firm level export performance.

At the micro-level, trade liberalisation requires firms to invest in machinery in order
to improve the quality of their products, productivity, and competitiveness. However,
they might suffer a decrease in fixed and working capital following real devaluation, as
they then have to pay larger amounts of local currency (Killick 1993). Similarly, Ojo
(1994) argues that trade liberalisation in Africa makes the manufacturing sector less
competitive, not only because of devaluation, but also due to the reduction in the import
tariff, which encourages the importation of cheap goods, adversely affecting the
production capacity of the national industries. This devaluation induced-high domestic
currency cost of imported inputs leads industries to begin what he called the gradual
process of 'de-industrialisation'. Navaretti et al. (1996), from their in-depth firm level
study made in Cameroon, found that firms were less profitable after devaluation because
the commercial policy reform pushed up the prices of intermediates. In this respect, the
argument that trade liberalisation improves the efficiency of firms, by removing their
structural constraints, as it allows domestic firms to import capital and intermediate
goods that were unavailable previously, is highly simplistic and unrealistic.

A government may also adjust the interest rates to reflect the market values of firms,
but this might have a far-reaching impact on the firms' competitiveness owing to the
availability of credit (Leff and Sato, 1980). Credit availability is an important
determinant, not only for new investment, but also for the capacity utilisation of the
firms to meet their demands for working capital. Unlike the well-established firms in
developed countries, where investment activities tend to depend on retained earnings.and
equity financing, bank credit remains the most important source of investment financing
among private enterprises in developing countries (Jha, 1994; Oshikoya, 1994). In his
empirical study, the latter author also found that domestic credit availability to the
private sector was a major determinant of private investment in a sample of eight African
countries during the study period 1970-88. Moreover, in eight Latin American
countries, Ramirez (2000), in his empirical study, indicated that an increase in the
domestic credit increased the share of private investment in GDP (I1GDP) during the
period 1980-95.

The costs of production of firms may be further aggravated by the increasing rise in
the cost of utilities such as power and water supply and other services, as the government
follows the policy of market-determined prices in hitherto protected sectors of the
economy. As many firms in developing countries are price-takers, they cannot
effectively raise the price of their output to offset the increase in their costs through
mark-up pricing. As a consequence, their profit tends to decline, barring the incentive to
invest in machinery or innovation needed for their performance improvement. As
Allsopp and Kierzkowski (1997) point out, trade liberalisation by encouraging
competition is expected to stimulate the desired microeconomic response and to improve
the macro-economic position, which, in tum, depends on the microeconomic response.
However, in many developing countries, macro-economic policies by themselves do not
immediately generate competitive enterprises that actively respond to the market signals,
unless such firms were already created. Given that the active responses of the firms
(enterprise level) have long- term growth implications for the whole economy,
governments would be required to intervene in the exchange rate, interest rate, or bank
sector regulations to enhance the responses of the firms. In the absence of intelligent
intervention, the required microeconomic response may not be realised. This has been
reflected in many developing countries, as indicated in the empirical literature.
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2.6.2 Infrastructural deficiencies

It has been well recognised that trade liberalisation policies provide a better
environment as economic agents receive better market signals that help them to make
the necessary adjustments to improve their competitiveness. The effectiveness of trade
liberalisation is, however, very much dependent on the adequacy of the infrastructure,
as this determines one country's success and another country's failure in diversifying
production, improving productivity, and lowering the costs of production and
transaction costs (World Bank, 1994). As Collier (2000) points out, manufacturing is
more a transaction-intensive activity than is the mining of natural resources and
agriculture, because it involves the purchase of a wide array of inputs from multiple
sources, their storage, and the storage and sale of output to a variety of customers in
many countries /locations. Many developing countries have deficiencies in their
infrastructures. As a consequence, firms in these countries face difficulties in meeting
tight export contract deadlines, or they have to incur high transaction costs with
adverse effects on their competitive positions and profit earning.

Africa is probably the region with the most extreme deficiencies in its
infrastructure. Studies indicated that its electricity generating capacity is 0.14 MW per
1000 of population, compared to the world average of 0.55 MW per person.
Electricity output per capita is 503 kWh in Africa, compared to the world average of
2629 kWh. Only 20 per cent of Africa's road network was paved in 1990, while 19
telephones existed per 1000 of the population, compared to the world average of 130
per 1000 persons (Africa Institute 1997, in McCarthy, 1998: 428). In his empirical
study, Collier (2000), indicated that efficient East Asian producers, using just in time
production methods, were able to reduce their inventories of inputs to only 20
minutes, whereas African firms commonly held a two to three months supplies of
stock. Moreover, Lall (1997: 2027) noted that SSA 'has the lowest base in the
developing world of educational enrolment on practically all levels of schooling,
worker training and higher training'. This weak base of human capital is widely
recognised as one of the major factors hindering industrial development in SSA,
particularly because of the impact it has on the capacity to produce manufactured
products competitively both in price and quality. The weak human capital also hinders
firms from adopting the modern production technology needed for competitiveness.

In their empirical study, Lee, Anas, and Ob (1996) found that manufacturing firms
responded to infrastructural deficiencies in four main ways. These are (1) relocation to
sites with better infrastructure; (2) factor substitution- replacing by inputs that need
less infrastructural services in production; (3) private provisions- establishment of
own infrastructure, such as stand-by generators; and (4) output reduction, as firms
remain dependent on public services despite the low reliability of such infrastructural
services. In another empirical study on the responses of firms to infrastructural
deficiencies (electricity, water, transport, telecommunications, and water disposal),
Anas, Lee and Murrary (1996) found that businesses in Indonesia, Thailand, and
Nigeria were dependent on inadequate public services and incurring the higher costs
associated with the unreliability of such services. The authors noted that the poor
infrastructure forced the firms to lower their productivity, output, and quality of
output, with adverse effects on their competitiveness. In Zimbabwe, manufacturing
firms were forced to hold high levels of inventories due to the unreliable delivery of
inputs linked to the poor transport infrastructure (Fafchamps et a!., 1998 in Collier and
Gunning 1999), In a survey made in Ugandan firms shortage of electricity was
identified as the single most important constraint upon firm growth and the provision
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of electricity by firms for their own use as great as the public supply of electricity
(Reinikka and Svensson, 1998 in Collier and Gunning, 1999).

A comparative study of Nigeria, Indonesia, and Thailand in 1996 showed that
only 7.8 per cent of the 179 sample firms from Nigeria had no generators of their own
for the production of their own electricity. The proportion was 34.5 per cent in
Indonesia and 94 per cent in Thailand. The lack of a reliable power supply was much
more serious in Nigeria than in the other countries (Lee, Anas and Ob, 1996: 22).
Furthermore, Collier and Gunning (1999), in their empirical studies found that freight
and insurance payments on trade amounted to IS per cent of export earning in African
countries in 1991, compared to the 6 per cent which was average for developing
countries. In small transition economies such as Estonia, Latvia, Slovakia, and Slovenia
the manufacturing enterprises faced great difficulties in competing in international
markets and responded to the new liberal trade policies passively, basically because of
the high cost of energy and credit (Cooper and Gacs, 1997).

In his empirical studies, Oshikoyo (1994) found that infrastructural investment
had a positive impact on private investment in a sample of eight African countries
during the period 1970-88. Ramirez (2000) found that public investment had positive
and significant effect on private investment in eight Latin American countries during
the period 1980-95. The evidence suggests that a well-developed infrastructure helps
firms' efforts to enhance the efficiency of their operations and can also facilitate the
creation and growth of new firms, which are the engines of economic growth and
technological progress. Nevertheless, in the foreseeable future, a substantial
investment increase in infrastructure does not appear to be likely in many developing
countries, because of the tendency towards public expenditure reduction under SAP and
their slow economic growth. If the required level of infrastructural and related capital
investments in many low-income developing countries is not met adequately, it
appears that the competitive position of firms and potential investors in those
countries will remain low, with adverse effects on economic development.

2.6.3 Low capability of the manufacturing firms to cope with trade
/iberalisation

The literature on trade and development mostly focuses on the macro-level responses
to trade policy changes. This is because, for most economists, the firm is " a black
box". They view it from a distance and overlook what is really going on inside. A
shift in focus is needed to understand how firms react to trade liberalisation. As
Rangan (2000) rightly points out, it is the decision making process and the behaviours
of firms and their managers that lie behind the major micro-level changes, which have
been observed to improve their competitive advantage and have considerable impact
on the outcome at the macro-level. In the case of trade liberalisation, firms (managers)
are expected to respond proactively in order to improve their competitive position. As
Aulakh, Kotabe, and Teegen (2000) point out, when compared to the markets of
developing countries, the markets of developed countries are more competitive and
dynamic. Hence, the responses are expected to be more proactive, because the
manufacturing firms in these economies operate in environments with well-
developed market institutions; are managed by professional managers; and have better
resources and capabilities.

In a liberalised trade policy environment, it is expected that the manufacturing firms
of developing countries will increase their access to world markets. Their export success
depends upon the ability to develop and implement unique competitive strategies
consistent with their internal capacity, the resources they own, and the business
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environments with which they operate. However, firms in many developing countries,
while under import substitution, were not able to make a strong interface between
production and marketing or innovation due to the lack of competitive pressure and other
incenti ves. As a consequence, the managers of the firms remained reluctant to respond to
the changing demands of consumers. In such a quiet domestic market environment, there
was little incentive for management to look for foreign markets for their products or to
act strategically to build their capability. Once trade liberalisation is introduced
manufacturing firms that lack the capability to respond suddenly proactively to the new
market environment, face serious problems of adjustment. Given their relatively weak
technological base, such firms mostly produce consumer products. It would be rather
difficult for them to differentiate their products on the basis of quality and unique
features and build their brand recognition in the market in order to be competitive.
Differentiation strategy is very risky and time consuming; it is a shift from comparative
advantage to competitive advantage, and generally requires a significant investment
(porter 1990, 1985). Such large investment is beyond the capacity of resource-poor
firms. As a consequence, they tend to produce in the old fashion, while their competitive
positions continue to deteriorate even in their domestic markets. As demonstrated in the
product life cycle of Vernon, developing countries' firms are expected to compete on a
cost advantage basis in low technology and low-skill manufactured products. However,
such firms have to reach a certain critical threshold level in their operations so that they
can substantially reduce their costs of production to compete in price and quality. Before
they reach that level, it is argued that the relative lack of experience in foreign markets
and poor resource base relative to competitors from developed and other developing
countries would put them at a competitive disadvantage.

In their empirical study, Collier and Gunning (1999) found that after trade
liberalisation manufacturing firms in many African countries were still in a low-
productivity trap because the firms were oriented to wards small domestic markets; they
were unable to exploit their economies of scale and their technology gap with the rest of
the world was very wide. Although it appeared that those firms had large potential to
increase their productivity through increased exporting, the lack of investment acted as a
major hindrance. For firms that produce on a small-scale, a single producer cannot afford
to incur substantial fixed costs for a stand-by generator, marketing research, and
establishing overseas marketing and trading links (Jones and Wortze, 1982).

Moreover, exporting to foreign markets is not a one-time shift that follows trade
liberalisation, as production for exports takes a long time while imports respond
immediately (Rajapatirana (1995). In Venezuela, for example, heightened competition
induced companies to improve their capabilities even before they entered into
international markets (Dominguez and Cirigliano 1997). Evidence from Sri Lanka
indicated that most exports from the firms established under IS disappeared after trade
liberalisation, which was introduced in 1975 (Athukorala, 1999). In view of this,
Krueger (1993) argued that exporters do not start investing heavily immediately after
economic reforms are announced or an export-oriented economic policy is issued. In
general there are two or three years of uncertainty, during which businesses produce
for export out of existing capacity and, perhaps, learn about the international market.
Adjusting the exchange rate and providing exporters with ready access to needed
import can increase exports in the short-term. However, the empirical literature
indicated a sluggish response of private sector investment in industry in many African
countries following structural adjustment, which failed to fill the gap left when the
governments withdrew from industrial activities. Moreover, the lack of financial
resources, managerial, technical, and marketing know-how made it difficult for the
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manufacturing firms in many developing countries to reach international standards of
competitiveness in their domestic markets and world markets following trade
liberalisation. As Weiss (2000) pointed out, it would be simplistic to think that
changing the trade policy environment only would be sufficient to improve the
functioning of economies regardless of their levels of development. There is no
reason, in theory, to expect that the responses of firms to a given set of policy changes
will be the same and proactive everywhere. The weaker the supply side of an
economy, the lower will it be the effectiveness of the policy changes. While macro-
economic stability and liberal trade policies are, indeed, an essential requisite for
industrial development and competitiveness, they are not enough to guarantee that
developing counties will stimulate their manufacturing firms. In view of this, McCarthy
(1998) rightly points out that, in many SSA countries, the lack of skills combine with all
the other constraints, such as managerial incompetence, poor infrastructure, and
inadequate government support systems, to create an obstacle to export manufacturing
which these countries find it difficult to cross. Hence, efforts to enhance the capabilities
of firms and improve the physical infrastructure are as important as maintaining stable
macro-economic conditions so that firms are encouraged to make the innovative
responses (managerial, technical, and organisational) required for high levels of
efficiency and competitiveness.

2.7 The growing concern with regard to effectiveness of trade llberall-
sation in developing an internationally competitive manufacturing
sector

The experimentation with trade liberalisation for more than two decades indicated
that, in many low-income developing countries, the manufacturing sector has
deteriorated, contrary to the expectations of the neoliberal theory. This suggests that
the market forces have inherent weaknesses as a potential force to transform the
national economies of developing countries, and industries, by infusing their
technological capabilities, motivating entrepreneurial and managerial spirits, and
attracting private investment in the manufacturing sectors. These capabilities are,
however, the core components for achieving efficiency, improving productivity,
enhancing innovations, and improving the competitive position of the manufacturing
sectors, and, consequently, the economic growth of the developing countries. We have
also seen the effects of weak macro policies, infrastructural deficiencies, and low firm
level capabilities, hindering the effectiveness of trade liberalisation. Developing
countries have a valid reason for to worry, because they tend to be at a disadvantage
in the rapid globalisation of the world economy that heightens international
competition.

It is widely recognised that technology, the main source of competitive advantage,
is not freely accessible to every country. It cannot be simply transferred to a
developing country and used by its firms effectively. Firms are required to invest in
time-consuming technological capability building (Lall, 1998). Moreover, the
resource-based theory indicates that firms are heterogeneous because they have
developed different capabilities and specific assets that are not accessible to other
firms. The firms with better capabilities will continue to be at a sustainable
competitive advantage in relation to firms that are in a low capability continuum. In
view of this, Messner and Stamer (1998) argue that the comparative advantages of
developing countries, which are based on cheap labour or natural resources have been
undermined by technological developments such as those in biotechnology or micro-
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electronically operated machinery and technologically advanced power plants.
Reflecting this argument, Rodrik (1995) points out that international trade between
trading countries which are dissimilar in terms of their level of industrialisation will
have differential growth effects and may even adversely affect the manufacturing of
developing countries and cause their gains from the allocative efficiency of labour-
intensive manufactured exports to be low.

In his empirical study, Fosu (1996) examined the effects of primary exports on the
overall GDP growth and on the growth of non-export sectors for a sample of 76
developing countries over the period 1967-86. He regressed GDP growth on the
growth rate of labour. capital, exports, and non-fuel primary exports (XNF). The
empirical results showed that the coefficient of XNF was negative and statistically
significant, suggesting that. for a given export growth rate. developing countries with
a larger composition of primary exports tend to experience lower GDP growth rates.
Similarly, when he regressed the growth of non-export sectors on the previous
independent variables, the coefficient of the XNF was negative, suggesting that, given
the same export growth, countries with a large primary exports share would
experience lower growth rate in the non-export sectors. The empirical evidence
suggested that a larger GDP growth was associated with an increasing share of
manufactured exports.

Furthermore, the empirical study of Kavoussi (1984) indicated that the
contribution of manufactured exports to factor productivity was greater than that of
primary products for a sample of seventy-three developing countries during the period
1960-78. However, proponents of trade liberalisation consider this a good
achievement and argue forcefully that trade liberalisation wiJI reverse the decades
long industry biased strategy, which has crippled the development processes of
developing countries, particularly those producing export crops (Lal, 1995). However,
successful export supply requires more than just changes in price signals. Even if a
comparative advantage exists in traditional products. producers may not achieve a
relevant presence in foreign markets because of price liberalisation. Farmers also need
to adopt new agricultural technology in order to produce and export products that are
internationally competitive in terms of quality and quantity (Perez-Aleman, 2000).

From a longer-term perspective. Dijkstra (1997: 8) argues that the effects of a
'free trade' policy depend on three basic conditions. These are (1) the degree to which a
country specialises in sectors that produce goods with a high income elasticity of
demand; (2) the availability of sectors in the economy that need R&D activities in order
to benefit from the learning effects of technological spill-overs; and (3) the existence of
sectors in the economy with increasing returns to scale. However, if a country is to reap
the benefits of such activities in a liberal trade environment, it is argued that the
manufacturing sector should not be left to the market, but needs the support of the
government for its development. In his empirical study, Lewis (1980) indicated that
during the period 1873-1913, the growth of world trade in primary products in which
developing countries has comparative advantage was 0.87 times the growth rate of
industrial production in the developed countries. He found a similar relation up until
1973. On the basis of his fixed functional relationship finding between economic growth
in developed countries and export growth in developing countries, he formulated his
hypothesis that trade is an 'engine of growth'. For Lewis, economic development is
demand-driven, and emanates from the economic growth of developed countries. An
increase in developing countries' exports stimulates domestic investment in some form
of 'accelerator effect'. This increase, in tum, has the effect of increasing internal
demand, while, at the same time, expanding the productive capacity and productivity, as
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long as exports keep rising due to the economic growth of developed countries.
However, Lewis anticipated low levels of sustainable growth in demand for primary
commodities in the industrialised countries, and he suggested South-South trade as an
alternative.

In spite of Lewis's empirical findings, one can identify three basic weaknesses in the
South-South trade policy recommendation: (1) a complete shift to South-South trade, as
suggested by Lewis, might slow the industrialisation processes of developing countries
further as the effective demand in these countries is still low; (2) the benefits of
transferring technology from one developing country to another developing country are
insignificant compared with the potential benefits of transferring technology from a
developed country to a developing country, particularly through FDI; and (3) the
demand driven growth hypothesis is based on the assumption of the existence of
unlimited capacity or supply in developing countries. In fact, there is ample evidence
that the major constraints in many developing countries, particularly in African
countries, is the weak capability of their manufacturing sectors (technical, managerial,
and financial). Earlier, Kravis (1970) argued that, contrary to the 'engine growth
hypothesis', export expansion did not serve to differentiate the successful from the
unsuccessful countries in the 19th century. After extensive theoretical and empirical
analysis, he concluded that favourable internal conditions and external environments
were responsible for the export growth and development of countries. He argued that
trade is supportive to the development process and its role depends particularly on the
abilities of countries to shift into different lines of production away from the primary
exports.

In view of the above two arguments, Evans (1993) points out factors of demand
versus supply are of little relevance to the determinants of exports from developing
countries. She argues that, if the supply side factors are sufficiently favourable, what
appears to be a demand side argument for export-oriented development will be, at the
same time, a supply side argument. In effect, both the demand and supply side
arguments suggest that dynamic manufacturing is based on the availability of necessary
conditions: accumulation of physical and human capital, developed infrastructures and
supportive services that encourage innovation, and adoption of the technology needed
for competitiveness. In economies that have inherited disadvantageous productive
sectors and lack human and physical capital, it is argued that trade liberalisation may
force a country to take a lower or declining growth path because its competitiveness
can be reduced. Toukhy (1998) rightly suggests that such countries have to develop
and strengthen their productive capacities and competitiveness. They need to improve
their marketing skills in order to expand the markets of their products, diversify their
production, and improve the quality control techniques and methods of production as
well as the levels of technology. Their governments need to playa role in all of these.

As we have already seen, compared to other regions of the world, manufacturing
firms in Africa have shown little encouraging sign of dynamism. There is increasing
evidence of poor results. For example, from his extensive study on the manufacturing
firms of seven African countries Riddell, (1990: 38) concluded:

... .if recent events are any guide to future policy decisions, it would appear that efforts
to alter the structure of manufacturing and, in particular, attempts to raise both the
level and share of exports in total output, are highly unlikely to succeed by tinkering
with tariff levels and rapidly opening up manufacturing to internationally competitive
forces unless and until changes are made to address the problems of comparative
inefficiency at the enterprise level. What is more, there is little in the case-studies to
suggest that drives to create more domestic competition and to remove the power and
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control of large firms in particular industrial sub-sectors will be likely to lead to a
rapid expansion of manufactured exports. Indeed, recent cross-sectional evidence
would tend to confirm the view that such an approach is likely to be counter
productive . Even the Botswanan experience shows that a liberal trade regime is
inadequate, in isolation, to create a strong manufacturing sector capable of competing
internationally. What would appear to be needed, in general terms, is an overall
commitment by management, and supported politicians and financial institutions, to
improve efficiency through implementing a range of policies aimed at rising
productive efficiency. This would include the following: more appropriate machinery,
'new' management techniques, research and technological capabilities, innovative
ways of raising labour productivity, systemic attempts to enter new non-domestic
markets with higher quality products packaged more attractively, attempts to reduce
comparative transport disadvantages. the provision of or extension of export credit
guarantee and facilities to minimiseforeign exchange risk.

Reacting to the adverse effects of structural adjustment programs (SAP), the UN
Economic commission for Africa (UNECA, 1991) adopted a popular version of the
African Alternative Frameworks to respond to African needs. It focused on the long-
term transformation of the economy, diversification, and increase in productivity, with
due focus on the human dimension of adjustment that is required for SSA to emerge as a
regionally integrated and modern industrial economy. Similarly, the United Nation
Economic Commission for Latin America and the Caribbean (UNECLAC) has proposed
an alternative to the neoliberal model of development that focuses on 'economic
transformation with social equity', where the state is expected to play an important role
in complementing the market. The UNECLAC has identified six areas where the
government need playa more active role. These are (1) creating (improving) a regulatory
framework; (2) promoting human capital, especially through education and vocational
training; (3) improving infrastructure in transport and communications; (4) promoting
non-traditional exports, especially by helping 'pioneering firms'; (5) fostering
competitiveness, especially among small and medium sized enterprises; and (6)
substantiaJIy reducing poverty (Stallings, 1998: 62).

Given that trade liberalisation has not acted as a key to rapid industrialisation in
many developing countries, the governments of these countries have good reason to be
apprehensive for the consequences of liberalisation programmes and to devise alternative
frameworks for their industrial development. The future is uncertain as the internal
economic conditions of many developing countries have not improved sufficiently to
ensure high productive efficiency in their manufacturing sectors and international
competition is becoming intense. There is, however, an opportunity for developing
countries to enhance their industrialisation if their governments start to use trade policy
measures more intelligently with the increase in knowledge regarding the factors that
influence the complex process of industrialisation.

2.8 Summary

Building an industrial economy has been one of the primary objectives of developing
countries since the end of the Second World War, because of the perceived various
virtues associated with it. This objective is influenced by the overall development
strategy orientation of the countries. From a theoretical perspective, international trade
theories suggest that the trade liberalisation strategy, by encouraging developing
countries, particularly small ones. to specialise in their comparative advantages, enables
them to gain large economic benefits (Static and dynamic). However, the dynamic
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benefits of trade liberalisation are greater in countries that have already built a strong
industrial base.

The empirical literature has also shown that the responses of the manufacturing
sector to trade liberalisation is better in terms of productivity, exports, and
competitiveness in countries that have already build relatively strong industrial base. In
African countries, the responses of the manufacturing sectors were very weak. A
declining tendency is expected in the future in the already weak industrial sectors due to
a lack of new investment injection and the high competition from cheap imports
following trade liberalisation. Penetrating the world market and sustaining a
competitive position requires a strong industrial base, characterised by a high level of
productivity and managed by people, who have good managerial and technical skills.
These are lacking in many developing countries, particularly in Africa. The weak
export response is, therefore, reasonable given the low technological capability and
lack of export competence. The transfer of resources into other activities, such as
traditional agriculture, in which countries are assumed to have comparative advantages,
also have little long-term developmental effect in terms of skill creation and innovation.
Even in this sector, the importance of productivity enhancing agricultural technology is
great.

The effectiveness of trade liberalisation has been weakened by three main factors:
the weakness of the macro-economic policies; the inadequacy of infrastructure; and
the poor capacity of the firms to cope with trade liberalisation. At the macro-level,
following trade liberalisation, the restrictive monetary and fiscal policies adopted to
maintain a stable macro-economic environment and the adjustments made in the' real
exchange rate tend to adversely affect the competitiveness of the manufacturing firms
by depressing investment in the new production facilities needed for improving their
competitiveness. Moreover, while currency devaluation is intended to improve' the
balance of payments positions of developing countries through export promotion, it
has not encouraged firms, particularly in the short-term, because of the various supply
side structural problems that hinder them from responding proactively. Without
increasing the responsiveness of the supply side through more domestic and foreign
investments, there is limited scope for stimulating manufactured exports via real
devaluation in most of the low-income developing countries. Also, there is no
guarantee that investment will be injected into such firms to help them make a
substantial turn around, nor is there a guarantee of investment in newly created
export-oriented firms given the infrastructural deficiencies. In this regard, long-term
growth and transformation may be slowed down or totally hindered. The problem may
not be beyond economic policy, but cannot be solved by trade policy alone.

As Rodrik (1992) points out, good trade policy cannot make a poor country rich.
At best, it provides a stimulating environment for development; it does not guarantee
that entrepreneurs will take of advantage of this environment, or that private
investment will be stimulated; it does not guarantee a country's adequate levels of
growth in the long-term either. Arkadie (1995) pointed out that it is less likely that
sustained growth will emerge from market forces, unaided by government intervention,
while the capacity of government institutions has not been restored in the structural
adjustment process.

It has to be noted that within a liberal trade policy environment, investors are usually
concerned with the stability of the socio-economic situation, the soundness of macro-
economic policy management, the fiscal incentives provided, the economic and social
infrastructure situation, and the treatment of foreign investors by different government
organs. However, in most developing countries the infrastructural provisions for
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maintaining a competitive environment for domestic firms, both exporting and non-
exporting, are inadequate, hindering the ability of firms to compete effectively.
Moreover, in the absence of strong capability, and owning to the lack of the required
resources (technical, managerial, and financial), the fiscal and monetary incentives are
less effective. Better macro-economic policies and institution building are, indeed,
needed, but they will not be enough if they are not complemented by policies that
address the microeconomic problems that have resulted from trade liberalisation
(Reinhardt and Peres, 2000).

In many developing countries, the possibilities of building internationally
competitive manufacturing firms driven by trade liberalisation and competition, which
have been put forward by proponents of 'free trade', have not been proved in practice
during the last decades of experimentation. Trade liberalisation has not acted as the key
to rapid industrialisation in many developing countries that have not reached the
threshold level in their development. Hence, governments have good reason to be
apprehensive for the consequences of liberalisation programmes. The future is uncertain
given that the internal economic conditions of many developing countries have not been
conducive to ensuring high productive efficiency in the manufacturing sectors and that
the international competition is becoming intense. There is an opportunity for countries
to enhance their industrialisation, as governments use trade policy measures more
intelligently and as our knowledge of the complex processes of industrialisation
increases. The future is unknown, and all countries are faced with different levels of
challenge.



CHAPTER 3
INDUSTRIALISATION EXPERIENCES OF THE NEWLY INDUSTRIALISED

COUNTRIES OF EAST ASIA AND SUB-SAHARAN AFRICAN COUNTRIES:
LeSSONS TO LEARN

3.1 Introduction

Development of manufacturing industries has been a major objective of all developing
countries. However, the last five decades showed uneven industrial development in
developing countries. In East and Southeast Asia phenomenal industrial development
and economic growth have been observed and the trend seems towards catching up
with the industrialised countries. On the other hand, in most Sub-Saharan African
(SSA) countries industrial development has stagnated or deteriorated, contrary to their
development objectives. The weakness of the African manufacturing sectors have also
been reflected in the weak responses of the manufacturing firms to trade liberalisation
compared to firms in other developing regions (see section 2.5). The weak responses
partly reflect the cumulative effects of the historical evolution of the countries and
their industrialisation strategies. To date, SSA countries have been characterised by
declining per capita income, wide-spread poverty, weak industrial bases and high
dependence on subsistence agriculture as a source of income, and on primary
commodities for foreign exchange earning, and a high external debt burden (IMF,
1999). Some even label Africa as the marginalized region in world economy (NG and
Yeats, 1996; Amjadi, Reinke and Yeats, 1996).

In this chapter we provide an overview of the salient features of industrialisation
strategies and the effects of such strategies on the industrial development and
capability building in the Newly Industrialised Countries of East Asia (NICs) and
SSA countries. Despite the heterogeneity between African countries, it is hoped that
some basic differences in the pattern of their manufacturing development can be
identified compared to the NICs that help us learn relevant lessons for African
countries which help them to enhance their industrialisation process.

The chapter is divided into six sections. Section 3.2 explores the export-oriented
industrialisation experience of the NICs; the objective factors that induced these
countries to early embark on such strategy, and the role of their government in
building a vibrant and internationally competitive manufacturing sector. Section 3.3
deals with import substitution industrialisation in Africa, the depth or level of such
industrialisation and the basic problems of African industrialisation under lSI. Section
3.4 analyses the degree of participation (integration) of African countries with the
world economy, particularly after their shift to an export-oriented development
strategy. This section analyses the pattern of Africa's export and imports, in
particular, the exports of its manufacturing sector. The section also explores the
pattern of the inflow of FDI in Africa, with an eye to assess the attractiveness of the
manufacturing sector to foreign investors. In Section 3.5, the focus is on the
privatisation efforts under way in Africa. It analyses the extent to which African
countries have gone in the direction of privatisation and private manufacturing sector
development, and the problems they have faced in their privatisation efforts. Section
3.6 draws some lessons for Africa's manufacturing sector development.
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3.2 Industrialisation experiences of the NICs

Export-oriented industrialisation in developing countries started in the early] 960s when
a few small East Asian countries introduced economic reforms in favour of exports after
being under import substitution industrialisation for a short period of time (Lin, 1988).
Since then, export-oriented industrialisation policies and the rapid industrial
development and export expansion achieved by these countries have been the main
point of reference and justification by most researchers while criticising the lSI of other
developing countries (Stem, 1991). As a result of the rapid industrial growth achieved
in these economies, they are named the Asian newly industrialised economies (Urata
1994). Their success also influenced the Association of South East Asian Nations
(ASEAN) to shift their trade policies from lSI to export-orientation. To date, the high
performing East Asian countries are among the most successful developing countries
after World War II (World Bank, 1993).

What factors induced these countries to shift their development strategy to export
orientation early and embark on industrial development? According to Lin (1988) these
countries had small domestic markets, high population pressure and smaller potential for
expanding primary exports, and, thus, the pressure to shift to export-oriented strategy
was much stronger than, for example, in Chile, Argentina or Nigeria. These countries
soon realised that it was necessary to find export markets for the domestically produced
goods to overcome the limitation of their small domestic markets, to enhance their
industrialisation and to overcome their balance of payments constraints (UNCTAD,
1996). Others argued that the export-oriented trade policy followed by the NICs that
does not discriminate against exports was the major factor for the rapid industrialisation
and exports in manufactured goods (Balassa, 1981). According to Lin (1988), the land
reform instituted earlier in Korea and Taiwan which eliminated land lords, and the
absence of strong organised labour also helped these countries to push through a policy
of reforms in favour of exports at a critical point in their industrialisation process. Ranis
(1995) also noted that the inherited stock of human capital and good institutional and
infrastructural facilities and the existence of a relatively strong private sector helped East
Asian countries to enhance their export-oriented industrialisation process.

According to Krueger (1995), the overall economic growth in East Asian countries
was realised by the ability of their manufacturing firms to exploit their international
comparative advantage and, subsequently, expand rapidly and take advantage of the
economies of scale and increase in their productivity. Export-oriented industrialisation of
the NICs was encouraged by the easy access to overseas markets (particularly in the
USA and Europe) for simple manufactured goods like textiles and toys. Moreover, in all
the fast-growing East Asian countries the capacity and efficiency of infrastructures
(ports, telephones and transport and power) were improved. The development of the
infrastructural facilities encouraged the export and import activities in Korea and
Taiwan, while contributing to the emergence of financial centres in Hong Kong and
Singapore (Balassa, 1988; Krueger, 1995). Moreover, Rein (1992) pointed out that the
inheritance of good infrastructures, a large inflow of foreign aid and foreign direct
investment also contributed to the fast growth of the East Asian economies. In Korea for
example, external aid financed 80 per cent of the fixed capital formation during 1953-62
while in Taiwan external aid financed 40 per cent of the domestic capital formation for
the same period. In these economies, bilateral and multilateral aid remained an important
source of financing until the mid 1980s. In Hong Kong, transfer of funds by overseas
Chinese also contributed over 40 per cent of gross domestic capital formation during
1949-65 (UNCT AD, 1994: 72)
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Another important factor that helped the East Asian NICs was their ability to continue
their export-oriented industrialisation even in the time of the external shocks of 1973-
74. As Balassa (1981) pointed out, these countries (Korea, Taiwan and Singapore)
continued their outward-oriented strategies to increase their export market share,
provided increased investment incentives and established positive real interest rates
leading to a rise in domestic savings and higher rates of economic growth. In
Balassa's view, Korea, for example, responded to the external shocks by more
external borrowing but it used its external finance for investment while providing
investment incentives, reducing government deficits and keeping the real interest rate
positive without deflating its economy (Balassa, 1981). Furthermore, the successful
control of inflation in Taiwan and Korea combined with thorough reform of their
incentive systems helped cultivate business attitudes compatible with the development
of manufactured exports, which required constant product improvement and cost
control. These improvements were neglected in an environment of rapid inflation,
where marginal gains derived from product improvement and cost control were
hindered by large changes in both absolute and relative prices. Such competitive
business attitude did not develop as strongly, for example, in most Latin American
countries because of the persistence of inflation psychology, the continued dominance
of primary exports, and the reliance on non-market mechanisms to reallocate
resources (Lin, 1988). Belassa (1988) further argued that the rapid industrial
development of the NICs was the result of cumulative effect: initial export-orientation
and the continued reliance on that policy direction even during external shocks.

Table 3.1 Source of growth in manufacturing output (percentage) for selected
countries

Economy'
Colombia 8.3 60.2 6.8 22.2

7.4 75.7 4.7 4.2
Mexico 7.0 71.6 3.1 10.9

7.2 81.4 7.9 2.4
Turkey 6.4 80.9 2.4 9.1

9.6 76.2 10.4 -1.6
Korea 10.4 57.4 11.5 42.2

23.8 39.0 61.7 -2.6
Taiwan 11.2 34.7 27.5 25.5

21.1 34.8 57.1 3.8
Source: Chenery, H. S. Robinson and M. Syrquin, 1986: 175) table 6.6

Table 3.1 above indicates that in countries like Colombia, Mexico and Turkey, which
had been under lSI for a longer period of time, more than half of the growth rates of the
manufacturing sectors were due to the growth of the domestic demand over the given
period of time. In Colombia, for example, despite its declared lSI strategy, import
substitution had a limited effect, less than 10 per cent during the period 1966-70.

On the other hand, in countries like Korea and Taiwan the source of growth rates of
their manufacturing sectors changed from domestic demand, when they were in the lSI
era, to expansion of exports, when they changed their strategy to export orientation, since
the early 1960s. In these two economies, export expansion contributed more than 50 per
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cent of the growth of the manufacturing sector, indicating their high level of integration
into the world economy and their success to compete in the world markets of
manufactures. Thus, other things being equal, from Table 3.1 it could be deduced that
export-orientation provides a better incentive for industrial development and export
growth compared to import substitution. To date, the industrial sector of the developing
countries has been dominated predominantly by the NICs of the Far East Asian countries
(Korea, Singapore, and Taiwan Hong Kong). The share of manufactured exports of these
countries to the total exports of developing countries was some 13 per cent in 1965 but it
reached 61 per cent by 1991 (UNCTAD, 1994: 52). Not only has the share of
manufactured exports increased in the NICs, but also the composition has changed as
they have increasingly been exporting skill and technology intensive products, such as
machinery, transport equipment, electronic industrial equipment, and chemicals
(Chowdhury and Islam, 1993; Lall, 1997). This qualitative change in their export
composition compared to the early 1960s reflects the success of the countries in building
strong and internationally competitive industrial bases. Recently, other Asian countries
such as Indonesia, Malaysia and Thailand have been regarded as part of the East Asian
success story on account of their sustained high rate of economic growth, exports,
investment associated with large inflow of foreign direct investment (UNCTAD, 1994).
In the foreseeable future, this region also appears to be one of the most promising
regions for greater industrial development and economic growth.

A fundamental question that can be raised is whether the East Asian rapid industrial
development was only due to export-orientation strategy with neutral incentives to all
sectors or producers. As Mody (1999) points out, East Asian economies are thought to
validate the benefits of 'open trade regime' but, in practice, the proclaimed view that
governments had followed low and uniform tariff and non-tariff barriers has been less
than exemplary. Thus, the miraculous industrial development of the NICs cannot be
explained by a particularly favourable set of initial conditions or market forces alone.
Their industrial development has been driven by active and pragmatic state interventions
that aimed to overcome the various obstacles that might hold back their industrial
development. The next section explores the role their governments have played in their
industrial development process.

3.2. 1 The role of government in industrial development in the NICs
While most developing countries were under the lSI during the early I970s, neo-
classical economists characterise the East Asian countries' development strategy as
export-oriented based on 'free trade regime'. This might reflect the policy of Hong
Kong and, to a certain extent, Singapore (UNCTAD, 1994). However, the role of
governments has been a major factor for their successful industrial development. As
Galhat and Sekhar (1982) pointed out in the context of export-oriented strategy, the
NICs began their first stage of industrialisation with light consumer goods such as
textile, household appliances and other labour-intensive manufactured products. The
manufacturing sectors were not even competitive in foreign markets in terms of price
and quality during the 1950s. Hence, their respective governments provided them
various incentives such as subsidies, tax exemptions, and preferential export credit
and credit insurance to improve their competitive position, while enforcing the firms
to meet their export targets (UNCT AD, 1996).

In the second stage, the NICs, particularly Korea, moved to capital-intensive and
knowledge-intensive industries such as steel, shipbuilding, petrochemical and synthetic
rubber, and deepened their industrial development (Dasgupta, 2000). However, the
change of the Korean or Taiwanese industries from unskilled labour-intensive to capital-
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intensive, skill-intensive or information-intensive was not only been because of liberal or
neutral trade policies but also because of the selective intervention of their governments
(Amsden, 1989; Wade, 1990; La]], 1994; Gore 1994; Rasiah 1998). As Lall (1997)
pointed out, in these countries, their respective governments first established industrial
bases by mastering the industrial technology through import substitution and,
subsequently, pursued conscious and 'strategic' trade policies that promoted exports of
manufactured products. The Korean government, for example, played a leading role by
taking various initiatives that helped its industrial development. These included building
research institutes, providing facilities for educating and training scientists, engineers,
and technicians, creating links between industries and universities, providing financial
incentives, such as export subsidies, and tax exemptions for intermediate imports to
private enterprises to promote exports (Amsden, 1989; Westphal 1990; Wade, 1990;
Datta-Chauadhuri 1990; Singh, 19929. Edwards, 1993; Lim, 1995; Lall, 1997;
Fransman, 1998). The Korean government also played a leading role in the development
of managerial capabilities of the firms, particularly related to the Japanese type of
management (UNCTAD, 1996). Investment in human capital formation brought about a
well-developed labour force able to adopt foreign technology and develop their
technological capabilities, which helped the Korean firms to improve their product
quality, productivity, and international competitiveness.

The governments of the NICs also played an important role in effectively
mobilising their savings and channel it to investment and, subsequently, overcome the
capital constraint of their economic development. In Singapore, for example, gross
domestic savings increased from 10 per cent of gross domestic product in 1965 to 30
per cent during the I970s and reached 42 per cent during the 1980s (UNCT AD, 1994:
72). The figure reached 51 per cent in 1998, the highest in the world (WB, 2000: 255)
Its gross domestic investment was 46 per cent of GDP in 1980, but it slightly
decreased to 37 per cent in 1998 (World Bank, 2000: 255). In Korea and Taiwan; the
proportion of gross domestic savings to gross domestic product was 4.1 and 9.1 per
cent, respectively, during 1956-60. Subsequently, it rose to 22 per cent in Korea and
32 per cent in Taiwan during the 1970s. In Korea, gross domestic savings rose to 32
per cent in the 1980s (UNCTAD, 1994: 72). In 1998, the shares of gross domestic
savings to gross domestic product in Korea reached 34 per cent and its gross domestic
investment increased from 32 per cent in 1980 to 35 per cent in 1998 (World Bank,
2000: 254). Chowdhury and Islam (1993) indicated that the high rates of savings in
these economies were because the governments pursued prudent fiscal and monetary
policies, which provided a stable macro-economic environment with low inflation
rates.

Moreover, Chowdhury and Islam (1993: 132) noted a high ratio of the broad
money (M2) to GDP ratio (M2 is currency in circulation plus deposits in banks)
during the period 1961-90. They argued that the rapid growth of M2/GDP indicated
that a large amount of loanable funds were channelled through the organised financial
sectors, particularly in Hong Kong, Singapore and Taiwan. The authors pointed out
that the financial systems were deepening and were effective in facilitating capital
accumulation and channelling it from savers to growth-enhancing investment, in
which the manufacturing firms were the main beneficiaries. In this regard, firms that
depended on borrowing for working and investment capital from financial institutions
were not frustrated in their endeavour to develop their capability. While firms had
access to needed capital at preferential rate from state-dominated financial systems,
they were also disciplined as they were forced to meet performance standards in line
with the national objectives. This approach encouraged firms to improve their
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efficiency, profitability and to invest further in their technological and managerial
capability building (UNCf AD, 1996). The export earnings of the firms in the NICs also
played an important role in their industrialisation and economic growth by overcoming
their balance of payments constraints, which have held back the industrialisation process
of many developing countries. These countries were able to import machinery and other
inputs needed for production from their export revenue.

However, Hamilton (1992) argued that the availability of adequate savings and
opportunities for productive investment do not ensure that productive investment will
actually occur. The transition from adequate savings to productive investment also
depends on the political conditions. Sustained economic growth in these countries
means that political circumstances were favourable for the accumulation of industrial
capital and investment. The four leading Asian NICs had a long period of political
stability. In Singapore and Korea, for example, the same party has been in power for a
long period. On the other hand, the faltering industrial record in some Latin
American, African and Asian countries have been beset by political problems
(Lamusse, 1989).

Recently, the World Bank study on East Asian countries (1993: 5) indicated that
the policy choice in the high performing Asian economies was a 'combination of
fundamental and interventionist policies'. Fundamental policies were those that
encouraged macro-economic stability; high investment in human capital; secured
financial systems; limited price distortions; openness to foreign technology; and
agricultural development (World Bank, 1993: 5). The World Bank stated that 'getting
the basics right' was the priority of the governments. In the market-friendly approach
the appropriate role of government would be to ensure adequate investment in people,
provision of a competitive climate for enterprises, openness to international trade and
stable macro-economic management (World Bank, 1993). However, the World Bank
study also indicated that fundamental policies do not give the full account for the
rapid growth. The World Bank study indicated that governments in the NICs
intervened in their respective economies extensively. Such interventions included
targeting and subsidising credit to selected industries, keeping deposit rates low,
protecting domestic import substitutes, subsidising declining industries, establishing
and financially supporting government banks, making public investments in applied
research, establishing firm and industry specific export targets, developing marketing
institutions and sharing information between public and private sectors (World Bank,
1993: 5-6).

Moreover, Amsden (1993: 13-15) pointed out that over thirty years, industrial
policy in Thailand was managed by a Board of Investment (BOl). The board sets
guidelines for industries it wished to promote, and then only gave subsidies to the
firms, which operated within the guidelines set. Subsidies included tax incentives,
long-term credit at concessionary terms through a development bank- the Investment
Finance Corporation of Thailand (IFCT). The assistance, however, was given in
exchange for performance standards. Business was disciplined by the government
more than in other countries of the developing world. Reflecting the government's
commitment to the development of the country, it was indicated that between 1960
and 1987 the BOI promoted 2463 projects. The total investment at the end of 1988
was US$ 13.4 billion in which over 800,000 employees have been involved in.

What distinguished the BOI from comparable institutions in most other
developing countries was that the government subsidises investment projects, but it
also monitored them to ensure that efficiency was maintained. Also such monitoring
made lending activities less liable to corruption. Amsden (I993) emphasised that it
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was not just a matter of better policies but of measures to make investment work
better, a good tax system, technical guidelines and finance. She further argued that if
the Thai policy could be of any guide, government support to stimulate
industrialisation in an environment of trade liberalisation would be required in other
developing countries. In fact, the NICs' experience suggested that the governments in
these countries had the political will and determination to promote their industrial
development, by designing, implementing and monitoring industrial policies
consistent with their envisioned comparative advantage.

Table 3.2 Share of different regions in world manufacturing output.(percent)

€oUntylRegion 197U i980:. 1990;,:''''[

Industrialisedcountries* 88.0 82.8 84.2 80.3
Developingcountries 12.0 17.2 15.8 19.7
Of which:
Latin America 4.7 6.5 4.6 4.6
North Africa and West Asia 0.9 1.6 1.8 1.9
South Asia 1.2 1.3 1.3 1.5
East Asia** 4.2 6.8 7.4 11.1
Sub-SaharanAfrica*** 0.6 0.5 0.3 0.3
*Includes the former socialist countries of Eastern Europe and also South Africa;
**Excluding China; ***ExcludingSouth Africa
Source: UNCTAD (1997) Trade and DevelopmentReport 1997:82

Table 3.2 shows that the manufacturing industrial sector was predominantly a domain
of the early industrialised countries, although there was a slight decrease in their share
in world industrial output from 88 per cent in 1970 to 80.3 per cent in 1995, in a
quarter of a century. The table also shows that the share of developing countries in
world manufacturing output increased from 12 per cent in 1970 to 19.7 per cent in
1995 over the given period of time. However, the rise of the share of manufacturing in
developing countries was almost exclusively a reflection of the rapid industrial growth
and deepening of industrialisation in East Asia. The share of East Asia increased from
4.2 per cent in 1970 to 11.1 per cent in 1995. The large increase in the share of world
manufacturing in the NICs reflected the successes of the NICs governments in their
ability to sustain a high capital accumulation, to invest it for their industrial
development. It also reflected their success in building the required human capital and
other infrastructures needed for their industrial development.

As shown in Table 3.2, since the 1980s, the share of Latin America and Africa has
fallen sharply. The share of Sub-Saharan countries, for example, decreased from 0.6 per
cent in 1970 to 0.3 per cent in 1995. The downward trend in the African case was
extremely high, reflecting the de-industrialisation process underway in the region. Not
only was the share of Sub-Saharan African countries declined, but it was dominated by
labour-intensive, resources based, low technology industries such as food processing,
beverages and textiles (UNIDO, 1997). The lack of diversification in their export
appears to further undermine the competitive position of African countries, with its far-
reaching effect on their economic growth.

In East and South East Asian countries, while making use of their comparative
advantage in an export-oriented industrialisation strategy, their respective governments
responded to and anticipated their opportunities in the international economy and
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dynamically directed capital and labour out of declining sectors and into more
competitive firms. The governments were continuously adjusting their sector specific
policies to changing international market conditions. The governments were capable of
intervening on both the demand sides through restriction on foreign competition or
captive procurement policy and on the supply side, through the manipulation of factor
prices. They directly and indirectly exercised influence on the level of profit and
investment; the governments were able to enhance or create competitiveness for their
manufacturing firms by supplying the requisites to that end. In short, development
strategies in the NICs were pursued on the premise of "acquired dynamic comparative
advantage" rather than "endowed static comparative advantage" (Chu, 1995). As a
result, the Asian countries are, at present, the largest exporters of manufactured products
with an increasing trend towards science-based manufactured products such as chemical
products, petrochemicals, professional scientific measuring and controlling equipment,
aircraft, office computing and accounting equipment, and biotechnology (Lall, 1997).
The structural transformation achieved in the NICs is beyond what was possible by
exclusive reliance on market forces and private sector initiatives (UNCTAD, 1996).

In 1997 a financial crisis in Southeast and East Asian countries was observed and
their currency severely depreciated. The crisis was ignited with rapidly depreciating
currency and stock market reversals in Thailand. The volatility of currency and stock
markets soon engulfed Indonesia, Malaysia and the Philippines. It also spread to
South Korea. This was a 'contagion' phenomenon that a financial crisis in one
economy spills to another as international investors pull funds out of a region because
of lack of confidence, and seek safe havens elsewhere (Hossain, Islam and Kibria,
1999: 202). However, Takagi (2000) indicated that in these economies foreign capital
was growing since the 1990s due to financial liberalisation. But, the composition of
the capital inflow in East and South East Asia changed to- wards more of short-term
capital because of high domestic interest rates compared to the international level. The
build-up of short-term, unhedged debt eventually led to a sudden loss of confidence
and massive outflow of capital (Shigehara, 1999; Kaminsky and Reinhart, 1998).
Moreover, Takagi (2000) argued that with the increase of the inflow of short-term
capital, more capital was invested to less profitable projects and the countries tended
to decrease their export competitiveness and a sudden reverse of the capital outflow
took place. The author indicated three mechanisms of transmission of the financial
crisis to the real sector in these economies: (I) devaluation of the currency to
encourage exports was less effective as it depressed the level of imports of the export-
oriented firms; (2) the reduction of government expenditure to maintain stability
further depressed investment and aggregated demand and production; and (3)
reduction of credit by the highly indebted domestic banking hindered firms from
undertaking further investment, with a depressing effect on their economies.

The event of the East Asian financial crises did not arise from only one source. It
appeared to have erupted owing to the volatility of international capital and the
weaknesses in their financial systems. Since 1998, the Asian countries have
experienced relative financial stability, and have been attracting investment again.
Their 1998 investment to GDP ratios were on the right track: investment rate was 33.2
per cent of its GDP in Malaysia; in Korea it was 29 per cent of its GDP; in Thailand it
was 24.4 per cent of its GDP; in the Philippines, it was 19.3 per cent of its GDP, while
in Indonesia investment rate was 18 per cent of its GDP (Takagi, 2000: 19). This
suggested that their industrial sector has recovered and their exports regained
international competitiveness, reflection of their success in building vibrant
manufacturing sectors that respond proactively to price changes.
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3.3 Import substitution industrialisation in Africa: impact on industrial
capability building

3.3.1 Introduction
At the eve of their independence, most African countries were poorly prepared for
sustainable economic growth, which is necessary for their economic transformation. The
education sector was small; modern transport and communications were virtually
nonexistent; the other economic infrastructures were limited, and specialisation in
production was underdeveloped (South Commission, 1990; Pickett, 1991; Lall, 1992).
Others argue that, in Africa, during the long colonial period, modern economic activities
were totally monopolised by their respective colonialists. It was impossible for African
citizens to accumulate wealth through indigenous entrepreneurial or mercantile activities.
As a consequence, there was virtually no national capital at the time of independence
(Fontaine, 1993; Himmelstrand, 1994; Odipo, 1994; WB, 1994). At the eve of their
independence, African countries ranked among the least industrialised and poorest
countries of the world (Mkandawire, 1992). Much of Africa's economy has been
predominantly based on subsistence agriculture, dependent on the availability of rainfall.
Primary commodities have dominated the export sector compared to manufactured
goods or services.

3.3.2 The level of industrialisation in Africa under lSI
Following their independence, many African governments considered manufacturing
industry as the engine of their economic growth and the key to the transformation of
their traditional economies to an industrial economy (WB, 1989; ADB, 1998). In the
early post-independence period of Africa countries, it was widely believed 'that
manufacturing firms could not compete with well-established industries of Europe and
North America in a 'free trade regime'. Thus, their development strategy was designed
around the perception that speedy economic growth and industrialisation had to be
guided by the government rather than the market under lSI (World Bank, 1989). In other
words, the market was considered as a less efficient instrument for the spectacular
growth that was required if the gap between the newly independent African nations and
the developed countries was to be narrowed. The government led industrialisation
strategy was justified in the historical circumstances in which many African countries
found themselves at independence because of the pervasive market failures.

In most African countries, as markets were either non-existent or underdeveloped,
mobilisation and augmentation and allocation of resources were thought to be necessary
on a scale that was well beyond the market (pickett, [991). The then dominant
development thinking also supported the view that developing countries could enhance
their industrialisation through the heavy government intervention in production and
allocation of resources, a view shared by most African countries (Meire and Seers 1984;
World Bank, 1994). In such an environment, the governments of African countries had
to set up firms (public enterprises) in some areas where the country might have potential
comparative advantage, by investing a large amount of capital (Sonko, 1994). Similar
considerations applied in the case of large capital investment in infrastructural projects in
such areas, as electricity, water, telecommunications, and transportation. These industries
tended to be natural monopolies, which made them necessary to be in the domain of the
public sector. The public sector was intended to fill the entrepreneurial gaps in the
market and the hope was that, the enterprises would give cumulative benefit by
providing training for both managers and work force (Pickett, 1991).
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Moreover, financial institutions were encouraged and organised to facilitate investment
finance needed for industrial development projects at preferred interest rates (Lensink
1996). The provision of long-term credit through the public financial institutions was
considered critical to the industrial development, given the fact that there was no private
institution that supplies such credit in most African countries. For example, the share of
domestic credit provided to industries in Benin, Ghana, Senegal, Nigeria, and Tanzania
accounted for more than 20 per cent, while in Kenya it was the lowest, 3.5 per cent
during 1980-86 (Fontaine, 1993: 13; Odipo, 1994: 48).

In most African countries, manufacturing firms were provided with various
incentives under ISI. They included protection of domestic market, access to cheap
credit, favourable exchange rate, and subsidies, licensing, import controls and quotas
(Mkandawire, 1992). The expectation was that, in the early years, the 'infant industries'
would not be able to compete and generate surpluses much needed for the national
economic development. Instead, surpluses were to be obtained from other domestic
sources, or from external sources, such as foreign aid, foreign direct investment and
external borrowings. The domestic sector that was to generate the surplus was
agriculture and for some countries it also included the mining sector (Mkandawire,
1992). After a short time, it was expected that, the 'infant industries' would grow up,
generate surplus and become self-sustainable and competitive in the world market and,
eventually contribute to the structural transformation and sustained economic growth of
African countries.

The role of governments in many African countries further deepened as
governments instituted systems of five-year or ten-year national economic plans with
the objectives to enhance their industrialisation and strengthen the linkages of the
various economic sectors (World Bank, 1994; Chanthunya and Muride, 1998). In the
course of time, it was expected that, the shares of the intermediate and capital goods in
industrial outputs would increase, as the sign of industrial development and the
deepening of inter-industry linkages. However, this did not happen in most African
countries. The industrial sectors in Sub-Saharan African countries have remained at their
early stage of development. The production structure has been dominated by simple
consumer goods, such as food, beverages, textiles and tobacco, which require low
engineering and skilL Industries like machinery and chemicals (or capital goods sectors),
which require high skill and advanced technology, have not yet developed in most Africa
countries (Lall, 1989; Riddell, 1990).

In most African economies, the Iinkages of the manufacturing sectors with the rest of
the domestic economies have remained weak, while the linkages with the rest of the
world have remained high, owing to their high dependency on imported inputs
(Aboyade, 1989; Killick, 1989). For instance, Gulhat and Sekhar (1989) indicated that
import substitution played a minor role in the Tanzanian manufacturing sector in the
early 1970s, despite its declared policy of self-reliant strategy. The authors also indicated
that import coefficient increased in Kenya, while in Tanzania and Zambia, it decreased.
Similarly, Riddell (1990: 34) indicated that, growth of the manufacturing in many
African countries has been predominantly dependent on the growth of domestic demand,
rather than on either IS or export growth. His empirical results indicated that the
contributions of the growth of domestic demand on the growth of the manufacturing
sectors were 54 per cent in Botswana, 55 per cent in Cameroon, 69 per cent in Kenya, 76
per cent in Nigeria, and in Zimbabwe IS contributed 72 per cent. Here, is one of the
sources of distortion of Africa's industrialisation under lSI. While the protected small
domestic markets were unable to keep the enterprises expanding their production, the
development strategy was biased against exports, heavily taxing the agricultural exports,
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one of the largest earners of foreign exchange needed to finance their industrial
development (World Bank, 1994). In the 1970s, many African countries continued
borrowing on commercial terms when world interest rates were relatively low. But, they
used the foreign finance for consumption and investment in large public projects, many
of which had little contribution to their economic growth (WB, 1985). Soon, African
countries faced external shocks, such as increase in oil prices (1973174 and 1979/80),
declining terms of trade, increase in real interest rate, and stagflation in the GEeD, and
these had contributed to the poor performances of their economies (Husain, 1993;
Killick, 1994; Gore, 1996). Since early 1980s, the economic situation in most African
countries have worsened, while export revenues continued declining, indicating the need
to change their development strategy from import substitution to export-orientation.

Table 3.3 Sectoral growth rates of developing countries, 1965-82

Developing countries
Asia
Africa

3.5 2.0 3.2 7.9 6.5 0.7
3.7 1.2 4.6 6.9 8.5 5.3
2.2 2.2 1.4 7.8 l.l -4.1

"' ...

Source: World Development Report 1985, Table A.6, and p.l50

Table 3.3 above shows that industrial growth rate in Africa was 7.8 per cent, higher
than the industrial growth in Asia during the period 1965-73. However, the growth
rate declined to 1.1 per cent in 1973-80 and -4.1 per cent during 1980-82. The drastic
decline in the growth rate of the industrial sector in the region might suggest that the
earlier growth rate was not because of stronger industrial base nurtured under lSI, but
because of the initial small (narrow) industrial base, which inflated the growth rate. In
Asia, the growth rate of industry increased from 6.9 per cent during 1965-73 to 8.5
during the period 1973-80, and it decreased slightly to 5.3 per cent during the period
1980-82, although it still remained the highest in the developing world. This was
mainly due to the success of the NICs in an export-oriented strategy, while many
developing countries continued in the lSI. Table 3.3 also shows that the growth rate of
agriculture in Africa declined from 2.2 per cent during 1965-73 to 1.4 per cent during
the period 1980-82, a lower record compared the growth rate of developing countries,
which was 4.6 per cent. A common feature that could be observed from the above
mentioned Table 3.3 is that the economic performance in Africa showed a drastic
deterioration compared to other regions, or developing countries. Industrial Policy
mistakes in Africa must have contributed to the deterioration of economic condition in
the region.

3.3.3 Some basic problems of African industrialisation process under
import substitution strategy

The constraints that hindered the development of industries in African countries cannot
be traced to a single source, as there have been so many factors that have been at work
systematically. They range from political unrest and wars, to colonial legacy and effect
of cold war, to drought and unfavourable international economic environment, as well as
inappropriate industrial policies (Kiss, 1991; World Bank, 1994; Mongula, 1994; Weiss,
2000).
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One of the major constraints of industrial development in Africa was the policy choice
looking towards small domestic markets, and the absence of adequately developed
techno-institutional support to enable the sector to continue developing into a higher
level (Riddell, 1990; Helmsing and Kolstee, 1993), Most African countries are small in
size: they have small population and a low per capita income, which hindered the
domestic-market-oriented firms from benefiting from economies of scale in
production. This, in turn, tended to reduce the firms' import substitution capability.
The firms' domestic market orientation and their high dependence on imported inputs
(machinery, raw materials, spare parts), while indicating weak inter-sectoral linkages
in their economies worsened the balance of payments problems of African countries.
The reluctance of the governments to early shift toward export-orientation further
deteriorated the manufacturing firms' efficiency, as the availability of funds needed to
import machinery or other equipment decreased. The drastic decrease in imported
machinery, in tum, hindered industries from acquiring new technology needed for their
efficiency improvement.

Another problem of African industries under lSI was the dominance of public
enterprises, and the inability of the governments to create a business environment that
encourages management to adopt the right managerial and organisational practices to
reach a high level of efficiency in their performances. The system of incentives at the
firm level in most of the African countries under lSI was not encouraging for the
management to move towards what Liemt (1998: 1) refers to as the 'best practice
methods of organising production'. These methods aim at simultaneously reaching the
highest level of quality, productivity, and flexibility at competitive costs. The
managerial weaknesses were pervasive in most African state-owned enterprises,
particularly because of political patronage and insufficient operational autonomy, and
lack of managerial experience. The problem was compounded by the nationalisation or
'Africanisation' policies that expanded the public sector over time and brought
unprecedented problems, by increasing the size and complexity of administration and by
reducing their efficiency, given the weak managerial capabilities, and low technological
capabilities of the industries (Makoba, 1993; Mongula, 1994). The nationalisation
policies further undermined the confidence of foreign and domestic investors and,
consequently, led to the outflow of domestic capital and a decrease in the inflow of
foreign direct investment, hindering the capability building of the manufacturing sectors.
The nationalisation policies, which favour public enterprises also, hindered the
flourishing of small domestic entrepreneurship, which could be the foundation of
industrial entrepreneurs.

As Fontaine (1993: 7) pointed out, in many SSA countries the contribution of the
public enterprises to GDP was 5 to 15 per cent, while their share in investment to GDP
was 15 to 50 per cent during 1980-86, suggesting that resources were used less
productively. In another study, the World Bank estimated that in SSA, the return on
capital (both private and public) decreased from 30.7 per cent during the 1960s to 13.1
per cent during the 1970s and to a mere 2.5 per cent in the 1980s (WB, 1989: 26, figure
1.9). Furthermore, the study indicated that the return of public investment in sub-Saharan
countries was about one tenth of the level of South Asia in the 1980s, which was more
than one-third in the 1960s and early 1970s (World Bank, 1989: 25). The low return was
partly due to the poorly chosen and badly implemented public projects (WB, 1989). As a
consequence, many industrial plants in countries such as C6te d'Ivoire, Ghana and Togo
were shut down after a short period of operation. In Tanzania, the public enterprises had
to work at very low capacity, despite the fact that the projects were financed
predominantly through external borrowing (World Bank, 1989). The problem had been
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aggravated by the high dependency on foreign expertise, reflecting little autonomous
industrial growth, and technological capability building in the region (Aboyade, 1989;
Riddell, 1990; Knight, 1992). Thus, Africa's industrialisation process has predominantly
depended on foreign capital, technology and experts. The high dependence continued for
a longer period with little sign of improvement. In this sense, the problem can be
considered as a manifestation of the structural accumulation and economic management
crisis, which eventually led to balance of payments and debt crises.

Moreover, the profit record of African public enterprises and their ability to generate
surplus for capital accumulation remained extremely poor. For instance, Killick (1983)
in a study of the public manufacturing enterprises on four Sub-Saharan African countries
(Ghana, Senegal, Tanzania and Zambia) indicated that most firms had negative
profitability during the period 1964-70. This suggested that public enterprises in SSA
were inefficient with high production cost and low productivity. The author indicated
that lack of local sources of supply, shortage of foreign exchange, inadequate
infrastructure, and uncertainty in planning acted as major obstacles to their performance
improvement. Moreover, the managers of the public enterprises were mostly appointed
to secure political accountability for their respective regimes rather than improve
production efficiency of firms. This, in turn, tended to encourage firms to waste scarce
resources and decreased productive efficiency and managerial creativity. Thus, the
government led lSI did not provide the public firms the incentives to invest in new
technology and to improve the skills of their workers, which are important for industrial
capability building and potential competitiveness.

Probably the most serious weakness of the lSI in Africa was the neglect of their
agriculture. For example, overvaluation of the currency had discouraged the incentive to
export despite the fact that the sector is the main source of foreign exchange earning and
source of food supply as well as employment (Makoba, 1993; Lensink, 1996; Lipumba,
1999). The policy of neglecting agriculture observed in many African countries is in
sharp contradiction to the industrialisation objective that intends to facilitate agricultural
development by supplying farm inputs like machinery and chemical fertiliser (Lie,
1991). While rapid technological change in agriculture has taken place in many Asian
countries, Africa has lagged behind, and it is a region where much technological change
in agriculture has not taken place, partly due to insignificant priority given to research
activities, and lack of qualified personnel (lkiara, 1994). That has been why food
deficiency has been observed in many countries, leaving aside the role the sector could
have played in industrial development.

As LaII (1992) rightly pointed out, African industrial development under lSI was
beset by a pattern of interaction between incentives, capabilities and institutions that held
back growth and dynamism of the process. The interactions of the three factors
systematically kept the industrial sector declining in the lSI for a long period. Lall (1992:
122-23) explicitly and persuasively explained how the interactions between incentives,
capabilities and institutions worked towards the deterioration of the industrial sectors as
follows:

The region started with a rich supply of natural resources and primary exports but a tiny
base industrial capability. It built up its physical industrial structure faster than its
capability or institutional structure (and, often, also physical infrastructure)could cope
with. The industries set up were highly protected, tightly controlled and in many cases
run by incompetent public sector organisations. The stock of skills and technological
knowledge needed to manage these industries grew over time, but not rapidly enough to
lead to substantial gains in efficiency: the expansion of the education and training
systems was inadequate, and learning on the job was distorted by the incentive regime.
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This occurred during a period when world technologies were subject to rapid change
and when NICs and new NICs were filling 'easy' niches in manufactured trade. Africa
fell behind progressively in industrial development and exports.

Thus, the little progress in industrialisation in Africa under lSI is consistent with the
argument of Mandelbaum (1955) that, initial disadvantages tend to perpetuate,
particularly when such disadvantages are not correctly and timely addressed by state
intervention. Import substitution policies that were regarded as a short road to
industrial progress without the necessity of having to make investment over an
extended period of time in the techno-institutional support, which include human
resources development, research and technology, economic, and social infrastructures
have proved to be ineffective in most African countries. To date, African countries
have the lowest expenditure for research and development and the lowest number of
scientists and engineers, who are crucial for the structural transformation of the
manufacturing industries of the region (UNIDO, 1991).

3.4 Participation of African countries in world economy

Since the 1980s, many African countries have shifted to export orientation and have
Iiberalised their economies. In this strategy, 'getting the prices right' is expected to
improve the efficiency of resource allocation, reduce anti-export bias and to integrate
their economies with the world economy and, subsequently, promote their exports,
investment, and their economic growth, with the private sector playing an increasing
role. This, in turn, is expected to improve the living conditions of their people.

Almost two decades have passed since export-orientation became the state of the
art of development strategy in many African countries. So, it is appropriate to assess
the extent Africa has improved in integrating itself with the world economy, and
enhanced its industrialisation processes and promote its exports. Here, we analyse
exports and imports (trade) data and inflow of FDI to the region compared with other
regions and the privatisation process and the momentum of private sector led
manufacturing sector development.

Table 3.4 indicates that over 60 per cent of total world exports and imports of
goods and services were dominated by developed market economies and this
dominance consistently continued over at least the last four decades, reflecting their
strong competitive position in the world markets. Their share constituted some 68.7
per cent of the world exports of goods and services and 67.3 per cent of the imports of
goods and services in 1995. Asian countries also increased their share of exports from
15.2 per cent in 1950 to 21.4 per cent in 1995. The share of their imports increased
from 12.6 per cent in 1950 to 22 per cent in 1995.

Latin American and African countries showed a decline in their share of exports
and imports over the given period of time. However, the decline was very drastic in
the case of African countries. The share of exports of goods and services decreased
from 5.3 per cent in 1950 to 1.5 per cent in 1995. Similarly, the share of imports of
goods and services decreased from 5.7 per cent to 1.7 per cent in 1995. The drastic
decline in the market share in global trade suggests the failure of Africa to diversify
its economy on any scale. The failure of Africa to diversify its economy to dynamic
products and the falling market share in the traditional exports has cost it in world trade
almost US $70 billion of a yearly losses since the 1960s (World Bank, 2000: 4). This is
worrisome, particularly when seen from the change of policy to export-orientation and
trade liberalisation made by many African countries. However, Rodrik (1998) from
his extensive analysis of trade policy and economic performance of Africa concludes
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that there is little ground for pessrrrusm, In his view, the poor infrastructure or
dependence on a limited number of primary commodities makes it a special case in
which exports are not responsive to price or to the traditional instruments of
commercial policies. According to Rodrik (1998), the fundamentals to long-run
economic growth are improvement in human resources, physical infrastructure,
macro-economic stability and the rule of law. In effect, this requires an increase in
investment and their efficient utilisation in the various sectors of their economies, in
which governments are expected to playa vital role.

Table 3.4 Share of world exports and imports for selected.reqlons 1950-1995
(percentage) ..

Developed
Countries
Exports
Imports

60.7 63.6 65.9 67.9 71.5 66.2 63.6 66.1 71.4 72.1 71.7 70.1 69.1 68.7
65.5 653 65.0 69.0 72.1 67.9 68.8 68.8 72.6 72.4 71.1 68.2 67.9 67.3

Latin America

Exports
Imports

12.1 9.9 7.7 6.7 5.5 5.2 5.4 5.6 4.2 4.1 4.0 4.2 4.3 4.4
10.0 9.1 7.5 6.0 5.7 63 5.9 4.2 3.6 4.0 4.5 4.9 5.1 4.8

Africa
Exports
Imports

53 5.0 4.2 4.3 4.1 4.0 4.6 3.2 23 2.1 1.9 1.8 1.6 1.5
5.7 5.8 5.1 4.1 3.4 4.2 3.7 2.8 2.1 2.1 2.0 2.0 1.8 1.7

Asia
Exports
Imports

15.2 12.9 11.5 9.8 8.5 15.3 18.4 15.8 16.7 18.1 19.2 20.6 2Ll 21.4
12.6 11.9 11.8 10.0 8.5 11.2 13.4 15.4 15.8 18 19.3 21.3 21.3 22.0

Source: UNCTAD (1995) Handbook of International Trade and Development Statistics 1995,
Geneva, pp.24-25.
Note: Exports are in f.o.b., imports are c.i.f.

Most African countries adopted SAP in order to get financial assistance from IMF or
World Bank with the objective to overcome their economic crises. In principle, this
programme does not encourage particular policies directed to manufacturing firms
because there is no industrial policy as such in countries that adopt such programmes.
Any activity that is profitable at world price should be expanded because the country
has comparative advantages. Activities that are not profitable should contract, so that
the pattern of production will be efficient by survival rather than by design
(FitzGerald, 1996). As Lipumba (1999) points out, trade liberalisation can promote
growth provided that it enhances efficiency in resource allocation, fosters capital
accumulation, increases investment and its efficiency. However, a decline in the
share of exports in Africa as shown in the above Table 3.4 suggests that the economic
sectors (agriculture and industry) have responded poorly and have been caught by
their long-standing internal and external problems. Hence, trade liberalisation policies
do not necessarily lead to the promotion of exports in manufactures or other sectors as
long as the policies of developing countries emphasise in stabilising their economies,
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which depress domestic savings and investment, or overlook the supply side
constraints of the economic sectors.

During the last two decades, for instance, Sub-Saharan gross domestic savings
and gross domestic investment as a percentage of GDP showed a declining trend.
Gross domestic savings as a percentage of GDP deceased from 26 per cent in 1980 to
15 per cent in 1998. The gross domestic investment as a percentage of GDP decreased
from 24 per cent to 18 per cent in 1998. The effect of the low domestic savings and
investment in SSA African countries was reflected in their low economic growth. The
average annual growth rate of their GDP slightly increased from 1.8 per cent during
the period 1980-90 to 2.2 per cent during the period 1990-98. The comparative figures
for East Asian and Pacific were 8 per cent and 8.1 per cent, respectively for the same
period (WB, 2000: 251).

A study made by Mosley, Harrigan and Toye (1995: 199-202) indicated that
structural adjustment loans (SAL) affected the real GDP growth rate of developing
countries adversely by depressing investment. In their approach, they took two time
periods 1976-79 pre-SAL and 1980-86 post-SAL period for a sample of 20
developing countries. For each SAL country, a non-SAL country was selected to
serve a control group. Their empirical findings indicated that the annual real GDP
growth rate of SAL countries fell from 4.5 per cent during the period 1976-79 to 2.0
per cent during 1980-86 (a decline of 56 per cent). On the other hand, the annual GDP
growth rate of the non-SAL (control group countries) fell from 3.8 per cent during the
period 1976-79 to 2.7 per cent during 1980-86 (a decline of 28 per cent). The
conclusion we can draw from their findings is that SAL group countries performed
significantly worse than the non-SAL counterparts in terms of real GDP growth
during the 1980s. The authors further analysed the channel of transmission of how
SAL affected negatively the real GDP growth of the countries involved in SAL. Their
findings showed that investment share in GDP of the SAL countries fell from an
annual average of 24 per cent during 1976-79 to 20 per cent during the period 1980-
86 (a decline of 17 per cent). The comparative figures for the non-SAL countries fell
from 20.7 per cent during 1976-79 to 19.9 per cent during the period 1980-86 (a
decline of 4 per cent only).

The slow economic growth of SSA also appears to be constrained by the inability
of the countries to build their capabilities; technical, managerial or institutional. The
World Bank estimates show that the total factor productivity of SSA countries was -
3.5, the largest in absolute value compared to other regions during the period 1960-89
(World Bank, 1993: 69). The negative figure suggested that the poor economic
growth of most sub-Saharan countries could partly be attributed to factors that either
discouraged investment or made it less productive. Partly, it might also be due to their
inability of coping with modern technology in production. Some indicated that
inadequate infrastructure, poor quality of public services and distortions in investment
incentives contributed to low productivity of capital in the region (IMP, 1999). The
prognosis is clear that higher rates of growth in African countries will not be possible
without increasing the rate of investment and its efficient utilisation. It is estimated
that Africa requires US $18 billion a year for infrastructural development only (World
Bank, 2000: 133). Similarly, Calamitsis (1999: 71) suggests that African countries
have to raise the share of investment to GDP from the current level of 17-18 per cent
to more than 25 per cent per year sustainably in order to raise their real GDP growth
to 7-8 per cent per year. This would require governments to make a breakthrough by
extensive mobilisation of their domestic resources in order to relieve their economies
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from the vicious circle of low savings investment trap to high savings and investment
in order to attain a sustainable economic growth.

3.4. 1 Exports of manufacturing sector
In developing countries, the manufacturing industries have important role to play in
economic development of their respective countries through promoting their exports,
which helps to overcome the balance of payments constraints (UNCT AD, 1996).
Manufacturing firms that generate large amounts of foreign exchange enable a
country to import a large volume of raw materials, intermediate products, and capital
goods needed for further investment. The importance of manufacturing exports is
even greater in SSA countries, where capital goods industries are virtually
nonexistent, and both savings and investment depend on the success of manufactured
exports to a greater extent. However, the extent to which the manufacturing sectors
play their role depends on how systematically the sectors have been nurtured and have
reached a level where they can compete internationally. The competitive strength of
the manufacturing sectors is reflected in the growth and composition of their exports
over time.

Table 3.5 shows that the share of manufactured goods exports of African
countries remained very low (0.3 per cent) and constant during the period 1985-95.
The table indicates that the share of exports of wearing apparel slightly increased from
0.4 per cent in 1985 to 0.9 per cent in 1995. The modest increase in the labour-
intensive manufactured products for which the countries are supposed to have a
comparative advantage suggests that the liberalisation of trade policies have had little
impact on the supply response. To date, African countries have weak manufacturing
firms that have a weak competitive position in terms of price and quality. As indicated
in Tabel 3.5, African countries had virtually no exports of technology-intensive
manufactured products such as electrical machinery and transport equipment over a
decade.

Table 3.5 Sub-Sahara Africa: Shares of manufactured goods exported to
industrialised countries for selected industries and years
(percentage value)

Region & Industry 1985 1990 1995

Sub-Saharan
Wearing apparel
Industrial Chemicals
Electrical Machinery
Transport Equipment
Professional scientific goods

0.3
0.4
0.0
0.0
0.0
0.1

0.3
0.8
0.1
0.0
0.0
0.1

0.3
0.9
0.0
0.0
0.0
0.1

Source: UNIDO (1996) Industrial Development: Global Report 1996,p.23

The sluggish manufacturing export growth suggests that the firms have still been
domestic market-oriented, reflecting that the manufacturing industries are at a low
level of intemationalisation, a legacy of lSI. Riddell (1990) noted that in the seven
SSA countries he studied, there were no specific incentives designed to encourage
manufacturing enterprises to promote their exports. As a consequence, there were few
firms that had the capabilities to switch their markets from domestic to foreign
following trade liberalisation.
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Given the small domestic market and low purchasing power of the people in Africa,
sustainable export growth of the manufacturing sectors would require a change in
their market orientation from domestic to international. However, most of the firms in
SSA countries have run down machinery and equipment due to lack of additional
investment (Berg, 1985). Hence, they would be required to invest more to enter into
new lines of production or to adopt new methods of production in order to improve
their competitiveness. However, firms' investments have been limited by their very
low profitability and retained earnings. One option available to the firms' managers is
to increase their access to bank credit. However, access to industrial financing has
also been very difficult in Africa because of the weak financial intermediation and the
effect of SAP, as it encourages tight fiscal and monetary policies, which limit the
access of firms to bank loans (Myelka and Tesfachew (1998; ADB, 1998).

Despite the encouraging efforts toward liberalisation, to date, Africa has been the
least industrialised region of the world, with the majority of countries having a
manufacturing share of less than 15 per cent of GDP (Ikiara, 1994: 118). The export
structure has been dominated by the primary commodities, with little trend of product
diversification or increased import substitution. Its imports consist of consumer goods,
machinery and equipment, and semi-finished products needed for development. Recent
data, for example, showed that the share of Sub-Saharan agricultural export earning
increased from 70 per cent during 1961-69 to 76 per cent during the period 1989-90
(Akiyama and Larson, 1994: 4). This testifies that there has been little progress in the
industrial capability building in Africa. Most countries still lack entrepreneurial and
managerial skill and technical know-how. The manufacturing firms have been operating
in environments where the infrastructure is poorly developed, and there has been no
purposeful public support to overcome their structural constraints. The consequence has
been a decline in manufactured products and exports.

After decades of experimentation both the Bank and the Fund have realised that
the structural problems of African manufacturing firms have been the major factors
for their weak supply response (IMF, 1999). The fact that trade Iiberalisation has done
little to stimulate exports of manufactured goods or encourage export product
diversification and capability building suggests that, success of the manufacturing
sectors is beyond liberalising of markets. Thus, governments will be required to adopt
appropriate industrial and technology policies to overcome the structural obstacles of
the manufacturing sectors and, subsequently, improve their competitive positions.

3.4.2 Foreign direct investment in African economy
Foreign direct investment has been an important source of financing for many
developing countries (UNCT AD, 1996). In recent years, the world experienced a
rapidly increasing flow of foreign direct investment, with its far-reaching impacts on
the expansion of production and international trade. Realising the potential benefits of
FDI, many African countries have improved their policy frameworks to attract FDI.
Many countries have established investment promoting agencies, have signed the
convention which established the Multilateral Investment Guarantee Agency (MIGA),
and the settlement of investment disputes between states and nationals of investing
countries. Many have also adopted the Paris convention for the Protection of
Industrial Property (UNCT AD, 1998). To what extent have African countries
succeeded in attracting FDI, or what has been their experience so far?

Table 3.6 indicates that the largest share of foreign direct investment inflow was
to the developed market economies. Their share was 78.7 per cent during the period
1987-92. After 1993, the trend of their share showed a decline, but it revived in 1998
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and reached 71.5 per cent. These are economies with the largest market potentials.
stable economies with well-developed physical and social infrastructure. Seen from
this perspective, these countries are the most attractive centres for investment. The
share of the Asian countries increased from 11.3 per cent during 1987-92 and reached
its highest level of 22.9 per cent in 1996. In 1998, however, it drastically declined to
13.2 per cent. owing to the financial crises these countries faced in 1997. Asia is
attractive for foreign direct investment because of its record of high economic growth,
its huge market potential and its improved infrastructures (Chakwin and Hamid,
1997).

In Latin American and Caribbean countries, foreign direct investment was playing
an increasingly important role in their economic development. Their share increased
from 7.2 per cent during the period 1987-92 to 11.1 per cent in 1998. The increased
inflow of foreign direct investment in Latin America and Caribbean was because of
the market-oriented economic reform programmes implemented in the region, the
liberalisation of investment regimes, and the progress made towards regional
economic co-operation and integration (Inter America Development Bank, 1998: 11).
Central and Eastern European countries had the lowest share of one per cent during
1987-92, owing to their historically negative attitude towards foreign direct
investment, but their share improved afterwards, with the change of their economic
policies towards a market economy. Eastern and Central European countries have
comparative advantage in attracting more foreign direct investment in the 21st century
because of their large market potentials, geographical proximity and historical link to
Western Europe, their relatively better human and technological capability compared
to other developing countries, particularly those of Africa.

Table 3.6 Foreign Direct Investment inflow by region/countries
(in millions of US dollars and in percentage)

Annualaverage

World
DevelopedCountries
% share

173530 219421
136628 133850
78.7 61.5

253506
146379
57.7

328862
208372
63.4

Africa
% share

3010 3469
1.7 1.6

5313 4145
2.1 1.3

Latin.Am.&Caribbean
% share

12400 20009
7.2 9.1

31451 32921
12.4 10.0

Asia
% share

19613 54835
11.3 25.0

63844 68126
25.2 20.7

Cen.&EastEurope
% share

1576 6757
1.0 3.1

5932 14266
2.4 4.3

358869
211120
58.8

464341
273276
58.9

643879
460431
71.5

5907
1.7

7659 7931
1.6 1.2

46162
12.9

68255 71658
14.7 11.1

82035
22.9

95505 84880
20.6 13.2

12406
3.5

18532 17513
4.0 2.7

Source: UNCTAD (1999) World InvestmentReport 1999 Foreign Direct Investment and the
Challenge of Development, New York and Geneva, pp. 477-480

The share of African countries in total foreign direct investment was on average 1.7
per cent during the period 1987-92. This ratio reached its peak level of 2.1 per cent in
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1994. It decreased and reached its lowest level of 1.2 per cent in 1998. This showed
that in African countries, foreign direct investment was not playing a very significant
role compared to other developing regions. This further indicates that African
countries have not increasingly integrated their economies with the world economy by
attracting foreign direct investment. As a consequence, African countries have missed
out, to a greater extent, on the expected benefits of FDI, which is related to the
transfer of production technology, better organisational and managerial practices and
access to international markets for their exportable products.

In order to appreciate why FDI has been so low in African countries and the
future prospects of inflow in this region, it is necessary to understand the motives of
foreign investors. Firms that invest outside their home country are induced by one of
the following three motives: (1) exploit natural resources available in the host
country; (2) get access to the host country's market; and (3) maintain international
competition by relocating itself, where it can produce at lower cost. (These are natural
resource- seeking, market- seeking and efficiency- seeking foreign direct investment,
respectively (Chakwin and Hamid, 1997; UNCTAD, 1998; Narula and Dunning,
2000). Natural resources-seeking foreign direct investment consists of investment in
areas such as mining and agriculture. It is estimated that about two-thirds of FDI
inflow to Africa is directed to the oil exporting countries (UNCTAD, 1995). Hence,
availability of natural resources is the primary determinants of such inflow of foreign
direct investment. That is why countries such as Nigeria, Namibia, Zambia and Ghana
have been attracting more FDI because they have ample natural resources.

For market-seeking foreign direct investment, the host country becomes attractive,
if it can offer the potential investors significant opportunities to achieve production
economies of scale (Narula and Dunning, 2000). These include a sizeable population
and growing per capita income. Traditionally, market-seeking FDI was predominantly
directed to manufacturing sectors of developing countries that have large protected
domestic markets, like Argentina, Brazil and Mexico. Most African countries are too
poor to be a major source of attraction for market-seeking FDI. Since the 1990s,
however, a limited size of efficiency-seeking FDI has been directed to African
countries that have relatively larger markets and higher per capita income. These
include countries such as Tunisia, Kenya, Nigeria and Egypt. Moreover, efficiency
seeking FDI has also been attracted in small countries like Mauritius because of its
liberal investment policies and good business environment. Similarly, Namibia and
Botswana have also attracted FDI due to their good economic policies and the high
opportunities to capture larger regional markets, as these countries are members of the
South African Customs Union (UNCT AD, 1998). Recently, increasing trade
IiberaIisation policies in many developing countries have increased the degree of
competition for attracting more foreign direct investment. Similarly, the development
of flexible production technologies in the developed countries, which make smaller
production runs without incurring significant cost disadvantages have given rise to
more efficient foreign direct investment in industries located in developed countries,
primarily catering to their markets (Chakwin and Hamid, 1997).

Efficiency-seeking FDI does not only require conducive policy environment but
also well developed factors such as infrastructure, and skilled and relatively cheap
labour. As most African countries have deficiencies in their created factors, they are
less competitive to attract FDI in the manufacturing sector. Hence, the mere
availability of cheaper labour is insignificant to attract more foreign direct investment
in the manufacturing sector. If that were the case, many poor African countries could
have been in a comparative advantage in attracting more foreign direct investment. As
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Ferdows (1997) points out, investors prefer to locate their factories, where physical
infrastructure and human capital is well developed compared to other countries which
have lowest wages. Moreover, Lipumba (1999) argues that transnational corporations
do not see Africa as a manufacturing platform for exports, because of the fragmented
small markets and low economic growth rates, poor infrastructure, perceived political
instability, and limited human capital.

In general, it appears that six major changes have taken place that work to the
disadvantage of African countries in their effort to attract foreign direct investment in
their manufacturing sectors. These are: (I) the emergence of Eastern and Central
European countries with relatively better comparative advantages in attracting foreign
direct investment; (2) the expansion of the Asian economy and its high market
potential and its increasing comparative advantage in human, technical and
managerial resources, which are crucial in attracting foreign direct investment; (3) the
liberalisation of the Latin American countries and their geographical proximity to US
and Canadian investors and the huge market potential of the region; (4) the growing
importance of flexible production techniques and the declining importance of lower
labour cost as pulling factor for foreign direct investment; (5) the high external debt
burden and the debt service of Africa that tends to depress its economic growth. The
debt! export ratio of sub-Saharan countries have increased from 171 per cent in 1985
to 202 per cent in 1997 (IMF, 1999: 149). Debt service cost claims a rising share of
export earning and limits the fiscal resources available for productive investment. The
large external debt service may also discourage foreign investment because debt
service may reduce public investment. Investors may also anticipate an increase in
taxation and may be reluctant to invest more; and (6) widespread conflicts, political
instability and civil wars that are observed in many African countries. Political
instability affects the profitability of productive investment, increases the risk of
investing in long-term return yielding ventures, and creates a bad image concerning
the business environment not only with the outside world but also with their
respective domestic investors. In the absence of political stability, a change in
economic policy or creating most open economies would have few positive effects on
the economic growth of African countries. This is because it would be difficult for
governments to stimulate domestic and foreign savings, channel the savings to
productive investment and use their human resources more optimally and reduce the
out migration of their skilled labour. Political instability does not only hinder
investment but it also encourages the out-migration of skilled labour in which SSA
countries need to improve their industrial development most.

Thus, peace and stability would be a major determinant for the increase of public
and private investment to which African governments are required to commit
themselves for its realisation. Moreover, African governments need to upgrade their
factors of production through enhanced public investment, particularly related to
physical and human capital development, so that the competitiveness of firms may not
be hindered by inadequacy of factor supply or infrastructural supply. In the short run,
African governments may increase their efforts to attract foreign direct investment by
fine-tuning their economic policies and by creating stability, so that their
industrialisation process can gain from the managerial, technical, financial and
marketing virtues of foreign direct investment. Mauritius, for example, has been able
to overcome its sugar industry dependent economy by building a thriving clothing
industry by attracting foreign direct investment from Hong Kong, the USA and West
European countries, because of its political stability, abundance of cheap but
relatively skilled workers and encouraging business environment (Lamusse, 1989).
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3.5 Private manufacturing sector development in Africa: privatisation
and beyond

The inherent weaknesses of government-led and public enterprises dominated
industrialisation strategy has necessitated private sector development in Africa. To
this end, governments of African countries have engaged in economic reforms to
restructure and redirect their economies towards a sustainable growth path, while
enhancing investor confidence in order to build a private sector led economy (Ariyo
and Jerome, 1999). A major aspect of the economic reforms or SAP that directly
encourages the participation of the private sector is the privatisation of the state-
owned enterprises (SOEs), given the high expectation of efficiency improvement in
their performance in the hands of new owners.

Privatisation of SOEs can be defined differently. The World Bank, for example,
defines privatisation as 'the transfer of productive assets from the state to private
investors' (World Bank, 1999: 141). The methods of sale of assets include auctions,
stock offers, stock distribution, negotiated sales, management-employment buyouts,
and vouchers, depending on the countries privatisation strategy and market conditions
(World Bank, 1999: 141). On the other hand, White and Bhatia (1998: 10) define
privatisation as ' the transfer of operational control of an enterprise from the
government to the private sector'. For our purpose, privatisation is the transfer of
ownership of state-owned enterprises (SOEs), partially or wholly to the private
investor (divestiture). The dominant privatisation method in African countries has
been sales of shares through competitive tender during the period 1988-96 (White and
Bhatia, 1998). The second dominant method of privatisation during the same period
was liquidation rather than revitalisation through privatisation, suggesting that SOEs,
which were operating in hitherto protected domestic markets lost their competitive
position, when exposed to import competition and they found it difficult to continue
their business. It might also suggest that the manufacturing firms were so
decapitalised in their fixed assets and reached a level that it might not be possible to
improve their efficiency, without the government making substantial investment
before they are privatised. As most governments lack the required investment funds,
liquidation became by necessity the easiest option for the governments.

Privatisation programs can provide the link between the potentials for investment
at a country and an industry levels and the investment opportunities at the firm level
(UNCTAD, 1995). In countries that have adopted privatisation program, the inflow of
FDI, thus, depends on how attractive the country, the sector or the firm is to the
domestic or foreign private investors. The attractiveness to FDI depends on the overall
value and attractiveness of the assets being privatised, policies on foreign investment
participation in privatisation programme, the overall investment climate of the host
country, and the presence of a fairly developed capital market (UNCTAD, 1994,
1995). At the sector level, FDI are attracted by the availability of natural resources,
level of local demand for services, market opportunities for the produced goods,
unique geographical location-related advantages of the host country, and the rate of
return or profitability of the FDI investment in the sector (UNCTAD, 1995). At the
microlevel the particular interest to investors is the profitability of their investment
(UNCTAD,1998).

Table 3.7 shows that foreign exchange earning from privatised state- owned assets
in all developing countries have increased substantially since 1990s. The largest
revenue from privatisation is observed in Latin America and the Caribbean. It
increased from US$ 6,356 million in 1990 to US $12,486 million in 1997 (an increase
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of 90 per cent). This reflected their commitment to transfer state-owned assets to
foreign investors. Recently, Central and Eastern Europe increased their share of FDI
from privatisation, a reflection of the shift in their economic policy to market
orientation and private sector development.

Table 3.7 Foreign Exchange earnings through privatisation in developing
regions 1990-97 (millions of U.S. dollars)

Region

East Asia & Pacific I 102 1556
Europe &Central Asia 586 1892 3069
L .America & the Caribbean 6358 7384 4037
Middle East & North Africa 0 3 19
South Asia 11 4 44
Sub-Saharan Africa 38 5 66
All developing countries 6994 9390 8791
Share of Sub-Saharan Africa (%) 0.54 0.05 0.75

Source: World Bank (1999) Global DevelopmentFinance: Analysis and Summary Tables:
148 (table A4.8)

As shown in Table 3.7 above, SSA African countries' foreign exchange earning
through privatisation increased from US$ 38 million in 1990 (0.54 per cent of the
earning of all developing countries) to US$I,969 million in 1997 (6.8 per cent of the
total earning of developing countries). SSA countries' share remained very low,
although the trend could apparently be considered as a step in the right direction
because it is very helpful for winning the confidence of would-be private investors.
However, most of the beneficiaries were a few African countries (Cote d'Ivoire,
Ghana, Kenya, Mozambique Nigeria, South Africa, Tanzania Uganda, Zambia, and
Zimbabwe). Of these, Ghana, Kenya and Mozambique had consistently pursued their
privatisation programmes compared to the other since 1990 (World Bank, 1999).
Similarly countries of North Africa such as Tunisia, Egypt and Morocco have also
attracted foreign investors in their privatisation programmes to a certain extent (World
Bank, 1999). Recently, the introduction of similar programmes in Botswana, Burkina
Faso, Eritrea, and Madagascar would be expected to attract FDI (UNCTAD, 1998).
However, it appears that many African countries will not be able to attract adequate
FDI because their economies and investment climate has not improved. Some
countries may also fail to attract FDI not only because their policy environment is not
conducive to private investors but also because of the lack of publicity of their
investment policies, a weakness in their institutional capability.

FDI is needed in all economic sectors to fill the gap developing countries have in
investment capital, managerial and technological deficiencies. However, in the
context of African countries, given their serious balance of payments constraints and
their large accumulated external debt, FDI that involve in the export of manufactured
products is more beneficial both in the short-term and long-term. Not only is the
manufacturing sectors preferred from the point of view of generating foreign
exchange but also from the potentials they have in creating skilled labour and
encouraging economies of scale in production. The manufacturing sectors of Africa
are also attractive for FDI, particularly in those countries that have relatively skilled,
low-cost labour, reasonably efficient physical infrastructure and private investment
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friendly economic policy. For governments that commit themselves to privatises state-
owned enterprises (industrial, agricultural, financial institutions, commercial, and
transport), it is presumed that all sectors are ready for privatisation, as long as private
investors would be willing to buy them. The fact, however, remains different because
various state-owned enterprises are not equally attractive to private investors because
of the differences in their profitability.

The largest share of privatisation revenue in developing countries has been from
infrastructural related enterprises (power, telecommunications, and transport),
particularly since 1994. For instance, revenues from privatisation in developing
countries were 56 per cent, 19 per cent, 12 per cent and 5 per cent from infrastructure,
primary sector, manufacturing sector and financial sector, respectively, in 1997
(World Bank, 1999: 147). Infrastructure like the telecommunication sector has
become more attractive for foreign investors because of its high growth potentials,
profitability, and short pay back period (Ramarnurti, 1999). The rate of return of US
FDI in Table 3.8 shows the attractiveness of Africa for FDI compared to other
regions, and the relative attractiveness of the three main sectors in African countries.

Table 3.8 Rates of return on United States FDI in Africa and .selec.ted ;regiqns
1983-1997 (percentage)

--; ,

1990 ··1991d992t'J.993i1994 ':~$~.:i.1!l6l,9.<j'fRegion 1983 1984 19.~5;!]986 1987:l988i·1989.
-- : • ~"~.~-. ":1' ,:"_.";:~' 't

Africa' 17.7 23.7 17.3 5.6 15.5 13.9 17.4 24.2 30.6 28.4 25.8 24.6 35.3 34.2 25.3
Primary 19.3 21.7 19.6 4.9 12.8 10.2 13.0 22.8 35.4 29.1 26.1 23.9 34.2 36.9
Manufacturing" 13.9 13.6 8.8 13.8 19.0 24.0 15.4 20.4 16.0 18.9 30.5 30.0 42.8 21.3
Tertiary" 11.9 7.1 3.4 19.5 20.6 8.7 n.a, 23.8 n.a. 22.2 23.5 21.7 21.6 23.1
Asia 27.6 26.1 18.1 13.0 20.3 22.4 23.3 27.6 23.8 22.6 20.7 18.4 20.2 19.3 16.2
Latin America 7.0 9.9 9.5 10.3 9.5 14.2 15.7 13.0 12.1 14.3 14.9 15.3 13.1 12.8 12.5
Developing 14.9 17.3 13.4 10.9 13.2 16.5 17.8 17.2 15.9 17.2 16.9 16.5 15.8 15.3 14.0
Countries
All countries 13.0 14.3 12.6 12.2 13.4 15.5 14.8 14.3 11.6 10.4 11.1 11.7 13.3 12.5 12.3

UNCTAD (1998) World Investment Report 1998: Trends and Determinants, p. 176 (table
VI.6) *excluding South Africa; **including South Africa

The rate of return of US FDI in Africa increased from 17.7 per cent in 1983 to 34.2
per cent, in 1996, but it decreased to 25.3 per cent in 1997. As shown in the above
Table 3.8, for most of the years, the rate of return of FDI in Africa was higher than in
Latin America, While the rate of return in Africa was lower than in Asia. After 1991,
the rate of return in Africa surpassed that of Asia. This was an encouraging indication,
particularly when taking into consideration that Asia has a relatively better
competitive advantage because of its higher economic growth, large market, better
infrastructure and skilled labour.

Another point that can be observed from Table 3.8 is that the rate of return in the
primary sector was higher than the manufacturing or the tertiary sector in Africa,
particularly after 1991. The rate of return of the primary sector increased from 19.3
per cent in 1983 to 36.9 per cent in 1996. The relatively higher rate of return of the
primary sector was the main reason why most inflow of FDI in Africa was directed to
this sector (see section 3.4.2). The rate of return of manufacturing showed, on
average, an increasing trend. It increased from 13.9 per cent in 1983 to 21.3 per cent
in 1996. The tertiary sector also had a lower rate of return than manufacturing for
most of the years before 1991, but its rate of return had surpassed that of
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manufacturing after 1992, suggesting its growing attractiveness for FDI. The fact that
the primary and tertiary sectors had higher rates of return apparently suggest that FDI
will continue to prefer to invest in these sectors in future. Thus, one can argue that
African countries lack the critical mass in terms of infrastructure, domestic capital,
entrepreneurship, and skilled labour and efficiency bureaucracy to attract world-wide
FDI in the manufacturing sector, suggesting that African countries have not created a
threshold level of infrastructural development to attract FDI.

To date, privatisation processes have been slow in Africa because of economic,
political and institutional hurdles. Stewart, Lall and Wangwe (1992) point out that the
basic problem of privatisation in many African countries has been because of the
small sized indigenous private sector, which is unable to absorb public enterprises.
while sales to non-Africans has been associated with the risk of slowing indigenous
acquisition of entrepreneurial capabilities. According to White and Bhatia (1998)
there have been various reasons for the low participation of foreign investors in
privatisation process in Africa. They include small size of the privatised firms, the
lack of transparency of transactions and a strong preference for local investors, weak
investment promotion and the poor co-ordination between the privatisation agency
and investment promoting agencies.

According to Berg (1999), privatisation in Africa has been delayed because
economic institutions in many African countries have not been pro-private
investment: Private property rights are underdeveloped and judiciary and regulatory
systems weak. Another factor that delayed privatisation in Africa was the fact that
direct sale of assets to interested buyers was not widely used. For example, of the 2,6
89 completed divestitures (privatisation) in African countries during 1988-96, only 27
transactions (1 per cent) were through direct sale of assets (White and Bhatia, 1998:
141). This approach, however, has the benefit of generating a significant amount of
revenue for the government. It also tends to encourage an injection of new technology
and managerial expertise for the SOEs operations and solve the monitoring problems
with the full transfer of ownership (Megginson, 1998).

Furthermore, Berg (1999) argues that there has been a delay in privatisation in
many African countries because the macro-economic environment has not been
conducive for divestiture or private sector development. The author noted that
exchange rate control remained pervasive, interest rate controls were common, and
budget deficit persisted, and inflation remained widespread. Others argue the lack of
information on state enterprises ready for privatisation, lack of skilled staff to run
divestiture agencies, and lack of well-developed capital markets contributed to the
delay in privatisation (Ariyo and Jerome, 1999; Berg, 1999). Politically, privatisation
of public entities is also unpopular among many sections of society: workers,
managers, and politicians consider it something imposed by the IMF or World Bank
rather than see it as a means to efficient utilisation of resources in the hands of private
owners. In some African countries privatisation has been delayed because of the long
time lag between the political decision to privatise and the actual implementation of
the privatisation programme and the reluctance of governments to transfer state-
owned enterprises in the hands of foreigners or minorities (Dijk, 1994). This is
equivalent to a lack of political will to privatise the SOEs.

Actually, the overall privatisation in Africa has remained limited to small and
medium-sized enterprises because of the many constraints associated with
privatisation of the SOEs (UNCTAD, 1995; White and Bhatia, 1998). The
governments have started privatisation from easily to be privatised firms, while the
more profitable SOEs continued under state ownership. As already indicated the
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dominant mode of privatisation in Africa was through competitive tender of shares
and competitive sale of assets. In these approaches, it would be expected that SOEs
would be transferred to highest bidders. As White and Bhatia (1998) point out, the
large loss-making enterprises would require a large injection of capital for their
revitalisation. Such enterprises are unattractive to investors and, consequently,
liquidation is the only option. In fact, liquidation was a major method of divestiture in
Africa. Of the 2,689 completed divestiture transactions in African countries during the
period 1988-96, 514 transactions (19 per cent) were through liquidation of state-
owned enterprises (White and Bhatia, 1998: 3). The high incidence of liquidation was
an indication of de-industrialisation in many African countries.

On the other hand, White and Bhatia (1998) noted that the majority of the
countries in the ten-country study they covered had low domestic savings.
Governments were being forced to sell SOEs to local investors in deferred payment
regardless of the firms' need for new capital injections. If privatisation of SOE to
local investors is made on deferred payments or purchased by local investors with
funds borrowed from public banks, one would expect little change in the
performances of the privati sed firms. This is because local buyers may lack the
capability to improve the quality of their products, explore new foreign markets and
inject more capital and technology. This is in sharp contrast to the presumed objective
of privatisation, such as transfer of ownership rights to well-motivated and capable
entrepreneurs, who would make the best possible long-term use of the existing capital
stock or add new capital stock to ensure static and dynamic efficiency of the
enterprises.

International corporations and individual foreign investors are those investors that
have the necessary financial, managerial and technological capability. Thus, it is
expected to see rapid transfer of state-owned enterprises in African countries like in
other countries. But it appears that foreign investors are more interested to invest in
non-manufacturing activities in Africa because they are relatively more profitable. At
best, we expect foreign investors show their interest in buying larger and profitable
manufacturing firms. African governments also appear reluctant to sell these assets, as
they consider them 'strategic sectors' or because privatising such entities are
politically unpopular. However, Sader (1993) argues that allowing foreign investors to
purchase state-owned enterprises directly contributes to the inflow of capital. It also
acts as signalling device to potential foreign investors of the commitment of host
countries to the development of private sector and further improvement of the
business climate. The author further argues that an increase in the efficiency of the
privatised enterprises which is translated into a higher rate of profitability by foreign
investors can also encourage the inflow of both domestic and foreign investors.

The strategy of manufacturing industrial development is not clearly indicted in the
objective of privatisation programmes in many African countries. For instance, a
study made of thirteen African countries that have relatively better privatisation
programmes indicates that the three dominant objectives for undertaking privatisation
are reducing fiscal burdens, (thirteen counties), developing the private sector (eight
countries), and broaden ownership (seven countries) (White and Bhatia, 1998). The
privatisation objective access to markets, capital and technology is mentioned in only
five countries. Even here, the objectives are sector neutral, as each sector would like
to inject more capital, modernise and expand its market to operate profitably. Thus, it
appears that African governments are involved in privatisation because of the various
fiscal crises rather than their conviction to develop a vibrant private manufacturing
sector. The absence of a clear vision on the rehabilitation and the revitalisation of the
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manufacturing sector within the broader context of privatisation indicate the dilution
of industrial policies. In this sense, the building of a private-sector dominated vibrant
manufacturing sector appears to remain a vacuum with the increasing withdrawal of
the state from their national economic management. However, the market alone is
insufficient to stimulate private investors to establish the kind of manufacturing firms
needed to put the economy to a sustainable economic growth by overcoming their
balance of payments constraints towards higher skill and technology intensive
industries. At the micro-level, the efficiency of firms depends on market competition
and well-functioning institutions such as efficient banking systems, power supply,
skilled labour and competent and experienced managers. These are inadequate in
many African countries and cannot be taken for granted.

Another important question regarding privatisation is what has happened to SOEs
performance after their privatisation? Data on the performance of post- liberalisation
SOEs in Africa is very scarce because of the recentness of privatisation transactions
and virtually absence of post-privatisation monitoring by the respective privatisation
agencies (White and Bhatia, 1998). However, there are some indications of the post-
privatisation situation of firms. In a study made on ten African countries, out of the 97
SOEs liquidated and closed, 73 of the liquidated firms (75 per cent) were
manufacturing (Berg and Shirley, 1987 cited in Fontaine, 1993: 23). White and
Bhatia, (1998) note that in Benin, Mozambique, and Uganda some buyers made
additional commitments to invest in their newly acquired firms. Furthermore, the
authors, through interviews with the managers of the privatised firms in these
countries, indicate that the privatised companies have increased their capacity
utilisation, introduced new technology, diversified their products as well as expanded
their markets. These in turn, according to the authors, resulted in unit operating cost
reduction and improvement of financial performance. Furthermore, they noted that,
after its privatisation, in Ghana, West African Mills rehabilitated and modernised its
plants and machinery and have begun exporting food products. There were also
stories of failure. For example, in Madagascar, a firm producing furniture
discontinued its activities after privatisation. In Togo, a privatised cottonseed oil
company was unable to stand up to domestic and foreign competition and was put into
receivership. White and Bhatia, (1998) pointed out that the major reasons for the
failure of the privatised firms were the overestimation of the market, insufficient
working capital, difficulty in raising additional capital, the higher cost of imported
raw materials, and increased competitive pressure from cheap imports.

In another study, Berg (1999: 241) indicated that of the 28 industrial public
enterprises that were privatised in Guinea in 1985, only five remained in business in
mid-1991, and only four were profitable. The five operating enterprises employed 600
workers out of the 4000 that were employed before privatisation. In Mali and Zaire,
profitability of the privatised firms did not improve because the buyers bought the
firms on deferred payment terms and they were unable to inject the capital needed for
their improvements (Young, 1998: 3) . Lipumba (1999) also points out that in
countries such as Zambia, Tanzania and Uganda, privati sed manufacturing firms have
been mainly producing for the domestic market, with little change in their market
orientation.

Furthermore, Boubakri and Cosset (1998: 1081) examined the performance of 72
privati sed enterprises from a sample of 21 developing counties including two African
countries (Nigeria and Tunisia) during the period 1980-92. Their findings indicate a
significant increase in profitability, operating efficiency and capital investment
spending, output, employment level, and dividends. Recently, additional evidence on
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the performance of privatised firm in the transition economies has emerged. In their
empirical study of Russia, Belarus, and the Ukraine, Filatotchev, Buck and Zhukov
(2000) indicated that there was no substantial injection of new capital in the privati sed
firms. This was mainly because of the give-away nature of the privatisation program
(vouchers), the inability of shareholders to provide capital, the Jack of developed
capital markets, and the limited legal protection offered to foreign investors. As a
consequence, they focussed on downsizing to cut their costs. In other studies,
Frydman et aI. (1999: 1175-77) examined the performance of a sample of 218
privatised manufacturing enterprises from the Czech Republic, Hungary and Poland.
Their findings indicated that the revenues and labour productivity growth increased
over 1990-93 for all firms privatised to outsider owners and insiders (management or
employees) partly because of their ability to establish new markets for their products
and reduce employment. In Hungary, the firms fully privatised to foreign investors
had higher export and investment activity than firms privati sed to domestic investors
or state-owned companies during 1995-97.

It appears that public sector reform has weakened the manufacturing sector in
Africa through liquidation. From a global perspective, however, the post privatisation
performance of privatised films is mixed. It depends very much on the mode of
privatisation and the selection of the buyer in terms of his/her readiness and ability to
invest more to rehabilitate the privati sed firms. It also depends on the strength of the
firms to withstand competition from cheap imports following trade liberalisation and
the support of government to rehabilitate firms and encourage private investors.

As ever, the development of manufacturing industries would remain one of the
overriding priorities of African countries, as there is no alternative means to transform
their economies and improve in the living conditions of their people. The
manufacturing sector can be developed in two ways. One method is through the
expected increase in efficiency of the privatised companies previously operating
inefficiently under state ownership and management. Privatisation of the state-owned
manufacturing enterprises, however, does not guarantee the emancipation of African
economies from their long-standing low-savings, low-investment and low-growth
trap. This is because of the limited resources in the hands of private investors and
their inherent tendency to be reluctant to invest in long-term profit-generating
manufacturing activities. The second and most promising method would be through
the flourishing of newly created manufacturing firms. Thus, the ultimate goal of
governments should not be limited to transferring ownership from the state to the
private sector. Privatisation does not even make sense if privatised manufacturing
firms are released in an environment that does not allow them to become competitive
and efficient. Thus, it is more important to encourage investors to undertake further
investment and acquire new technology and managerial competence, which many of
the firms lack, and to create an atmosphere in which new private investment may
flourish. To this end, African governments would be required to adopt focussed
industrial policies backed by political will and dedication and with the full support of
their people to intensify industrial competitiveness.

The experiences of the NICs and even some developed countries like Germany
and France indicate that privatisation and private sector development does not
necessarily mean a reduction in the role of the governments and public sector. What is
needed is a more effective public sector that creates conditions conducive to domestic
and private investment. In this sense, private sector development would go beyond
privatisation. African governments must be committed to privatisation and private
sector development by adopting private sector-enhancing and market-augmenting
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economic policies. Within this perspective, Lipumba (1999) points out that a market-
oriented development strategy also requires active government intervention, not only
in establishing the rule of law, political stability, and macro-economic stability, but
also to make markets work more effectively. This include regulating financial
markets, creating markets where they do not exist and directing investment to enhance
diversification of manufacturing exports and building industrial capabilities. It
appears that self-employed and self-financed small private entities have been
flourishing in Africa basically as a means of survival, not as an indication of
entrepreneurial development. Thus, it is extremely important that governments give
due consideration to the development of the private sector because Iiberalisation of
the economies does not guarantee the flourishing of a private- led manufacturing
sector which is internationally competitive. It makes good sense that for governments
to nurture and develop the private sector to fill the gap while the role of public
manufacturing enterprises are scaled down.

3.6 What lessons can we draw?

The economic policies of the governments in the NICs have sped up the process of
capital accumulation, human resource development, technological progress and
infrastructure development by overcoming the various market failures, which
eventually resulted in phenomenal success in their structural transformation and
industrial development. As a result, the share of manufacturing output in developing
countries has been dominated by the NICs. Similarly, their export composition has
been substantially improved from low-skill, low technology products to high-skill and
high- technology products. On the other hand, there has been a decline in the share of
African manufactured output, exports, with virtually no improvement in the
composition of exports towards skill-intensive or technology-intensive manufactured
goods. The contrasting result cannot be attributed to either the poor initial conditions
of many African countries or to the relatively better initial conditions of the NICs. The
major factors are the industrialisation policies and the mode of government
intervention.

The NICs invested heavily in improving their human capital, physical
infrastructure, and R& D capabilities, and at least partly relied on PDI to broaden and
update their technological capabilities. They were also eager to expose their industries
to world market competition via export promotion, which also yield static and
dynamic economies of scale. These reflect the dedication and commitment of the
leaderships to the development of the industrial sectors. The failure of African
industrialisation suggests that industrial development in many African countries has
not been the overriding objective of the ruling government. The systems for the
control and allocation of resources have not focussed on investment in manufacturing
with dynamic comparative advantages. Governments did not create an environment
where technological capabilities could develop. Most investment was directed to
building public industrial projects. The projects, however, were designed and
implemented by foreign experts, but they were directly owned and run by the
governments under heavy protection. This discouraged domestic and foreign private
investors, while the firms remains inefficient because they were manned by
incompetent managers with few incentives to improve their capabilities (managerial,
technical, and entrepreneurial) during the lSI. On the other hand, the success of the
NICs suggests that successful manufacture exports usually proceed the development
of competitiveness against imports. That is why the NICs and their followers have
succeeded in building strong technological and managerial capabilities through
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extensive trade protection for the home market, while allowing the firms to have
access to required inputs and other public supports designed to build their capabilities.

Moreover, the shift in policy to export orientation in SSA countries has not been
followed by greater improvement in exports or inflow of direct foreign investment.
This is in contrast to the proponents of market Iiberalisation that' getting prices right'
is sufficient for efficient and competitive industrial development. However, trade
liberalisation has not yet removed the critical resources constraints. African
manufacturing firms face deeply rooted structural problems. That is why export
response to improve incentives such as currency devaluation has been extremely low.
The weak supply response is the consequence of key microeconomic constraints
related to technical inefficiency and lack of investment to improve the productive
capacity in order to improve the competitiveness of the manufacturing sector. There is
also a lack of visionary managers to cope with their changing business environment.
Under the new competitive conditions, the lesson one can deduce from the East Asian
countries to Africa is that industrialisation is not the product of market forces alone.
Rather, it is the result of systemic transformation in which the government plays a
leading role while the firms also actively engage their capability building. Thus,
African governments need to start with a long-term vision to build a strong industrial
base, working with commitment and dedication by creating an environment where
business can flourish. This is nothing more than building institutions that complement
markets and address the market failures in product, factor, and information and
treating the business community as strategic partners with a role in building an
internationally competitive manufacturing sector.

Another aspect of the NICs worthy of note is their ability to mobilise their
domestic capital savings and channel it for investment in the manufacturing sector
with the objective to promote exports. Effective domestic resources mobilisation
enabled them to overcome the aid dependency as their main source of finance in their
development endeavour. To this end, they encouraged their manufacturing sectors to
promote their export and this helped the NICs in overcoming their balance of
payments constraints. Starting from the very beginning of their industrialisation,
exports in low skill and low technology were not seen as the ultimate industrial
development objective in the NICs. While making use of their comparative advantage
in labour intensive simple manufactures, their respective governments also
systematically embarked on high-tech and high-skill manufactures that could have not
been produced through the forces of markets per se.

The experience of Africa so far is deplorable in that the domestic savings and
investments are so low. This is due in part to widespread poverty, but the financial
system has not yet developed to tap the savings potentials of the society and their
effective channelling for productive investment. The low investment in many African
countries has also been further depressed as they engaged in SAP. To date, the lack of
investment in infrastructure and human resource development has also acted as a
barrier to private investment in the manufacturing sector and private sector
development. If the overriding objectives of African countries are production
diversification, increase of inter-sectoral linkages, and promotion of technological
progress, achievement of these objectives would require more public investment,
rather than less. The lessons that we can learn from the history for Africa is that the
objective of building internationally competitive manufacturing sectors could not be
achieved by reducing the role of the government and handing over the responsibility
of developing manufacturing industries to the private sector and market forces. As one
major source of investment is domestic, African governments would be required to
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give high priority to the creation and development of the capital market and
strengthening of the financial sector to play a meaningful role in channelling
resources from savers to investors. Not only do African governments need to adopt
effective means to mobilise domestic resource, they also have to create a conducive
environment to reduce capital flight so that it can be productively used for their
countries' economic development.

One of the stumbling blocks to private investment in Africa has been the negative
attitude of governments to private investment right from the time of independence in
the name of 'Africanisation ' or nationalisation. The motive had been to increase the
economic base of the ruling class rather than help the national economy. That is why
the drama of economic crisis has been concentrated in this region. The experience of
the NICs also shows that government intervention has been pro-private investor, with
the objective of developing managerial technical and entrepreneurial capabilities. To
these ends, their policies have been designed to enhance industrial development while
the private sector plays a pivotal role. African governments need to change their
attitude and create a policy environment conducive to domestic savings, and attract
foreign and domestic investment. They have to boldly privatise the SOEs and focus
on strategic public activities to develop vibrant private manufacturing sectors. To this
end, they have to maintain a stable macro-economic policy, adopt realistic exchange
regime, improve their infrastructure and human capital, and build national institutions
manned by professionals for effective policy implementation and evaluation.

In the ongoing globalisation, there is no quick fix to Africa's industrial
development. But the prospects are not as bleak as some would claim. At present
Africa's comparative advantage is in low skill and low technology manufactures such
as textiles, shoes, leather products. This is a fact. Efforts to improve the efficiency and
competitive position of these firms have to be increased by government support:
access to credit, market information, managerial training, just to mention a few. By
improving the business environment and changing investors' image of Africa to one
that is more favourable, new manufacturing firms with higher level skills and
technology can emerge. The experience of the NICs, which were poor but have
reached to a level of respectable development in less than five decades, suggests that
the possibility to industrialise should not be ruled out. The most important factor is the
dedication and commitment of the African leadership. As Dia (1996: vii) has pointed
out, Africa has a large source of capacity endowment and best practices that can be
used to improve the institutional and economic performance of the region. Moreover,
the relative success of Mauritius and Botswana, for instance, suggests industrial
development in Africa is possible with prudent government polices and their effective
implementation. Recently, the end of apartheid in South Africa and the
democratisation process under way in Nigeria can also be expected to positively
improve industrialisation in these countries.

The bottom line is that sustained industrial development and competitiveness can
be achieved if countries succeed in accumulating physical capital, human capital, and
technological advancement, and building the necessary institutions. This would
demand a large amount of investment and its efficient utilisation. Investment is
particularly important because the virtuous circle begins with investment, which
triggers higher and sustained growth, increased savings, and further investment, and
increased exports and enhanced structural transformation. While the challenge to
African countries to reach these objectives is immense, the possibility of success is
not beyond reach. In view of this, Elbadawi and Solodo (1999) used a simulation
method to examine the relative effects of four major factors assumed to be major
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determinants of export growth and export diversification in Africa. These were (1)
geography and natural endowments proxied by the percentage of land in the tropics
and an interaction term combining the percentage of land on the coast and the
population density at the coast. This term measures the potential for facilitating trade
through exports; (2) development variables --capital and skilled labour endowments
with investment and primary education used as proxies; (3) two policy indicators - the
misalignment of real exchange rate and its variability; and (4) transaction costs
proxied by three indicators -paved road density as an indictor of infrastructure;
average cost of telephone calls to a global economic centre (the USA) to gauge ease
of communications, and a corruption index to capture the quality of public services.
The authors took a sample of 32 developing countries, 22 of them in Africa, to
account for country shares of a broad range of industrial and processed exports
relative to total exports of the same products by 32 countries. One of the illustrative
scenarios is that, if the median African country attains the East Asian investment and
education level, its industrial and processed exports will reach US$ 20 billion a year
in the medium to long term, The second scenario of their exercise indicates that if the
median African country were to adopt East Asian exchange rate policy and reach the
level of transaction costs of that region, its annual industrial exports would reach US$
3 billion. The third scenario is that coastal African countries have more options for
export growth because of their favourable location (Elbadawi and Solodo 1999 cited
in World Bank, 2000: 218-19). Though the simulation is for illustration. it has far-
reaching policy implications: African countries have to reach a threshold level of
development through more public and private investment to gain more from export-
oriented development strategy.



CHAPTER 4
EXPLORING OTHER

THEORETICAL PERSPECTIVES ON COMPETITIVENESS AND
MANUFACTURING INDUSTRIAL DEVELOPMENT

4.1 Introduction

In Chapter 2, we saw that trade liberalisation has not enhanced the competitiveness
and development of the manufacturing sector in many developing countries. This
suggests the weakness of the neoliberal approach, an approach which emphasises that
'getting the prices right' and reducing the role of government in a national economy
will promote the efficiency and competitiveness of manufacturing industries. Chapter
3 also indicated that the successful NICs have a trade regime that is far from 'free
trade'. Thus, manufacturing sector development and international competitiveness is a
complex process because it is influenced by international, national, organisational, or
firm level characteristics in which the net outcome is not likely to be as easily
comprehended as main-stream economists would like us to believe. As one study
rightly points out, a country's international competitiveness in manufacturing is
influenced by: (I) the overall strength of the domestic economy; (2) the extent to
which a country participates in international trade and investment flows; (3) the extent
to which public policies are conducive to competitiveness; (4) the quality of financial
services; (5) the adequacy of infrastructure to serve the basic needs of the private
sector; (6) the extent to which enterprises are managed in an innovative, profitable
and responsible manner; (7) the scientific and technological capacity and its success
of basic and applied research; and (8) the availability skilled labour (World
Competitiveness Report 1994, cited in Rondinelli, 1998: 21).

However, most studies have approached the competitiveness and response of
manufacturing firms from a narrow area of fields of study. For instance, firm-based
competitive advantage and a country's specialisation pattern have been traditionally
treated as separate, the former being considered as the domain of international
business and the latter left to international trade theory (Wakelin, 1997). This means
that the interaction has been neglected. That is why most economists focus on macro-
economic trade policy changes, leaving aside the internal dynamics of the firms as a
"black box", though there is increasing evidence that economic behaviour at the
firmlmicro-Ievel does not always correspond with the intended objectives of the
export-oriented macro-economic policy changes.

To date, there is no comprehensive theoretical framework that is multi-
disciplinary in character and that explains the process of manufacturing sector
development that leads to international competitiveness. At the same time, there is a
need to synthesise the important aspects of relevant theories from the fields of
economics and business management to help us grasp how manufacturing sector
development and competitiveness is influenced because these theories in many
respects complement each other. In view of this, this chapter examines six other
theoretical perspectives (Sections 4.2-4.7) from strategic management, business
organisation. and economics. Our intent is not to advocate the superiority of anyone
theory. It is to indicate the deficiency of markets and the policy implications of each
theory with an eye to indicating that a multidisciplinary approach is necessary for a
better understanding of competitiveness and manufacturing sector development in the
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context of developing countries that are at a low development level. Following the
theoretical exposition, the summary of the various theories and their policy
implications is presented in Section 4.8. Section 4.9 focuses on the theoretical
justifications for state intervention in industrial development in developing countries.

4.2 Institutional perspectives of competitive advantage

Institutional theory focuses on the influence of institutional environment in shaping
social and organisational behaviour (Scott, 1987; Powell & DiMaggio, 1991; North,
1990, 1991; Harriss et a1.l995; Clague, 1997, Arrow, 1998; Coase 1998).

Institutionalism as a theoretical perspective is interdisciplinary and can be applied
to various fields of the social sciences (political science, history, organisational
theory, sociology, and economics). In this section, we focus on the institutional
perspective with an economic orientation, to gain a better insight into the role of
institutions in reducing the production and transaction costs of firms and,
consequently, their competitiveness. North (1991: 97) defines institutions as "the
humanly devised constraints that structure political, economic and social
interaction...... Institutions provide the incentive structure of an economy as it
evolves; it shapes the direction of the economic change towards growth, stagnation or
decline". Institutions set the 'rules of the game' as they provide the legal, political,
social, and economic framework within which organisations operate. Organisations
(firms) efficiency is not only about the players (organisations and their members) but
also about the 'rules of the game' and their appropriateness for the organisations in
improving their efficiency and subsequently their competitiveness (North, 1990).

In the neoclassical approach, transaction through market institutions is considered
sufficient for efficient allocation of resources, and transaction costs are assumed to be
negligible. That is why proponents of market liberalisation suggest a decrease in
government intervention in the economy: they see government intervention as a major
source of resource misallocation. However, if markets were perfect, (i.e., product and
factor markets), we could not have observed large transactions taking place out of
market and taking place within organisations. In many developing countries, for
example, many transactions are carried out on the basis of mutual trust rather than
through market mechanisms. The existence of transactions based on trust is a
supplement to the increasingly market-guided transactions of the modem sectors.

In the industrialised countries, various non-market institutions co-exist with
markets in coordinating production and allocating resources through hierarchies and
markets respectively (Lin and Nugent, 1995). Hence, in the real world, organisations
are the principal means to coordinate various activities or markets, and organisations
are alternative instruments in completing a set of transactions (Seth and Thomas,
1994; Coase, 1998).

The institutional perspective, which derives and progressively took shape mainly
from the work of Coase (1992), North (1990,1991, 1995) and Williamson (1979, 1993,
1998) does not fundamentally challenge the precepts of neoclassical economics.
Institutionalism criticises the neoclassical approach because it fails to explain the role
institutions play in reducing the production and transaction costs of firms so that markets
can operate with the kind of efficiency projected in the neoclassical model (North, 1990;
Stein, 1995; Hennart, 1994; Hoskisson et. al., 2000). In this sense, the institutional
perspective provides us an additional analytical tool to understand how institutional
factors influence the transaction and production costs of firms that have great
implications for their competitive position.
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From a transaction cost economics perspective, decision making by economic agents
in the real world is carried out with incomplete information because information is
costly and asymmetrically held by the parties, there is lack of perfect foresight, and
moral hazards exist, which invariably translate into risk and uncertainty. As
information comes at a cost, economic agents can only be expected to remain
boundedly rational (Williamson, 1979; Douma and Schreuder, 1998; Syjoberg, 1998).
In an imperfect market, there are transaction cost, i.e., the costs of finding the relevant
prices, negotiating and concluding contracts, monitoring and enforcing the contracts
(Williamson, 1979; Harriss, Hunter and Lewis, 1995). As Ramamurthy (1998) points
out, transaction costs are inevitable to a firm, and the ways in which it reduces its
transaction costs depends on factors internal and external to the firms. Hence,
economic agents are expected to minimise the cost of their transactions by choosing
the right governance structure, which includes the market, the firm, and the hybrid
forms (Williamson, 1998).

The form of governance structure depends on the frequency of transactions, asset
specificity, and the uncertainty surrounding the transactions (Williamson, 1979, 1998;
Douma and Schreuder, 1998). Some degree of uncertainty is likely in all transactions,
the most critical factor being asset specificity (Seth and Thomas, 1994). Asset
specificity is greater if investment in transaction-specific or a special purpose
technology is required to serve the transaction and is most efficient for serving steady-
state demand. As the continuity of the relationship between buyers and sellers is
highly valued, a long-term contract between organisations or within an organisation
would be more efficient. If, however, the productive assets are non-specific (for
example, standardised consumer products), the market contracting process is more
efficient than inter-firm or intra-firm contacting (Williamson, 1979, 1993, 1998;
Douma & Schreuder, 1998; Seth and Thomas, 1994; Hoskisson et al., 2000).

There is a need for managers of business firms to design an appropriate mix of
governance structures to reduce their firms' transaction costs and consequently
improve their competitive positions. As Hennart (1994) has rightly pointed out, inter-
firm differences in organising capabilities is a major source of firms' heterogeneity
and sustainable competitive advantage. In the case of multinational corporations that
operate globally, for example, a firm can easily integrate its activities vertically or
horizontally with its branches and, accordingly, internalise its transaction costs
through coordinated strategies, putting them in a competitive position (Porter, 1986).
However, in many developing countries, it appears rather difficult for many
manufacturing firms to internalise their transaction cost or enter into contracts with
foreign firms because of their small-scale production and their lack of technical,
managerial, and financial capabilities. As a consequence, they might remain at a
competitive disadvantage because of high transaction costs.

Moreover, North (1990) points out that, in developing countries, telephone
systems do not work properly; producers face difficulty in getting spare parts; there
are endless production interruptions; there are long queues and waiting time to get
permits. These are clear evidence that an effective institutional infrastructure does not
exist in many developing countries. These deficiencies in the institutional
environment cause higher production and transaction costs to the firms, adversely
affecting their competitive position and growth. Similarly, Hope (1998) maintains
that, in SSA countries, markets are not well developed and national institutions are
weak or non-existent. As a consequence, the countries have a limited capacity to
implement their macro-economic policies to attain the stated national economic
objectives. That is why economic development has remained elusive. The author
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further argues that the lack of institutional capacity has translated into these countries'
inability to regulate property rights, maintain law and order, implement economic
policies, and provide meaningful support to the manufacturing firms they need to
improve their competitive position. Even after more than a decade of SAP, to date, the
dynamism of many African manufacturing enterprises in terms of local linkages,
productivity increase, product diversification, and export performance has also been
low in relation to other industrialising areas (Navaretti, 1995). Their transaction and
production costs still have remained high in the presence of both state and market
failures, adversely affecting the efficiency and expansion of their activities (Stein,
1995; Toye, 1995).

In the ex-communist countries (transition economies), despite their relatively high
physical capital and well-educated labour force, their inherited institutions are
inappropriate for the revitalisation of their industrial sector in a market-based
competition economic policy environment (Clague, 1997). In view of this, North
(1990) argues that institutions that have been created are not necessarily socially
efficient. They are at least the formal rules, created to serve the interest of those with
the bargaining power to create new rules and could even continue to exist because of
path dependence. Williamson (1998) points out that adaptation to a changing
institutional and business environment is the central problem of economic
organisations. In view of this, Oliver (1991) argues that organisations might respond
to institutional pressures in a variety of modes ranging from passive compliance with
institutional norms to direct and active defiance of an institutional environment. In
many developing countries that are at the low level of the development continuum but
have liberalised their economies, deliberate and purposeful adaptation by economic
agents (firms) appears to be very limited. The tendency appears to be passive because
of the various internal and institutional constraints firms face.

In the case of the NICs the phenomenal success in their industrial development,
particularly in South Korea and Taiwan, has been not only because of the market-
guided allocation of resources and competition, but also because of the active state
intervention in providing support to their manufacturing firms. In these countries,
their governments acted as powerful agencies to control access to key resources such
as capital, foreign exchange and technology transfer through well-developed national
institutions to meet the objectives their industrial policies (Amsden, 1989; Wade,
1990; Whitly 1992).

What are the implications of the institutional framework for developing countries?
Markets in these countries do not accurately provide signals for efficient allocation of
resources because of pervasive supply and demand failures. Also most of the firms are
too small by international standards to reach international markets by overcoming the
deficiency of the markets individually. Hence, they would be required to improve
their internal strengths by creating cooperation with other domestic firms by pooling
their resources to increase their economies of scale and reduce their transaction cost.
They would also be required to make use of the network contract with foreign firms as
much as possible to reduce their transaction costs and to stabilise their market
conditions, subsequently reducing the uncertainty in their markets for their finished
products and for their raw materials. Similarly the government would be required to
improve the national institutions or business environment to enable firms to reduce
their production and transaction costs and subsequently improves their competitive
position. To this end, infrastructures like power, banking, technology and information,
marketing, and investment have to be improved so that they can provide incentives for
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the manufacturing enterprises to invest their resources to increase their efficiency and
subsequently increase their exports and competitiveness.

Provision of institutional support to improve the competitive position of
manufacturing firms also has theoretical validity for developing countries that have
pervasive demand and supply side market failures in their economies, particularly at a
low stage of development (Stiglitz, [989; World Bank, 199[, 1997). Without such
support, firms would have little incentive to devote time and money to making
technical improvements because they are unlikely to have the entire package of
ingredients, including the capital, marketing skills, and managerial ability required to
be more competitive. Moreover, potential investors might be reluctant to invest in
export-oriented manufacturing firms that are risky, but with high developmental
impact on the national economy, for fear of failure and lack of competitiveness before
the appropriate institutions needed to supplement the market are set up. Another
important issue is that studies have shown that state-owned enterprises in developing
countries have been inefficient. Hence, there is a need to change the governance of
public enterprises through the policy of privatisation to improve their performance
and efficiency. A change in ownership is expected to enable firms to be more flexible
and responsive in deploying the requisite resources to improve their competitiveness
in a rapidly changing institutional environment.

4.3 Contingency theory: Implications for firms' competitiveness

The contingency approach is a firm level theoretical framework developed in the field
of organisational behaviour. It criticises the classical management school, which is
based on the premise that there is a single (universal) management system that is
optimal for all organisations under all situations. The classical management style is
characterised by a high degree of decision making and planning at the top of the
hierarchy. The operation at the lower levels is specified in detail in advance by the
senior management through job definition, specialisation, and work study to achieve a
high level of efficiency in production (Hellriegel and Slocum, 1978; Dessler, 1986;
Baron and Greenberg 1990; Tosi, Rizzo and Carrollo, 1995). For classical
management, a change in the external environment of a firm is of less importance, as
planning at the highest management level will take care of it. Management focuses on
reaching a higher level of efficiency and productivity in a highly standardised
production process. Thus, differences in the efficiency of firms become a source of
their competitive advantage in well-developed market economies.

The contingency approach is based on the premise that organisations react in
predictable ways to their environmental characteristics by adjusting their structures. In
this sense, organisational structure has a significant influence on the efficiency of the
working of a business organisation (firm). The most appropriate structure of an
organisation is one that best matches its particular circumstances, and, thus, efficiency
in performance can be attained in more than one management style. From a
contingency perspective, there is no one best management style that is equally
effective under all conditions for all organisations: the most appropriate structure of a
firm depends on the nature of the external environment (Miles and Snow, 1978;
Hellriegel and Slocum, 1978; Hambrick, 1985; Robbins, 1986; Ivancevich and
Matteson, 1987; Jones, 1995; Diamantopoulos and Mathews, 1995; Donaldson,
1996); Hatch, 1997; Daft, 1998; Rollinson, Broadfield and Edwards, 1998). In this
approach, environmental changes are regarded as a direct source of variations in
organisational structure and, subsequently, as an important influence on the efficiency
of organisations. The organisation is considered an open system that continuously
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tries to adjust itself to its environment, depending on the task environment with which
one is dealing (Volberda, 1992).

The external environment of an organisation comprises virtually everything
beyond an organisation's boundary that affects its performance. These may include
the industry in which the organisation operates, raw materials, financial resources,
human resources, market and general economic conditions, technology, government
policies and regulations, other infrastructure, the country's economic development,
geographical setting, and political stability (Mintzberg, 1979; Baron and Greenberg,
1990; Jones, 1995). The external environmental factors vary with respect to their
complexity, uncertainty, stability, and munificence. These in turn affect the structural
complexity of the organisation, prevalence of boundary spanning activities, the
management style, and strategy that have far- reaching impact on the performance of
the organisation (Baron & Greenberg, 1990).

Proponents of the contingency approach maintain that not all external
environmental factors are equally relevant in influencing the performance of an
organisation. The focus is mainly on the task environment (relevant environmental
factors), which are a limited number of contingencies that are in the immediate
environment of the business organisation that have direct impact on the organisation's
performance and efficiency. The task environment includes contingencies such as
market, technology, raw materials, human and financial resources, and government
policies and its institutions (HeUriegel and Slocum, 1978; Brown and Moberg, 1980;
Lane, 1989; Tosi, Rizzo and Carrollo, 1996; Jones, 1995; Hatch, 1997. According to
Tosi et al. (1995), the relevant environmental factors for an organisation are made up
of groups or institutions that provide immediate inputs, exert significant pressure on
the way decisions are made in the organisation, or make use of the organisations'
output.

Burns and Stalker (1961) conducted influential empirical studies on firms from a
contingency perspective. On the basis of their research findings, Burns and Stalker
identified a continuum of organisational structures ranging from mechanistic to
organic. They indicated that, in a stable environment, a mechanistic type of
organisational structure, which is fairly formalised, with a centralised decision-
making that rely on rules and regulations is appropriate. In a changing environment,
an organic structure with a decentralised structure, which allows flexibility in
communication systems that by-pass the formal hierarchy, is considered appropriate.

Moreover, Woodward (1965) in a study of manufacturing firms, found a
relationship between technology and the structure of successful organisations. She
indicated that different technologies impose different demands on individuals and
organisations, which have to be met through appropriate structure. The author
classified the firms into three major categories in terms of the complexity of the
technology they employ in production: (1) small batch production (low technology
complex). The machinery is not highly mechanised and firms produce in small batch
to meet specific orders of the consumers; (2) large batch/mass production.
Organisations produce standard products in large quantities and the outputs go
directly to inventory from which orders were filled; (3) continuous process production
technology (highly technology complex). Production is automated and flows
continuously without interruption once it starts. The study indicated important
differences between the firms when compared in terms of the complexity of the
technology used by the firms. At the low technology complex (small batch) and high
technology dimension (continuous process production technology), an organic
management approach seemed best. Companies showing this strategy were more
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successful than those demonstrating a mechanistic approach. In contrast, in the middle
of the technology dimension (mass production), companies adopting a mechanistic
management approach tend to be more efficient.
Proponents of the contingency approach went beyond the structure-environment
relationship, maintaining that proper fit between the organisation's structure, its
strategy, the technology in use, and its environment would be necessary for successful
business performance (Mintzberg, 1979; Baron and Greenberg, 1990; Baron and
Greenberg, 1990; Burton and Obel, 1995; Jones, 1995; Daft, 1998). Thus, the
management of business organisations would be required to choose a viable strategy
that fits their external environment to improve performance. Miles and Snow (1978)
identified four different strategies followed by business organisations in response to
their respective environments. These strategies are defender, prospector, analyser, and
reactor. They contend that each of the first three strategies could be followed in any
firm and, if properly implemented, could yield similar results. The emphasis was on
implementation and internal consistency among the various activities of the
organisation. However, Hambrick (1983) found that defenders and prospectors
differed in their performance tendencies. The author indicated that, in every type of
environment examined, defenders outperformed prospectors in terms of current
profitability and cash flow, while prospectors outperformed defenders in market share
gains in industries that were innovative in their production and marketing. Moreover,
Porter (1985) developed three firm-level generic strategies for achieving what he calls
sustainable competitive advantage. These are cost leadership, product differentiation,
and market-focussed strategy.

From his empirical study on a sample of 89 firms, Miller (1988) indicated that the
strategy of product differentiation is appropriate for the firms that operate in uncertain
environments and correlates with technocrats, while the strategy of cost leadership
was associated with a stable and predictable environment and correlates with the use
of controls. His empirical study indicated that firms whose strategy matches the
environment well had high performance (average of return on investment and growth
in net income). In the view of Bourgeois (I985), the causal sequence is that the
environment determines the organisation strategy, which in turn determines its
effectiveness. In another study, Locke, Kochan and Michael (1995) identified value-
added and cost-based strategies. The goal of the cost-based strategy is to compete
through lower prices, while the value-added strategy aims to compete through
continuous product innovation so as to meet sophisticated consumer demand. The
value-added strategy, however, would require investment in technology, human
resources, and subsequent organisation restructuring to allow firms to reach a better
competitive position. In these strategies, competition is not only in price, but it also
includes product quality, services, and product diversity. Furthermore, Carlin and
Landesmann (1997) differentiate between a defensive-reactive shallow strategy and a
strategic-active deep strategy in firms operating in transition economies. In the first
case, firms are involved in labour shedding or seeking markets for their outputs so as
to contain losses and ensure their survival. Most of the firms are those which face
'hard budget' constraints, such as state-owned enterprises. In the latter case, firms
follow a forward-looking strategic orientation such as adding more investment, or
radically reorganising product lines and process. Foreigners mostly owned these
firms.

The contingency approach is a great development in organisation theory as it
introduces flexibility in the choices of appropriate structure, technology, and strategy.
However, it has its own limitations: the environment is narrowly conceived as the
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immediate task environment and the wider social, political or economic environment
which has great impact on the performance of an organisation is deliberately ignored.
The contingencies of the task environment have an impact on a limited number of
organisational structural characteristics, such as specialisation, formalisation, and
centralisation of authority (Lane, 1989). Moreover, Schreyogg (1980) criticises the
contingency approach because the contextual factors are regarded as conditions which
cannot be controlled by the organisation which it has to adjust in order to survive.

Some argue that organisations not only respond to their external environment but
also attempt to change it through political actions, contracts and mergers, enhancing
public image through public relations (Baron and Greenberg, 1990; Jones. 1995). The
contingency approach is also criticised for being very deterministic; the external
environment determines the structure of the organisation and subsequently its
performance (Schreyogg, 1980). As Volberda (1992) points out, this strong
deterministic bias largely ignore the important variable of managerial choice that has
dynamic effects when both strategy and technology are taken into account. Probably
the major weakness of the contingency approach is its assumption that the
government sector is a task environment. However, it is argued that in all economies,
particularly in developing countries a government is a major change agent for
economic, social, and political and institutional change. A government cannot be
considered as a simple external environment because its influence on firm
performance through its policy instruments is pervasive.

What is the implication of the contingency approach for firms in developing
countries facing a competitive business environment? This has to be seen in a broader
context. In the world economy, there are three major tendencies that have been
observed which have far-reaching impact on managerial style and organisational
structure: (1) the ever increasing role of technology as the main source of competitive
advantage; (2) the ever increasing changes in consumer taste, their awareness about
the quality of products and the availability of information on the products they buy;
(3) the increasing tendency towards integration of the world economy through more
trade and investment. These tendencies will likely increase the uncertainty of the
environment of business organisations. In this regard, business organisations that have
the capability to deal with the constraints and uncertainties and are able to capitalise
on their opportunity will improve their competitive position, while those business
firms that lack such virtues will come under threat with the increased unforeseen
contingencies and exogenous shocks.

Virtually all developing economies have liberalised their economies.
Manufacturing firms in these countries that were operating in a stable domestic
market environment have faced a high degree of competitive pressure and uncertainty,
for example, in the cost of raw materials, machinery, and the price of their outputs and
in the demand for their products in domestic and world markets. In a rapidly changing
business environment, the management of firms require a significant departure from
their traditional approaches to a new way of organising, producing, and marketing to
ensure faster decision making and more customer-orientation and efficiency in their
operation. A new way of organising can change the behaviour of the firms from rent
seeking to profit earning through higher efficiency in their operation. The
achievement of such a goal would require a certain type of flexibility in the technical,
managerial, organisational, and human resources aspects of the firms.

Another important implication is the access to resources from the external
environment. Firms may require a certain amount of additional resources in order to
cover the expenditure needed for introducing changes in their operation to cope up
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with the changes in their environment. However, most of the firms in developing
countries have faced competition from a very weak economic and competitive
position because they were not able to develop their capabilities under lSI. As a
consequence, the firms will be faced with the challenge of acquiring the necessary
resources (human, financial, and physical) to compete in a market-driven
environment. Hence, their success will very much depend on the munificence of the
external environment, i.e., the degree to which the environment provides the resources
demanded by the firms for their performance improvement.

At the centre of the task environment is the government and its policies and
institutions. Hence, the extent to which manufacturing firms cope with changing
domestic and global business environments will depend on the extent to which
government policies and institutions are appropriately set and assist the manufacturing
firms operate in the most efficient way. In the absence of government support to the
firms, the management's means of coping is to disregard the pace and complexity of
change and to focus instead on what is deemed most important to organisational
survival. When short-term survival goals dominate the strategic response in most
firms, implementation of medium to long-term restructuring programs that involves
technological and product upgrading and labour skill improvement will be postponed.
In extreme cases, firms in a newly Iiberalised economy may die when faced with a
very unfavourable business environment such as high competition from efficient firms
from other regions or when the demand for their products declines. This phenomena is
in contrast to the neoliberal belief that firms that go out of business in a competitive
environment do so because they are inefficient.

4.4 A resource-based perspective on competitive advantage

The resource-based competitive advantage (RBCA) is a finn-level theoretical
perspective developed in the field of strategic management. It is a shift in approach
that an organisation fits to its changing external environment to develop its internal
resources to give a firm a sustainable competitive advantage. The resource-based
approach starts from the premise that firms are fundamentally heterogeneous in terms
of their resources and internal capabilities. These distinctive resources or capabilities
give them a better competitive advantage over their competitors (Mahoney and
Pandian, 1992; Grant, 1991; Leonard-Barton 1992; Peteraf 1993; Hill and Jones,
1998; Collis, 1991; Rouse and Daellenbach, 1999). The focus of this approach is,
therefore, on the link between the resources owned by firms, their capabilities, their
competitive advantage and profitability and the important implications for top
management for strategy formulation to develop their firms' capabilities towards
sustainable competitive advantage. Hill & Jones (1998) pointed out that a finn is said
to have competitive advantage when its profit rate is higher than the average of its
industry; it has a sustained competitive advantage when it maintains this high profit
over a longer period of time. Proponents of resource-based competitive advantage
reject the neoclassical approach because it simply evaluates the efficiency of firms
from the outcome of their activities in the product market based on the assumptions
that firms are homogeneous, that they operate in perfectly competitive market, that
they have equal access to resources and information, and that strategic decisions have
little relevance for their competitive advantage.

The concept of resources in this approach is very elastic and may go to any
desired level of categorisation for both natural and created resources. For instance,
Mahoney and Pandian (1992) categorise the following resources as: land; equipment;
labour, including worker capabilities and knowledge; capital; and organisational,
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tangible, and intangible resources. Similarly, Rangone (1999) divides resources into
various homogeneous groups in a more detailed way: financial resources, physical
resources, human resources, technological resources, reputation and organisational
resources (for example, control management system, organisational climate, internal
relationships). According to Hall (1992), resources are grouped into intangible assets
and competence. The former is divided into legal assets such as copyrights, contracts,
reputation or patent rights, trademarks, and non-legal assets. The non-legal assets
include reputation, suppliers network, and databases.

According to Peteraf (1993), there are four main conditions that have to be met so
that a firm may have a sustainable competitive advantage compared to its competitors.
The first is resource heterogeneity; the firm's resources and capabilities underlying
production must be heterogeneous across firms and a firm with superior resources will
earn a Ricardian type of rent. This is the basic source of competitive advantage.
implying that the resources are firm-specific or idiosyncratic. Second, ex post limits to
competition are necessary to sustain rents. Sustainable competitive advantage requires
that the heterogeneity of a firm's resources be preserved and continued. Third, there
must be imperfect mobility and imperfect substitutability of resources owned by the
firm that enjoys a sustainable competitive advantage. There must also be a
mechanism, which protects firms from others imitating the resources, for example,
through property rights to the scarce resource. The condition of imperfect resource
mobility is necessary either because they cannot be traded or they are firm-specific or
could be traded, but are more valuable to the firm under consideration, which ensures
that the firm earns rents. The fourth condition is ex ante limits to competition. This
means that for a firm to have a competitive advantage prior to any firm's establishing
a superior resource position, there must be limited competition among the firms for
capturing those resources that give rents. For instance, firms may compete for
strategic location that may give higher anticipated return. Firms compete for such
resources when they see a difference between ex ante costs of acquiring the resources
and ex post return/profit of the resources (in our case, the location). The profit comes
from ex ante uncertainty of the rent. According to Peteraf (1993), these four factors
are the cornerstones of competitive advantage in a resource-based theory of
competitive advantage.

According to Rangone (1999). a firm's competitive advantage is based on three
basic capabilities: (1) innovative capability the ability of the firm to develop new
products and process, and achieve superior technological and/or management
performance; (2) production capability the ability of the firm to produce and deliver
products to consumers, ensuring competitive priorities in quality and flexibility; and
(3) market management capability the ability of the enterprise to market and sell its
products effectively and efficiently. Internal resources and capabilities provide the
basic direction for a firm's strategy and they are the primary sources of profit for a
firm (Grant, 1991). Capabilities are the skills of the company to coordinate its
resources to perform some task in a way that is superior to what its competitors can do
(Hill & Jones, 1998). While resources are the sources of a firm's capabilities,
capabilities are the sources of a firm's competitive advantage (Grant, 1991). The
author further argues that the returns to a firm's resources and capabilities depend on
two key factors: (1) the sustainability of competitive advantage which resources and
capabilities confer on the firm and (2) the ability of the firm to appropriate the rents
earned from its resources and capabilities. Thus. the rent-generating potential of
resources and capabilities depends on the firm's capabilities which are durable.
difficult to identify and understand by other firms. not easily replicable by other firms,
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and of which the firm possesses clear ownership (Grant, 1991). Such firms will have
superior performance, while those, which lack them will have inferior performance,
other things remaining the same.

The resource-based competitive advantage of a firm as a theoretical framework
was developed predominantly to explain that the competitive advantage of firms
emanates from technological, managerial, and marketing capabilities such as MNCs
(Leonard-Barton 1992; Grant, 1991). There is little in the literature by way of
perspective that suggests the means through which firms in developing countries
could improve their competitive position in the market or how they can increase their
capabilities in the environment in which they operate. There is also little reference on
the role national institutions and governments have to play in improving the
capabilities of the manufacturing firms in the presence of pervasive market failure,
particularly for countries that are at a low level of development. However, Grant
(1991) in passing points out that in the same way the national prosperity is enhanced
through specialisation on the basis of competitive advantage, so for the firm, a
successful strategy is one which exploits relative strengths.

What are the implications of the resource-based competitive advantage for
developing countries firms and governments? With the change of government
economic policies in favour of market-based competition in many low income
developing countries, it is expected that changes will follow in both firm assets and
market orientation that have the characteristics of opportunities and challenges.
Hence, management will be required to make a critical assessment of how the
resources/assets of the firm and the changing nature of the institutional infrastructure
are influencing the competitive position of their firms. This may help management to
identify and overcome the barriers to the acquisition of resources needed by the firms
in order to improve their competitive position.

Many developing countries have been forced to emphasise export orientation in
their policies to overcome their economic crisis. This is a reflection of the fact that
under lSI most of their manufacturing firms have not accumulated the required
physical, financial or managerial resources and capabilities. Since historically
accumulated assets define firms' current competitive position, the firms of many
developing countries have inherited weak financial, technological, managerial, and
marketing resources and capabilities compared to MNCs or other firms that own
diverse resources and capabilities. As a consequence, the firms' competitiveness may
be undermined by their lack of resources. To a certain degree, the low
competitiveness of the firms reflects the low level of their internationalisation. For
example, Bigsten et al. (l999a) studied the panel data of 401 firms from Cameroon,
Ghana, Kenya, and Zimbabwe over 1991-95 to identify the determinants of exporting
and share of exports to the output. They found that on the average, 71 per cent of the
116 larger firms were involved in exporting in the four countries but the share of
export was small, on average, 28 per cent. 35 per cent of the 92 medium-sized
enterprises were involved in exporting, but only 20 per cent of their outputs were
exported, while 4 per cent of the 141 small firms were involved in exporting and the
share of their exports, on average, was 19 per cent. Size was the major factor
identified that influences the decision to export. In another study, Bigsten et al.
(I999b ) used panel data for a total of 739 firms from the same countries over the
period of 1992-95 to estimate investments for each country, taking into account the
size of firms. Their studies indicated that only 50 per cent of the firms made
investments. 72 per cent of the large firms invested, while only 41 per cent of the
small firms made investments, suggesting that larger firms are more likely to invest
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than small firms. Their study also indicated that profitability plays a significant role in
investment decisions. Thus, if macro-economic liberalisation were to make exporting
profitable, the response may be modest unless the profitability crosses the threshold at
which firms are willing to invest in exporting (Bigsten et al. 1999a).

In the resource-based approach, markets are imperfect. As a consequence, market
signals are incomplete. Hence, to a large extent, improvement of the competitive
position of firms and their participation in exports would also be dependent on the
role government plays within the export-oriented development strategy. If a
government encourages firms to get the necessary domestic and imported resources
for their performance improvement, for example, through preferential interest rates,
access to foreign exchange, and hence technology transfer and development of skilled
labour through training, they will be encouraged to invest in their capability building.
Moreover, firms' capability can also be improved if a government follows a liberal
policy towards the foreign direct investment or encourages firms to sell part of their
shares to foreign investors so that they can gain from better management and market
information and better access to technology. However, Narula and Dunning (2000)
argue that, because of the world-wide competition for foreign direct investment,
developing countries would be required to provide better created assets such as
physical infrastructure to attract the FDI needed for their economic development. In
view of this, Guillen (2000) notes that in Korea, for instance, the phenomenal
diversification of the Hyundai Company was undertaken with subsidised credit,
government protection, and acquired foreign technology. Competition on the basis of
created assets (human, physical, technical, and institutional) appears to be particularly
difficult for developing countries at the lowest level of the development scale. At best
they can attract natural resources seeking foreign direct investment (Narula and
Dunning, 2000). From a different perspective, Ferdows (1997) criticises the managers
of MNCs for not encouraging their foreign-based factories to expand their competitive
advantage. The author argues that if managers regard manufacturing as a source of
competitive advantage, they can exert more effort to make them highly productive and
innovative to achieve low cost and increase their world-wide market share. From his
decades of studies on MNCs, Ferdows (1997) concludes that the companies that treat
their foreign plants as a source of competitive advantage are rewarded in the form of
higher market share and greater profits.

Thus, if a government liberalises its economy and privatises its state-owned
enterprises and leaves them to compete nationally and internationally on their own,
there appears to be a high prevalence of failure for lack of competitiveness as
observed in many African countries. In this respect, trade liberalisation increases
challenges more than it creates the opportunities, contrary to the presumption of
neoliberal.

4.5 Porter's theory of national competitive advantage

Porter's (1990) theory of the competitive advantage of nations is an innovative
approach that links strategic management and international trade. The approach also
links firms, industries and national characteristics, which have an important impact on
competitiveness of the nations/firms. His analytical framework was developed by
investigating the competitive performance of eight developed countries and two
newly industrialised countries (USA, W. Germany, Italy, UK, Sweden, Switzerland,
Denmark, Japan, Korea, and Singapore). Porter's theory of national competitive
advantage demonstrates that firms/industries gain international competitiveness
through their independent effort and the interplay of four broad sets of what he refers
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to 'national diamonds' (Porter, 1990, chapter 3). The diamond includes a mutually
reinforcing system:

(1) Factor conditions. In here Porter refers to two factors: the basic factors (such as
natural resources, climate, location, and demographics) and the advanced factors
(such as knowledge stock/human capital, physical capital, and infrastructure.
Porter notes that the advanced factors are the most significant for competitive
advantage and, unlike the basic factors whose supply depends on exogenous
'endowments' created factors are products of purposeful investment by
individuals, companies, and government. In this sense, competitiveness is
dynamic and it increases with the improvement of the advanced factors.

(2) Demand conditions. Within his 'diamond' framework, Porter places particular
emphasis on the size of, growth, and sophistication of home country demand for
firms' products competitive advantage (buoyant and large home demand). The
home demand factor may be of advantage in using the opportunity of economies
of scale (low-cost advantage) and new technology (differentiated products). In
Porter's approach, firms are sensitive to the needs of their closest customers;
hence, the characteristics of home demand are particularly important in creating
pressure for innovation and product quality improvement. Porter notes that
investment in skills and technology that have an important role in establishing and
sustaining national advantages is encouraged by a growing home demand for
products that require the advanced factors for their production.

(3) Related and supporting industries. An industry's investments in advanced factors
of production are likely to have positive externalities beyond the confines of that
industry. Within his 'diamond' framework, Porter notes that the presence of
supporting industries which are internationally competitive and innovative can be
the source of new technologies and can provide a competitive advantage to firms
and incentives towards future industrial development (Porter, 1990). His finding
also tends to support the idea that successful industries within each country are
those that are characterised by deep 'clusters' of related and supporting industries
(for example, chemical industries in Germany, machinery industries in Italy, and
electronics in the USA).

(4) Firm strategy, structure and rivalry. Porter points out that competitive advantage
results from an effective combination of national circumstances and company
strategy. Porter (1985, 1990) indicates that firms can sustain their competitive
advantage by lowering their cost of production (cost leadership) or by supplying
superior quality products (differentiation strategy). Firms can also adopt a
focussed strategy where firms select a narrow segment in the industry in which
they compete better through cost advantage or differentiation focus. Moreover,
Porter notes that the context in which firms are created, organised, and managed
and the nature of domestic rivalry also affects the competitiveness of firms. Porter
identified systematic differences in the characteristics of the business sectors of
different countries which are important determinants of the industry pattern of
competitive advantage within each country. These characteristics include
strategies, structure, goals, managerial practices and individual attitudes, and the
intensity of the rivalry within the business sector. For example, he noted that
German workers and managers have a high and sustained commitment to their
industry. The commitment of the workers and managers to a particular field of
work or to solving a particular problem was manifested in their Willingness to
reinvent continuously in the business (porter, 1990: 376). Strong domestic rivalry
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and demand-side pressure is important in pressing firms to cut costs, improve
quality, and innovate and is particularly effective in promoting and upgrading
competitive advantage. Porter further pointed out that if a firm fails to develop its
strategy in at least one of the three directions, it is 'stuck in the middle' and is in
an extremely poor competitive condition. This firm lacks the market share, capital
investment, and resolve to play the low-cost game. Such a firm, according to
Porter, suffers from a blurred corporate culture and conflicting set of
organisational arrangements and motivational systems.

Porter also added to the four factors two other factors that influence the
competitiveness of firms/nations. These are (5) government policies and (6) chance.
As to government policies, Porter (1990, chapter 12) notes that all levels of
government can improve or hinder the competitive advantage of firms in a country,
depending on how the government policies are influencing each of the 'four
diamonds' underlining that the competitive advantage of firms, which depends on the
capacity of firms to upgrade their technological and innovative capability, is beyond
the wage rate, interest rate, and exchange rate policies of the governments (Porter,
1990: 618). Further he suggests that a government has to play a leading role to
improve the competitiveness of its manufacturing firms. This, according to Porter,
may include channelling capital to selected industries; promoting risk-taking
investment through explicit assistance; stimulating and influencing firms in the
acquisition of foreign technology; providing firms temporary protection, particularly
those with large skill and technological externalities; and providing modern
infrastructure. In line with Porter's approach, Ahmad (1978) also indicated the active
role of governments in industrial development in the early-industrialised countries in
the late 18th century. Subsequently, the role of governments became the main
instruments in fostering the development of manufacturing industries in other late
industrialised countries such as Canada, Germany, France, Finland, and Austria
(Vartiainen, 1995; Ahmad, 1978).

The chance factors are events outside the control of firms and even national
governments. These include such as inventions, wars, external political developments,
and major shifts in foreign market demand and supply. The chance factors tend to
exacerbate the inherent vulnerability of small countries by intensifying the exogenous
shocks, a reflection of their structural disadvantage (Armstrong and Read, 1998).

Compared to the neoliberaI approach, Porter's approach is ground breaking
because it opens a broader framework that links national level economic
characteristics, industrial development and government policies which are crucial for
firms to be in competitive positions. In this framework, firms compete not only on
price, but also through none-price competition in such areas as quality, product
innovation, and product differentiation where firms are assumed to follow their own
strategy such as cost leadership product differentiation and focussed strategy to
maintain their competitive advantage (Porter, 1985).

However, as Brouthers and Brouthers (1997) point out, the competitive advantage
reasoning of Porter based on host diamonds has its own weaknesses. First, the model
was conceived as being applicable to large industrialised countries. This may imply
that it is less applicable to small developing economies and developed countries
whose diamond may be based on factors outside the home country. Second, it
overlooks the service sector, which could be a source of competitive advantage in
international trade. Based on an empirical study of a small developed country (the
Netherlands), the authors' pointed out that the home diamond appeared to offer
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significantly weaker competitive advantage to firms than did the multiple diamond of
the five major trading partners of the Netherlands (Belgium-Luxembourg. U.K..
France. Italy. and Germany). The finding suggests that the competitive advantage of
small nations is dependent on factors outside their home country (Brouthers and
Brouthers, 1997). In another study, Moon, Rugman and Verbeke (1998) criticised
Porter's approach because the model overlooks the role of multinational corporations.
The authors of the empirical study indicate that the double diamond, which
incorporates multinational corporation, shows that multinational activities are crucial
to a nation's competitive advantage in small countries like Korea and Singapore.
Moreover, Francis (1992) pointed out that it is not the demand and factor conditions
within the nation nor firmlindustry structures which are of primary importance in
explaining national differences in competitiveness, but the institutional arrangements
within firms, many of which are shared by many firms within one nation. In support
of his argument, Francis (1992) refers to the institutional arrangements of Germany,
which have given textiles and chemical industries competitive advantage from the
country's developed scientific and technological research. Similarly. Francis notes
that the competitive advantage of printing and piano making emanates from the
support of the country's well-developed vocational training institutions.

Porter's approach has important implications for developing countries,
particularly for those that are at a very low level of development. In such countries,
the source of their competitive advantage is in basic factors such as location, unskilled
labour, or natural resources. Firms in these counties that produce low skill and low
technology simple consumer goods are in the rudimentary stage of .their
internationalisation because of their weak structural features. In the early stage,
involvement in exporting is a consequence of incremental adjustment to the changing
conditions of the firms and their environment, rather than the result of their deliberate
strategy. Such a pattern is due to greater perceived uncertainty in international
business, the higher cost of information, and the lack of technical knowledge about
international marketing activities (Kotabe and Czinkota, 1992). The authors further
point out that firms' involvement in international markets increases when three
conditions are met. First, the management of the firms obtain favourable expectations
on the attractiveness of exporting based on experience. Second, the firm has access to
key resources (physical, financial, and managerial) necessary for undertaking
additional export-related tasks. Third, management is willing to commit adequate
resources to export activities through, for example, having a separate export
department (Kotabe and Czinkota, 1992). As the expansion of their market may
require firms to invest more in export market research and trade fair participation in
various countries, and to advertise for their products, which may be beyond the
financial capability, their respective governments would be required to playa role in
facilitating such activities. The active government support strategy is particularly
relevant for firms operating in small economies like Eritrea because it can accelerate
their growth through expanding their markets.

Though exporting to distant markets involves more risk and is complex compared
to domestic markets, Porter (1990) argues that it is firms not nations that compete in
international markets. Hence, managers of the firms would be required to be involved
in strategic activities that improve the quality of their products and the efficiency of
their operation to sustain their competitive advantage. The long-term commitment of
the firms to exporting would depend on how successful management is in overcoming
the various barriers encountered in export activities. From an economic rationality
perspective, this commitment would continue as long as management perceives more
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profit opportunities compared to the domestic market. However, Kotabe and Czinkota
(1992) maintain that profitability is just one measure of firms' competitiveness.
Exporting also makes firms more competitive domestically as the result of increased
sales opportunities in foreign markets and improved quality of management. The fact
that the prime export benefit to firms appears to accrue from competitiveness rather
than profitability is a major justification for government involvement through a
focussed export promotion program, particularly in those developing countries that
are at a low level of development.

It appears that, in the foreseeable future, the export composition of many
developing countries will be dominated by low skill and low technology. The
composition of exports is expected to change in favour of high-skill and high-tech
products with the development of the advanced factors (human capital and technology
and infrastructure). The market for these factors is imperfect, calling for government
intervention. In tbis regard, a government would be required to act directly to augment
the factor conditions to upgrade the national competitive advantage, for example, by
investing in education and training, infrastructural development, technological
transfer and through its fiscal measures to enhance domestic and foreign investment
in the export-oriented manufacturing sector.

4.6 Technological capability approach to international competitiveness

The role of technology in competitiveness has been overlooked in the neoliberal
theory because of the assumption that firms can easily buy it from the world markets,
depending on the relative factor prices, and apply it efficiently. That is why the
transfer of appropriate technology from industrialised to developing countries instead
of developing their indigenous technological capabilities has occupied the thinking of
many development economists (Romijn, 1999). Recently, this thinking has changed to
a greater extent and the building of indigenous technological capability has been
recognised as a major factor of the industrial development process. As Lall et. al
(1994) point out, technology is one of the primary determinants of the competitiveness
of manufacturing firms.

From the technological capability' perspective, Lall, (1991, 1993. 1996, 1997)
demonstrated an extensive theoretical framework on how firms develop the
technological competence needed for their competitiveness. The technological
capability approach criticises the premise of the neo-classicists that firms in
developing countries are able to choose the desired technology from the world market
and use it efficiently on the basis of the relative factor prices in assumed perfectly
competitive market environments. The technological capability approach focuses on
the role of technological capability building because it is a major determinant of the
firms' competitive advantage. Lall et al. (1994: 5) defined technological capabilities
in industry as 'the information and skill technical, managerial, and institutional that

J The capability school sees the basic problem of industrial development in developing
countries at the micro or enterprise level. Based on the "evolutionary" approach, the focus is
on the market failures that hinder the enterprises from developing their capabilities to freely
compete with foreign firms that have already developed high capability, calling for active
state intervention to raise their capability. A large literature on technological capability has
been made available.The capability approach that we focus on here is that of Lall as we feel it
is a more appropriate and explicit framework that helps us understand the industrialisation
problem of African countries and other developing countries that have similar problems. For
more literature, see (Lall, 1992; 1993; 1995).
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allow productive enterprise to utilise equipment and technology efficiently'. Such
capabilities are firm specific, a form of institutional knowledge that is made of the
combined skills of its members accumulated overtime.

Lall (1991) maintains that the efficiency of a firm's performance depends on its
ability to generate its own sets of technological and managerial capabilities, mobilise
external capabilities, and integrate them into its organisation. In Lall's approach,
capabilities are of three types: managerial, entrepreneurial, and technological. While
the importance of the first two is taken for granted, his focus is on the role of
technological capability in industrial development and international competitiveness.
In this regard, competitiveness is dynamic, which changes with the change of
technological capability of firms or nations.

According to Lall's functional classification, technological capabilities are of
three types. These are (I) investment capabilities the skills needed to identify, prepare,
and obtain technology, for designing, constructing, equipping, staffing, and
commissioning a new facility or expanding a facility. Investment capability
determines the capital cost, appropriate scale, product mix; (2) product capabilities
include a range of skills such as quality control, operation and maintenance to more
advanced skills like adaptation, improvement to most advanced skills such as research
and development and innovation. These skills determine how a given technology is
operated. (3) Linkage capabilities the skills needed to transfer information, skills, and
technology and to receive required inputs from suppliers, subcontractors, consultants,
and service-giving firms and technology institutions. Such linkages affect the
productive efficiency of the enterprise and the diffusion of technology throughout the
economy and industrial structure. Lall notes that technological capabilities have a
dynamic dimension and develop in scope and complexity over time so that
industrialisation process deepens (LaIl1991. 1993).

Lall's (1994) theoretical framework focuses on elaborating the determinants of the
ability and willingness of firms to invest in their own technological development and
to seek information, skills, and other resources from other enterprises and institutions.
As Lall (1991) has demonstrated, the competence of firms (enterprise capabilities) is
determined by the interaction of three factors. The first refers to incentives that help
the firms to increase their efforts to reach a high level of efficiency in their production
and to easily cope with the technological and other changes in factor and product
markets. The main incentives affecting investment in technological capabilities arise
from the macro-economic environment, trade policy, domestic industrial policies, and
domestic demands (Lall, 1997). While stable macro-economic and high domestic
demand environment is conducive to industrial technological development, the main
incentive arises from encouraging competition. Competitive markets provide stimuli
to firms to invest in their capability building, provided that market signals are correct,
while artificial restraint to competition may hold back investment in capability
building (Lall et al. 1994). However, Lall (1991) cautions that it is possible that undue
exposure to international competition may damage domestic firms that have weak
capabilities and may subsequently hinder further industrialisation process ..

The second factor is the supply factors: factors such as infrastructure, finance,
capital goods, the network of industrial suppliers and consultant and service firms, the
supply of requisite skills on the labour market, the flow of information from domestic
and foreign sources, and technological infrastructure (Lall, 1993). The capability of
enterprises to respond to incentives depends on the availability of factor supplies.
While the right mix of factor supplies have to be in place, the educational and training
systems play a central role in the capability building of firms by providing an
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adequate and appropriate mix of skilled labour needed for industrial development.
This is because the ability of firms to compete in a liberal trade policy environment
mainly depends on the availability of skilled, educated, and flexible labour capable of
integrating new technologies into production process (UNCTAD, 1999). The third
factor that determines firms' ability to invest in their capability is institutions; it
includes (apart from the rule of the game within which economic agents function) the
entities set up to remedy the deficiencies of competitive markets. LalJ maintains that
where market failures are pervasive, institutions have to be created by the state to
provide, for instance, development finance, venture capital, marketing information,
technical extension, standards, or testing facilities. The institutional support is
expected to enhance the efforts of firms to invest more in the capability building
needed for their competitiveness. However, Lall also cautions that there can also be
government failure if it is not well designed and coordinated or time bounded.

Lall persuasively argues that because of the existence of dynamic externalities and
undeveloped skills, most markets in developing countries are characterised by
pervasive market failure that cannot be remedied by market liberalisation. The market
failure that affects technological development is highly technology-specific and the
learning process of firms is costly, uncertain and unpredictable and cannot be
corrected by market forces alone. In this regard, Lall (1995, 1997) mentions that
active government intervention would be required to correct such market failure
problems to enhance firms' capability building and international competitiveness. He
also supports his argument by referring to the East Asian NICs in which their
respective governments have intervened extensively to improve the efficiency of the
manufacturing industries through various types of institutional support (Lall, 1993).
However, many other interventionist governments did not succeeded in building a
competitive industrial sector and the reasons have been explored in chapter 3 while
comparing the NICs and African industrialisation experiences in an attempt to draw
lessons from the NICs to SSA countries.

Lall et al. (1994), using the technological capability frameworks carried out a
study on the technological capabilities in a sample of 200 manufacturing enterprises
in Ghana, a country with a long history of liberal trade policies. From their detailed
studies, they concluded that few firms improved their technological capabilities and
their international competitiveness, while many have closed down. The activities that
expanded their export were those that already had a resource-based comparative
advantage that produced simple products for low-income consumers or those, which
were protected by high transport costs from direct foreign competition. The
technological capability approach is a great leap forward compared to the neoliberal
approach that assumes developing countries can have easy access to technology from
the world market and apply it efficiently to the building of indigenous technological
capability for a dynamic competitive advantage. Yet, it is in their technological
capabilities that firms in many developing countries have been lagging behind.

What is the implication of the technological capability approach? Although
overlooked in the neoliberal approach, the technological capability approach provides
the far-reaching perspective that differences in technological capabilities are sources
of competitiveness for firms and consequently for nations. From a microeconomic
perspective of trade and competitiveness, the capability approach rejects the
assumption of perfect competition and introduces heterogeneity between firms. Thus,
variations in firms' capabilities will lead to firms' variation in their response to
changes in their environment. In developing countries that are at a low level of
development, firms have low technological capabilities, and the incentive created
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(encouraging competrtion and a stable macro-economic environment) will be
inadequate for firms to enable them to respond to their demanding and changing
environment. As the capability accumulated in the past determines the current level of
response. firms may more likely be threatened by competition from those that have
already built their capabilities (technical, managerial, and financial). In the short run,
there is no quick fix solution because the creation of institutions and infrastructure to
underpin a market economy is a time-consuming way to influence the behaviour of
the firms. This is why the poor firms' performance with trade liberalisation may be a
signal to the governments of developing countries that industrial capability building
needs to be a major priority from a long-term perspective. One approach is to attract
more FDI so that the capability building can be enhanced by virtue of the inflow of
foreign capital.

From the technological capability perspective, the role of governments need not
be limited only to providing those public services considered classic public services
(such as defence, administration. and justice and security); these are prerequisites for
the functioning of markets in any society. Beyond this, in many developing countries,
their respective governments would be required to pursue industrial policies
conducive to upgrading the production base of the manufacturing firms. These may
include improving the quality of the physical infrastructure, launching various
institutions to encourage investment and research and development to facilitate the
acquisition of technology and technological capabilities. If the firms find the
environment favourable, they will also be encouraged to invest in their capability
building. At the national level, it is expected to improve the dynamic competitive
advantage of nations by enabling them to be involved in the production and export of
high-technology and high-value products. If, however, firms find that their external
environment remains less attractive to invest in their capability building, they are
more likely to continue in the old ways, while their competitive position continues to
decline for lack of competitiveness. Thus, unlike the neoliberals, who consider that
firms go out of business because they are inefficient, the capability approach assumes
that this is because firms lack the requisite capabilities needed to cope in a
competitive business environment, particularly when they are unduly exposed to high
competition. This is exactly what has been happening to the manufacturing firms in
many African countries under SAP during the last two decades.

4.7 Systemic competitiveness

Systemic competitiveness as a theoretical framework is a response to two major
phenomena currently taking place. (1) Globalisation and technological change, which
are rapidly shaping the international economic order through the dynamic growth of
the international financial markets, foreign direct investment, and export of services.
As a consequence, the factor 'endowment-based comparative advantage' (such as
unskilled labour) has become less important with its far- reaching adverse effects on
the competitive position of many developing countries. (2) The inadequate innovative
response of manufacturing firms to trade liberalisation and their apparent movement
towards a situation of slow growth and technological weakness. According to Ferraz,
Kufer and Haguenauer (1996), a competitive enterprise is that which is capable of
developing and implementing strategies for expanding or maintaining a sustainable
market position. The market performance of the enterprise is predominately the
outcome of previous capacity-building efforts, which, in turn, are an outcome of
strategies, based on the firm's prevailing perceptions of competition as a process and
of the economic environment. However, given the weak capability of firms in many
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developing countries at a time their governments are opening their economies,
efficient supportive structures to enable the manufacturing firms to realise the
necessary restructuring towards higher efficiency and competitive position must be
provided.

In view of this, Peres (1994) pointed out that it is necessary to reallocate the
available resources to improve the competitiveness of the firms and strengthen the
institutions providing the systemic factors that determine that competitiveness. Thus,
the systemic competitiveness approach maintains that international competition under
current world trade is not only between firms guided by market forces per se but also
between systems. The firm is still the hub of competitiveness and innovation, but it is
an integral part of the system of linkages which include its suppliers of goods and
services, the financial, technological, energy, transport, telecommunication systems,
the infrastructure and the quality of public sector and the relations within the firm
itself and with other firms (Rosales, 1994). In this sense, competitiveness has systemic
characteristics as it transcends different levels, sectors, institutions, and policies that
reinforce one another (Messner and Meyer-Stamer 1994, 1998; Esser et al. 1996;
1996; Ramos; 1997).

According to the systemic competitiveness approach, the competitiveness of firms
in a country is the product of the complex and dynamic interaction between four
economic levels in a national system. These are (1) the meta-level. At this level, the
willingness and ability of a government to implement a medium to long-term export-
oriented development strategy influence a national competitiveness. To this end, a
government has to stimulate society's creative capabilities for achieving maximum
efficiency at the micro, meso and macro levels through consensus building among its
different social groups. (2) The macro-level. At the macro-level the role of a
government would be to maintain a stable macro-economic policy; an exchange rate
regime that does not discourage exports as well as the development of efficient
financial institutions that stimulate private and public savings. (3) The meso-level.
The existence of efficient factor markets and goods markets are essential for the
effective allocation of resources needed for competitive improvement. Meso-level
policies are also particularly concerned with the improvement of other infrastructures
such as power supply, telecommunications, and financial services and export
promotion policies to create a localised competitive advantage. In most developing
countries, the market is so imperfect that market signals are inadequate to create
incentives for investment in the manufacturing sector, which demands highly skilled
labour and advanced technology. In view of this, proponents of systemic
competitiveness argue that various institutional support have to be created at the
meso-level to correct the market imperfections and enhance the learning process of
the firms to reach a better competitive position. These may include policies that
encourage manufacturing firms to adopt modern technology through the technology
policies, and improve the human skill supply through educational policies, focussed
training, preferential credit, and selective protection. (4) The micro-level. Systemic
competitiveness approach maintains that the survival and competitiveness of the
manufacturing firms is primarily dependent on the firms' own activities. In this
approach, the management of films has to make efforts to be efficient, flexible, and
responsive to cope with the changing business environment. That is, their respective
management must be involved in fundamental restructuring to improve their
innovative capability, financial management, and marketing. As Messner and Meyer-
Stamer (1998) point out, the competitiveness of firms willlargeIy depend on how the
best firms use the creative potential of their labour force; the degree of organisational
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change, and the extent to which they introduce modem technology needed for their
dynamic competitive advantage. Their proactive response, however, would depend on
the availability and efficiency of supportive structures. In view of this, Peres (1994)
pointed out that firms would be encouraged to make greater efforts needed for their
competitiveness if managers/entrepreneurs perceived that there is a strong public and
social commitment. If, however, they feel that such commitment does not exist or is
very weak, the process of greater openness and deregulation may discourage new
production activities and cause the capital investment to shift towards imports.
services, and commerce, which are more profitable for the investor, but have low
developmental effects.

What implications can we deduce from the systemic competitiveness approach? In
countries with a deeply rooted structural weakness (systemic competitive
disadvantage), trade liberalisation cannot correct all the distortions of resource
allocation and enhance industrial development of the kind suggested by proponents of
market Iiberalisation. In such economies, the requisites for the proper functioning of
the markets do not exist. As a consequence, markets do not indicate correct price
signals. Such economies would require pervasive government intervention to reduce
the underlying factors contributing to systemic competitive disadvantage for the
firms/economies. In view of this, Roque and Fontoura (1996) point out that the
creation of a viable market economy demands a comprehensive transformation of the
economic system and its underlying structures founded on strong and sustained
government commitment and social consensus. To this end, governments of low-
income developing countries would be required to strengthen the market-enhancing
institutions and be involved in focused industrial support programs, which have the
characteristics of rehabilitation and development along with the time frame to
withdraw from active intervention. Such intervention is expected not only to
encourage the existing firms to improve their competitive position but also to create a
better business environment for potential domestic and foreign private investment.

While governments would be required to tap the internal resources in their
respective countries as much as possible to enhance their economies' transformation,
the resources needed are likely to be inadequate in low-income countries (because of
low domestic savings to meet the large investment required). Hence, governments
would be required to fill the gap by attracting FDI and seeking external assistance
(technical and financial) to enhance their transformation process. For governments
that are committed to building a private-sector led market-guided economy, and that
are transparent and free from systemic corruption, the opportunity to get external
assistance appears better and can be used as a comparative advantage in attracting
foreign resources.

4.8 Summary

The theories surveyed in this chapter indicate that firms are not homogeneous and
differ in their reaction to changes in their business environment. Hence, they have to
act proactively to improve their competitive position: From the institutional
perspective, through proper governance to reduce their transactions costs; In the
contingency theory, through adopting appropriate structures and strategies; From the
resource-based perspective, through improving their assets/resources; In Porter's
approach, through innovation and creative strategies, while in the technology
capability approach, firms are expected to improve their position through investment
in capability building and in systemic competitiveness, through flexibility, innovation
and networking. Moreover. the theories also indicate that markets of products and
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factors of production are not efficient, particularly in developing countries at the
lowest level in the development continuum. This implies the need for government
intervention to improve the competitive position of firms, although in different tones.
In the contingency theory, the government is expected to improve the firms' access to
resources. From the resource-based perspective, the government is expected to enable
firms to acquire more resources/assets that keep them in business or improve their
competitive position. In Porter's approach, the government is expected to playa
leading role in factor creation on which the firms' competitiveness is highly
dependent. The technological capability perspective suggests active government
intervention in the technological capability building through human resource
development, and research-and development-related to technology. In the systemic
approach, the role of the government would be pervasive at all levels but with more
emphasis on its industrial development policies and supportive institutions and their
effective implementation towards the systemic transformation of the economy.

From the various theories surveyed (Chapters 2, 3 and 4), two lines of thinking are
identified regarding international competitiveness and manufacturing sector
development within the export-oriented development strategy. (I) The neoliberal
approach, which we have already dealt with in Chapter 2. The gist of the approach is
that 'free trade' and market-determined prices would lead to the efficient allocation of
resources and the industrial development of countries as they specialise in their
respective comparative advantages. (2) The national competitiveness approach. In this
line of thinking industrial development is supply-driven from the inside, looking to
the outside world market. Trade liberalisation is but one requirement.
Competitiveness in the manufacturing sector, far from 'getting prices right' requires
more investment in human resource development, technological capability building,
an efficient infrastructure, and an appropriate institutional framework in which the
government is expected to play a pivotal role. This line of thinking is appealing
particularly to developing countries in which firms are at a low level of
internationalisation. As Zattler (1996) pointed out, developing countries at the low
level of the development continuum have a weak productive supply capability,
reflecting the undeveloped private sector that lacks technological, managerial, and
marketing capabilities, a low level of workers' education and training, and a poor
physical infrastructure. Government intervention would. therefore, encourage firms to
enter into world markets; it would also encourage new investment in export-oriented
manufacturing firms. In this regard, developing countries can successfully be
integrated into the rapidly globalising world economy while their manufacturing
sector continues to playa significant role.

But do we have strong theoretical and empirical evidence to justify the need for
government intervention in industrial development? The following section focuses on
this issue.

4.9 Justification for state intervention in industrial development

It is by now evident that liberal trade policies of the kind suggested by the neoliberal
are not a sufficient condition for successful industrial development. This approach is
losing ground because of strong theoretical and empirical evidence that justifies state
intervention in industrial development.

For illustrative purposes, we use two theoretical frameworks to justify state
intervention in industrial development.
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(I) Endogenous growth theories. These suggest that any economy can generate
endogenous growth by improving its technical, human, and infrastructural
capabilities. The field of endogenous growth is vast". However, in the light of
current theories of economic growth expounded by Rome (1986) and Lucas
(1988), the strongest and most sustained prospects for national productivity
growth depend on rate change in human capital, physical assets and technological
progress. This has important implications for the role of government in sustaining
industrial development and competitiveness.
As Katz (1995) persuasively argued markets for technical knowledge and
information, education, and human capital creation are characterised by imperfect
appropriability of benefits, externalities. and scale economies in the generation
and utilisation of knowledge. There are strong a priori grounds to believe that
market signals operate in a very imperfect way. As a consequence. government
intervention is needed if developing countries are to generate the basic
technological and human capital infrastructure required for a satisfactory process
of growth; for technological modernisation and integration into the world market.
In view of this, Todaro (1997) rightly notes that industrial development is a
process of structural change; the market may be efficient in allocating resources in
the margin, allowing certain industries to emerge and others to fail. However, it
may be ineffective in producing large discontinuous changes in the economic
structure, changes that may be crucial to a country's long-term industrial
development to ensure that it changes overtime and flourishes. The required
change will, Therefore, rely to a greater extent on the role government plays
because the institutional and cultural preconditions for market economy are in
short supply and as a consequence countries will face a challenge in their
structural changes if left to the market forces. In view of this, Gerschenkron (1962) •
pointed out that the level of state intervention tends to be high in late-emerging states
like Eritrea because market failure tends to be pervasive; he underlined the role of
special institutions such as investment banks in enhancing the process of their
industrialisation.

(2) Strategic trade theories. The salient features of strategic trade theories are that,
contrary to the neoclassical assumption, there are significant imperfections in the
markets of goods and factors of production, resulting in oligopolistic and
monopolistic market structures. Two important strategic trade models are those of
Krugman (1984) and Brander and Spencer (1985), who explain that export subsidy
could help domestic producers capture third country markets at the cost of foreign
rivals. Helpman and Krugman (1994), for instance, demonstrate that the perfect
competition assumption underlying the comparative advantage theory does not hold
true in to day's world trade. They point out that more than half of the world trade is
in manufactured goods, where markets are usually oligopolistic rather than
competitive, and that the magnitude and nature of externalities and dynamic
economies are far more significant than is recognised. In the presence of oligopoly
and economies of scale, import protection is not only compatible with, but may even
be instrumental to, export promotion (Krugman, 1984).
Strategic trade theories imply that a country's comparative advantage is not given
once and for all. It is endogenous and dynamic. and can be improved by active

4 For a good introduction to endogenous growth theory, see Aghion, P. and P. Howit
(1998).
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government intervention at national and sectoral levels and at the micro-level
(Patibandla, 1994). The mode of intervention could be different in different countries
depending on their level of development. In low-income developing countries, the
intervention may concern human resource development and training of workers,
assisting in research and development and technology transfer, and creating the
appropriate physical infrastructure. Such interventions are particularly important,
given that competitive advantage has become increasingly dependent on skill and
technology intensive manufactured products. These specific policies could be
regarded as "factor endowments" that cannot be readily tradable in the market.
Moreover, to date, it is observed that many governments intervene in supporting
their industries under the pretext of imperfect markets, for instance, Japan in semi-
conductor industries, USA in steel and automobile industries, the EEC in agriculture
and the NICs in a range of industries (panchmukhi, 1994; Krugman and Obstedfeld,
1997).

Where do we stand with regard to the role of government in industrial development?
The direction seems that the developmental role of the state has been recognised,
particularly in East Asia (World Bank, 1993). Similarly, the World Bank Report
(World Bank 1991, 1997) has positively appreciated active government intervention
in countries with pervasive market failure. Similarly, Stiglitz (1997) points out that the
failure of markets to produce efficient outcomes is so pervasive that there is potential
for government action in almost every sphere. He suggests that a pragmatic approach
is required in identifying areas in which market failures are most significant and
government interventions are most likely to make a difference.

To summarise, there are four major policy areas where a consensus of opinion is
emerging that is relevant to industrial development. They are: (I) export-oriented
industrialisation and competition is necessary for efficiency enhancing in resources
utilisation compared to IS or centrally managed economic policies; (2) the
maintenance of stable macro-economic policies provides a conducive environment for
attracting domestic and foreign investment needed for industrial development, is far
from being sufficient for creating an internationally competitive industrial sector; (3)
the role of technology and skilled labour are major determinants of industrial
development and competitiveness of manufacturing enterprises. They are
characterised by large externalities that cannot be left to the market and need state
intervention; and (4) judicious state intervention in developing countries to support
industrial development is theoretically justified. The empirical literature on East Asian
countries also indicates that intervention by governments in their respective
economies has played an important role in building the technological, human, and
financial capabilities of the manufacturing sector.



CHAPTER 5
RESEARCH DESIGN

5.1 Introduction

In Chapter I, we stated the objectives of the study. In Chapters 2, 3, and 4, an
extensive literature review was presented to put the study in a proper perspective as
well as to increase our understanding of the effectiveness of trade liberalisation in
developing countries. Drawing on the literature review and in line with the research
objectives, this chapter focuses on research design as a guiding line for the empirical
study. In this sense, it links the theory with the empirical work that will be reported on
in Chapters 6 and 7. In sections 5.2- 5.3, the focus will be on the research method and
sample size. Section 5.4 will summarise the various theoretical frameworks reviewed
in the literature and subsequently Section 5.5 will explain systemic competitiveness,
the selected theoretical framework for our empirical study. Section 5.6 will discuss
the levels of the empirical study and will operationalise the concepts/variables to be
measured at each level consistent with the adapted scheme of systemic competiti-
veness. In Section 5.7, the methods of data collection will be discussed, while Section
5.8 will deal with the issues of validity and reliability of data collected. Finally,
Section 5.9 will explain the methods of data processing.

5.2 Case study method

Since 1991, the government of Eritrea has opted for an export-oriented development
strategy with the objective of building a market-guided economy. To that end, it has
liberalised the economy while making efforts to stimulate the country's transition from a
war-ravaged economy towards rehabilitation and development. It is only a short time
ago since Eritrea emerged from the prolonged war for independence. Its economy could
still be characterised as a post-war "emerging economy". That is why the government of
Eritrea has been involved in the double task of rehabilitating and reconstructing the war-
ravaged economy and building up institutions and issuing policies needed for the
transformation of the economy to a market-oriented, private-sector dominated, and
export-oriented economy. To date, virtually no studies have been made of the
performance of the manufacturing enterprises that address their real situation in the
totality of the environment in which these firms have been operating following the
government's introduction of the liberal trade policy.

We will, therefore, use Eritrea as a case study for an in-depth understanding of the
situation. According to Yin (1994: 13), a case study is an empirical inquiry that
investigates contemporary phenomena within its real life context, especially when the
boundaries between phenomenon and context are not clearly evident, and relies on
multiple sources of evidence. A case study is also a more preferable strategy in
investigating questions such as 'how' and 'why', specially when the investigator has
little control over events, and the focus is one of contemporary phenomena within the
real life context (Yin, 1994: I). Case study research can be exploratory, descriptive, or
explanatory, depending on the situation, but they have a common feature of using
multiple sources in the investigation (Yin 1984; Hakim, 1987). The case study method
that involves multiple sources of data collection also allows the investigator to conduct a
more thorough examination of the subject than is possible with a quantitative study
because the investigator can address a broad-based range of historical, attitudinal, and
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observational issues. which would be impossible in survey research (Chetty, 1996). As a
case study is an in-depth investigation of the subject and provides the opportunity to
apply a multi-method to a unique setting, it tends to maintain the integrity of the whole
with its myriad of interrelationships (Sommer and Sommer, 1991). With the case
method, it is possible to identify the reasons why certain decisions were made, how and
why they were implemented, and with what results (Chetty, 1996). Recently, a case
study approach has also been preferred to describe the situation of the manufacturing
enterprises and their response to policy changes in developing countries and transition
economies.

We use Eritrea as a case study to explain the reaction of the Eritrean
manufacturing firms to trade policy changes as an example in view of what we have
seen in our literature review, i.e .. how has export promotion been carried out in
Eritrea and what role does the government and its institutions play in the kind of
strategy opted for, using the adapted systemic competitiveness approach. Theories are
tools for understanding better what is going on in this country. The Eritrean case is
also an interesting one in its own right because it can provide an informative natural
experiment/case for the empirical analysis of trade liberalisation and its impact on the
performances of the manufacturing firms. The intention is not to build a theory or
refute a theory on the basis of the Eritrean case. The main objective is to understand
the Eritrean situation in a theoretically informed way using an adapted systemic
competitiveness approach, taking into consideration the particular historical evolution
of the country, the direction and speed of the economic changes, its evolving
institutions and the firms' response to the economic policy changes. Any theoretical
conclusions are bonuses.

5.3 Sample size

Focusing on Eritrea as a case study, we chose 39 public manufacturing enterprises.
These are enterprises that were nationalised by the Ethiopian government before
liberation and have continued in the hands of the Eritrean government after liberation.
Some of them have been privatised recently. These firms represent the total
population. Thus, our sample is the total population and our approach is a census. The
size of the public and recently privatised manufacturing firms was within the scope of
the study to investigate them all. Investigating all the public and privatised
manufacturing firms will give us the true picture of their activities and performance in
Eritrea in its post-war situation.

5.4 Theoretical framework

The central research question developed in Chapter I is "Is trade liberalisation effective
to stimulate manufacturing firms to improve their performance and competitiveness in
Eritrea, and what should the Eritrean government do (if any thing) to promote the
development of an internationally competitive export-oriented manufacturing industry?"
On the basis of the research question, an extensive literature review with emphasis on
trade regimes and responses of firms was made. The recommendations that emerge from
the various trade theories are similar: developing countries have to follow a liberal trade
policy to enhance their industrial development based on their relevant comparative
advantage. The theoretical underpinning of the liberal trade policy is the neoliberal
approach. The focus is on macro-economic and trade policy changes to reduce anti-
export bias and maintaining stable macro-economic prices to stimulate exports at the
micro-level. In the neoliberal approach, trade Iiberalisation provides incentives and
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creates competitive pressure on the enterprises. This in turn is expected to improve their
efficiency, and stimulate managers of firms to undertake necessary adjustments in their
labour, technology, finance, and market while firms which fail to make the necessary
adjustments will remain inefficient and will eventually die for lack of competiti-
veness.

It has become clear from the empirical literature firms operating in countries that are
at a different level of development respond differently to trade liberalisation. The
response of the firms was weaker in countries at an early stage of development,
particularly in SSA countries, and stronger for firms in countries that have reached a
threshold level in their development, particularly in the NICs and the like. The findings
indicate that the neoliberal approach, which claims to demonstrate that stable macro-
economic policies and market-driven competition are a sufficient condition to firm-level
efficiency improvement and international competitiveness has inherent weaknesses and
flaws. The uniform policy prescription of the neoliberal view overlooks the historical
evolution of countries and the level of their economic development

We reviewed several other theoretical perspectives in order to explain the
questions that remained unanswered by the neoliberal approach, on the one hand, and
to have a better understanding of how manufacturing firms'/countries' competitiveness
is determined and developed over time, on the other hand. These theories include the
institutional perspective of competitive advantage, contingency theory and its
implications for competitiveness, resource-based competitive advantage, Porter's
theory of national competitive advantage, the technological capability approach; and
systemic competitiveness. Each theory, while dealing with the omission of the
neoliberal approach, focuses on some key factors that it considers essential for
international competitiveness and industrial development. Consistent with the various
theories, Mothe and Paquet (1998) argue that the firms' performance is not only
determined by trade liberalisation but also by a number of factors ranging from the
culture of a society, the institutional structure of an industry, the physical and human
resources of the countries, and the policy of the governments and their mode of
intervention. Thus, the choice of an appropriate theoretical framework that makes sense
of the relationships among several factors that influence the performance of Eritrean
firms is crucial.

5.5 Systemic competitiveness approach

While looking at the Eritrean case, we use an adapted systemic competitiveness
approach to conduct our empirical research. According to the systemic
competitiveness approach, competitiveness at the firm level is the product of complex
and dynamic interaction between four economic levels in a national system (Messner
and Meyer-Stamer, 1994). These levels are:

(1) the macro-level. At the macro-level, the role of a government would be in
maintaining a stable macro-economic environment, an exchange rate regime that
does not discourage exports, and the development of efficient monetary and
financial policies that stimulate private and public savings. Macro-economic
policies that distort prices and raise production costs will hinder firms'
competitiveness while policies that do not work against exports and market
competition tend to augment efficiency of resources allocation and hence the
competitiveness of firms.

(2) the meta-level. A country evolves with its historical and cultural background and
this background influences the country's meta-level development strategy. The
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role of meta-level forces is reflected in the willingness and ability of a
government to implement a medium to long-term export-oriented development
strategy, and its capability to improve performance at the macro, meso, and micro
levels. At the meta-level, a government must also be able to convince the different
groups or actors in society (business associations, trade union, and other private
organisations) to support its development strategy. Systemic competitiveness
theory maintains that if the various social sectors support the government's
strategy, they will be willing to work with dedication to achieve the national
development objectives set in the macro-economic policies that have far-reaching
effects on the competitiveness of the manufacturing sector of the country. The
relationship between the meta-level and micro-level may not necessarily be direct
but it has an impact through stimulating or discouraging entrepreneurial activities
and investment or people's active participation in the development process.

(3) the micro-level. A major source of competitiveness emerges at the firm/micro
level. At this level, the important factors for competitiveness include managerial
competence, effective technology management and innovativeness, and
interaction between suppliers, producers, and consumers (networks). At the
micro-level, the managers/owners of the films that exert efforts to improve the
managerial. technical, and financial capabilities of the firms by injecting
investment will improve the competitive position of their firms. Moreover,
managers have to apply marketing practices, modern techniques of production and
quality control and must improve the skills of their employees. Efforts by
managers at the micro-level will help firms simultaneously improve their
efficiency, flexibility, product quality, and speed of response. These are critical
factors for sustaining a firm's competitive edge.

(4) The Meso-level. The efforts at the macro-level and at the firm level are linked by
the meso policies that focus on the infrastructural, technological, and educational
development, as well as on industrial, import, and export policies. These have a
central role at the firm level for competitiveness. Some would like to label them
the 'institutional endowments' of a country and they embrace all the rules,
practices, routines, traditions, and convictions associated with the supply of
capital, land, labour, and the market for goods and services (Maskell et al. 1998).
Meso-level policies also include the entrepreneurial and the managerial incentive
structure and government decision-making practices characterising the country.
At the meso-level, the adequacy of power supply, the availability of capital for
investment and skilled labour. and other supportive institutions, for example, will
improve the efficiency and competitiveness of the firms. In fact, the difference of
the meso-level is one the differentiating factors of industrial efficiency between
the developed and the developing countries, and even among developing
countries. Thus, systemic competitiveness suggests that the competitiveness of the
manufacturing sector is the result of concerted and consistent efforts made by
firms, government, and its institutions. The outcome of the interactions is
reflected both at the micro-level (firm level) and by macro-level performance.

The evolution of Eritrea's manufacturing firms and the country's evolving export-
oriented development strategy make an adapted systemic competitiveness approach
more appropriate in investigating why firms have been responding the way they do. It
is also very useful in analysing the macro-level and meso-level development efforts
underway in the country and their implications for firm level competitiveness. As
indicated in Chapter I, since 1952, the Eritrea firms were tuned to the domestic
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market with little incentives for their capability building. Moreover, the Eritrean
economy had suffered damage to human, physical, and other resources, which are
vital for its socio-economic transformation. On the other hand, the long war for the
liberation of Eritrea against Ethiopian colonial occupation has encouraged the
development of values of dedication, responsibility and endurance at individual,
societal, and leadership levels in Eritrea. The struggle for liberation also helped the
mobilisation and pooling of the skills and creativity of the various social sectors
(teachers, labourers, medical doctors, engineers, and agricultural experts). The
knowledge of these social sectors has been transferred through training (or other
appropriate way) to the large members of the liberation front. For example, in the area
of health, people with a low level of education were given with well-tailored health
education for six months, and were trained as medical workers to provide health care
to society and the freedom fighters (Firebrace and Holland, 1984). Similar activities
took place in the field of road construction, agriculture, academic and political
education, and industry. As a result, the approach was instrumental in the political,
economic, and social transformation process of Eritrea during the struggle for
liberation. Moreover, the liberation of Eritrea has created a better environment to
involve the available potentials of the country to enhance the economic reconstruction
and nation building process. To this end, the Eritrean government has increased its
efforts in mobilising the internal capabilities of Eritrean society.

Figure 5.1 Scheme of the framework
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The systemic competitiveness approach is also appropriate for Eritrea because it is
comprehensive and integrates the theoretical contributions from economics, strategic
management, organisation behaviour, and institutional. In this respect, it is multi-
disciplinary and provides a better theoretical perspective on how international
competitiveness of manufacturing firms is enhanced in a market-oriented economic
policy environment from both static and dynamic points of view. Moreover,
development in Eritrea suggest that the forces operating at the meta, macro, meso, and
micro levels determine the competitiveness of its current manufacturing firms and the
country's future industrial development. The four levels have their respective roles to
play in enhancing or hampering the competitiveness of the manufacturing firms and
the country's future industrial development in the rapidly changing world economy.

5.6 Level of analysis

The adapted systemic competitiveness scheme offers guidance for the empirical work.
In this scheme, the factors that affect the firms' competitiveness are found at four
levels. In line with this framework, the empirical study will also cover the four levels.
This approach will help us achieve a better understanding of how the forces at the four
levels have been influencing the competitiveness and performance of the firms in the
desired direction or hindering firms from moving in the direction of higher efficiency
and competitiveness. Based on the adapted scheme of systemic competitiveness,
conceptualisations/ operational definitions of the variables, which are considered
crucial to the competitiveness at each level, are explained below.

5.6.1 Meta-level
In view of the increasing globalisation of the world economy, Eritrea had to adopt a
strategy that would enable it to integrate with the world economy through trade and
foreign direct investment. Within this spirit. the Eritrean government has declared its
export-oriented development strategy at the meta-level as the gUlci~.:;:;orinciple
(philosophy), which is pro-private and pro-market and gives a message to the business
community and would-be investors following the liberation of the country. This
strategy is in sharp contrast to the guiding principle of the Ethiopian military
government strategy before 1991, which was anti-private sector and anti-competition.
The aim of the export-oriented development strategy of the Eritrean government is to
use the large foreign market as a stimulant to the business community and to use the
discipline of competition to create an efficient industrial base as well as to attract
domestic and foreign private investment. Thus, the meta-level is expected to influence
the firms to change their market orientation to make use of the world market and
induce the emergence of new private investment.

The second meta-level factor that we consider is the basic pattern of political and
economic organisation. The Eritrean Liberation Movement under the leadership of the
EPLF was able to mobilise all Eritrean social groups (peasants, workers, academia,
youth, and women) to achieve a common national goal, the liberation of Eritrea,
which was realised in 1991. In the post-liberation period, popular participation of the
people has been directed toward the reconstruction of the country. The ability of the
government to gain support in the form of resources within society to achieve national
objectives, and the growing socio-cultural and shared values of the society to support
the government have their root in the historic struggle for independence. The meta-
level forces are analysed using available documents (secondary data) to obtain a clear
picture of how the post-liberation meta-level national associations have been involved
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in the development of the national economy and had great impact on the efficiency of
the firms. The meta-level influences will be presented in Chapter 6.

5.6.2 Macro-level
Theory leads us to expect the firms' competitiveness is influenced by the macro-
economic policies followed by the Eritrean government. At this level, the macro-
economic policies used and the nature of the incentive structure in relation to the goal
of developing competitive export-oriented private sector-led manufacturing
enterprises are analysed. At the macro-level, the following policy measures are
operationalised in terms of their impact on the macro-economic stability and the
incentive they provide to the firms.

(i) The fiscal policy has a pervasive impact on firms' competitiveness. The tax regime
affects after-tax profitability of business firms. Its budgetary policy and method of
financing also affects firms through the impact on inflation or on the availability of
credit. For instance, a government's budgetary policy that leads to increasing budget
deficit and, consequently to an increasing inflation in comparison to the trading
partners adversely affects the competitive position of its economy. In our case, we
will analyse the size and pattern of the budget balance in the country and its likely
impact on the competitive position of the country's firms. Budgetary balance is the
difference between the total government revenue and its total expenditures. The size
and direction of budgetary balance serves as a good indicator of the country's macro-
economic conditions, with its far-reaching implications for firm level competitiveness.
(ii) The monetary policy influences the macro-economic position of a country and the
competitive position of the films through its credit, interest rate, and exchange rate
instruments. The focus will be on whether the credit and interest rate systems provide
some privileges for the manufacturing firms or whether they are sector-neutral.
Whether the exchange rate system in Eritrea is fixed by the government or is
determined by the market forces. The level of inflation in the country as measured by
consumer price index will also be analysed. As the cost of production of the firms is
affected by the fiscal and monetary policies, an analysis of these policies will show us
whether firms have been positively or negatively affected in their competitive
position.
(iii) A country's competition and trade policies affect the firms' efficiency and hence
their competitiveness to a greater extent. A government that encourages competition
and favours liberal trade can, by reducing rent-seeking behaviour induce its firms to
increase their efficiency while a government that discourages competition and
protects its firms through high tariff barriers breeds inefficiency and rent-seeking
behaviour. In our case, we investigate how open the Eritrean economy has been and
the degree of its integration with the world economy measured by the ratio of trade to
the GDP. Increasing trade in Eritrea is expected to improve the county's ability to
import capital goods, which wilI help the transfer of modern technology, needed to
improve the competitiveness of the county's manufacturing sector. At the macro-
level, competitiveness over time signifies the economy's ability to produce more
goods for international markets. The country's balance of trade position will be
analysed to gain insight into Eritrea's trade balance. The pattern of the trade balance
(the difference between the goods exported from Eritrea and the goods imported to
Eritrea) will be used as indicator of the country's competitiveness and the extent to
which the country's exports have been financing its imports.



112

(iv) The investment policy. Industrial development and economic growth require large
investments in existing and in newly created firms. In line with this, the government
of Eritrea has published its investment code. The objectives of the investment policy
are to encourage investments that utilise the country's resources properly, expand
exports to encourage the introduction of new technology to enhance production
efficiency, create and expand employment, and encourage small and medium-sized
enterprises and equitable regional growth and development (GOE, 1994). Our focus is
on the new investment proposals approved by the investment centre. Within this
framework, we will focus on the analysis of the sectoral distribution of investment.
An analysis of new investments will give us a picture on the degree of responsiveness
of private investment to the new market-oriented business environment. Moreover, we
will analyse the extent to which foreign direct investment (FDl) has been flowing into
the country and the pattern of sectoral distribution. The sectoral distribution can also
give a picture of which sector foreign investors favour or why foreign investment has
not been increasing as expected. Furthermore, the new capital investment injected by
the public and privatised firms will also be analysed within the overall investment
climate prevailing in the country. The macro-level analysis will be presented in
Chapter 6.

5.6.3 Meso-level

Macro-economic policies are implemented by various institutions, which have great
bearing on the efficiency of the manufacturing enterprises. Eritrea as a new nation is in
the process of building national institutions. Given this fact, a number of meso-level
policies or institutions would be expected to provide support services as incentives for
the manufacturing firms to respond actively. At the meso-level, the level of various
institutional development and capability, are operationalised through their output or
outcome, for example, whether the transport sector supplies the economic agents with
efficient transport services. The following meso-level policies are considered
important for firms' competitiveness:

(i) import and export policies: here, the focus will be on whether it is the
government's policy to protect selected industries from competition or to provide
special assistance to enable them to reach a competitive level, or whether the
government uses a level playing field policy. (ii) Infrastructure policy: how effective
the existing infrastructures have been such as power supply, financial and
communications, in meeting the demand of the manufacturing firms. (iii) Education
policy. The role of skilled labour in improving the firms' efficiency cannot be
overestimated. In the absence of the required skilled labour in the labour market, the
manufacturing firms will be hindered from introducing modern production technology
and consequently from improving their productivity, which is crucial for their
competitive position. We will focus on whether the educational system of the country
has been able to supply the skilled labour force that meets the demand of the
manufacturing firms. (iv) Industrial policy. The type of industrial policy a government
adopts also has far-reaching effects on its manufacturing firms' competitiveness, both
from static and from a dynamic perspective. While a 'free trade' regime is more of a
theory, as we rarely observe it in the real world, the mode of government intervention
and the type of industrial policy differ across countries and over time. The dominant
current thinking on industrial policy favours a uniform and low tariff barrier and a
reduction of state involvement in industrial development, particularly with selecting
the winners. This pro-trade liberalisation view is based on the premise that market-
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guided competition will induce firms to increase their efficiency and competitiveness.
In our case, industrial policy is any type of purposeful support given to firms by the
Eritrean government or its institutions with the objective of improving the firms'
competitiveness. Within this framework, we will analyse the industrial policy of the
government of Eritrea on the ground (actual policy), that is, whether the industrial
policy it is in line with the hands-off policy or oriented to the promotion of some
industries that are considered a high national priority. This will give us an insight into
the likely future industrial development potential of the country, taking into
consideration the level of development of market enhancing institutions. (v) The
technology policy is a major factor for industrial development because it can
facilitate or hinder the transfer and adoption of new technology needed for industrial
development. In our case, we will investigate the existence of institutions that
facilitate the transfer of technology in the country with special reference to the firm
level as well as the specific incentives that enhance entrepreneurial zeal which is
crucial to innovation at the firm level. The Analysis of the meso-level factors will be
presented in Chapter 6.

5.6.4 Micro-level
The role of the meta-level, macro-economic policies and meso-level policies are
crucial for a firm's competitiveness. However, it is underscored that it is primarily the
enterprises (firms) that are expected to develop their competitiveness and capabilities
and improve their performance in the new competitive environment. Compared to
import substitution development strategy, export orientation provides the firms with
more incentives and better opportunities for entrepreneurial/managerial activities to take
advantage of a larger world market. Adapting to a new business environment is the
principal task of the managers/owners), who are expected to make conscious efforts to
improve the efficiency of the firms in response to the perceived opportunities and
challenges or their vision about their business development (Guisinger and Miller, 1982).
The managers/owners of the firms are expected to respond to product and factor
market signals surrounding them and the institutional environment in which they
operate. This amounts to developing their production facilities, making the required
adjustment in the activities of the firms and organisational structures to improve their
performance.

The micro-level investigation focuses on the managerial competence and the
efforts made at the firm level in response to the liberal trade policy. Managerial
competence and the various efforts underway at the firms' level will be
operationalised below.

(i) Management competence includes the knowledge, skills, and abilities of the
managers that result in effective managerial practices to improve the firms'
performance. Managers are expected to act strategically with the objectives to
overcome the obstacles facing the firm he/she manages, consistent with the
managerial discretion she/he enjoys; the firms' resources and their capabilities. An
experienced and talented manager is a major asset to a firm. Hence, difference in
managerial competence can bring differenceslchanges in the performance of the firms.
In our case, management competence is measured by the educational qualification of
the general managers, their past managerial experience, and the years of service in
their current managerial post (Q. 1.8 - Q. 1.10 of the questionnaire). The higher the
level of educational qualification and the greater the managerial experience of the
general managers, the more they will be able to manage their firms efficiently, other
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things rernammg the same. In the context of Eritrea, in which the business
environment has been changing rapidly, the competence of managers will be a major
factor for the success or failure of the firms' performance.

(ii) Business Plan (Strategy). Another indicator of management competence is the
ability of the managers to formulate business plans. In a market-guided economy,
managers/owners of firms are required to have a plan that indicates where the firm will
be heading, for instance, in four year's time. The firm-level business plan is, to a large
extent, dictated by the internal and external environment of the firm. A Business plan
(the strategic orientation of managers in our case) is the vision of the general
managers and their commitment (or the need to commit) to resources to carry out
major changes during the period of 1999-2002 in an attempt to make their firms reach
a position consistent with the demands of their business environment (Q. I .29 of the
questionnaire). This is the period we expect that the firms can make substantial
adjustments by assessing their internal circumstances and the dynamics of their external
environment in order to improve their performance. The plan is consistent with the
systemic competitiveness that managers have to pursue business-level plans/strategies
appropriate to their circumstances, feasible in terms of their resources, skills, and
capabilities.
Though the future is very uncertain, having a business/firm level plan will help
managers in making informed decisions, particularly pertaining to investment that will
have an impact on their future competitive position and performance improvement.
Investment is also very sensitive to the overall economic environment and incentive
regime (Lall and Latsch, 1998). It is also very much dependent on the managers'
perception of strategic actions that are most likely to lead more competitiveness and
profitability. While dealing with business plans, the visionary general managers will
be identified from the non-visionary managers based on a number of managerial plans
to be implemented over the period of 1999-2002 (Q.l.29 of the questionnaire). These
plans are: (l) investment in new machinery; (2) investment in new buildings to
expand production; (3) improvement of the quality of the products; (4) introduction of
new product lines; (5) entering new foreign markets; (6) employment of skilled
labour; (7) opening new departments to promote exports; and (8) replacement of
imported raw materials by domestic raw materials. The focus will be on examining
the extent of the investment plans of the owners/ management, as most of the firms
have been starved of capital investment for a long period. Such a production
augmenting investment plan is a reflection of the managers' expectations and
perceptions, the strengths and weaknesses of the firms, their opportunities and
obstacles facing them in the market-oriented economic environment. Firms with
growth-orientation are expected to contribute to the country's transformation process
while moving along the road to improve efficiency. Investigating the firms' business
plans will help us to evaluate whether the managers of the firms are agents of change
and development, with a vision and growth-orientation consistent with the macro-
economic objectives.

(iii) Innovation management is an important factor in promoting the efficiency of the
firms, improving their methods of production and productivity, and subsequently their
competitiveness. In the absence of innovation at the firm level, firms will fall back
and may eventually face bankruptcy for lack of competitiveness. This will be reflected
in declining profitability or sales. Innovation management is also dependent on the
degree of the technical skill and marketing know-how of the managers, and the degree
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of managerial discretion in the case of state-owned enterprises. The level of a
country's economic development also influences the managerial innovativeness. The
extent to which a country's national institutions involve in research and development.
which are the main sources of innovation, and the availability of resources, such as
capital and skilled labour also varies with the country's' level of development. and
has a far-reaching influence on firm level innovation.
Firms exposed to international competition are expected to be more inclined to
improve their operations in an innovative way consistent with their capability and
resources. In our case, firm-level innovation management is seen broadly, and
includes advances in the kinds of products, the production process. the management
system, the marketing system, and the organisational structure. We measure
innovation management by the degree to which the managers of the firms have
introduced new products. new product lines. new machines. the existence of
marketing departments and the degree to which marketing research is carried out to
promote sales (Q. 1.23, Q. 4.13 and Q. 4.19 of the questionnaire). In the public
enterprises, the manager's capability to induce firms towards innovative practices can
be affected by the degree of autonomy given to him/her. Hence, managerial autonomy
will also be investigated to indicate how independently the public enterprise managers
can act in strategic decision making areas.

(iv) Best practice throughout the product cycle. Competitiveness at the firm level can
be sustainable provided firms use better technology, and/or produce better quality
products with a greater degree of flexibility in production to meet 'changing
consumers' demand. Though it cannot be presumed that firms in Eritrea in its present
state of development compete on the basis of best practices, its importance cannot be
ruled out. In our case, the best practices covering the entire product cycle are assessed
by looking at the extent to which the firms have been towards best practices by
measuring the age of the productive technology in use by the firms and by evaluating
the production flexibility of the firms in copying to meet the demands of their market
and the nature of the products the firms produce as well as the organisational
structure. (Q.1.l5, Q. 3.6, Q. 3.7 and Q.3.23 of the questionnaire). Other factors that
help firms to improve their practices are the availability of skilled labour and capital
investment injected into the firms. In view of this, we will also investigate the changes
in the skills of the work force of the firms, comparing 1994 with 1998. The change in
the size and composition of labour can give us an insight as to whether the firms have
been moving towards increasing the number of employees and changing the
composition of the workforce towards more skilled labour, which is a major factor for
competitiveness (Q.2.7 of the questionnaire). Moreover, the extent to which the
managers of the firms have increased capital investment will also be investigated, as it
is a major factor for the modernisation of the firms' production facilities and
subsequently for their competitiveness (Q.3.22 of the questionnaire).

(v) Integration into a network with other firms. The creation of networks with other
agents can be a source of competitive advantage because these can reduce transaction
costs in searching suppliers of raw materials, technology, and potential markets for
products. Networks can also give firms access to external resources that they do not
own but that are helpful for their performance improvement. In our firm-level study,
we will focus on whether the firms use external consultancy, have long-standing
linkages with suppliers of their raw materials, machinery, and spare parts or with
buyers of their products (Q. 2.18, Q. 6.6, Q.6.1O, Q.6.14). This will help us to
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understand the extent to which the managers of the firms have been able to exploit the
advantages of networking.
(vi) Micro-level view on institutions. The micro-level investigation also covers the
response of firms to government institutions or regulations as the institutional
environment also influences the performance of the firms.
In order to assess the institutional environment, which influences production.
exchange, and distribution of the firms, we identified eleven institutions (institutional
and regulatory services) that we consider to have an effect on the performance and
competitiveness of the firms. These are (l) custom duties; (2) banking services; (3)
port services; (4) licensing; (5) power supply; (6) regulations on imports and exports;
(7) labour regulations; (8) tax regulations; (9) other infrastructure; (10) financing; and
(11) environmental regulation (Q.1.20 and Q.l.21 of the questionnaire). The
importance of such institutions to the firms and their efficiency in delivering their
services will be analysed by ranking the answers of the general managers on a scale of
1-3 for the importance of the services and on a scale of 1-4 for the quality of the
services. Analyses of the institutional environment of the firms will address the
research question of how firms respond to government institutions. Investigating the
institutional environment in which the firms operate will give us a deeper insight into
whether the institutions have been responding to the needs of the firms adequately and
whether the firms have been encouraged as a result, or whether institutional services
have been below the level firms expect and as a consequence firms have been
discouraged in their pursuit to improve their competitive position by such an
inadequateJinefficient supply of services. The micro-level analysis will be presented
in Chapter 7.

5.6.5 Performance measurement for the empirical study

The manufacturing firms that the study deals with are state-owned companies which
have been given autonomy to operate on a commercial basis until they are privatised.
Some of them have already been privatised. In our framework, the performance of the
firms is the result of the interrelated interactions of the forces at the meta, macro, meso
and micro levels. As the conceptual framework indicates (see the diagram in section
5.5), the performance of the enterprises will be empirically investigated using four
performance measures: sales, exports, profit (profitability), and capacity utilisation.
These performance indicators are consistent with the theoretical expectations of
systemic competitiveness. Moreover, the indicators reflect the expectation of society
towards the firms and will show the degree to which firms have lived up to that
expectation. Furthermore. the performance indicators have been used in various
studies, particularly in countries that underwent structural adjustment programs.
Operationalisation of the firms' performance in terms of financial and non-financial
measures are presented below.

(i) Safes
State-owned firms operating in a protected domestic market focus on production
rather than on the marketing of their products, because the protected market is
characterised by shortages and firms can sell their products with few market
problems. Moreover, a profitable sale is of less concern to managers because the firms
are predominantly dependent on the state budget for capital investment and working
capital. With a change in economic policy towards a market economy and a provision
of autonomy to public enterprises, it is expected that a government will increasingly
be unwilling or unable to finance the firms through direct budgetary allocation. As a
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consequence, the firms' primarily source of income will be their retained earnings
from profitable sales. Thus, in a new market-based environment, firms are expected to
change their behaviour by improving their production method and marketing strategy
to increase their sales. Increased sales are also a reflection of the ability of firms to
improve the quality of the products, and to lower the price compared to their
competitors. The sales are the revenue of the Eritrean firms from their products
supplied and sold in both the domestic and foreign markets (Q.5.l8.1 and Q. 5.18.2 of
the questionnaire). Higher and sustainable sales revenue is an indication of the firms'
ability to make products for which there is high demand from consumers compared to
their competitors. Thus, in our case, we analyse the firms' sale to examine whether
these have been sustainably growing and have enabled the firms to generate an
adequate profit that meets their financial need.

(ii) Exports
In developing countries that were centrally managed or under lSI for a longer period,
exports were either not the priority of the governments or were unintentionally
hampered by the adopted policies that discouraged exports. In an environment where
firms remain under high protection with little competition from imports, they prefer to
stay in the domestic market to make more profit even without increasing their
efficiency. With trade liberalisation, the firms are expected to make a successful
transition from a domestic market-orientation to an export orientation, and to increase
their exports. A sustainable increase in exports indicates an increase in the efficiency
of the firms and their international competitiveness, with far-reaching impact on a
country's economic growth.
In our case, exports are the firms' sales outside Eritrea and it is the main source of
foreign exchange earnings needed for the country to import what is needed for its
development (Q.5.18.2). The normal way a firm involves in a foreign market is
through exporting its products. Therefore, the degree of export orientation of the
Eritrean firms will be examined. Export orientation is defined as the proportion of a
firm's exports in relation to its total sales. The pattern of export-orientation over time
will help us to evaluate whether firms have been regular exporters, sporadic exporters
(those which exports occasionally), export intenders (those which have never exported
but have the intention to export in future), or non-exporters, and the reasons for such
difference will be elicited. Regular exporting is an active response, which is the result
of the firms' effort to increase their selling to foreign markets. Sporadic export is a
passive involvement in which the films export only now and then, either on their own
initiative or in response to orders received from abroad. Analysing the export
behaviour of the Eritrean firms will allow us to evaluate their level of
internationalisation. Internationalisation is defined as an increase in the number of
firms that participate in exporting their products and the growth in the share of exports
relative to total sales for the firms that export their products.

(iii) Profit
Profit is the ultimate objective for most business organisations. It is the difference
between the total income and expenditures of the enterprises. Microeconomic theory
tells us that, in a market economy where there are no market imperfections, profit is a
yardstick for judging an enterprise's operational efficiency and efficient allocation of
resources (Jenkins and Lahouel, 1983). The level of profitability of the Eritrean firms
gives us an idea whether the firms have been proactively responding to improve their
profitability by either changing the product and input mix or expanding their market,
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or whether they have been weakened by import competition and consequently have
been reacting passively (Q.5.18.4 of the questionnaire).
There are many profitability measures. They measure various aspects of the
profitability of the enterprises that is, whether it is in relation to sales, costs, assets
used, capital invested, financial costs incurred, or interest paid. In our case, three
profitability ratios are used. These are (I) the Gross Operating Profit (GOP), (2) Net
Operating Profit (NOP), and (3) Return on Total Assets (ROA). These measures were
selected on the basis of the availability of data. The profit figure for this purpose is
before deduction of tax so that the ratio does not fluctuate erratically for taxation
reasons, which do not mise directly out of a particular year's operations.
GOP is defined as total sales less cost of goods sold. This measure represents the
manager's ability to operate the business/enterprise with sufficient success in
recovering its cost of production including a reasonable profit earning for the owners.
An extension of the Gross Operating Profit is Gross Operating Profit Margin
(GOPM), which is given by the GOP divided by total sales expressed in percentage.
The higher the ratio, the better the ability of the managers of the firms to control costs;
it is an indicator of efficiency improvement.
NOP is defined as the total sales less cost of goods sold and operating expenses. This
ratio reflects a large number of adjustment measures: labour and wage rationalisation,
adjustment of input use to reflect new relative prices, better quality of output, and
higher sales revenue, and a movement of resources towards high productivity firms
(Djankov and Pohl, 1998). NOP is an indictor of how efficiently managers use the
resources. The more resources are efficiently utilised, the higher NOP will be. An
extension of the NOP is the Net Operating Profit margin (NOPM), which is given by
NOP divided by total sales expressed in percentage. The higher the ratio, the better
will be the profitability of the firms, suggesting improved efficiency in the firms'
operation.
ROA is defined as the net operating profit divided by the total assets. The total assets
of a firm are equal to its current and fixed assets as reported in its financial statement.
ROA reflects the rate of return on investment. From a business management point of
view, ROA is a measure of the effectiveness with which managers have employed the
assets recorded on the balance sheet of the enterprise. It examines the earning capacity
of the firm's assets and focuses on how well the managers use the assets of the
enterprise entrusted to them. It is a measure of managerial efficiency (Bavon, 1998).

(iv) Production capacity utilisation
In many developing countries that stayed long under lSI, their manufacturing firms
are characterised by excess capacity due to small domestic markets or lack of inputs.
Capacity under utilisation is wastage of resources. With the liberalisation of the
economy, it is expected that the firms will be more encouraged to increase their
productive capacity to make a profit, as more resources such as raw materials become
available to them or as new market opportunities emerge.
Capacity utilisation in our case is measured as the ratio of actual physical output to the
potential physical production capacity (attainable production capacity), based on the
reports given by the production department heads of the firms (Q.3.l4 of the
questionnaire). The capacity utilisation will give us a picture of the extent to which
productive facilities have been used optimally. A sustainable increase in the firms'
production capacity is a necessary condition for their competitiveness as unit cost of
production is decreased with a high level of production capacity.



119

5.7 Methods of data collection

As already explained, the empirical research work will cover the four levels: meta,
macro, meso, and micro levels guided by the theoretical framework. The sources of
the data are primary and secondary. Primary data were collected from 39
manufacturing firms and government institutions using structured and unstructured
questions. In addition, secondary data were gathered from various sources. These
include books, articles, documents, unpublished statistics from various government
institutions, such as the Commercial Bank of Eritrea, the Bank of Eritrea, the Investment
Centre, Customs the Office, the License Office, the Ministry of Finance, the Ministry
of Trade and Industry, the Eritrean Chamber of Commerce, policy statements such as
the macro policy, the investment code, and other policy papers as well as World Bank,
IMF, and UNIDO publications on Eritrea. When ever possible, interviews were
carried out with relevant staff at their respective institutions

The investigator, with a letter of introduction from the University of Asmara first
approached the public manufacturing enterprises and the recently privatised ones, as
well as the relevant institutions, and explained to the managers/owners the objectives
of the study. Once the investigator had introduced himself to the management, an in-
depth study was carried out in the manufacturing enterprises by making repeated
visits. The information was collected using a questionnaire that have both structured
and unstructured questions and through in-depth interviews with appropriate staff
such as owners/managers, personnel, production, financial, marketing, and purchasing
departments. Financial statements and other documents of the firms were also
reviewed. Such an integrated approach helped us explore and understand many of the
characteristics of the firms that were not readily available in their financial statements.

In view of the objectives of the study, 39 public and recently privati sed-
manufacturing firms have been studied. They included all the main sub-sectors of the
industrial sector: (I) food; (2) beverages; (3) tobacco; (4) textiles; (5) leather and shoe;
(6) metal, wood and plastics; (7) printing press; (8) non-metallic minerals; and (9)
chemicals. The inclusion of all public and recently privatised firms helped us avoid any
bias in selecting groups of firms whose performance might have either improved or
declined. The data collection was carried out in 1999. On average, it took us one
working week (6 days) to gather data from each firm, while simultaneously gathering
data from other offices.

There are reasons why the study focused on the public manufacturing firms. After
1975, because of the nationalisation of private firms in Eritrea by the Ethiopian
government, the public sector became dominant in the industrial sector of the country
until liberation (1991). Moreover, private investment was banned for almost two
decades and the private sector remained very weak. Since liberation, the government
of Eritrea has given managerial autonomy to the public manufacturing firms to enable
them to operate competitively like private enterprises in order to enhance their
efficiency before they are privatised. Thus, the public sector enterprises have been
placed on a par with private sector units in matters of access to finance, infrastructural
facilities, and other incentives. In this environment, one would expect that, to a
considerable degree and in the foreseeable future, the potential industrial development
in the country will be dependent on the extent to which these manufacturing firms are
able to improve their performance under the market-based economic policy
environment. This does not, however, underestimate the anticipated role of de novo
private firms that have been established or firms expected to be established in the
future in response to the pro-private and pro-market economic policy of the
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government. Moreover, it is expected that a noticeable and traceable response from the
public enterprises will be observed. Furthermore, the public enterprises' records, both
financial and non-financial can also be reviewed. The small and micro enterprises are not
included in this study because they need a special study to understand their behaviour
and their activities and the special problems they encounter. Small-scale manufacturing
enterprises are mainly oriented towards generating income and self-employment for the
owners and not for export (GOE, 1998).

5.8 Validity and reliability of the data gathered

Empirical research work requires the identification of the needed information and
appropriate techniques to gather such information consistent with the demands of
validity and reliability of data. Within this framework. as a first step, the
variables/concepts of interest have been identified based on the adapted systemic
competitiveness scheme, and defined conceptually and operationalised consistent with
the requirement of validity. According to Ghauri et al. (1995: 18), conceptual
definitions are made by using other concepts while operational definition is 'a set of
procedures that describes the activities required to establish empirically the existence
or degree of existence of what is described by a concept. Operational definitions are
crucial in measurement. They tell what to do and what to observe in order to bring the
phenomenon defined within the range of the researcher's experience'. Gummesson
(2000: 93) has underlined that the essence of validity is that 'a theory, model, concept
or category describes reality with good fit'. A measurement scale is valid 'if it does
what it is supposed to do and measures what it is supposed to measure' (Davis, 1996:
172). The author further points out that there are three types of validity measurement
which research has to take into consideration. These are (1) content validity, the degree
to which the scale items represent the domain or universe of the concept under study; (2)
construct validity- the degree to which the measurement scale represents and acts like the
concept being measured, and (3) criterion-related validity, the degree to which the scale
under study is able to predict a variable that is designated as a criterion (Davis, 1996:
172). On the other hand, reliability refers to 'the consistency and stability of a score
from a measurement scale' (Davis, 1996: 174). For a scale to be valid it, however,
must also be reliable. While reliability has to do with consistency of score, validity
has to do with accuracy of measurements (Davis, 1996).

Drawing on the literature review and guided by the research framework, the
variables/concepts considered relevant to the study have been identified and defined
conceptually and have operationalised. The second step was the preparation of the
questionnaire and carrying out of a pilot study on two enterprises to test whether the
questionnaire would enable the investigator to gather the desired data, and to test
whether the management understood the concepts and measurements. The pilot study
was carried in November and December 1998. In January 1999, the data were processed
and minor adjustments were made to improve the quality of the final version of the
questionnaire. The data were subsequently collected in 1999.

Moreover, the data at the firm level were collected by the principal investigator, who
is familiar with the country using the questionnaire with structured and open-ended
questions and by talking with the six most important members of the management team:
the general manager, and the heads of the personnel, production, marketing, finance, and
purchasing departments. The investigator had to make repeated visits by making
appointments with each member of the management, which helped the investigator to
have a longer time to discuss. This also helped us to gather relevant information covering
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the overall internal operational environment of the firms and the external environment
influencing the firms' performance.

During the data collection period, the respondents showed great willingness to
answer questions, supply available documents and data. This suggests that the data
gathered are reliable. This does not mean that the data collection was easy. For example,
of the 39 firms investigated, three firms were omitted during the data analysis with
respect to their performance because one of the firms had been closed for many years.
The government rehabilitated it in 1996 and it was soon privati sed in 1998. Similarly,
two other firms were excluded because they had no separate financial statements. Before
their privatisation. these firms were under one management and had consolidated
financial statements, which was difficult to separate for each firm. Moreover, there were
firms that had not completed their financial statements for 1998 in the data collection
period. Within this limitation given the frank and open-minded respondents the data
collected at the firm level were adequate to give us a true picture of the firms'
performance over the 1994-98 study period.

As Eritrea is a new county, it has no officially published statistical data at the
national level. The secondary data collected are from the documents of each
institution visited. As the data collected are in essence official they are reliable and
international institutions such as the World Bank, the IMF, and UNIDO also base
their studies on such information. Thus, the data collected are reliable and provide us
with a picture of the Eritrean reality in its post-war period (early period of transition to
a market economy).

5.9 Methods of data analysis

The data collected from the firms were processed and analysed using SPSS. Guided by
our theoretical approaches, we divided the firms into different groups using different
bases of categorisation. These are (1) firms operating in stable and turbulent market
environments; (2) firms exporting part of their product and non-exporting firms; (3)
firms engaged in mass production, small batch, and process technology; (4) firms
mainly dependent on domestic raw materials and imported raw materials; (5) firms
that are still public enterprises and recently privati sed enterprises; (6) firms with up to
100 employees (small, in our case) and firms with more than 100 employees (in our
case, large).

Given the short period of time since Eritrea has become independent, the
analysis of the data was along both quantitative and qualitative dimensions so that we
could cover a broader area that will give us a clear picture of the firms' response. The
quantitative data included statistical tables and statistical descriptions showing the
pattern of growth of sales, exports, profitability, and capacity utilisation over the five-
year period covered by the study. The qualitative data are descriptive in nature. The
qualitative data cover the efforts underway at the macro, meso, and micro levels. At the
micro-level, the perception of the owner entrepreneurs/management to the business
environment in which they were working, their future plans to cope with the new
environment, and the various constraints firms considered as bottlenecks to their
performance improvement were analysed. Two means T-tests will also be used to test
whether firms' behaviour in different groups was statistically significantly different
with respect to their reaction to government institutions.



CHAPTER 6
INDUSTRIALISATION AND TRADE IN ERITREA:

A HISTORICAL PERSPECTIVE

6.1 Introduction

The modern economic history of Eritrea began in 1890, when the country came under
Italian occupation. During the next one hundred years, Eritrea was under different
successive colonial rulers: Italy (1890-1941), Great Britain (1941-52), imposed
federation with Ethiopia (1952-62) and as a colony of Ethiopia (1962-91). During the
long period of colonisation, the Eritrean industrialisation process, which started
during the Italian colonial period had, subsequently been weakened. Under British
colonial rule, Eritrean industries were deliberately destroyed. Under Ethiopian
colonial rule, the industrialisation process in Eritrea further deteriorated because of
the uncertain political environment and hostile policies of the Ethiopian government.

As in many developing countries, Eritrea's national characteristics- its historical
evolution, its natural resources and their utilisation had a far-reaching influence on its
industrialisation process. This chapter, therefore, has a dual purpose. First, it explores
the effect of colonial policies on industrialisation and trade in the country. Secondly,
the chapter reviews the evolving export-oriented development strategy of the
government of Eritrea and the policy instruments in use since liberation and their
impact on the country's industrial development. In this sense, the chapter lays the
basis for understanding why Eritrea manufacturing firms have reacted to the economic
liberalisation policies in the way they did.

In order to put Eritrea in a proper perspective, this chapter has a relatively
extensive coverage. After the introduction, Section 6.2 describes the country's
geographical location, its climate, and its physical setting and natural resources.
Section 6.3 explores the industrialisation process of Eritrea under Italian and British
colonialism and the impact of the colonial policies on the country's industrialisation
process. Section 6.4 focuses on the effects of Ethiopia's economic policy on Eritrea's
industrial deterioration from 1952 till 1991. This section particularly brings to light
the role of economic policies of Ethiopia in undermining Eritrea's industrial base.
Sections 6.5-6.10 focus on the efforts of the Eritrean government made since
liberation, with the dual purposes of reconstructing the war-torn economy in general
and of restructuring and stimulating the industrial sector in particular. These sections
explore the macro-economic policies in use and the ongoing restructuring and
institution-building efforts, the objectives and industrial policy of the government.
These sections also probe the constraints that are lying ahead for Eritrea while it is
reconstructing and reorienting the economy towards an export-oriented, private
sector-led economy, in which the manufacturing firms are expected to play their role.
Section 6.11 deals with the trade sector of the country and its trade balance position
and its implications for Eritrea's trade development. Section 6.12 indicates the
sectoral composition of the Eritrean economy and the growth rate of different sectors
as the outcome of the ongoing changes, while section 6.13 presents a summary of the
chapter.
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6.2 Geography and resource base

Eritrea is strategically located in the horn of Africa and has a long seacoast of about
12,000 kms. The coastline stretches from Ras Kessar to Ras Dumera in the Bab el
Mandeb area, which links the Red Sea with the Gulf of Eden in the Indian Ocean. Its
total surface area is about 125,000 square kilometres (WB, 1994; GOE, 1996: I). The
country borders the Red Sea on its east cost, Sudan to the north and west, Ethiopia to
the South, and the Republic of Djibouti to the South.

Eritrea has three major climatic zones, namely the highlands, the lowlands, and
the mid-altitude, which stretches along the green belt in the eastern escarpment. The
green belt is of significant interest as it is a fertile land for-all year-round agriculture
and excellent scenery for tourists. The topography of the country is characterised by
contrast, as it extends from below sea level to 2500 meters above sea level. The
highland has a mild climate, while the lowlands are relatively hot and dry.

Agriculture is the main- stay of the Eritrean economy as a means of livelihood for
the overwhelming majority of the people and as a source of the country's exports. It is
estimated that 70 to 80 per cent of Eritrea's population are engaged in subsistence
farming and/livestock rearing (World Bank, 1994: 59). The major crops are barley,
wheat, taff, maize, millet, sorghum, and various pulses. The geographical location of
Eritrea is not favoured with longer periods of rain. As a consequence, there are no
perennial rivers in Eritrea that can be easily used for hydroelectric generation. The
average rainfall in the highlands is about 550 mm. and in the lowlands is about 450
mm. Notwithstanding the limited rainfall, a wide range of agricultural, horticultural,
and industrial raw materials like cotton, fruits such as oranges, lemons and bananas
are produced in the country. Eritrea also has the potential for the development of
small and large-scale irrigation schemes fed by seasonal rivers like Setit and Gash in
the western lowlands, Anseba and Barka in the north. However, crop production in
Eritrea has remained very low and the country has not reached the level of self-
sufficiency in food. It is estimated that, with the existing technology in the agricultural
sector, the country could meet only up to 60 per cent of its food requirements (GOE,
1994: 2-4). The crop yield per hectare of land in Eritrea is about 9.8 quintals, similar
to those of the Sub-Saharan area, which is 10 quintals, but far below those of South
Asia and Europe, which are 20 quintals and 30 quintals per hectare, respectively
(GOE, 1992; World Bank, 1992: 203). The low crop yield in Eritrea has been because
of the traditional fanning system, intermittent drought, frequent pest infestation,
overgrazing, and lack of soil fertility-enhancing investment (IMP, 1996: 3-4).

Eritrea's major livestock are sheep, goats, cattle, and pack animals. At household
level. livestock are used for income generation, as draught animals in farming, for
manure, transport and for food. At the national level, livestock are used for food
consumption, supply of raw materials in the industrial sector, and generation of
foreign exchange. Like the other sub-sectors, the livestock population in Eritrea have
been adversely affected by lack of modern techniques in livestock production and
management, forage (animal feed), veterinary services, and the negative cumulative
effect of the long war (IMF, 1996: 5). As a consequence, the livestock population
declined over time. For instance, the number of cattle fell from 2.5 million in 1972 to
about 1 million in 1987,while the number of sheep/goats fell from 5 million to about 3
million during the same period (World Bank, 1994: 78).

Recognising the role of this sub-sector in the national economy, the government
of Eritrea has been involved in the rehabilitation of the sub-sector. The Ministry of
Agriculture has imported a better quality of cows that have high milk yield, and these
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cows were sold to private dairy farms. It has also been providing extension services
(veterinary services and insemination) to private and public dairy farms, distributing
better-quality chickens and poultry feed as well as training in the modern system of
bee keeping.

Table 6.1 Estimated number of livestock for 1992 (in 1000 heads)

1258

Sheep' Goats Camels .•I<;quin~ til6.U~.
.. ,.'.',r--.' -:

851 4153 185 268 6715

Cattle

Source: World Bank (1994) Eritrea: Options and Strategies for Growth, p.78

As can be seen from Table 6.1, Eritrea had about 7 million livestock in total as of
1992. The figures are higher than the 1987 estimation and this reflects the outcome of
the efforts under way to rehabilitate the livestock sub-sector and the improved
political environment and weather conditions. which are very crucial for livestock
rearing in Eritrea.

Eritrea is also endowed with sea resources. Along coastal line and the 'continental
shelf that covers an area of more than 52,000 sq. kms, Eritrea has various sea
resources like fish. lobsters, and shells, pearl and sale Estimates indicate that the
maximum sustainable fish productions are 55,000 tons per annum of demersal fish
and 18,000 tons per annum of pelagic fish. In addition, there are rich quantities of
high value marine species such as shrimp, lobster, and shark. It is estimated that the
maximum sustainable annual fish yield in Eritrea is 79,000 tons. It has also been
estimated that Eritrea has the potential to earn US $ 55 million annually by exporting
its marine resources (World Bank. 1994: 80-1). Recognising the great potential and
role of the marine resource, the government has established the Ministry of Marine
Resources. The Ministry of Marine Resources has given due emphasis to the
development of the fishing industry by encouraging private investment.

Table 6.2 Fish production 1992-96 (in tons)

Year 1992 1993 1994

Output 500 677 2670 3773

Source GOE (1996) Ministry of Marine Resources, 1996

As can be observed in the above Table 6.2, fish production showed an increasing
trend over the production period. But the harvest has been far below the sustainable
level of harvest i.e., 79,000 tons of fish per year. More investment would be required
to reach the sustainable level of fishing so that this sub-sector can also play its role in
the country's development, particularly in generating foreign exchange.

One of the most depleted natural resources of Eritrea is its forest resources. Before
the advent of Italian colonialism, as much as 30 per cent of Eritrea's surface area was
covered by forest (University of Asrnara, 1996). However. with the advent of Italian
colonialism, a large part of the country's forest resources were extensively utilised for
construction and other purposes. After the Italian colonial rule, the irrational
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utilisation of forest resources for construction, cultivation, firewood, and military
purposes continued with little consideration of the effects it will have on the country's
ecological imbalance. That is why the currently estimated forest-land area has
remained no more than 0.3 per cent (University of Asmara, 1996: 14). The effect of
the deforestation has been manifested in the form of extensive soil erosion, decline of
soil fertility, and underground water in many parts of Eritrea.
Some preliminary studies indicate that Eritrea also possesses a wide range of mineral
resources: gold, potash, iron, copper, and silver, nickel. and zinc in various parts of
the country (Aradom, 1964: 59-70. GOE, 1998: 3). The exploitation of these minerals
can create linkages with the industrial sector, which is crucial for Eritrea's
development. There is also a prospect of oil and gas in the Red Sea. Since liberation.
the government has been encouraging private investment in the mining sector to tap
the country's mineral endowments so that the sector also plays its role in the country's
economic development. So far, over twenty foreign companies have applied for
mining licenses and five companies have been licensed to conduct soil surveys for
gold and other minerals, while Anadarko. an American oil company, has started
exploration of oil along the Red Sea coast (GOE. 1996: 9-10). The commercial
viability remains to be seen, although the increased interest by investors in this area
might suggest the possibility of commercial exploitation of the country's mineral
resources.

It is well recognised that available data on population and its dynamics helps a
country in designing a strategy on various development-related issues: agricultural
and rural development, social infrastructures like health and education, urban and
housing development, and family planning. As an emergent nation, Eritrea has not
carried out a census on its population. The limited data available are estimates from
various sources. The estimated Eritrean population was 1.5 million in early 1960s
(Aradorn, 1964: 8). In 1984, the Ethiopian government's Central Statistical Office
estimated the Eritrean population around 2.6 million (CSO, Ethiopia, cited in
Berhane. 1992: 13). The University of Leeds, while conducting a survey on the rural
population in 1987. estimated this population at about 2.4 million (University of
Leeds. 1988: vi). Recently. UNICEF estimated population of Eritrea in the range of
2.3 and 2.8 million (UNICEF, 1994: 12).

Table 6.3 Some demographic indicators of Eritrea

Indicator
Value

(Eritrea)
Value

(Sub-Saharan), ..
Infant morality ( 1998)

Under 5 mortality rate (1999)

Maternal mortality rate (1990-97)

Fertility rate ( 1997)

Life expectancy at birth (1999)

Children fully immunised against measles (1997)

Adult literacy rate ( 1999)

GNP per capita (2000)

':! I per 1,000 Iive births

105 per 1000 live births

10000 per 100.000 live births

5.8 births per woman

50 years

53%

47%

$170

91

159

5.5

47

57%

61%

$480

Source: World Bank (2000), World Development Report 199912000, p.242A3; World Bank (2002),
World Development Report 2002, p.232-33; World Health Organisation (1999), The world Health
Report, p.90-1.
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Adding to the UNICEF's upper range to the estimated refugees of 700,000, the
current Eritrean population is estimated 3.5 million. At the current 3 per cent rate of
growth, the Eritrea population will be doubled in 23 years time. As can be seen from
Table 6.3, Eritrea has same infant mortality, higher fertility rate, lower adult literacy
rate, and lower GNP per capita compared to Sub-Saharan African countries. This
probably ranks the country as one of the least developed in the world. In order to
understand the forces that contributed to the deterioration of the Eritrean economy, it
is essential to review the economic policies that brought the economy to the post-
independence level, with special reference to industry and trade. This will help to
provide us with the background essentials when we empirically investigate the
performances of the firms in the post-liberation in chapter 7.

The macro-economic data of Eritrea were deliberately mixed with that of
Ethiopia. As a consequence, it is difficult to assess the performance of the Eritrean
economy from a historical perspective. After liberation, the World Bank has estimated
the sectoral contribution to GDP over a few years as given below.

Table 6.4 GDP by sector at current factor costs and as a percentage of .GDP at
market prices

Sector 1984/85 L985/86 1986/87 1987/88 19.~8@~: ;1989.191t';'19.9W!Wi, l!i~1Iil2t
1'''_ ."'L"':~_-r:~ ">": ~;.;.~__.:'"'!f.;~';'.

Agriculture 25.7 25.2 21.3 23.2 19 22.1 24.3 25.8
Industry 29.1 28.8 34.8 29.2 33.8 29.6 27.0 26.4
Services 35.3 3.9 33.6 36.8 36.7 38.5 39.3 38.3
GDP at factorcost 90.1 90.0 89.7 89.2 89.6 90.2 90.6 90.6
Netindirecttax 9.9 10.0 10.3 10.8 10.4 9.8 9.4 9.4
GDP at marketprice 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: World Bank (1994) Eritrea Options and Strategies for Growth, Vol. 2, p.4

Table 6.4 shows that the share of agriculture, industry and services did not show
significant structural change over the period of time. The low share of agriculture,
which was about 26 per cent, despite the fact that the country is agrarian, suggests the
low level of development of the sector. Thus, Eritrea has to go a long way to
structurally change the fanning practices so that the sector can improve its
contribution to the national economic development. The achievement of this objective
would require a large investment for improving irrigation, seed variety, the quality of
livestock, and soil fertility.

6.3 The industrialisation process under Italian and British colonialism

Eritrea has a long history of handicraft industry, which depends on local skills and
raw materials. They include artisan household production and craft village industries
which gained some ground in metal working for the making of agricultural tools,
wood products for construction, building materials, pottery, basketry and weaving of
clothes. However, these traditional small-scale handicrafts (manufacturers) were
working under the discouraging cultural bias of society. People engaged in metal,
pottery works and weaving, for example, were looked down upon by society and this
negative social evaluation contributed to their slow development process. The natural
momentum of the traditional industries was further frustrated after the emergence of
Italian colonialism. This is because the emergence of the modern industrial sector,
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although it did have its own merits, also led to the emergence of dualism in the
industrial sector in Eritrea.

As Longrigg (1941: 132) pointed out the primary objectives of Italian colonialism
in Eritrea were: (l) to settle Italians in Eritrea by providing them with the most fertile
lands and by evicting the local people; (2) to open a new market for Italy's finished
industrial products; (3) to exploit Eritrea's natural resources; (4) to use Eritrea as a
basis for further expansion of its colonial territory in East Africa. Thus, Italy's long-
term colonial economic and political interest went further than occupying Eritrea.
That was why it first emphasised the development of infrastructures: roads, railways,
ports, communication facilities, and power supply to extensively tap the agricultural
and mining sectors of the country and to facilitate its military objectives. The
development of communications and ports also helped Italy to promote its trading
activities in the Red Sea area using the strategic location of Eritrea. As Killion (1996)
pointed out, the Italian conquest of Eritrea was occasioned by both European
commercial interest in the Eritrean region and an appreciation of Eritrea's strategic
position astride the Red Sea steamship route from Europe to East Asia, particularly
after the completion of the Suez Canal.

Stressing the commercial importance of the Red Sea, Trevaskis (1960: 7) pointed
out that 'With the opening of Suez Canal in 1869 the Red Sea, so long a remote back
water, emerged as one of the world's principal maritime routes. The Northeastern
corner of Africa was no longer a remote asylum of picturesque barbarism but a
potential market and source of riches and power'. Thus, the occupation of Eritrea
helped Italy to expand its trade with Eritrea and its neighbouring countries. As
Trevaskis (1960: 37) made clear. ' It had never been Italy's policy to develop Eritrea's
few assets. Italy had looked on Eritrea, as a clearinghouse from which Italian
manufactured goods were distributed to Ethiopia, the Sudan, and Arabia in exchange
for the raw materials needed by Italian industry'.

Historically. the Eritrean people have long been involved in trade. As Killion
(1996) pointed out, trade has flourished in Eritrea since around the 4th millennium
B.c. This included the exchange of food and local artisan products, the intra-regional
exchange of pastoral and agricultural products and the long-distance exchange of
more valuable items with the Red Sea region. The Eritrean people imported
manufactured goods such as metal ware, glassware, arms, ceramics, textiles, and
spirits from Egypt and the Mediterranean or Middle Eastern world. In return, incense,
ivory. animal skins, obsidian, gold, and other precious metals were exported from
Eritrea and other East African countries. Foreign trade in Eritrea continued in the
medieval period with its centre around the Red Sea. By the 15thcentury, it expanded
further to the highland of Eritrea (Killion, 1996).

However. with the advent of Italian colonialism, and particularly till 1935, all
kinds of Italian manufactured goods on Eritrea were dumped. Consequently, it was
not possible to develop Eritrea's exports trade (Aradom, 1966). By the 1930s, there
were some 2200 trading companies active in Eritrea (WE, 1994: I). With the
exception of the increase in the employment of unskilled labour, the business
environment did not help the Eritrean people to develop mercantile or industrial
capital and subsequently to benefit from the growing commercial activities, because it
was the monopoly of Italy. Moreover, Italy was manipulating the terms of trade
against Eritrea by selling its export to Eritrea at over the prevailing world prices and
by buying Eritrea's products at below the prevailing world prices. As a consequence,
Italy was able to earn a profit worth of 310 million lire during the period of 1910-30.
The profit Italy earned was transferred to the metropolis (Italy) rather than being
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reinvested in Eritrea (Yemane, 1988: 208-16)' At a later stage, (1930s) Italy began to
establish light industries under protection to meet the demands of the growing Italian
community in Eritrea and to supplement the military project of expanding its colony
in East Africa. During this period, modern techniques of production were introduced,
capital and expertise were injected in the economy, and infrastructures were further
improved (Araia, 1981). As a result, light consumer goods producing manufacturing
firms flourished. By the early 1930s, for instance, there were over fifty industrial
enterprises operating in Eritrea, including five flour mills, two pasta factories, three
bakeries, a canned meat factory, two tanneries, a vegetable fibre plant, a button
factory, a cement factory, two salt works, a soap factory, an edible oil factory, a
retreading factory, and a liquor factory (World Bank, 1994).

The industrial and infrastructural development during the Italian colonial period
had a significant impact on Eritrea's employment and growth of urbanisation (Araia,
1981). However, Italian colonialism in Eritrea also undermined traditional handicrafts
production (village factories) in two basic ways: (i) by crowding out independent
artisan craft and trade activities in urban areas while developing modern factories to
meet the demands of its citizens. (ii) Disregarding the growth of handicraft production
in its transformation into a modern sector by facilitating the transfer of technical
skills. As a consequence, Italy's technical knowledge had little effect on indigenous
technical progress. That was why indigenous artisans benefited little from the growth
of urban demand for industrial products and, as a consequence, hardly progressed
from purely household-based production towards small-scale urban workshops.

The most harmful colonial policy that had far-reaching effects on industrial
development during Italian colonialism was in the field of education. Despite the fact
that a large number of the Eritrean people were working in the construction of
infrastructure, Eritreans were denied from access to specialised education related to
agriculture, industry, management, or other technical skills. Very few Eritreans were
allowed to attend schools up to a maximum of grade four in order to work only as
interpreters for the Italian State machinery. The restricted educational policy of
colonial Italy in Eritrea in turn limited the transfer of technical and managerial skills
to the Eritrean business society.

After the defeat of Italy by the British forces in 1941, Eritrea again fell under
British colonial rule. During the period 1942-44, the British Military Administration
(BMA) encouraged Italian entrepreneurs to increase their investment to develop
import substitution industries in Eritrea to meet the wartime needs of the Allied forces
in North Africa and the Middle East (Killion, 1996). In three years (1942-44), a
number of import substituting and exporting industries were established that produced
consumer goods such as soaps, beverages, matches, paints, oxygen, paper, glue,
buttons, glass ware, and bottles. Thus, until 1944 Eritrea was a centre of industrial
activities in east Africa supplying for the Anglo-American military. This in turn
supported the growth of employment in Eritrea. During 1944-45, for instance, there
were 1610 business enterprises in Eritrea employing 26,954 Eritreans and 5609
Italians (FPCI 1948, cited in Mesfin, 1991: 171)

Reflecting the country's high level of industrialisation, an industrial exhibition
was held in Eritrea in 1943 to advertise its capacity as a source of industrial supply in
the neighbouring countries (Trevaskis, 1960). This industrial boom, however, was
short-lived as the demand for the war-related products declined drastically. The
situation was aggravated as many European industries resumed their production and
export. Consequently, many Eritreans industries were closed for lack of demand,
investment, anticipated political uncertainty, or absence of supportive institutions such
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as bank credit and provision of foreign exchange. This in turn undermined the ability
of the manufacturing firms to compete with European industries, which were working
under better conditions. As a consequence, Eritrea entered into a recession with a high
level of unemployment (Aradom, 1964).

The economic policy of the British in Eritrea was not favourable for the
development of the Eritrean economy in general and its industrial development in
particular. As Trevaskis (1960) clearly indicated. the British colonial rule in Eritrea
had no interest in reviving Eritrea's economy through increasing investment. During
its rule in Eritrea, Britain used every means to increase its revenue from Eritrea and
reduce its expenditure (Trevaskis, 1960). Beyond limiting its expenditure, the British
also took part in undermining Eritrean industries by dismantling plants and machinery
and selling them to various countries for US $ 19,500,000 (Araia, 1981: 152). This
destructive policy of the British further weakened the industrial base of Eritrea as
many workers were forced to emigrate to the Middle East and to other countries
(Makki. 1996).

6.4 The industrialisation process under Ethiopian colonialism

After British colonial administration, Eritrea entered into an imposed federation with
Ethiopia. The imposed federation of Eritrea with Ethiopia was engineered by the USA
and the Ll.K, through the United Nations with the objective of safeguarding their
geopolitical interests. particularly to contain the communist expansion in the horn of
Africa by handing over Eritrea to the Ethiopian emperor Haile Selassie. The
Federation enabled Ethiopia to control Eritrea and the Red Sea. In turn, the USA was
given a military base in Asrnara to safeguard its geopolitical objectives.

The economic and political setting of Ethiopia. however, was incompatible with
the Eritrean socio-economic situation. Politically, Ethiopia was almost a feudal
system, and economically it had predominantly subsistence agriculture with little
modern industry. Eritrea, on the other hand, had a relatively market-oriented and
developed industrial base and a relatively well-developed democratic tradition (Araia,
1981). Industrialisation in Ethiopia started only during the early 1950s (Wubneh and
Yohannis, 1988). Hence, the federation of Eritrea with Ethiopia in 1952 acted as a
spur to the development of Ethiopia's manufacturing base (UNIDO, 1996: ix).
Moreover, industrialisation in Ethiopia was encouraged through lSI policy, which
stimulated industrial investment.

In the name of bringing 'balanced development' between Eritrea and Ethiopia, the
imperial regime designed economic policies with the objective of transforming the
Ethiopian economy from subsistence to a dynamic agricultural and industrial
economy. To these ends, three economic development plans were implemented
(Mulatu and Yohannis, 1988). The emphasis of the three five-year development plans
(1957-73) was on the development of road construction, commercial farms, and
manufacturing industries. These development projects were also supported financially
by the profit of Eritrean industries, which were diverted from Eritrea to Ethiopia
(Killion, 1996). Thus, after a brief time, under lSI, Addis Ababa, Diredawa and
Shewa regions of Ethiopia became the centre of the commercial and industrial base,
as investors, both domestic and foreign, found these regions more attractive (UNlDO,
1996).

Starting from the early federation period, Ethiopia began to dishonour the federal
act that tied Eritrea to Ethiopia and the Eritrean economy declined. Some of the
measures taken by the Ethiopian government to weaken the Eritrean economy
included the closing down of industries, abrogating agreements such as the one
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between the FlAT car producing company and the autonomous Eritrean government
to establish a car factory in Dekemhare; cancelling projects involving cotton
plantations in the western lowlands as well as forcing the relocation of industrial
enterprises from Eritrea into Ethiopia; stagnating those economic activities that
continued to operate in Eritrea, such as power supply (Makki, 1996). In subsequent
years, agricultural and industrial production plummeted in Eritrea. Consequently,
many foreign businessmen, mainly Greeks and Italians left the country. As a reaction
to Ethiopia's destructive economic policy in Eritrea, the Eritrean trade union called
for a general strike in 1958. in which about 500 strikers were killed and wounded
(Araia, 1981: 156). Eventually, Ethiopia annexed Eritrea in 1962 by abrogating the
federal act. Since then, the Eritrean manufacturing enterprises have had to operate in a
very hostile and uncertain political and economic policy environment.

After annexation, Ethiopia continued to exploit the economic potentials of Eritrea
using various policies. First, the policy of Ethiopianisation was widely used, and
many industries were forced to sell part of their shares to the privileged Ethiopian
nobility. Second, some key economic sectors were forced to expand to meet
Ethiopia's growing need to pay for imported products through the production of
exportable products. Third. the government of Ethiopia increased its efforts to use
Eritrea's unique potentials that were absent from the Ethiopian economy, such as sea
fishery, minerals, salt, harbours and airports (Araia, 1981).

During the brief period of 1962-65, the intensity of war was relatively low. As a
result. an economic revival was observed in Eritrea as investment, output, and
employment increased. For example, investment increased from 57,440,845 Ethiopian
dollars (US$ 229,763,38) in 1962 to 138,849,685 Ethiopian dollars (US $ 55,539, 874)
in 1965, an increase of 142 per cent. Similarly, employment increased from 10,047,347
employees in 1962 to 12,934,418 in 1965, an increase of 12 per cent (Aradom, 1966:
125-26.). However, the Eritrean liberation struggle had already started in 1961 when it
became evident that Ethiopia had been taking economic and political steps towards
the eventual annexation of Eritrea, which took place in 1962. The annexation of
Eritrea by Ethiopia led to the intensification of the liberation war in Eritrea. This
further weakened the rural and urban economy of Eritrea and drained its skilled
manpower, as many Eritreans fled their country while thousands joined the liberation
struggle. This, in turn, deepened the social and economic crisis in Eritrea and
Ethiopia. contributing to the overthrow of emperor HaileSelassie in 1974 by a military
group. Immediately, the military group established military administration (Dergue).

After the Dergue took over power, the socio-economic and political situation in
Eritrea continued to deteriorate further because of the intensification of war and the
restrictive economic policy of the Dergue. The economic policy of the Dergue was to
build 'Ethiopian Socialism'. To that end, it intervened in the economy extensively in
trade, pricing, foreign exchange control. and resource allocation. In 1975, the Dergue
declared its nationalisation policy, and it nationalised 44 relatively large-scale Eritrean
industries from their private owners to meet its military objectives in Eritrea covered
by the slogan of 'Ethiopian Socialism'. The nationalised Eritrean enterprises were to
supply the military with consumer goods such as uniform clothes, canned food, shoes,
and soaps. The enterprises were also squeezed because they were allowed to keep
only )0 per cent after tax profits in addition to general reserve until it reached 30 per
cent of equity capital. The remaining 90 per cent of the profit, called residual surplus,
were paid to the central treasury (World Bank, 1989: 232). Studies indicate that the
Eritrean firms were forced to pay birr 14, 458,440 (about US $ 7 million) per year
during the 1981-90 period under different names (capital charges. corporate taxation,
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and residual surplus) (GOE. 1993: 9). This way, a huge transfer of profit took place,
while the Dergue denied the firms the minimum investment required for their
improvement.

As Girma (1987) pointed out, the performance of nationalised industrial
establishments in Ethiopia including those of Eritrea was dismally poor due to lack of
new investment, raw materials, and spare parts, lack of a growing internal market, and
increased production costs. During the Dergue, the Eritrean manufacturing firms did
not have the right to determine the price of their products, purchase the desired quality
of inputs, diversify their products, introduce new technology, or improve their
efficiency. As a consequence, there was no room for development of their capabilities
be it: technical, managerial, financial or human. The situation of the firms deteriorated
further because many of their experienced technicians and managers and other
workers left the factories and they either joined the liberation struggle or migrated to
other countries. The gap was filled by Ethiopians, but their performance further
continued deteriorating.

The Dergue further weakened the Eritrean industrialisation process as it totally
banned foreign capital investment in Eritrea and limited domestic private capital to no
more than 500, 000 Ethiopian birr (U5$242,000) for small-scale/cottage industries,
birr 300,000 (US$145,000) for whole sale trade and birr 200, 000 (U5$97,OOO) for
retail trade (Befekadu in UNlDO 1996: 26). Even in these areas of investment, the
policy of the Dergue favoured Ethiopian investors residing in Eritrea because they
were considered more loyal to their administration. Furthermore, the intensification of
the war, which disrupted the rural economy, hindered rural-urban economic
interaction, creating both shortages of industrial production in the rural areas and
agricultural products in the urban areas. The adverse effects on industry were felt on
both the demand and supply sides. On the demand sides, the disruption of rural-urban
interaction and the reduction of the people's purchasing power (low income) reduced
the demand for firms' products, while the lack of foreign exchange for raw materials
limited their production capacity.

Private Eritrean enterprises also remained prohibited from expanding their
business by increasing their capital investment because of the predatory stance of the
Dergue towards the private sector. In such an environment, expansion of business
through more investment was like inviting the Dergue to nationalise it. As a
consequence, entrepreneurs remained reluctant to raise capital for their business
expansion. Moreover, owners of businesses were forced to divert their monetary
assets to household consumption because they foresaw a depressed economy and
profitability and the risk of disruption in production. This in turn, led to an acute
shortage of working capital and low profitability. Eventually, the financial constraint
was reflected in lack of inputs, adversely affecting their production.

On the eve of liberation, the Eritrean manufacturing firms were at the worst point
in their history with no supply of water. electricity, and transport. As the cloud of war
surrounded the environment. the business community, like the other sectors of
Eritrean society, remained more concerned with their day-to-day safety than with
business affairs. The economic and political situation continued to deteriorate until the
EPLF finally liberated Eritrea in 1991. The condition Eritrea was in at liberation
sharply contrasted with the conditions of countries like the Kyrgyz Republic,
Uzbekistan, and Kazakhstan when they reclaimed their independence from Soviet
occupation because they inherited a diverse industrial sector, extensive and well
developed infrastructural facilities, and a trained and professionally skilled labour force
(Asian Development Bank, 1995a, 1995b; 1996). It was also different from countries
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like Uganda, Mozambique, EI Salvador, and Nicaragua, which had gone through war,
because these countries had nation-wide working institutions and economic and social
structures that could serve as a basis for the reconstruction of their economies. Similarly
the spectacular economic growth observed in the East Asia, as in Korea, Taiwan,
Singapore, and Hong Kong, was also supported by the positive legacy they inherited
from their respective colonisers. such as large stock of human capital (patel, 1994).
Eritrea inherited a war-ravaged economy, making its reconstruction process more
challenging.

However, while the Eritrea economy had been deteriorating in the hands of
Ethiopian colonial rule, the seed of hope for Eritrea's development was also growing in
the liberated areas under the EPLF self-reliance development strategy (Firebrace and
Holland, 1984: 70-83)' It was a model of social and economic transformation based on
people's participation. In this development model, the EPLF established small-scale
manufacturing and service activities that were able to produce goods and services that
were difficult to obtain from the outside world. The self-reliance development strategy
was inspired not only by ideology but also by necessity. In the absence of any reliable
external assistance during the struggle for liberation, the dependence on internal
resources and people's creativity was the only guarantee for the envisioned liberation of
Eritrea, which came about in 1991. In this model, the EPLF was practically producing a
major portion of its demands such as plastic shoes, medicines, spare parts, wood
products, and metal works. The raw materials for the different factories established in the
liberated areas were either captured from the enemy or scrap metals (Firebrace and
Holland, 1984). Very little inputs were imported given the war-dictated circumstances
and the lack of foreign exchange. In the various developmental activities during the time
of liberation, the structure of the EPLF was like a de facto government, which, at
liberation, easily transformed into government departments and ministries. After the
country's liberation, most of the manufacturing firms created under EPLF were merged
with similar firms that existed in the country.

6.5 Post-liberation macro-economic and industrial development policy
environment: essence and implications

6.5. 1 Direction of development

In the previous discussions, we saw that the Eritrean economy had been put on
steadily declining path, particularly under Ethiopian colonial rule. Consequently, at
the time of liberation, over 80 per cent of the population was dependent on food aid.
Moreover, the industrial sector was almost closed. Other economic sectors, like
transport and communications, were virtually providing services to the military, while
hospitals and schools were either closed or changed to military camps/hospitals.
Worse still, the available public assets (bank deposits) were looted and transferred to
Addis Ababa (Ethiopia). As a consequence, Eritrea inherited no domestic or foreign
capital to meet the emergency situation that prevailed in the country. Therefore, the
government had to seek the assistance of the international community for the
reconstruction and recovery of the Eritrean economy while it was undertaking direct
rehabilitation actions in strategic sectors of the economy. In order to accelerate economic
recovery and to lay the basis for long-term growth, the government based its economic
policy on four major issues: (I) the development experience gained during the struggle
for independence; (2) the legacy of war and colonial policies; (3) the small domestic
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market of the country; and (4) the current dominance of the market-based economic
policy in development thought.

Experience during the liberation struggle proved that socio-economic development
requires political willingness and commitment, recognition of the fact that overwhelming
development resources can be found within the country, and that the greatest potential
resource of Eritrea is its people and their commitment to develop their country to its
maximum capacity. In the international setting, an export-orientation that enhances
competition and private sector development was regarded relevant to Eritrea. An export-
oriented development strategy was expected to attract foreign investment to fill the
country's foreign exchange gap. Moreover, an export-oriented strategy would help the
country to exploit its comparative advantages while overcoming its limited domestic
market. Within this framework, the Eritrean government opted for transferring houses
and property nationalised by Ethiopian military government to their owners and
liberalising prices of all goods and services. The deregulation and liberalisation measures
can be regarded as the stepping-stone towards private sector development in a market-
guided economy.

Immediately after liberation, three main constraints were evident in the Eritrean
economy: Budget constraints. These were mainly due to the weakness of the
economy's fiscal and financial systems. Government revenue was extremely low, and
this forced the government to pursue a limited budget deficit; Domestic savings
constraints. This was basically due to the low per capita income of the people.
Domestic savings were unable to meet the investment needed for the rehabilitation of
the Eritrean economy; and Foreign exchange constraints. This was mainly due to the
very limited range of exportable commodities. The foreign exchange gap was also
aggravated by the limited intlow of foreign aid because Eritrea was not officially
recognised as a sovereign state by the international community until it became
formally independent on May 24, 1993 with an internationally supervised referendum
and participation of the Eritrean people. In such an environment, mobilisation of the
local resources remained the main option to meet the challenging process of
reconstructing the economy.

6.5.2 Recovery and rehabilitation programme: A short-term
development strategy

After Eritrea had been liberated, the focus of the government of Eritrea was on the
reconstruction and rehabilitation of the war-tom economy. To this end, the government
immediately assessed the emergency situation of the country and identified the main
problems and constraints and mapped measures needed to alleviate them by designing
methods of reconstruction and development. As a short-term strategy, the government
formulated and prioritised immediate national recovery and rehabilitation objectives and
requirements for a sustainable development and drafted in broad economic policies
designed to achieve such objectives. The government emphasised food security as its top
priority, which was to be achieved through agricultural development. In fact, this is the
reason why agriculture and fisheries have remained the highest priority. After
agriculture, the order of priority included industrial development, rehabilitation of the
physical infrastructure, resumption and expansion of mineral extraction and exploration,
and the reconstruction and expansion of social infrastructure (Ghebrehiwet, 1991: 4).
The national priorities were designed to counter the drawbacks of thirty years of war and
recurrent drought through the Recovery and Rehabilitation Programme for Eritrea
(RRPE). The objectives of the RRPE were: Restoration of essential agricultural and
industrial activities; Repair and rehabilitation of infrastructure; Providing the means for
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community level rehabilitation acnviues to restore social assets and to provide
employment; and Supporting institution building and systems needed for the
management of the economy (GOE, 1995: 2). The RRPE was a multi-sectoral
programme, which fully considered sectoral priorities, sector agencies, and
implementing capacity. The RRPE Programme also received financial support from the
World Bank and other donor countries to achieve its objectives (WE: 1994; GOE, 1995).
The estimated cost of recovery and rehabilitation was US$ 2 billion (UNIDO, 1996: 2).
However. the funds made available by the international community were very low
compared to the needs. This forced the government to depend on the internal resources
of the county by mobilising the Eritrea people to actively participate in the reconstruction
of the country.

The Eritrean people have been actively participated in the rehabilitation and
development of the national economy. The participation of the people was under the
umbrella of their respective associations consistent with systemic competitiveness
perspective: the National Confederation of Eritrean Workers (NCEW), the National
Union of Eritrean Youth and Students (NUEYS), the National Union of Eritrean
Women (NUEW), and the rural people through their local administrations. The
various rehabilitation activities in the different sectors focussed on the public sector,
except for the industrial sector, which included the private sector.

6.5.3 Recovery and rehabilitation in the industrial sector

The short-term industrial policy of the government focussed on the rehabilitation of
industries and expansion of production capacity to at least the baseline of the early
1970s, when Eritrea's industries accounted for 35 per cent of Ethiopia's industrial
production and had annual foreign exchange earnings of about US $ 100 million (Makki,
1996: 495). To this end, funds were made available for the public and private enterprises
through RRPE to import necessary raw materials, equipment, and spare parts. The total
appraised financial requirements for industrial enterprises was US$ 88 million, of which
US$ 68 million was earmarked for public industries and US$ 20 million for private
industrial enterprises. Of the total allocated funds, 67 per cent was earmarked for
industrial raw materials, 20 per cent for machinery, and 13 per cent for spare parts (GOE,
1995: 13). The total appraised foreign cost was US$ 47 million, of which US$12 million
was for the private sector and US$ 35 million for the public sector enterprises. The funds
allocated, as of 1995, were US$ 26.44 million, far below the requirement. Of the US$
26.44 million, US$ 20.71 million was allocated to 15 public enterprises and only US$
5.73 million was allocated to over 80 private enterprises (GOE, 1995: 13).

Although there was a gap between the estimated cost of the RRPE and the funds
made available, it has helped the government to rehabilitate some industries. For
example, the government reactivated Lime and Iron Sheet enterprise, which had not been
functional for twenty years. It also rehabilitated and renovated Dume Factory and
Massawa Salt works. While rehabilitating the industrial sector, the government also
restructured public enterprises so they can function on competitive basis until they are
privatised (GOE, 1993: 4-5).

6.6 Macro-policy objectives, policies, and institutions

6.6.1 Macro-economic policy

While the Recovery and Rehabilitation Programme was underway, the government
defined its long-term development strategy, which has a component of rehabilitation and
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recovery to serve the peace-time industrialisation of the country under new institutions,
policies, legal frameworks and in a new political environment. The development strategy
of the government of Eritrea was explicitly presented in its 1994 Macro-policy. The
Macro-Policy indicates that the development strategy of Eritrea is export-oriented. There
are four main reasons why an export-oriented strategy is considered appropriate for
Eritrea. First, it has the potential of expanding its exports as evidenced by its past
performance. Second, Eritrea has a small domestic market, and once domestic demand
has been met, export expansion would be expected to act as the main engine of growth.
Third, since decades of war and policy of neglect had prevented Eritrea from acquiring
the necessary infusion of new technology and skills, greater openness to international
markets could be a major channel for technological improvement. Fourth, the foreign
exchange needs of the country were immense. Hence, increased export earnings and
inflow of direct foreign investment are essential to fill the gap (World Bank, 1994: 31).

Within the export-oriented development strategy, the national development strategy
is directed at the realisation of various objectives. These include (1) improvement of
agricultural production through development of irrigated agriculture and through
enhancing the productivity of peasants, pastoralists, and agro-pastoralists; (2)
development of capital and technology-intensive and export-oriented industries and
services; (3) upgrading and technological improvement of the informal sector; and (4)
development of tourism and high-quality conference and convention facilities (GOE,
1994: 10). As has been indicated in the Macro-policy, the goal of the government's
development strategy is the establishment of an 'efficient, outward-looking, private
sector-led market economy, with the government playing a proactive role to stimulate
private economic activities'. The economic role of the public sector would be restricted
to those areas that the private sector may tend to avoid because of externalities' (GOE,
1994: 12). Proactive government intervention is consistent with economic theory and the
reality of Eritrea because reliance on market forces to enhance industrial development
will be difficult as the country's physical and institutional infrastructure, necessary for
efficient product and factor markets needs to be reconstructed. However, the mode of
government intervention in industrial development needs to be worked out and
effectively implemented to have the kind of effect needed.

As indicated in the macro-policy, the overriding national development objective is
the 'creation of a modern, technologically advanced and internationally competitive
economy with the next two decades' (GOE, 1994: 10). This ambitious objective, given
Eritrean reality, does not seem to be attainable in the given period of time. Eritrea has
been wracked by war. As a consequence, the requisites (human, financial, technical, and
managerial) for producing and exporting high-tech industrial products do not exist in the
current situation of the country. They have to be created and developed. Eritrean would
be required to make a substantial investment in human resource development,
infrastructure, and technical know-how to reach a threshold level in its development.
Hence, the government will be required to playa crucial role in creating markets where
they do not exist, strengthening them when they need improvement, and regulating them
when they are crucial to meet the objectives of the macro-policy. Experiences of
successful NICs also suggest that it took them more than three decades to build an
internationally competitive manufacturing sector in a peaceful environment.

It is well recognised that macro-economic policies affect the profitability and
competitiveness of manufacturing firms through the prices of their outputs, the prices of
their inputs, the interest payments on their loans, and the exchange rate system used. A
necessary condition for efficient utilisation of the factors of production is the stability of
the macroeconomics of a country. According to Hadjimichael et al. (1999), in a stable
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macro-economic environment, the inflation rate is low and predictable, the exchange rate
is near its equilibrium level, the government budget is well managed, the deficit relative
to GDP is at a reasonable level (consistent with non-increasing ratio of public debt to
GDP), and the use of central bank credit to finance the deficit is kept to a minimum. On
the other hand, the lack of macro-economic stability creates uncertainty, and makes it
difficult for economic agents to read the correct signals from relative prices, which as a
consequence, may lead to inefficient resource allocation (Hadjimichael et al. 1999). As
explained earlier, Eritrea did not inherit national institutions that could serve the post-
liberation economy. Therefore, the government had to use the available macro-policy
instruments to manage the Eritrean economy. The following section explores the major
macro-economic policy instruments in use in the country.

6.6.2 Monetary policy
It is widely recognised that to reap the full benefit of a market economy, sound monetary
policy with money that has a stable purchasing power is essential. However, as already
explained, Eritrea did not inherit national financial institutions that effectively utilised
monetary policy. The country did not have its own national currency either. It was using
Ethiopian currency: the birr till the end of 1997. Therefore, the seignorage (seignorage is
benefit obtained from issuing own currency to be used as legal tender) accrued
exclusively to the National Bank of Ethiopia as the issuing authority (GOE. 1998: 16).
The absence of a national currency was a major limitation of macro-economic policy,
hindering the government in independently managing the Eritrean economy in the
desired direction and speed to reach its objectives. The problem was complicated by the
absence of experienced bank management personnel and other facilities needed for the
smooth functioning of the banks.

Realising the urgency of having a national bank, the Eritrean Government
established the Bank of Eritrea by proclamation No. 3211993 with the legal power to
formulate monetary policies of the country and to guide and supervise the activities of
financial institutions. Moreover, the Bank of Eritrea is entrusted to promote stable
monetary, credit, and exchange rate systems conducive to balanced and accelerated
economic growth of the nation (GOE, 1993: 4-5). As Eritrea was using Ethiopian legal
tender, the Bank of Eritrea lacked the full legal power to effectively implemented
monetary policies related to the regulation of currency in circulation and determination
of interest rates that have profound impact on the performance of manufacturing firms
and the country's economic growth.

(i) Exchange rate policy
Eritrea inherited the overvalued birr and fixed exchange rate system from Ethiopia,
where there was a widely operating parallel foreign exchange market. The official
exchange rate in 1991 was 2.07 birr to 1 U.S dollar. The overvaluation of the birr was
even recognised by the Ethiopian monetary authorities, and the birr was officially
devalued to birr 5 to $1 US in late 1992 (UNIDO, 1996: 20) Since 1992, the devaluation
has been reflected in the banking system of Eritrea as the Bank of Eritrea had to adjust
the exchange rate from 2.07 birr per 1$US in 1991 to 7.20 birr per I$US dollar till end of
1997 in order to maintain a competitive real exchange rate. Adjusting the exchange rate
system is believed to stimulate Eritrea's exports as well as to increase the inward
remittances from Eritreans residing abroad. However, in Eritrea, where manufacturing
firms are highly dependent on imported inputs, devaluation of the birr can adversely
affect rather than improve their competitive position by increasing their cost of
production.
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After its establishment, the Bank of Eritrea has been authorising foreign exchange
permits on the basis of the national priority and availability of foreign exchange reserves.
Interviews with the senior experts of the Bank revealed that food imports,
pharmaceutical, industrial raw materials, and machines were given high-priority access
to foreign exchange. Commodities listed as luxury by Eritrean standards, such as
cosmetics, video, and small personal cars were low priority. Importers who could not get
foreign exchange from the Bank of Eritrea were permitted to import using Franco-valuta
(imports through their own foreign exchange bought in the parallel market).
Since May 1998, the government has further liberalised its foreign exchange regime, and
the Bank of Eritrea terminated authorisation of foreign exchange permits for importers.
According to the new regulations, any importer has to buy the required foreign exchange
from the free market based on the supply of and demand for foreign exchange. This
means there is no sectoral priority regarding access to foreign exchange. Moreover, since
the introduction of the Nakfa in 1997, the government has adopted a managed floating
exchange rate system and intervenes from time to time to reduce fluctuations in the
exchange rate. This was considered essential in view of the fact that the Nakfa is a
strictly non-tradable currency. Its value in the international markets can only be
expressed through some internationally traded medium of exchange such as the US
dollar, the German Mark, or other internationally traded currencies.
Moreover, the government has legalised the establishment of FOREX (foreign exchange
Bureau) to buy and sell foreign exchange in the country based on the demand for and
supply of foreign exchange. The move to market-based exchange rates is likely to inflate
the cost of imported raw materials, spare parts, and machinery needed by firms. As a
consequence, it tends to discourage the creation of new competitive manufacturing finns
because, under the given low protection rate, newly created firms in Eritrea cannot
compete with firms in other countries that have lower production costs. Moreover, there
is no valid reason to believe that the market-based exchange rate system will enhance
exports for the existing firms because firms are using old machinery and their products
are less competitive in terms of price and quality. The move to a liberalised exchange
rate regime, however, tends to discourage the corruption associated with allocation of
foreign exchange administration that is widely evident in many developing countries. On
the other hand, the effectiveness of a market determined exchange rate system seems to
be incompatible with the realities of Eritrea where demand for foreign exchange is far
greater than supply. A continuous devaluation of the currency, therefore, may further
worsen the cost of production of the imported inputs with its adverse effect on the
competitive position of the firms. Experiences in Zambia, for example, indicated that the
attempt to use the market-determined exchange rate for the Zambian Kuwacha proved
ineffective because of the extremely large demand for foreign exchange compared to the
supply in the country. After four years of experience, the government of Zambia returned
to a fixed exchange rate pegged to the US dollar (Chanthunya and Murinde, 1998: 157-
59).
In addition to the bank of Eritrea, the financial institutions in Eritrea include the
Commercial Bank of Eritrea, the Housing Bank of Eritrea, the Eritrean Development and
Investment Bank, and the National Insurance Company of Eritrea. With the Exception of
the Housing Bank of Eritrea, the other financial institutions are government-owned
(lMF, 1995). This indicates that the financial sector is still at a low level of development.

(ii) Credit policy
The financial sector in Eritrea is dominated by the Commercial Bank. In order to play
its role in the construction and rehabilitation of the Eritrean economy, it has been
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framed within the spirit of the macro-policy. Within this framework, the financial
intermediation activities of the Commercial Bank of Eritrea have been designed in
line with the objectives of the country's monetary policy of stimulating financial
savings and their optimal allocation to competing investment demands and to
maintain a stable macro-economic environment (OOE, 1994: 21). Moreover, the
Commercial Bank of Eritrea have the objectives of maintaining a high-quality and
low-risk loan portfolio; establishing long-term relationships rather than short-term or
one-time relationships with different sectors of the economy; and operating profitably
while serving the commercial banking requirements of all sectors in the national
economy such as corporations, individuals, and parastatals. The relatively pro-private
and pro-market credit policy of the commercial bank has encouraged the confidence
of the business community to utilise the institution for savings and borrowings. For
instance, the composition of savings bank deposits increased from 47 per cent of the
total bank deposits in 1992 to 58 per cent of the total bank deposits in 1997, while that
of current deposit (demand deposit) decreased from 52 per cent in 1992 to 36 per cent
in 1997 (OOE, 1998: annex 5). The substantial increase in the savings deposits
indicates the revival of the banking system and its engagement in financial
mobilisation.

Table 6.5 Outstandlngloans and advances for various sectors .1993'"97
(in 1000 Nakfa)5

Agriculture 35,681 42,866 73,793 114,160 135,649
Large-scalemanufacturing 59,797 86,288 151,253 157,776 115,856
Small-scalemanufacturing 8,969 12,488 36,736 88,467 123,950
Domestic trade 30,876 39,434 224,832 136,518 189,305
Various services 71,833 81,443 206,697 432,556 477,743
HotelsTourism 4,406 6,557 17,125 52,463 56,304
Transport & Communication 22,058 40,250 42,101 86,108 94,071
Import 33,027 65,619 95,173 203,136 228,805
Export 12,047 13,161 36,084 38,897 41,064
Building & Construction 42,204 60,834 89,521 95,189 117,207
PersonalLoans 103 117,654 138,721 102,511 73,202

Total 321,001 566,594 1,112,036 1,507,781 1,653,156
Source: GOE (1997) CommercialBankof Eritrea, 1997

As shown in Table 6.5, all sectors have access to bank credit, suggesting that the
Commercial Bank does not discriminate between sectors. The Commercial Bank,
however, requires collateral to protect itself from the risk of repayment default. As
indicated in Table 6.5, although the magnitude of credit to manufacturing sector has
increased over the given period, its share of the total credit decreased from 21 per cent in
1993 to 15 per cent in 1997. The decreasing tendency of extending credit to
manufacturing firms could be due to four main reasons. (1) The collateral, which the
manufacturing firms (borrowers) have to present, is normally greater in value than the

5 Till November 1997, Eritrea was using the Ethiopian currency -the birr. However, with the
introduction of Nakfa, the Eritrean currency, the official exchange rate of birr to Nakfa was
one to one. Accordingly, all past transactions were converted to Nakfa, including bank loans
to various sectors. So we have followed this approach in this study for consistency purposes.
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loan requested. Hence, it might be beyond their scope, given their weak financial
position. (2) The manufacturing sector has not been expanding as fast as the other sectors
because the investment required by manufacturing firms is too large to be
accommodated satisfactorily by the Commercial Bank. (3) A large proportion of the
inputs needed by the manufacturing firms has to be imported, which requires large
amounts of foreign exchange rather than local currency. The amount of foreign exchange
required, however, could not be met given the shortage of foreign exchange in the
country. (4) The Commercial Bank prefers to provide short-term loans (working capital
financing loans) to commercial businesses rather than provide credit for long-term
investment that is of interest to investors in the manufacturing industry.

As shown in Table 6.6, the lending interest rates structure of the Commercial
Bank of Eritrea ranges between 7.5-12 per cent. The deposit rate is 6 per cent per
annum. The interest rate structures were designed to reflect the demand for and supply
of credit in Eritrea. Discussions with the senior experts indicated that the difference
between the lending interest rate and savings deposit rate was considered small, but
the lending rates were also considered adequate for the banking system to generate
profit, while encouraging investment in the country. However, the rates could not
prima facia be considered as the true cost of capital, given the fact that the financial
market is not competitive with the existing two banks operating in the country. The
interest rate structure is subject to changes in consultation with the Bank of Eritrea to
reflect the long-term opportunity cost to the banking system. Moreover, the
effectiveness of the interest structure has to be seen in the perspective of the credit
policies of Ethiopia as Eritrea was using the Ethiopian birr. Ethiopia had a minirrium
deposit rate of \0 per cent and a maximum lending rate of IS per cent (IMF, 1996:
19). The difference of 4 per cent in the deposit rate was favourable to Ethiopia in
attracting more capital inflow from Eritrea. This was one of the main drawbacks of
the monetary policy because it could not stop the presumed outflow of capital from
Eritrea to Ethiopia due to the higher deposit rate that prevailed in Ethiopia.

Table 6.6 Interest rate structure of the ccrnrnerclal Bank of Eritrea for various
sectors

Sectorss;
,; -"!.;: ,"'>~

Agriculture
Commercial
Small-scale
Manufacturing
Large & Medium scale
Mining, power & water resources
Cottage industry
Domestic trade
Transport and Communication
Export of Goods & services
Essentials such as food, medicine, raw materials
Non-essential and Luxury
Hotels Tourism
Housing repair & Maintenance
Personal Loans

8.5%
7.5%

9.5%
8.5%

8.5%
8.5%
7.5%

8.5%

9.5%
9.5%
8.5%

12.0%
8.5%
8.0%
9.0%

12.0%
9.5%
7.5%

10.0%

Source aOE (1998) commercial bank of Eritrea 1998: Lending Interest Rate Structure
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In November 1997, the Eritrea government introduced its own national currency, the
Nakfa and terminated the use of birr as legal tender in Eritrea. Since the introduction of
the Nakfa, the Bank of Eritrea has the right to issue, manage, and retire the legal tender
(currency) of Eritrea and has assumed the full power that a normal central bank does in a
developing country. From an economic policymaking perspective, the introduction of the
Nakfa has led to the complete independence of the Eritrean economy, as the event
terminated the forced integration of the Eritrean economy with the Ethiopian economy
that lasted for almost 50 years.

The highest interest rate charged by the Commercial Bank of Eritrea was 12 per
cent for domestic trade, compared to 8 per cent for export goods. This reflects the
policy of encouraging exports to overcome the country's balance of payments
constraints. However, the interest rate structure suggests that manufacturing firms,
both large-scale and cottage were not receiving loans at preferred interest rates
compared to other sectors such as agriculture and transport and communications. At
best, interest rates structure showed that the manufacturing sector has received equal
priority as the other sectors in the pursuit of broad-based economic growth in the
country. Moreover, bank credits, over 75 per cent of which was directed to public
enterprises before 1991, have been reversed in favour of the private sector. The shift in
the composition of credit in favour of the private sector has been consistent with the
private sector development objective as indicated in the macro-economic policy of the
government.

Table 6.7 Bank credits to public and private enterprtsestssz-tssr
(in millions·of Nakfa) .

Public Enterprises 70.14
Private Sector 20.14
Total 90.28
Share privatesector % 22

Source: GOE (1998), NationalEconomic Policy Framework and Programme from 1998-2000
Annex 5 andown computation

Table 6.7 shows that the share of the private sector in total bank credits increased from
22 per cent in 1992 to about 80 per cent in 1997. The increase in the share of private in
total credits reflects the implementation of the declared policy of the government of
encouraging the private sector in the country. In addition, the Eritrean Development and
Investment Bank (EDIB) was established under proclamation No.911l996. One of the
major objectives of the Bank has been to provide and accelerate the country's
development by providing development finance to viable development-oriented projects
in all sectors of the economy in the form of credits, administered funds, and equity. The
Development and Investment Bank is in its infancy. During the fieldwork, it had
approved loans of 34.5 million Nakfa for the implementation of 21 agricultural and
industrial projects. The bank has also scheduled credit of 13. 7 million Nakfa to facilitate
implementation of another 13 agricultural and industrial projects (Eritrean Profile, 1998).
However, the challenge for Eritrea is not only the development of the private sector by
providing better credit facilities to private investors, but also the development of an
export-oriented private sector as one of the development strategies of the country.
Development of an internationally competitive manufacturing sector is beyond the



141

provision of credit, as it requires the development of human resources, physical
infrastructure, and technological capability.

6.6.3 Fiscal policy

As part of its overall fiscal strategy, the government of Eritrea has introduced a major tax
reform with due emphasis on reducing the maximum tax rates, broadening the tax base,
and simplifying tax schedules. Consistent with the supply-side tax policy (regime), the
highest marginal rates for unincorporated business profits and personal income taxes
have been reduced to 38 per cent from 51 and 85 per cents, respectively. Similarly, the
rate of incorporated firms' profit has been reduced to 35 per cent. The reduction of profit
tax is to encourage firms to increase their investment from the larger after tax profit
expected to be earned. The sales tax base has also been broadened to cover most
consumption goods, new excise tax, and stamp duties (IMF, 1996: 11). In addition,
custom duties have been designed to encourage imports of capital goods and
intermediates, while discouraging the imports of goods considered luxurious goods by
Eritrean standards in line with the macro-economic objective of enhancing the
competitiveness of Eritrea's export products (GOE, 1994: 24).

Industrialraw materials,Mineralfuelsand Chemicals
All imports
Capital goods such as machinery
AIl exportableitems

2%-3%
5%*
2%
0%

Source: (GOE), Gazette of Eritrea Laws Legal notice 1811994 Custom Tariff Regulations Vol.
4/1994 * Nominal averagerate of protection is calculatedas per cent of revenuefrom custom
duty on imports to the totalvalueof import (c.i.f.)for 1997

As Table 6.8 shows, Eritrea could be categorised as a very open economy. Average
nominal protection is 5 per cent. Most capital goods and raw materials are taxed less
than 4 per cent to encourage investment. There is no export tax. Import duties have
been designed to be relatively uniform and low on most of the goods imported to the
country, with the exception of some goods identified as luxury goods and goods
prohibited from import for their harmful effects on society. As already explained,
since liberation, the pressing needs of rehabilitation and reconstruction of various
infrastructural facilities such as roads, railways, power, telecommunications, postal
system, education, health, rehabilitation of ex-combatants and other displaced
Eritreans have dictated the size and direction of the government's expenditures. On
the other hand, the revenue generated was low compared to the expenditure needs of
the government, basically due to the low taxable capacity of the economy. So the
government had to run deficit budget by borrowing from the domestic banking
system.

Table 6.9 shows that, although tax and nontax revenues were increasing. the
increase in government expenditures remained higher than the total revenue, leading
to deficit financing over the 1992-98 period. Deficit financing increased from 3 per
cent of GDP in 1992 to 25 per cent of GDP in 1995 and 1996. Apparently, the deficit
seemed to have suddenly jumped due to the major restructuring undertaken during
these two years. However, the deficit also rapidly decreased to IO per cent in 1997,
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which is quite consistent with the objective of keeping deficit as low as possible. It
was anticipated to go up to 13 per cent in 1998. The increase in the budget deficit was
also a reflection of the increase in imports, which has been reflected in the country's
trade balance deficit. In view of the large-scale destruction of the economy, which
required major public resources for the rehabilitation and construction of physical and
social infrastructures and the restructuring of government institutions, deficit
financing was unavoidable. Deficit financing did not appear to have crowded out the
private sector, as private sector borrowings from the banking system had substantially
increased over the 1992-97 period.

Table 6.9 Government revenue, expenditures, budget and deficit as share of
GOP (Millions ·of.Naida)

Total Domesticrevenue
Total Tax revenue
Total Expenditures
Balance
GDP at currentprice
DeficillGDP

489
298
554
(65)

2235
3%

893
518

1415
(522)
2866
18%

1027
658

1602
(575)
3730
15%

1521
716

2703
(1182)
4682
25%

1420
830

2557
(1137)
4638
25%

2044
959

2532
(488)
4937
10%

1776
1065
2487
(711)
5480
13%

Source: GDE (1998) National Economic Policy Framework and Programme for 1998-2000,
tables 3.1, 3.2and8.1; IMF(1995)Eritrea,RecentEconomicDevelopment,p. 41 and 55 and own
computation *estimate

6.7 Investment policy

Aware of the role of private investment in the national economic development, the
government of Eritrea issued its first investment code in 1991 to communicate to the
business community and other potential foreign investors its commitment to building a
market-driven private-sector-Ied economy. This investment law indicated the opening of
Eritrea to foreign investment while barriers to external trade were significantly reduced.
Private enterprises were placed on an equal footing with the inherited public sector, and
incentives were offered to potential investors that had been prohibited during Ethiopian
colonial rule.

In line with the macro-policy objectives, a revised investment code was issued in
1994. The main objective of the investment code is to promote investment in Eritrea to
develop and use the country's natural resources. Within this broader objective, the
investment code intends to achieve multiple objectives, including the promotion of
exports, encouragement of competitive import substitution industries, enhancing transfer
of new technology, securing equitable regional growth, development of small-and
medium-scale enterprises, and expansion of employment opportunities (GOE, 1994: 5).
To these ends, the Eritrean investment code also provides various incentives for
domestic and foreign investment (see Table 6.8). Moreover, there will be no taxes on
declared dividends; any corporate profit that is set aside for reinvestment will be taxed at
the rate of 20 per cent. Furthermore, there shall be no exchange controls for repatriating
dividends and capital gains, and foreign investors are free to repatriate their profits.

In addition, the investment code provides various benefits to investors. For instance,
profit and dividends of investors, payments for a foreign loan, fees, royalties, or proceeds
received from liquidation of investment andlor expansion, and payment received from
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the sale of transfer of shares will be remitted in accordance with the rate of exchange
prevailing at that time. There is no minimum threshold value of investment. Moreover,
with the exception of domestic retail and whole sale trade, import, and commission
agency that requires bilateral agreements of reciprocity with the country of investor, all
areas of investment are open to all investors both foreign and domestic (GOE, 1994: 6).
Foreign capital may establish any enterprise on its own or in partnership with local
capital. Besides, the investment code guarantee, that capital and other associated foreign-
owned assets will not be nationalised without due laws. Eritrea has also signed the
convention establishing Multilateral Investment Guarantee Agency (MIGA) and the
convention on the Settlement of Investment Disputes between States and Nationals of
Other States (GOE, 1998: 20). The investment centre is the legal body responsible for
the promotion of investment and the issuance of certification to investors with a
maximum delay of 10 days (GOE, 1994: 15). Land proclamation that provides usufruct
rights for the long-term up to 99 years has been issued since 1994 and is expected to
facilitate the allocation ofland for investors (GOE, 1994; IMF, 1996: 9)

How have investors responded to such investment policies? A key response indicator
is the emergence of new investment proposals in the various sectors of the economy.
Since its establishment in 1991, the Eritrean Investment Centre (ErC) has received more
than 800 investment project proposals, 530 of these were approved. and 233 of these
were investment projects for which land was requested for allocation. Investment
proposals have increased in the different economic sectors: agriculture, marine resources,
manufacturing, mining, and construction as shown in the table below.

Table 6.10 Dlstrlbutlcnotapprcved investment projects and capital
by sector. -1991-1998 .

~'~~.;:.:- ,-~,
.. .;;: ':, ~1

j~,s:' ,,'~ ."
,,:;~~tQ.l'.'

>.. . .

Agriculture 46 151,923,917 1,258 8.8 4.5
Fishery 34 234,690,928 1,022 6.5 6.9
Mining & Quarrying 20 86,650,265 312 3.8 2.6
Manufacturing 237 1,367,568,749 6,620 44.5 40.3
Construction 25 377,900,969 2,144 4.8 ILl
Electricity gas & water supply 10 13,449,105 78 1.9 0.4
Repair & service 29 21,846,440 259 5.5 0.6
Hotels & restaurant 95 1,023,367,829 2,225 18,2 30.1
Transport & communication 8 46,181,706 III 1.5 1.4
Real Estate Development 6 10,907,552 2,035 0.8 0.3
Education 1 720,000 12 0.2
Health & social services 5 17,780,983 143 0.8 0.5
Community & recreational services 14 43,088,997 275 2.7 1.3
Total 530 3.396,086,440 14,494 100 100

Source: GOE (1998), Deterrent Investment Problems in Eritrea: Workshop on Investment
Problems, p.ll

Table 6.10 indicates that 44.5 per cent of the total number of investment projects,
sharing 40.3% of the total investment capital, was in manufacturing. The response
reflects a revival of the business community, which could be the basis for private
sector development.
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However, detailed data on the type and nature of manufacturing investment were not
available. The average number of employees of each in each project is 30 and the
capital investment is around US$ 8000, suggesting that most of the firms that have
been created were small-scale. Moreover, Eritrea is at an early stage of acquiring
entrepreneurial, managerial, and technological capabilities, even by African standards.
These capabilities are developed over a long period of time and cannot be presumed
to have developed in Eritrea since its liberation. In this regard, it is plausible to
assume that the newly created firms are small-scale and domestic-market-oriented. As
Rimmer (1993) points out, enterprises that easily exploit new economic opportunities
have always been strongly associated with newly established businesses which tend to
be small and domestic-market oriented. Moreover, investment in the export-oriented
manufacturing sector is more risky because the products face greater competition
from well-developed firms in the industrialised countries and would require specific
public support. Experience in other countries such as Thailand showed that major
investments in power supplies, transport, and communication and the provision of
subsidised credit to approved investors improved the business environment and
subsequently helped the private firms to emerge and develop very rapidly (Rasiah,
1998).

Given that only 233 investors requested land in Eritrea suggests that more than
half of the projects might have remained inactive due to various constraints. A
number of obstacles have been identified that delayed the implementation of the
investment projects in the country: delays in land allocation and customs clearance;
high tariff rates for vehicles to be used by investors for personal use; the lengthy and
time-consuming process of recruiting and finalising work permits for expatriates; lack
of adequate and relevant information on investment opportunities; and lack of co-
ordination between different institutions that deal with investment (GOE, 1998: 14-
21).

Investment in the manufacturing sector is sensitive to the availability of market
opportunities, water and electricity supply, skilled labour, and financing facilities.
Table 6.1 I shows that 56 per cent of the approved investments were in Zoba Maekel
(Central Region), which has better physical and social infrastructures than other
regions. This phenomenon is consistent with the disparity of inflow of FDI among
developing countries, which is due to the differences in their overall attractiveness for
business and goes beyond the fiscal and monetary incentives provided to investors.

Another indicator of the effectiveness of the investment code is the size and pattern
of foreign direct investment flowing into the country over the last few years. The inflow
of foreign direct investment in Eritrea took place in different sectors such as oil
exploration, gold mines, and in fishery (primary), secondary, and tertiary sectors. From
virtually zero in 1991, the total FDI reached 1,895.3 million Nakfa in 1995 ($US 263
million). The sectoral distribution was 21 per cent, 32 per cent, and 47 per cent in the
primary, secondary, and tertiary sectors, respectively (UNCTAD, 1996: 140).

In the manufacturing sector, FDI investment inflow has been observed in the
recently privati sed firms such as beverage, cigarette, and shoes factories. So FDI in this
sector has been still low. It is well recognised that foreign investors take into
consideration in their investment decision the availability cheap skilled labour in
developing countries to successfully compete in the world market. In view of this,
Berthelemy and Varoudakis (1996) argue that, in low-income developing countries like
Eritrea, fiscal incentives alone would be insufficient to attract adequate foreign direct
investment. International capital moves to economies that have set up institutions and
structures conducive to growth have a stable political environment and stable macro-
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economies, a high economic potential, and an efficient infrastructure will assume low
profitability for their investment, and the inflow of foreign direct investment will be low.

Table 6.11 Regional distribution of the approved projects and capital stock

0.- •

~f!gibrr

Anseba 8 34,159,084 196 1.5 1.0
Debub 89 497,410,165 2,024 16.8 14.7
Gash-Backa 27 113,737,580 858 5.1 3.3
Maekel 296 1,655,835,018 8,256 55.9 48.8
N. Red Sea 106 1,033,544,594 2,645 20.0 30.4
S. Red Sea 4 61,400,000 515 0.7 1.8
Total 530 3,396,086,440 14,494 100 100

Source: GOE (1998) Ministry of Trade and Industry, Deterrent Investment Problems in Eritrea:
p.11

If the domestic conditions necessary for putting firms in a competitive position have not
been created, international investors. Therefore, with the increasing global competition
for attracting foreign investment, especially when other countries provide better
incentive packages, Eritrea would be required to improve its competitiveness through
more generous incentive measures to offset some of the disadvantages of the country.
Moreover, the physical infrastructure and the human resources of the country have to be
developed, while the efficiency of the regulatory institutions need to be improved to
make the country regionally and internationally competitive in attracting foreign direct
investment.

6.8 Restructuring public enterprises

Eritrea's industrial sector includes manufacturing, mining and quarrying, handcrafts and
small-scale industries, building and construction, and electricity and water. Its
contribution to GDP is about 20 per cent. The industrial sector is dominated by
construction and manufacturing sub-sectors, which contributed 10.8 per cent and 7.20
per cent, respectively (GOE, 1998: Table 8.2). The manufacturing sector contributed
about 39 per cent of total exports and employed about 14,000 workers (Yacob, 1996:
61). A key characteristic of the manufacturing sector is that the relatively large firms are
public enterprises. Over 80 per cent of the products are produced in these public
enterprises. The private sector is very underdeveloped. It is characterised by small-scale
production and domestic market-orientation with little application of modem managerial
practices.

The manufacturing sector of Eritrea is still underdeveloped. There has been no
substantial structural change since the advent of Italian colonialism. This is why all the
firms predominantly produce consumer goods. There are no industries that produce
capital or investment goods demanded by other firms. As a consequence, the sector has
also very weak linkages between the different firms. Moreover, the manufacturing sector
is a very weak technical basis for developing the agricultural sector. To date, very few
farm tools like sickles and axes are produced and supplied to the agricultural sector.
Hence, acceleration of investment and economic growth in Eritrea is extremely
dependent on the ability of the country to import capital goods.
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Before liberation. the public manufacturing enterprises in Eritrea were administered
according to a standard command economy model with virtually no room for managerial
flexibility in investment. production. and purchasing of inputs. As a consequence.
managers had virtually no incentives to improve the financial. technical. or managerial
capabilities of the firms. Reflecting their poor performances. most of the public
enterprises have accumulated large debts to the banking system.

Under the new economic policy. a greater operational autonomy has been given to
the public enterprises to compete on a commercial basis. Moreover. the size of
employment has been reduced. and direct subsidies have been terminated. Furthermore.
the firms have been left free to buy their inputs and sell their outputs on the market.
These changes have been introduced to stimulate the managers of public manufacturing
enterprises to improve the operational efficiency and profit of their firms. However.
Kohli and Sood (1987) argue that public firms improve their efficiency if managers have
full autonomy in investment-related decisions. if the appointment of managers and
personnel is based on business considerations. and if the remuneration system rewards
the managers and the employees. However, in Eritrea, the existence of public enterprises
is temporary because the declared policy of the government is to privatise them. To this
end, by proclamation 8311995, the government has established a legal body: The
National Agency for the Supervision and Privatisation of Public Enterprises (GOE,
1995). The main rationale of privatisation of public enterprises in Eritrea is to improve
their efficiency, profitability, and export performance through better management,
production, investment, marketing, and research. Privatisation is also expected to reduce
governmental budgetary expenditure and the burden of administration.

Until the public enterprises will be fully privatised, the Privatisation Agency is
empowered to implement appropriate management policies to vita1ise the public
enterprises and transform their respective productivity and capabilities (GOE, 1995).
During the fieldwork, the Privatisation Agency has privatised 21 enterprises (53%) of the
39 public enterprises, and their managers/owners are free to make business decisions that
would grant their firms greater profitability. As Eritrea's envisioned industrial
development is beyond privatising the public enterprises, the owners of privatised
enterprises would be expected to inject major investments in their modernisation.
Moreover, the emergence of new manufacturing firms that use modern technology,
managerial practices, and skilled labour would be expected to act as the engine of
Eritrea's industrialisation and structural transformation. How far can the new, privatised
manufacturing firms develop in a liberal trade policy environment in Eritrea? This is an
area for future research. Experience in African countries, however, has shown that trade
liberalisation and privatisation have not led to improved competitiveness. There are two
main reasons for such poor competitiveness. The first is that the weak manufacturing
firms of African countries have been unduly exposed to intensive competition from
cheaper imports. The second reason is the lack of investment in their improvement, as
investment was depressed under SAP. On the other hand, experiences in the NICs have
indicated that, within an export-oriented development strategy, purposeful state
intervention in their industrial capability building based on potential comparative
advantage has helped these countries to build a vibrant and internationally competitive
manufacturing sector.

6.9 Institutional and human capacity building

A country's economic policies are unlikely to be effectively implemented without good
governance and appropriate institutions filling by competent staff (Gordon 1996). Dia
(1996: 27) has distinguished two complementary but distinct approaches to capacity
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building: (1) the technical or supply side, which focuses on increasing the supply of
skills and the transfer of new technology, methods, and systems. In this respect, capacity
building is equated with education, training, and technical assistance to complement the
local supply. The supply side of capacity building basically tries to fill the gap by skilled
and experienced personnel to enable institutions or departments to accomplish their
duties efficiently; (2) the institutional or demand side of capacity building, on the other
hand, focuses on improving the ability of a country to make optimal use of its existing
technical capacity and resources in a sustainable manner. The main focus of the demand
side of capability building is on capacity utilisation and the absorptive capacity of a
country. The effectiveness of institutional capacity building depends on the commitment
of leadership, the enforceability of rules, the legitimacy of institutions, and the autonomy
of organisations to carry out their jobs (Dia, 1996). In reality, however, the two facets of
capability building are inseparable as they both deal with human resources development,
institution building, and strengthening them to be effective in policy implementation and
monitoring in a market-guided economy.

As an emergent nation, Eritrea had no opportunity to acquire new production
technology and skills in modern business management, making the effort of building a
private-sector market-driven economy more difficult. This problem has been recognised,
and, as part of its nation-building process, the government of Eritrea has intensified its
human resource development by expanding formal education at all levels, elementary,
secondary, and tertiary as well as through vocational education. Furthermore, the
government of Eritrea has also increased its efforts to build an efficient administration or
structure that has the ability to initiate, implement, monitor, and evaluate policy changes
(Ottaway, 1998: 211). To this end, the government reformed the civil service sector by
down-sizing it; at the same time, it improved the salary of the remaining civil servants in
order to motivate them, improve their efficiency, and reduce systemic corruption.
Moreover, the government has begun to appoint increasing numbers of young graduates
and professional returnees in different offices to strengthen the country's institutional
capacity. The government of Eritrea has also put particular emphasis on attracting people
with technocratic-managerial skills, including foreigners, to fill the country's temporary
gap in the field of human resource. The government has also introduced a scholarship
system both to academic staff of the University of Asmara and other employees in
various ministries to increase the supply of skilled labour needed in the country at
different levels.

Through the Eritrean Institute of Management, the government has started to provide
a one-month training programme to civil servants in the fields of financial management,
project management, and human resource management. These training programmes are
aimed at improving the civil servants' capabilities. Furthermore, some ministries, such as
the Ministry of Local Government, have also made special arrangements with the
University of Asmara and have been training many of their employees with the objective
of improving the administrative capability of their institution. Recently, a new Human
Resource Development department was created at the University of Asmara. Currently,
its main task is to facilitate sending employees from various ministries abroad for higher-
level training.

In line with the capacity building goals, some argue that the transition to a market-
driven, private sector-led economy in a country depends on four major functions. The
first is the capacity to design, monitor, and implement a consistent set of macro-
economic and sectoral policies related to the capacity to implement appropriate monetary
and fiscal policies or industrial policies. The second is the capacity to provide a
facilitating environment for the private and public sector activities that have an effect on
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export promotion. The third function is the capacity to privatise public enterprises
effectively, using the best privatisation options. The fourth is the capacity to conduct and
active dialogue with the private sector to encourage them to play their role in
development process (Israel 1990, cited in Gordon 1996). In this spirit, since 1991, the
government of Eritrea has been making efforts to create effective regulatory institutions
in custom duties, ports, investment, licensing, power, labour, taxation, and banking to
have a positive impact on the competitive position of the firms. The government has also
mapped a comprehensive environmental framework and has established a separate
ministry of land, water, and environment to ensure rational utilisation of natural
resources that guarantees sustainable development in Eritrea (GOE, 1998). The efforts
underway are encouraging, although Eritrea has a long way to go in its capability-
building process that will have a strong impact on its development endeavour towards
building a market-guided economy.

6.10 Medium-term industrial development strategy 1998-2000

Since liberation, policymaking has prioritised the rehabilitation of the war-tom economy,
deliberation of the country's development orientation, and the creation of institutional
and legal frameworks to create a facilitating business environment that would stimulate
private investment. However, it has become necessary to refine and consolidate policies
and institutions that will serve the short-term reconstruction and long-term development
needs of the country more effectively. In this spirit, the government of Eritrea mapped its
medium-term National Economic Policy Framework and Programme (NEPFP) for
1998-2000. The objectives of the programme are to complete the reconstruction phase
and to direct the economy on a sustainable development path (GOE, 1998: 10). The
NEPFP programme is comprehensive and covers all economic sectors of the economy
by pooling the policies and economic growth strategies pursued in all sectors since
liberation. It also assessed the achievements of the last seven years. In addition, the
NEPFP has identified the basic constraints of the different sectors of the Eritrean
economy.

The NEPFP has three main components: economic development vision of the
government of Eritrea, the macro-economic and sectoral policy framework adopted and
pursued over the last seven years, and the over-all development programme and
economic management needed to achieve Eritrea's development objectives. The
development aim of the government of Eritrea is to reduce poverty through rapid
economic growth (GOE, 1998: 34). The NEPFP recognises that development is a long-
term process that will be determined by growth in the capital stock, increase in quantity
and quality of the work force, and advances in the state of production technology in the
economy. To this end, the NEPFP indicates that, in the next three years, the government
needs to focus on the reconstruction and expansion of the strategic productive base,
human resource development, and the creation and strengthening of regulatory and
institutional capability (GOE, 1998).

In line with the macro-economic policy, the medium-term industrial development
policy of the government as indicated in the NEPFP is that:

Industrial expansion should take place based on commercial and long-term economic
efficiency,witbout relianceon any form of protectionor subsidy.However, to foster rapid
and sustainable growth of manufacturing,the governmentwill, in collaboration with the
private sector, take measures to encourage the development of small and medium
enterprises. Such measures may include the establishment of adequately serviced
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industrial estates, and business incubators, affordable access to credit. training, accounting
and bookkeeping services (GOE, 1998: 26).

The focus of the government is on creating an environment that will facilitate expansion
of manufacturing output in industries where Eritrea has comparative advantages. Such
industries would include textile and garments, leather products, general agro-processing,
metal fabrication, plastic processing and conversion, construction materials, and other
resource-based industries (GOE, 1998). Similarly, the trade policy of the government of
Eritrea is to promote competition in the domestic market by reducing the barriers for
import and to encourage the exports of the private sector as much as possible by
maintaining sound exchange rates and a liberal foreign exchange retention scheme. The
NEPFP underlines Eritrea's commitment to pursuing an open and liberal trading policy
(GOE, 1998). The NEPFP has also identified the major constraints that have hindered
the country from reaping the benefits of its liberal trade and investment policies. These
are (1) lack of skilled labour; (2) shortage of financial and foreign exchange; (3)
inadequate physical infrastructure; (4) weak institutional capacity; (5) inadequacy of
information; and (6) technological backwardness (GOE, 1998). These constraints are
nation-wide; they affect all sectors of the economy including the public and private
manufacturing firms. The micro-level effect of such constraints will be analysed in the
empirical study in Chapter 7.

6.11 Trade policy and balance of payments

Eritrea has a long history of trade, long preceding the advent of Italian colonialism,
rooted in the pro-trade culture of society and its strategic geographical location in the
Horn of Africa. After Italian colonial rule introduced modern farming and
manufacturing sectors, Eritrea began to export agro-industrial products like oilseeds,
frozen and canned meat, and fruits and vegetables to the Middle East, Europe, and Far
East.

Although the economic policy and political environment in Eritrea was not
conducive to the business, exports had been growing till early 1970s. The main
exports were agricultural products such as vegetables and fruits, fresh eggs, live cattle,
skins and hides, frozen fish, textiles, and shoes, while the main imports of the country
were vehicles, machinery and tools, medicine, fuel, chemicals, and electrical materials
(Aradom, 1966). For instance, Eritrea exported 200,000 quintals of fruits and
vegetables worth US$ 4 million to Middle East, the Arabian peninsula, and Europe
and, 80,000 quintals of green pepper worth US$4.8 million to Europe in the mid-
seventies (Asmara Chamber of Commerce, 1974: 20-21).

Table 6.12 Trade balance of Eritrea 1962~65(in Etn $)

1962
1963
1964
1965

39458775
44727481

5710831
62597369

47955816
65006466
79110332
90733602

-8497041
-20278985
-21599501
-28136233

Source: Aradom (1966), Social and Economic Development of Eritrea since 1962, p.l71
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Table 6.12 shows that Eritrea had a persistent deficit in its trade balance during the
period 1962-65. The data, however, did not include the country's trade with Ethiopia.
Given that Eritrea was relatively more industrialised than Ethiopia, one might argue
that the major exports to Ethiopia were industrial consumer goods and that the actual
trade balance was more favourable than the one presented here.However, not much is
known about the balance of payments of Eritrea because the government of Ethiopia
had deliberately integrated trade-related statistical data of Eritrea with those of
Ethiopia. This policy has obscured the factual exports and imports of Eritrea as well
as a proper analysis of the pattern of its trade balance overtime.

Eritrea also inherited a weak and state-dominated trade sector. To reverse the
situation, the government of Eritrea stated in its macro-economic policy that
promoting the country's export of goods and services is critical for a favourable
balance of payments position and subsequently to promote its economic growth (GOE,
1994). To this end, the government has substantially reduced the import tariff rates,
removed import restrictions, made appropriate adjustment to the exchange rate, and
allowed currency convertibility. Furthermore, the trade policy of the government
indicates that the government will provide preferential financing, assistance in
international market penetration, and strong promotional support to aid exports and
support mechanisms for quality and standard controls (GOE, 1994). To date, the
inherited rent-encouraging licensing system of Ethiopia has been replaced by a system of
automatically renewable certification with the exception of a few commodities put on the
negative list. The business community has responded positively to the improved
licensing system. During the fieldwork, as many as 53, 347 business licenses were
issued, 55 per cent of which were for imports and exports (GOE, 1998). The
participation of the private sector in trade has made available various imported goods on
the Eritrean market.

Table 6.13 Trade balance of Eritrea 1992-1998 (in millions of Nakfa)

Item
,;;,:.. • .;!L .' ~

Exports 91 209 426 530 622 381 1016
Imports 453 1745 2672 2793 3511 3524 4527
Trade Balance (362) (1536) (2246) (2263) (2889) (3143) (3511)
Exports/imports 20% 12% 16% 19% 18% 11% 22%
Trade/GDP 27% 77% 91% 91% 101% 87% 112

Source: GOE (1998) National Economic Policy Framework and Programme for 1998-2000,
Table 6.2 and Table 8.1 and own computation. ( ) = Deficit trade balance.

Table 6.13 shows that Eritrea's merchandise-export earnings financed, on average, 17
per cent of total imports during 1992-98. The remaining imports were financed using the
reserves of the country, foreign aid, and foreign borrowing. The widening trade deficit of
the country reflects the post-war situations, in which all sectors of the economy required
increased imported inputs, while the export base remained weak. A rapid increase of
imports with exports remaining sluggish is detrimental to the country's long-term
development because growth can easily stagnate due to lack of foreign exchange needed
to import the required inputs, such as machinery. Moreover, the trade-to-GDP ratio has
shown a rapid increase from 27 per cent in 1992 to 112 per cent in 1998. This high level
of structural openness suggests that the exports of the country must increase in order to
cope with the growth of imports to finance the greater part of the country's imports.
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While the high degree of openness may have desirable growth effects on small domestic
market of Eritrea, it may also exacerbate the inherent vulnerability of the country by
intensifying its exposure to various exogenous shocks in the global economy or its
principal trading partners. A certain degree of diversification into the export structure
and trading partners, therefore, would be required to reduce the adverse effects of
external shocks on the country. Without rapid export expansion and diversification of its
exports, it does not seem that the country will easily narrow its trade deficit gap. This is
one of the fundamental challenges Eritrea has to meet in future.

As shown in Table 6.14, there was a substantial diversification of markets under the
new economic policy. The percentage share of Eritrea's imports from Ethiopia compared
to its total imports decreased from 17 per cent in 1992 to 9 per cent in 1997. Similarly,
the percentage share of Eritrea's export to Ethiopia compared to its total exports
decreased from 87 per cent in 1992 to 63 per cent in 1997. The decrease in trade with
Ethiopia is reflected in that Eritrea increased trade relationships with a number of
countries such as Saudi Arabia, the United Arab Emirates, Germany, Italy, the
Netherlands, U'K, U.S.A, Sweden, Sudan, and Yemen.

TabJe.6,14 Direction of Eritrea's'.imports. and-exports, in percentages·.1.9~2"1997

% share of Eritrea's importsfrom 16.9% 6.5% 4.6% 5.8% 8.5% 9·0%Ethiopia
Rest of the World 81.3% 93.5% 95.4% 94.2% 91.5% 91%
% share of Eritrea's export to Ethiopia 86.6% 62.3% 52.3% 67.0% 65.8% 63.4%
Rest of the world 13.4% 37.7% 47.7% 33.0% 34.2% 36.6%

Source: GOE (1997)CustomsDepartmentExternalTradeStatistics1992-97

Furthermore, Eritrea has become a member of Inter-Governmental Authority on Drought
and Development (IGAD) and the Common Market for Eastern and Southern Africa
(COMES A, which succeed to the preferential trade areas of Eastern and Southern
African States (PTA) in 1994. Eritrea has also become a member of the community of
Sahelo-Saharan countries, which include Burkina Faso, the Central African Republic,
Djibouti, the Gambia, Libya, Mali, Niger, Senegal, Sudan, and Chad. Eritrea is also a
beneficiary with access to the European market because it is a signatory of the Lome
Convention, which gives the country preferential accesses to the European Union
market. Recently, Eritrea has been selected as one of the beneficiaries that have
preferential access to USA market for its manufactured exports. The expanded trade
relationship suggests that the export market potential of the country is extremely large,
provided that its macro-economic policies continue to attract investment in export-
oriented manufacturing firms and to improve the export capabilities of the manufacturing
firms.

Table 6.15 shows that Eritrea's revenue from the various export commodities has
increased, indicating a recovery of the country's productive capacity, partly due to the
increased imports of raw materials needed by the different sectors. Apparently, the
commodity composition appears to have gone through a substantial change in favour of
manufactured exports. It increased from 10 per cent of total value of exports in 1992 to
39 per cent in 1997. The high increase of exports of manufactured goods, however, is
because of the still low exports from the primary sectors, particularly that of agriculture.
The second reason is that exports of manufacturing firms were directed more to the
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Ethiopian market and this does not prima facia indicate an improvement in the
competitive position of the firms because this is the market that the firms had been
serving for more than three decades.

Table 6.15 Commodity, composition ofErltrea'a exports.in mlllions-of Naida
(1992-97) . .

Commodity 199Z 1993 1994' 1995 199~ 19.97
Food & live animals 2.5 27.8 117.7 141.3 92.4 81.3
Beverages & Tabasco 4.0 8.7 9.2 19.7 26.2 8.9
Crude materials except fuel 34.7 76.6 132.1 156.1 123.0 129.5
Mineral fuels, lubricants & related materials 0 0 0 0.1 0.2 0
Animal & vegetable oils, fats, & waxes 0 0.1 0 2.2 2.6 1.4
Chemicals & related products 0.3 6.2 7.5 12.2 13.4 8.2
Manufactured goods* 2.4 52.9 67.8 100.3 88.3 64.3
Machinery & transport equipment** 1.2 3.5 11.7 20.2 27.7 10.8
Miscellaneous manufactured articles *** 1.0 33.5 51.1 76.9 146.6 70.9
Total 46.1 209.2 397.1 528.8 520.4 375.3
% of manufactured exports to total exports 9.97 42.97 32.89 37.33 50.5 38.90

Source: (GOE, 1997) Customs Department External trade Statistics 1992-97
*Exports from the manufacturing sector of Eritrea, **Exports with some value added in Eritrea
(re-exports); ***Some capital goods produced in Eritrea like flour mills exported to Ethiopia

The exports from manufacturing were also far below the value of exports from the
manufacturing sector in Eritrea in the 19705, which was estimated at $US 100 million
per year. In summary, the following trade patterns were observed in the country over the
last few years: first, the growth in imports outpaced growth in exports, suggesting that
such a trade pattern may affect the overall economic growth because of foreign exchange
constraints. The faster growth of imports is a sign of the more open and trade-oriented
policies; but it could also expose the country to external shocks because the high
trade/GDP ratio. Second, the trade balance was persistently in deficit, a post-war legacy,
because all sectors were in need of increased imports for their reconstruction. Third, the
export commodity composition is still narrow, and export was oriented on Ethiopia. It
showed a declining trend before the border conflict between Eritrea and Ethiopia erupted
in May 1998, which terminated Eritrea's trade relation with that country. This means the
country did not generate much foreign exchange because payment was in birr, an
internationally non-tradable currency. Fourth, import from Ethiopia had substantially
declined in favour of imports from other countries, increasing the demand for foreign
exchange in Eritrea for imports from other countries.

6.12 Growth and structure of the Eritrean economy 1992-1997

No systematic analysis has been done on the impact of economic policy change on
economic growth in Eritrea. However, it may be presumed that the share of the
sectors in GDP and their growth rates and the growth of the Eritrean economy is the
result of the size and quality of investments made in the various sectors as well as the
degree of rehabilitation of the sectors. Some investments, such as road construction,
have a longer time lag before they reap the benefits of economic growth, while other
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investments have an immediate effect on economic growth. However, this does not
change the overall trend of the country's economic performance since liberation. As
shown in Table 6.16, over the given period, the three main sectors on average showed
positive growth rates. The lowest average growth rate of 1.5 per cent was evident in
agriculture. The highest average growth rate took place in industry, which was 19 per
cent. The high growth observed in industry is particularly due to the rapidly growing
activity in the construction sector of the country. The average growth rate of the service
sector was 14 per cent, while the average GDP growth rate at )992 constant price was 11
per cent. The high annual average GDP was influenced by high growth rates recorded in
1993 and 1994, which were 16 per cent and 19 per cent, respectively. This, in tum,
indicated the effect of the recovery programme, which helped the economy to revive
from its extremely low level at the time of liberation. Part of the encouraging revival of
the economy could also be attributed to the restoration of peace and stability in the
country, complementing the liberal trade and price policy that encouraged private
initiatives.

Table 6.16 Gross domestic product by industrial origin 1992-1997;(ih millions of
~~ .

Average
Sector 1992 1993 1994 1995 1996 1997 growth-rate

1992-9"l

Agriculture 598.1 468.5 687.0 553.0 512.0 559.0 1.5%
Industry 308.4 441.0 466.3 517.0 637.0 740.0 19%
Services 1094.3 1409.0 1839.0 1773.0 1911.4 2021.5 14%
GDP at current factor
cost 2000.8 2318.3 2992.2 2843.3 3060.2 3288.0 11%
Consumerprice index * 100 109.04 113.24 128.56 133.58 135.93 20% -.

.-- ...
Source: GOE, (1998), National Economic Policy Framework and Programme for 1998-2000,
Tables 2.1 and 8.1 and own computation;ERINA (1998). *Consumerprice index for the city of
Asmara excluding house rent. We used as a deflator in the absence of whole sale or producer
price index to estimateGDP at 1992 constantprices.Othervaluesare at currentprices.

However, the inflation rate was on average 20 per cent in the economy, which was
expected, given the high import dependence of the economy and the devaluation of the
local currency. Hence, a fundamental task ahead of Eritrea is to enhance the momentum
of economic growth through sustainable investment, at the same time maintaining price
stability to promote diversification of the production structure and subsequently to
overcome its balance of payments constraints.

Although agriculture dominates the Eritrean economy in terms of employment, its
contribution to GDP has been very low: 15 per cent compared to 23 per cent in Africa.
The low and declining trend contribution of agriculture to GDP, given the large-scale
rehabilitation under way, indicates that the sector is still subject to weather-induced slum
in its production. The sector's output and productivity is still largely dependent on the
availability and reliability of rainfall and absence of pests. The share of industry to GDP
in Eritrea was also far below that of the contribution of the African industrial sector.
Similarly, the contribution of the manufacturing sector was also less tban 10 per cent
compared to 11.3 per cent for Africa. The industrial sector in Eritrea shows the
beginnings of a transition from subsistence agriculture to an early stage of industrial
development. This is indicated by the virtual absence of firms involved in the production
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of capital goods such as in the production of iron and steel, or electrical machinery or
agricultural inputs or tools. Moreover, a strange feature observed in the economic
structure of the Eritrean economy is the dominance of the services sector over the given
period of time.

Table 6.17 Gross dornestlc-product (GOP) of Eritrea by industry origin at
current market prices (,1992-1997 in per cent)

Sector 1992 199;3. 1994 1995 1996 1997 Africa
1995;;'

Agriculture 26.77 17.82 20.86 17.65 15.07 14.50 23.00
Industry l3.80 16.78 14.16 16.49 18.74 20.36 32.80
Manufacturing 9.43 9.37 7.0] 7.89 6.71 7.23 1].30
Services 48.97 53.60 55.83 56.54 55.66 55.66 44.20
Indirect Tax less
Subsidies 10.46 11.80 9.15 9.32 9.48 9.48 NA

Source: GOE (1998), National Economic Policy framework and Programme for 1998-2000 Table 8.2 and
African Development Bank (l997) Africa Development Report 1997: Fostering Private Sector
Development in Africa, p.19 Figure 1.2. * Africa GDP at constant 1985 factor cost by sector.

Over 50 per cent of the country's GDP came from the service sector, while the
agricultural and industrial sectors together contributed less than the share of the service
sector. The large share of the service sector, however, is not an indication of the
maturation of the Eritrean economy. It does not indicate that the economy has completed
its evolution from an agrarian-dominated to industry-dominated and, eventually, to
service sector dominated society, as we observe in the economic structure of the
industrialised countries. What one can observe in the case of Eritrea is the relative
concentration of the country's activities in service sectors that are non-tradable, except
that of tourism and port services. The country does not own internationally competitive
transport, communication, and financial sectors.

As we have already explained, the promotion of the manufacturing sector is
particularly favoured because the export potential of the manufactured output is far
greater than the services in the present economic situation of Eritrea. Furthermore, the
potential for productivity increase induced by technical change increase is greater in
manufacturing than in the service sector. Experience in the NICs has also indicated that
manufacturing sector-led growth has been the main force in their structural
transformation and productivity growth (World Bank, 1993). Hence, if the non-traded
service industry continues to dominate the Eritrean economy at the expense of the other
sectors, particularly, manufacturing, this will have an adverse effect on the country's
balance of payments. Moreover, given that most of the services are non-tradable and that
the Eritrean domestic market is small, there will be limited scope for service-sector
induced rapid economic growth in the country. However, it does not mean that the
service industry is of low priority to the country. It does imply the need to diversify the
exports of the country by giving more incentives to the manufacturing firms in order to
overcome its balance of payments constraints and secure its sustainable growth.

6.13 Summary

Modern industries were introduced in Eritrea during Italian colonialism. Though the
main objectives of Italian colonialism in Eritrea were to settle Italians in Eritrea and to
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exploit its natural resources, it was during this period that modern industries, transport
and communications systems, and modern towns were constructed and developed. At
the end of Italian colonialism, Eritrea stood on the threshold of a promising era of
industrial development. The country's transportation and communication infrastructure
was conducive to industrial development and investment.

After Italian colonialism, the industrialisation process in Eritrea was discouraged,
particularly during the last phase of British colonialism, when the British dismantled
many Eritrean factories and other infrastructural facilities and sold them to other
countries. During the Ethiopian colonial period, with the exception of a brief period in
the early 1960s, industrial investment in Eritrea was discouraged. The investment
incentives were deliberately made to attract investment in Ethiopia under the guise of
bringing 'balanced development' between Eritrea and Ethiopia. Moreover, many
Eritrean industries were forced to relocate to Ethiopia, and the remaining ones were
denied expansion-related investment. As a consequence, their activity continued to
deteriorate.

In 1974, the Dergue came into power and nationalised the relatively large
privately owned manufacturing firms, which further discouraged private investment in
Eritrea. While the nationalised firms were denied additional or replacement
investment and left to decay mainly serving the Ethiopian military machinery, their
profit was transferred to the central treasury. During the Dergue, industrialisation,
trade, and other supportive facilities such as transport, finance, communications,
marketing facilities, and warehousing were virtually destroyed. Worse still, new
private investment in Eritrea was banned, which adversely affected the industrial base
of the country. The weakening of the industrial base of Eritrea continued further with
the intensification of the war of independence till Eritrea was eventually liberated in
1991. At the time of the liberation, the Eritrean economy was in disarray, and virtually
every sector had to be reconstructed and its physical infrastructure rebuilt.
After liberation, the government of Eritrea introduced an extensive rehabilitation
programme to revitalise the basic economic sectors and social and physical
infrastructures with the objective of building a market-guided private sector led
economy. The market-based economic policy is to correct the structural distortions in
the economy and to improve the efficiency in the allocation of resources as well as to
encourage exports. To this end, the government has liberalised all prices. It has
simplified and improved its licensing procedures. The government has also
substantially reduced tax rates and has broadened their coverage; it has reduced the
level of import protection. Moreover, the government issued its macro-policy and
investment policy in 1994, which indicated that the development strategy of the
country is export-oriented, in which the private sector is to playa leading role. The
government also issued its privatisation policy in 1995 and has been in the process of
privatising the inherited public enterprise. The government also successfully
introduced its own currency in 1997, and this has increased its ability to manage the
economy as per the development strategy designed. In the same year, the government
finalised its national constitution as a basis for all legal and administrative
frameworks.

Compared to the 1991 situation, noticeable progress has been made. The basic
elements of a market-oriented economic system are now in place including market-
based price system. Fiscal and financial systems have been introduced to manage the
economy at the macro-level, with the objective of achieving a stable macro-economic
environment, which is necessary to promote Eritrea's exports based on its
comparative advantage. The average annual GDP growth rate at 1992 constant price
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was 11 per cent during the 1992-97 period. Similarly, the exports and imports showed
signs of revival; there was a high trade-orientation when measured as trade-to-GDP
ratio. Moreover, a measurable impact of the policy changes was also observed in the
manufacturing sector in terms of increase of exports, as raw materials were made
available. Furthermore, reflecting the improving business environment, private
investment responded positively. This was indicated by the fact that there were 530
approved projects out of the 800 investment project proposals submitted to the
Investment Centre of Eritrea. However, four tendencies, which were incompatible
with export promotion objectives, were also observed in the economy. These were (1)
the growing gap between domestic savings and investment; (2) the high import
dependence of economic agents (producers) while remaining domestic market
oriented; (3) the growing trade balance deficit both at manufacturing sectoral and
national levels. These problems largely have been due to the underlying structural
problems of the Eritrean economy, which are rooted in the lack of human and physical
capital and technological base, which are important in export promotion and
competitiveness; (4) the tendency of the flourishing enterprises since liberation of
being small-scale and domestic market oriented.

These tendencies suggest that the war-induced distortions of the Eritrean economy
have not been fully reversed in line with the macro-policy objectives. To date, more
than 50 per cent of Eritrea's GDP is derived from the service sector. The large share of
the services sector, however, is not an indication of the maturation of the Eritrean
economy. It does not indicate that the economy has completed its evolution from an
agrarian-dominated to industry-dominated and eventually to service-sector- dominated
society, as we observe in the economic structure of the industrialised countries. What is
observed in the case of Eritrea is the relative concentration of the country's resources in
service-sector activities that are non-tradable, except tourism and port services. The
country does not own internationally competitive transport, communication, and banking
systems. This suggests that the need to diversify the economy is urgent in line with the
macro-policy objectives.

Recently, the government mapped its medium-term National Economic Policy
Framework and Programme (NEPFP) for 1998-2000, which encompasses all sectors
of the economy to enhance their development. As to industrial development policy,
the NEPFP indicates that industrial expansion will be based on commercial and long-
term economic efficiency, without reliance on any form of protection or subsidy.
However, to foster rapid and sustainable growth of manufacturing, the government
will, in collaboration with the private sector, take measures to encourage the
development of small and medium-sized enterprises. Such measures may include the
establishment of adequately serviced industrial estates, business incubators, and
affordable access to credit, training, accounting, and bookkeeping. The NEPFP also
indicates that the major constraints hindering Eritrea's rapid economic growth have
been a shortage of skilled labour, scarce domestic capital and foreign exchange,
inadequate infrastructure, weak institutional capacity, and backward technology.
Aware of the adverse effects of the constraints in the supply response, particularly at
the micro-level, the government has stepped up efforts to develop human resources,
physical infrastructure, and institution building.

Overcoming such constraints would require sustainable public investment as well
as the establishment of a link between trade and capital accumulation, which is the
bottom line of the effective export-oriented development strategy which Eritrea is
aspiring to implement. It is underscored here that a sustained growth process requires
mutually reinforcing dynamic interactions between capital accumulation, investment,



157

and exports, resulting in structural changes in the pattern of production and exports.
Such a process would be expected to lead to rising exports, savings, and investment as
a share of GDP. Over time, Eritrea's trade deficit gap will narrow as exports grow
faster than imports with the emergence of a stronger entrepreneurial class and inflow
of foreign direct investment.



CHAPTER 7
EMPIRICAL FINDINGS AT THE FIRM LEVEL

7.1 Introduction

This chapter analyses the performances of manufacturing firms in response to the
liberalisation of the Eritrean economy and the macro-economic and structural policies
that have been implemented since 1991. Firm-level quantitative data are used to
explain why the firms have responded the way they have done, using systemic
competitiveness framework. Moreover, we also use qualitative data to analyse the
business plan of the firms and the response of the firms to government institutions.

7.2 Background of general managers

Of the general managers investigated, only 3 per cent were female managers,
indicating the lack of female managers in the country and, consequently, the very low
participation of females at the managerial level. This can be expected in Eritrea,
which is like other developing countries, a male-dominated society. Moreover, the age
of 57 per cent of the managers was between 31-50, while 43 per cent were older than
50 years of age. The mean age was 49, and it seemed to have enabled the managers to
acquire a certain level of work experience in their life.

As to educational background, 77 per cent of the general managers were
university graduates with a degree/diploma. The high educational qualification of the
general managers is an asset to the firms because it can help them improve the
efficiency of their firms, which is crucial for their competitiveness. 13 per cent of the
general managers had completed high school, 8 per cent were technical school
graduates and only 2 per cent had primary level education. Thus, the bad performance
of the enterprises cannot be attributed predominantly to a low educational background
of the general managers.

Eritrea developed its modern administrative heritage largely during the Italian and
British colonial administration. But it continued being diluted by Ethiopia's feudal
administrative apparatus/values during the time of Hailese\assie, king of Ethiopia.
Since 1975, politicised Ethiopian managers close to the ruling military regime
replaced the managers/owners of the nationalised Eritrean firms. After the liberation
of Eritrea, the government of Eritrea had to fill the managerial vacuum it inherited by
assigning managers to the public manufacturing firms with the objective of improving
their efficiency before they were eventually privati sed. Of the total general managers
investigated, 44 per cent were ex-combatants. This indicates that a large percentage of
the general managers of the firms did not work in the same or a similar firm for a
longer time. While the managers had different leadership and work experience, they
lacked manageriallbusiness related experiences in the formulation and implementation
of business strategy in such areas as marketing. finance, production, and investment in
a competitive market environment. IS per cent of the general managers were owners
of other business, 2 per cent were workers in other firms, 13 per cent were
government employees in other firms, 8 per cent were living in diaspora while 18 per
cent were university students and foreigners working in different occupations. Only
IS per cent who were owners of other businesses can be considered as those managers
who had some sort of managerial experience, while the remaining 85 per cent lacked



159

firm-specific managerial experience. The work experience of the general managers in
the Eritrean manufacturing firms contrasts sharply with that of managers in Croatia
where 83 per cent of the managers had managerial experience at different levels
(Sikavica, 1997).

It is underscored that market-oriented policy change requires competent managers
in production, finance, and marketing to improve the firms' efficiency and
competitiveness. However, Eritrea started from disadvantaged position in terms of
experienced managers compared to many other countries. The past experience of the
managers did not prepare them to manage successfully the Eritrean firms while facing
high competitive pressure. The lack of managerial experience has been a major
hindrance in exploring new market opportunities in foreign countries to capture
profitable market opportunities or withstand the competitive pressure in the domestic
market through innovative managerial practices. The assigning of managers with
higher levels of educational qualification alone, with emphasis on the immediacy of
the situation, was inadequate to meet the managerial need of the firms in the new
business environment. Lack of managerial resources still constitutes one of the funda-
mental constraints of Eritrean firms.

As to the services in their present managerial post, 41 per cent of the general
managers had less than one year of service. There is a urgent need for the novo
managers to learn more about managing firms in a competitive environment before
they will become very affective contributors to their respective organisations. 28 per
cent of the managers served from I to 5 years, and 31 per cent served from 6 to 10
years in their current managerial post. So, managers who stayed more than 6 years in
their managerial post can be considered as those that have accumulated managerial
experience that can help them improve the performance of their firms, provided the
business environment remained conducive.

7.3 Performance of the firms

In this section, the performance of the firms will be analysed using four performance
measurements. These indicators are sales, exports, profitability, and capacity
utilisation to gain a clear insight into how competitive and efficient the firms were
over the 1994-98 period.

Guided by theory, we divided the firms into different groups on the basis of: (1)
the stability of the market in which they were operating; (2) production technology
based on Woodward's classification; (3) the level of the firms' internationalisation.
Unlike the proponents of trade liberalisation, who assume the same market for all
firms, contingency theory indicates that markets are not the same for every firm.
Consistent with contingency theory, and on the basis of the sales data, 67 per cent of
the firms were operating in a relatively stable market environment. In the Eritrean
context, firms whose average annual sales growth fluctuated in the range of less than
plus/minus 20 per cent (average annual sales fluctuations ~ ±20%) were considered to
have a stable market. In the Eritrean context firms that fall under this market category
were heterogeneous and included Win a Household factory, Asmara Sweet Factory,
Africa Match and Paper Factory, Alfa Food Products Factory, and Asmara Textile
Factory. Firms whose average annual sales growth was fluctuating in the range of
more than plus/minus 20 per cent (average annual sales fluctuations >± 20%) were
considered to have a turbulent market environment. Firms that operate in this market
environment included such as Asmara Brewery, National Edible Oil Factory, and
Mereb Textile Factory.
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Table 7.1 Market environment and market orientation of firms

Domestic market only

Domestic and foreign market

Total

14

10

24

6

6

12

20

16

36
Source: Computationsbased on data collected.

7.3.1 Sales
The size of sales determines the market share of the firms and level of their competiti-
veness. Hence, sustainable sales are a necessary condition for sustainable profitability
and growth of the firms. What does the empirical evidence show on the firms' sales?
As shown in Table 7.2, total sales of the firms that were operating in a stable market
increased from 213 million Nakfa in 1994 to 248 million Naka in 1996, the highest
over the study period. However, it continued to decline over the last two years and
reached 159 million Nakfa in 1998, less than that of the 1994 figure. Annual average
sales drastically declined by 16 and 17 per cent in 1997 and 1998, respectively,
compared to the respective previous years' level of sales. The declining pattern of
sales growth over the years reflects the fact that most of the firms were in a poor
competitive position. For the firms that were operating in a turbulent market, total
sales increased from 171 million Nakfa in 1994 to 427 million Nakfa in 1998. The
sales of these firms had an increasing pattern, although the demand of their future
sales is uncertain. Given that their sales (market share) were so unpredictable, these
firms need flexibility and would be urged to undertake strategic changes in their
organisational structure, production, and marketing to defend or improve their
competitive position.

Table 7. 2 Firms' sales operating in stable 'and turbulent market· environments
(in millions.of Nakhi)

1994 1995 1996 1997 1998
Stable market
Total Sales 213 229 248 208 159
Annual average sales 8.9 9.5 10.3 8.7 7.2
% Change annual
average sales 7% 8% -16 % -17 %
N 24 24 24 24 22
Turbulent market
Total Sales 171 320 432 430 427
Annual average sales 14.3 26.7 36.0 35.8 38.8
% Change annual

Average sales 87 % 35 % -0.6 % 8%
N 12 12 12 12 II

Source: Computationsbased on data collected.
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The sales pattern of the firms by technology category did not differ much from the
sales pattern we observed in stable and turbulent market environment. Sales variation
was not predominantly attributed to differences in production technology. The sales
pattern of firms has indicated that, regardless of the market environment and
production technology, the pattern sales did not increase sustainably over the study
period.

7.3.2 Level of internationalisation (export orientation) of the firms
Expansion of export sales while indicating their competitiveness is the main path to
the growth of Eritrean firms. Given the narrow domestic market of Eritrea, expansion
of export sales is also very essential for the firms' full capacity utilisation. Of the 36
firms investigated, only 44 per cent of them have been engaged in exporting part of
their products. There was no single firm that exported all its products to the world
market.

As illustrated in Table 7.3, the export share of the firms operating in a stable
market increased from 44 per cent in 1994 to 67 per cent in 1996, apparently
indicating improvement in their level of competitiveness. However, this level was not
sustained, as the export share drastically declined to 27 per cent in 1998. This was
mainly because the firms lost the Ethiopian market before they were able to enter and
hold alternative foreign markets in the region and elsewhere. For firms operating in a
turbulent market, the share of export to total sales, which was 14 per cent in 1994
reached 57 per cent in 1996. Yet, the high export share was not sustained, as it
declined to 19 per cent in 1998. Thus, the pattern of exports to sales ratio has' not
shown a remarkable improvement in the competitiveness of the firms.

Table 7.3 Sales,.exports and expornortentatton.of firms ..operatlnq.ln stable and
turbulent market enviroiimerit(in.million$ of:Nakf,a)" .

1994 . 1995 ; 1~96 ;1997 J998
Stable market
Total exports 44 54 67 53 17
Total sales 100 96 100 88 63
% Exports/sales 44% 56% 67 % 60 % 27 %
N ]0 10 10 10 10
Turbulent market
Total exports 7 43 53 31 12
Total sales 49 121 93 86 62
%Exports/sales 14 % 35 % 57 % 36% 19 %
N 6 6 6 6 6

Source: Computations based on data collected.

The main exporting firms produce textiles, leather, and shoes. Discussions with
marketing heads indicated that the exports to industrialised countries for T-shirts,
shoes and hides mostly took place when agreement was reached with buyers looking
for low-priced merchandise to their specification. The buyers decided the quality and
design of the products and the size of imports. This was in contrast to Vernon's trade
theory, which focuses on the cost differential as a sufficient condition for firms/
countries to remain competitive. In the current world trade, physical attributes and
styling of the firms' products are also very important factors for competitiveness
(Chee and Harris, 1993). Therefore, exports of such products can only be successful if
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the managers take advantage of the quickly changing product quality or fashions. In
other words, information about what sells is critical for the profitability of these firms,
Moreover, virtually all developing and developed countries have consumer goods
enterprises as the technology and capital needed for the establishment of such firms
are within the reach of an investor in any country. Hence, the degree of competition
for such products in both domestic and foreign markets is extremely high. Thus, firms
that develop distinctive competitive advantage in production or marketing will be
more successful with such products in the world markets.

7.3.3 Profit
The financial health of firms is indicated by the size of the profit earned and its
sustainability as this determines the ability of the firms to be self-financed for their
working and investment capital, with its far-reaching effect on their growth and future
competitiveness.

Table 7.4 Firms'profit·operatingin stable-and turbulentmarket environments
(in mlltlonstof Nakfa)

1994 1995 1996 1997 i998
Stable market
GOP 37 58 55 50 33
% change annual
average 60% -4 % -9 % -29 %
Nap 21 44 40 31 14
%change annual
Average 100% -6% -24 % -54 %
N 24 24 24 24 22
1urnurent market
GOP 48 115 133 III l34
%change annual
average 140% 15 % -15 % 29%
Nap 39 118 129 105 126
%change annual
average 197% 10% -19 % 31 %
N 12 12 12 12 11

Source: Computations based on data collected.

As shown in Table 7.4, the gross operating profit (GOP) of the firms in stable market
environments reached a maximum of 58 million Nakfa in 1995. After 1995, it
declined over the successive years and reached 33 million in 1998, below the 1994
figure. The pattern of the net operating profit (NOP) of these firms has also been
similar to that of the gross operating profit. The declining trend in the gross and net
operating profit indicates that there have been a number of loss-making firms because
of rising cost of production and operating expenses. The high cost of production still
facing the firms is in sharp contrast to the view that the unit cost of production is
reduced substantially for firms which stayed longer under protection because of
learning by doing. While negative net operating profits can be tolerated in the short
term as the firms were able to cover their variable costs (cost of goods sold), firms
that had negative gross operating profits were unable to cover their variable costs and
remained inefficient and unable to cope in their changing environment. Such loss-
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making firms were borrowing from the Commercial Bank of Eritrea by taking
overdrafts and were allowed to continue in business. On the other hand. gross
operating profit of the firms that were operating in the turbulent market increased
from 48 million of Nakfa in 1994 to 134 miIJion of Nakfa in 1998. an increase of 179
per cent. These firms had relatively better profit earning, albeit working in an
unpredictable market environment. The uncertainty of their profitability suggests that
these firms have to reorganise their operations in an efficient and effective manner by
injecting capital investment to match their operation with the market needs.A clearer
picture of the firms' profitability can be obtained by analysing the firms' average
gross operating profit margin (AGOPM). and average net operating profit margin
(ANOPM) as well as the average rate of return on total assets (AROA).

As indicated in Table 7.5, the average gross operating profit margin of the firms
operating in the stable market environment increased from 19 per cent in 1994 to 20
per cent in 1998. The pattern of AGOPM is consistent with economic theory that
firms must at least cover their variable costs of production and have a profit margin to
continue in production in the short term before they make the necessary adjustment
for their further performance improvement. However, over the study period, more
than 75 per cent of the sales revenue was composed of cost of goods sold, indicating
that the firms were not adding large value to their products. It also suggests the
inability of the managers to raise selling prices in response to the rising cost of goods
sold. The average net operating profit margin showed a clear increase till 1996, but it
declined to 6 per cent in 1998. This indicated that many firms were booking losses
due to the rapid increase in their operating expenses. Furthermore, the average rate of
return on total assets (AROA) drastically declined from 18 per cent in 1994 to 4 per
cent in 1998. The pattern of decline of the AROA did not indicate that the firms were
expanding by increasing capital investment, preparing themselves to be more
competitive and grow in future. Taking into consideration the deterioration of the
fixed assets of the firms and their low net operating profit, the declining pattern of the
return on total assets suggests that the managers were not utilising the assets of the
firms effectively to generate more profit.

Table 7.5 Firms' profit margin and return on total assets.in stable .and turbulent
market environment (per. cent)'

1994 rQ95. 1996 1997 1998
Stable market
AGOPM 19% 22% 24% 26% 20%
ANOPM 5% 8% 17% 11% 6%
AROA 18% 19% 13% 4% 4%
N 24 24 24 24 22
Turbulent market
AGOPM 16% 30% 31% 25% 29%
ANOPM 2% 30% 29% 22% 23%
AROA 5% 25% 24% 29% 17%
N 12 12 12 12 11

Source: Computations based on data collected.

For the firms that were operating in the turbulent market environment, the average
gross operating profit margin (AGOPM) increased from 16 per cent in 1994 to 29 per
cent in 1998. The pattern of the average net operating profit margin was also similar
to that of GOPM. These firms relatively improved their profitability because of their
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better sales. Moreover, the average rate of return on assets (AROA) for these firms
increased from 5 per cent in 1994 to 17 per cent in 1998. Apparently, the AROA
figures increased substantially over the study period. This might suggest that the
managers had utilised the assets of the firms effectively. However, the firms' rate of
return on total assets has to be viewed with caution. A high return on total assets may
reflect either a healthy level of sales revenue or the use of capital in the firms, which
is largely worn out and in need of replacement. Moreover, when evaluating the
AROA figures, one must consider the fact that the rate of return on assets employed
reflects the interaction of two ratios: profit margin on sales (mark-up price) and the
total value of sales in relation to assets (asset turnover). A movement in either of these
two ratios affects the rate of return on assets. The movement can be either in the same
direction reinforcing each other increasing toward a higher rate or downward towards
a lower rate, or offsetting each other. Given that the fixed assets had depreciated
substantially, while additional capital investment was very limited, the high AROA
figures do not imply that the managers were utilising the assets of the firms
effectively to generate higher profit. In fact, this has been manifested in the large idle
production capacity in most of the firms, as explained in the section below. The high
AROA figures were mainly the results of the firms being under-capitalised.

7.3.4 Capacity utilisation
Optimal use of resources, improved technical efficiency, and near full capacity
utilisation is a necessary condition for the survival and growth of the firms in a
market-driven competition. This is because high production capacity utilisation can
reduce per unit cost, which is important factor for the efficiency and competitiveness
of firms.

Table 7.6 Capacity utilisation of the firms operating in stable- and turbulent
market environments

1994 1995 1996 1997 1998
Stable market
Average
Capacity
Utilisation 44 % 45 % 47 % 35 % 36 %
N 24 24 24 24 24
Turbulent market
Average
Capacity
Utilisation 46% 50% 56 % 61 % 55 %
N 12 12 12 12 12

Source: Computations based on data collected.

The maximum annual average capacity of the firms operating in the stable market
environment was 47 per cent while the capacity utilisation of the firms operating in
the turbulent market was 61 per cent. As indicated in Table 7.6, virtually all the firms
suffered from large idle capacity (low production level), regardless of the market in
which they were operating. Moreover, taking into consideration the variation of firms
in their scale of production, there were no significant differences between the scale
sizes of the manufacturing firms, which means that large idle capacity in the Eritrean
manufacturing firms existed regardless of size. Various constraints contributed to the
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low production capacity of the Eritrean firms. They included lack of finance to
purchase adequate raw materials, machine breakdown, and lack of spare parts,
increased competition from cheaper imports, and the small size of the domestic
market. One can say that the main constraints the firms were on the supply side. This
was indicated by the fact that the country was increasingly importing consumer goods
while its firms were idle.

7.4 Business plan and sense of strategic perspective

Consistent with the objectives of the present research, a forward-looking assessment
was undertaken which, focussed on the major changes, firms planned to introduce to
cope with their changing business environment. In this sense, the firms' plans
reflected the strategic perspective of the general managers. While analysing these
plans, we divided the firms into two groups on the basis of ownership (public and
private). Since the liberalisation of the Eritrean economy, the business environment
has become increasingly uncertain.That makes the analysis of the way the firms have
chosen to minimise their risk, overcome their threats, and capitalise their opportunities
in future, very crucial, as it will help us to understand their growth orientation and
potential competitiveness.

Table 7.7 Firms' ownership and business-plan

Ownership' Public Private Total

Managerial
plan

Plan
No-plan
Total

9
9

18

17
4

21

26
13
39

Source: Computations based on data collected.

Table 7.7 shows that 67 per cent of the general managers had business plans or vision,
while 33 per cent had no plan during the fieldwork. While 81 per cent of the managers
in the privatised firms had a business plan, only 50 per cent of the managers of the
public enterprises had one. Notwithstanding that Eritrea lacked experienced managers,
it was encouraging that most managers had formulated a business plan that might,
upon successful implementation, help the firms to improve their performance. The
business plans of the publicly owned enterprises were consistent with the mandate of
the enterprise management team as defined in article 19 of proclamation no. 8311995.
The proclamation provides provisions for the management team to present in its
recommendations to the board of directors of the Privatisation Agency (Agency)
methods and measures it believes will enhance the enterprise capability building,
based on the critical evaluation of the firms, managerial, human resource, technical
and marketing aspects. In this sense, the strategic perspective of the general managers
suggested that, regardless of future ownership the pro-market economic policy
changes underway in Eritrea would require firms to make major changes to improve
their competitive position.
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The non-visionary managers of the public enterprises had the tendency to continue
operating in the old tradition. Discussions with the non-visionary managers of the
public firms indicated that focusing on a business plan was not their priority. They
pointed out that with privatisation the potential buyers would be expected to come up
with their own plans on how to develop the firms. The non-visionary
owners/managers of the recently privatised firms were those who had not yet
developed their business plan during the fieldwork. They pointed out that they
acquired the firms very recently and needed more time to map out their strategic
plans. However, it is possible that these general managers who lacked strategic
perspective also lacked entrepreneurial zeal. As a consequence, they had not critically
evaluated the market-oriented economic policy changes underway in the country to
suggest measures needed to improve the firms' performance. It is underscored that
realising the process of the firms' evolution and being ready to introduce changes are
crucial because the cost of reacting strategically will increase with time, as the need
for strategic change has become obvious in Eritrean firms.

Table 7.8 Major areas of the firms' investment-related plan 1999·2002

Focus of the plan Frequency per cent
Investment in new machinery 23 59%
Improvement in the quality
of the products 19 49%
Entering new foreign market 16 41%
Employment of skilled labour 15 38%
Introducing new product line 9 23%
Investing in new building to
Expand production 6 15%
Opening new department to
Promote exports 4 10%
Replacing imported raw materials
By domestic raw materials 3 8%
N=39
Business plans were identified on the basis of structured questions the general mangers were
asked; more than one response was possible

Source: Computations based on data collected.

Table 7.8 indicates that 59 per cent of the managers' plans focused on investment in
new machinery, 49 per cent on product quality improvement, 41 per cent on accessing
foreign markets, 34 per cent on employing skilled labour, and 23 per cent on
introducing new product lines. Seen from Collis (1992) strategic approach to the
management of uncertainty in investment decisions, which is based upon the timing
and breadth of investment, the future plans of Eritrea's firms were similar to the
opportunistic strategy. This approach aims to capitalise on unanticipated opportunities
as they develop. Collis (1992: 130) pointed out that when there are many uncertainties
and the range of possible outcomes is wide, it is optimal to pursue an opportunistic
approach and achieve an acceptable level of risk by offsetting the enormous
uncertainty through minimising commitments and staying flexible. However, firms
that use this approach forego the possibility of harvesting long-term benefits that
sustainable competitive advantage from pre-emptive investment can offer.

In the plans, more emphasis was given to investment in new machinery.
Modernisation of the production facilities and acquisition of new machinery are
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important requirements to improve the firms' efficiency, reduce their cost of
production, and substantially improve the quality of their products. However, the
managers made no mention of organisational changes consistent with the technology
to be acquired and the environment in which the firms anticipate they will operate. In
the rapidly growing world competition, in addition to the standard response of
reducing costs, improving product quality, and increasing value to customers, firms
must rebuild their organisational structures to be more flexible and responsive to
changes in their environment. However, the Eritrean firms were organised
functionally into three core departments: finance, production and marketing. The
functional organisational design with a mechanistic structure that focuses on regulations
and procedures also acted as a natural impediment to the firms' flexibility and quick
response to the rapidly changing business environment. Thus, all the firms need to
realign their structure with their business environment.

Without addressing organisational issues, technology-focussed investment would
be inadequate to revitalise the ailing firms. Once capital is secured and invested to
purchase new machinery, the cost of change would be extremely high. It will become
very important for managers to be aware of the consequences of choosing specific
technology and developing a new system of production. It is argued that a move to
increase the productivity and efficiency of the firms and to improve the quality of
their products by purchasing new machinery could also result in less flexibility and an
inability to meet the changing demands of consumers. In addition, the desire to
develop a flexible system to respond to the consumers' changing demands could
result in low productivity and could increase the cost of production and, as a
consequence, weaken the competitive position of the firms. Hence, there appears a
major challenge ahead of the Eritrean managers as how to reconcile the productivity
versus flexibility issues with the implication it would have on the organisational
design for successful adjustment. Many firms produced in mass but such production
system had its limitations as the market environment has been changing rapidly in
Eritrea, demanding flexibility in production system. Similarly, process technology
would require a high capital investment and more highly skilled labour force. Hence,
such firms would need to operate at a high production capacity to reduce the cost of
production. This cannot be easily achieved if the required raw materials and skilled
labour are not available in the market or frequent interruptions in the supply of power,
water, and other services continues.

For firms without business plans, future survival will be very difficult for lack of
competitiveness if they continue to operate in the old ways with no major changes in
technology, labour force, and management systems.

7.5 Firms' response to government institutions

One of the objectives of the research was to determine the reaction of firms to
government institutions. Institutional factors were emphasised because the quality of
the institutions also affects the transaction costs of the firms, which in turn affects
their competitiveness. The general managers were asked to assess the importance and
quality of eleven institutional services rendered (regulations) which were considered
very important to business in Eritrea.

Guided by theory, we divided the firms into six groups: (1) firms operating in
stable and turbulent market environments; (2) firms exporting part of their product
and non-exporting firms; (3) firms engaged in mass production, process production
technology and small batch production; (4) firms mainly dependent on domestic raw
materials and firms which mainly depend on imported raw materials; (5) public
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enterprises and recently privatised enterprises; and (6) firms with 100 or fewer
employees (small, in our case) and firms with more than 100 employees (in our case,
large). We also used two means T-test at 5 and 10 per cent levels of significance to
examine the statistically significant differences between the different groups of firms
in managerial perception of the importance and quality of the various institutions.
Two means T-tests indicated that there was no statistically significant difference
between the groups of firms (1, 3, 4, and 6) in managerial perception of the
importance of institutional services. We found a statistically significant difference in
the firms of group 2 for port services, license, import and export regulations and
financing, and for the firms of group 5, for license services only. For firms in group 2,
the mean scores of the port and license office services were higher in the non-
exporting firms while the mean scores of the regulations on imports and exports and
financing were higher in the exporting firms. For the firms in group 5, the mean score
of the license office service was higher for the privatised firms than for the public
enterprises.

As to the quality of the institutional services (efficiency of institutional services),
there were no statistically significant differences between the groups of firms (1, 2, 3,
4 and 6), while we found statistically significant differences in group 5 for the import
and export regulations only. The mean score of the trade regulations (imports and
exports regulations was higher for the public firms than the mean score of the
privatised firms. Contrary to theory, the findings indicated that managerial perception
of government institutions was similar. Thus, we merged the firms together for further
analysis.

Table 7.9 Importance :of institutions to firms' performance according to general
managers' perceptions

Institutions Mean St deviation

Power supply 2.8974 0.3074
Financing 2.7179 0.6468
Banking services 2.6154 0.7114
Supply of other Infrastructures
Transport & Communications 2.3846 0.7475
Labour regulations 2.2821 0.7236
Customs office 2.2564 0.8181
(Regulations on
Imports and exports) 2.1538 0.9043
Port services 2.1282 0.8639
Tax regulations 2.1026 0.8206
Licensing office 2.0769 0.9837
Trade regulations
Environmental regulations 1.3077 0.6136
N=39
Rating: major importance = 3; moderate importance = 2; minor importance = 1

Source: Computations based on data collected.

As shown in Table 7.9, the mean score indicates that managers ranked the various
institutional services for their business above 'moderately important'. In other words,
managers tend to view the importance of the institutions favourably. The higher the
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mean score, the greater the importance attached to such services or regulations for the
better performance of the firms. The standard deviation indicates the degree of
variability of each score. Power supply, financing, and bank services, respectively,
had the highest scores while environmental regulation was given the lowest score,
suggesting that, for at least the existing firms, strict environmental regulation was not
a hindrance for their operations.

As shown in Table 7.10, license services, environmental regulations, regulations
on imports and exports were given the highest rates. This reflects the liberal trade and
licensing policy of the Eritrean government, as explained in Chapter 6. Similarly,
environment-related regulations were not obstacles for the firms operations, at least
for established firms. The managers generally tended to evaluate the quality of the
institutional services positively.

Table 7.10 Efficiency of institutional services supplied to firms according.to
general managers' perceptions

Institutions Mean .Sf.deviation;

Licensing 3.5526 0.5549
Environmental regulations 3.2308 0.7057
Trade regulations
(Regulations on
Imports and exports) 3.1026 0.5024
Customs office 2.8974 0.6405
Port services 2.8718 0.5703
Power supply 2.8462 0.7085
Banking services 2.8462 0.6704
Supply of other Infrastructures
Transport & Communications 2.8205 0.5064
Tax regulations 2.8205 0.5064
Labour regulations 2.7692 0.536]
Financing 2.5897 0.7853
N=39
Rating: very postive=4;positive=3; negativeez; very negative= l

Source: Computations based on data collected.

On the basis of the mean scores indicated in Tables 7.9 and 7.10, a clear pattern is
observed: the three institutions the managers considered the most important for firms'
performance improvement were power supply, financing, and banking services. On
the other hand, environmental regulation was considered of minor importance. As to
the quality of services, licensing, environmental regulations and regulations on
imports and exports were rated highest. This indicated that those institutional services
the managers considered the most important for better firms' performance were not
the most efficient ones. This suggests that the quality of such services need more
improvement to help firms to enhance their competitive position.

However, on average, the general managers of the firms tended to evaluate the
quality of the services positively. Three possible reasons are given for such responses
(I) As Bosman (1997) points out, people are shaped by their history and perceive and
interpret the world around them through the lens of past experiences. This is the case
of the managers in Eritrea. The past experiences of the managers may have been used
as a framework for evaluating the institutional efficiency of their firms. As many
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managers were ex-combatants and others were working under more difficult
conditions during the Ethiopian colonial rule, their background may have influenced
them to evaluate the current quality of services in Eritrea positively, although there
were clear indications of institutional deficiencies in the country. In this sense, the
current institutional environment in Eritrea may have been seen by the managers as a
better circumstance compared to the institutional environment before the liberation,
albeit that it is far from being adequate. Moreover, their attitudes towards the
institutions might also have been influenced by the ongoing government efforts to
rehabilitate the infrastructure and to strengthen the institutions as part of the nation-
building process. (2) The positive evaluation of the quality of services by the
managers might also suggest that they underestimated the role of efficient institutions
and physical infrastructure in producing and delivering the products into markets in
time, as most of the firms were not involved in exporting. However, it is well
recognised that competitive advantage of firms in production and selling depends to a
greater extent on the degree to which firms operate in a well developed and efficiently
functioning institutional environment and physical infrastructure as they affect their
transaction and production costs. (3) The managers might also have regarded the
quality of the services relatively less problematic compared to the internal obstacles
the firms have been facing in the new business environment.

7.6 Overall evaluation of the firms' performance

As explained in Chapter 5, the theoretical framework of this study is systemic
competitiveness. This theoretical framework leads us to expect that, with the opening
of the Eritrean economy, the degree to which the firms improve their production
efficiency, promote their sales, exports and profit is determined by the dynamic
interaction of the factors operating at the four levels of the economy (meta, macro,
meso, and micro levels). In this section, we present the overall evaluation of the firms'
performance. While evaluating the performance of the firms, the focus was not only
on whether the firms' performances were high or low, but also the extent to which the
performances were consistent with the prediction of the theoretical framework.

Sales
The ability of firms to generate sustainable sales revenue from their operation is the
basis of their financial health. No firm can survive in the longer term without
generating sales revenue from its operations that guarantee profit earnings to meet its
financial needs. The sales revenue of the firms operating in the stable market
decreased from 213 million Nakfa in 1994 to 159 million Nakfa in 1998. Sales are a
surrogate representative of the firms' production and marketing efficiency. The
pattern of declining sales growth over the years indicated that most of the firms were
in a poor competitive position. Moreover, the distressed sales revenue of these firms
had also been indicated by the fact that their asset turnover was less than one. As a
consequence, most of the firms faced difficulty in generating adequate funds from
their sales to meet their working capital and investment needs, with far-reaching
consequences for their future competitiveness. The sales of the firms operating in the
turbulent market showed a growth pattern. Sales increased from l71 million Nakfa in
1994 to 427 million Nakfa in 1998. However, the demand for their products in future
could dwindle to a level, which no longer justifies continued production or
merchandising of such products. This suggested that these firms were unprepared to
cope with the threats of uncertainty created by the changes in their environment, and
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that their competitiveness in future is contingent on the extent to which they respond
to changing events in a more flexible way.

Exports
Given the small domestic market of Eritrea, the ability of the firms to engage in
exporting activities is very important for their growth and survival. The ability of the
firms to increase their export as proportion of their sales is also an important measure
of competitiveness. Of the 36 firms investigated, only 44 per cent of them were
involved in exporting part of their products. The number of exporting firms did not
increase, and the share of exports to sales of the exporting firms did not show a clear
pattern of increase over the study period. The share of exports to sales for the firms,
which were operating in a stable market, declined from 44 per cent in 1994 to 27 per
cent in 1998. For the firms which were operating in a turbulent market, the share of
exports to total sales increased from 14 per cent in 1994 to 19 per cent in 1998, a
modest increase. Contrary to expectations, 56 per cent of the Eritrean firms were
domestic market- oriented, indicating that the firms did not respond actively to pro-
export policy changes. Despite the high competitive pressure facing these firms in the
small domestic market, the non-exporting firms did not intend to export in the
foreseeable future predominantly due to a lack of resources and capabilities. The low
level of the internationalisation of the Eritrean firms suggests that Eritrea has not
reached a threshold level of development to reap the expected benefits of trade
liberalisation.

Profit
The growth pattern of profit of the firms is a fundamental indicator of their efficiency,
competitiveness and future growth. In assessing the financial performance of the firms
we focused on two main performance measures. (1) Gross and net operating profit.
They reflect the efficiency of the managers in controlling cost of goods sold
(production costs) and the operating costs, which are crucial for their profitability.
The gross operating profit of the firms operating in a stable market decreased from 37
million Nakfa in 1994 to 33 million Nakfa in 1998. Similarly, the net operating profit
of these firms decreased from 21 million Nakfa in 1994 to 14 million Nakfa in 1998.
Moreover, over 75 per cent of the sales revenue was cost of goods sold whi Ie less than
25 per cent was gross profit margin. For the firms operating in a turbulent market,
gross operating profit increased from 48 million in 1994 to 134 million in 1998.
Similarly, the net operating profit increased from 40 million Nakfa in 1994 to 126
million Nakfa in 1998. The firms operating in the turbulent market had higher gross
and net operating profit. This was mainly because of external factors such as natural
protection due to high cost of transport of some imported products and the relatively
higher demand for the products of some of the Eritrean firms, bearing little relation to
their operating efficiency. Even in these firms, over 70 per cent of their annual sales
revenue constituted cost of goods sold, while less than 30 per cent was gross profit
margin.

The firms in both groups have not been adding much value to their products. The
downward fluctuation in their gross and net operating profit in some years for both
groups of firms suggests that there were some firms that incurred losses persistently.
This reflected the lack of efficiency in their production and their inability to reduce
the cost of goods sold and operating expenses substantially. (2) The degree to which
the firms were self-financing, particularly for their working capital. As already
explained, most firms were earning a small profit margin. Their net profitability,
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however, was not solid to make them financially strong and self-financing in their
operation. This was indicated by the fact that 75 per cent of the firms were highly
dependent on bank loans, not for capital investment but mostly for their working
capital. The inability of many firms to meet their financial needs from their profit was
one of their major problems and has hindered them from increasing their capital
investment. There was no strong evidence that firms improved their financial position
that could meet their investment capital need and to secure their long-term
competitive position, contrary to the presumption of the theory of systemic
competitiveness.

Production capacity utilisation
In here the picture was clear that the firms did not exceed 61 per cent of their annual
average production capacity. As idle capacity aggravated the cost of production, the
firms were not able to compete in price with cheaper imported products. Moreover,
most of the firms were operating using production machines, which were over 40
years old under continuous maintenance and with frequent production interruptions
due to machine breakdowns. The inherent weakness of the Eritrean firms manifested
itself in their backward technological position, which has hampered the production of
high quality products. Such machinery could not give sufficient accuracy, precision
and perfection to the finished products compared to those firms, which use modern
production facilities. From a technological perspective most of the firms have been
extremely far from what is referred to 'best practice technology', indicating their
competitive disadvantage in product quality.

The overall firm-level performances indicated that the supply response of the
firms was ad hock rather than an active response that embraces efficient organisation,
product quality improvement, and change in the product mix and expansion of the
export market. The empirical evidence suggested that Iiberalisation of the economy
has not sparked off the process of sustained sales growth, export expansion,
profitability and higher production capacity utilisation. Most of the Eritrean firms
appeared in a state of 'stuck in the middle' because of interlocking problems that have
emanated from their weak capabilities, a legacy of their past history, the current post-
war economic conditions of the country, the sector-neutral macro-economic policies
and the inadequate institutional support. Under such a situation, the managers of the
firms were not able to capitalise on the opportunities created by the liberalisation
policies by overcoming the threats facing the firms. The massage is, that based on the
overall performances of the firms, the behaviour of the Eritrean firms has been
incompatible with the present global competition, which demands constant
improvement in products and production processes, marketing and organisational
structures through more investment to remain competitive.

However, the picture was not totally bleak. The forward-looking assessment of
the managerial plans indicates that 67 per cent of the general managers has formulated
plans that they consider would help their firms improve their competitive position,
with an emphasis on investment in machinery. Observing business plans in many
firms was a positive sign of response to the changing business environment in Eritrea.
The implementation of the plans, however, would require managerial competence,
resources and a favourable business environment. The institutional survey indicated
that most managers positively appreciated the evolving institutional services
surrounding their business environment. In this respect, there is a reason to expect that
the visionary managers of the firms could be encouraged to implement their plans,
which is fundamental to the improvement of their competitive position in the future.
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This is also an area for future research for investigating in how far firms have
implemented their plans.
Below, we present the explanation for the poor performance of the firms with respect
to sales, export, and profit and capacity utilisation over the study period using a
systemic competitiveness framework.

7.7 Explaining the poor performance of the firms

Systemic competitiveness suggests that not a single factor acting independently leads
to a good or a bad firm level performance. From a systemic competitiveness
perspective, several factors working systematically at the micro, macro, meso and
meta levels have caused the performances of the Eritrean firms to remain below what
was expected. Moreover, the framework is dynamic as it also looks into the future.
While explaining the reasons for the poor performance of the firms, we also take into
consideration whether the firms have been laying the basis that puts them in a better
competitive position. Moreover, this approach will also help us to analyse how the
constraints at the different levels have hindered the firms from improving their
performance. The approach will throw light on the measures that have to be taken to
create a more favourable business environment that will help the present firms
improve their performance as well as to encourage the emergence of new export-
oriented manufacturing firms in Eritrea to enhance its socio-economic transformation.

The four performance indicators (sales, exports, capacity utilisation and profits)
are inter-linked. That is why we will explain the reasons for the poor performance for
each of the indicators separately, but also how poor performance in one of the
performances of the firm was translated to the others, leading to a vicious circle.

7.7.1 Sales
The driving force of the firms' continued operation and growth is their ability to
generate sales, which enable the owners to earn profit while meeting their working
capital and investment needs. Generating adequate sales revenue that meets both
objectives is particularly important for the Eritrean firms because the financial system
in the country is too underdeveloped to be a major source of financing. In the market-
guided economy for which Eritrea has opted, systemic competitiveness presupposes
that managers are expected to respond to pressure or incentives and fulfil certain
substantive tasks to take advantage of the opportunities available or to overcome the
threats faced. These tasks are investment in modernisation of production facilities,
reduction of cost, product quality improvement, creating networks with other firms,
hiring and motivating employees, exploring new markets and promoting sales. If the
managers do not perform such activities or do not perform well, the businesses will
perform poorly.

In the competitive business environment in which the Eritrean firms operate, the
managers would be expected to play a central role in promoting their sales by
influencing the supply and demand activities of the firms through improving the
production and marketing efficiency. On the demand side, carrying out marketing
research and sales promotion are particularly important because they also help the
managers to address strategic supply-side problems related with product quality,
human resource, production technology and financing. As Austin (1990) has pointed
out product policy is at the heart of marketing strategy because it guides the managers
of the firms to make adjustments in the production lines to supply products that are in
great demand. Thus, while production efficiency at the firm level is a prerequisite for
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the firms' competitiveness, marketing is a key to their successful sales and
profitability. Although 95 per cent of the firms investigated had a separate marketing
department, only 5 per cent of them carried out sales promotion on their own. In most
firms, the marketing managers exerted little effort to evaluate critically the causes for
the sales decline and to develop alternative methods to enhance their sales. The
absence of marketing research at the firm level was not in line with the presumption
of systemic competitiveness theory.

The fact that hardly any marketing research was carried out at the firm level,
indicated the absence of change in the managerial practices from being production-
oriented to market-oriented by interfacing production with marketing. Marketing had
a low profile in the history of the Eritrean firms before the opening of the economy.
Moreover lack of resources, particularly financial and human resources hindered firms
from carrying out marketing research and sales promotion. Most of the firms had little
budgetary expenditure for marketing related activities. Their financial position was
too weak to carry out marketing activities even through local media like radio,
television and newspapers. Despite the increasing uncertainty of their product market,
most firms continued to produce in the old-fashioned supply-driven or seller's market.
This is a precarious strategy because it does not stimulate managers to improve the
quality of their products to meet the changes in consumer's demand. From a systemic
competitiveness perspective, this behaviour of the firms needs to be changed through
institutional support. However, public institutional support related to market
information was too limited to induce firms to change their behaviour from supply-
driven seller's market to demand-driven buyer's market. Similarly, private institutions
that supply marketing services to the firms have not yet developed in Eritrea. This
indicates that meta-level associations in Eritrea have not yet developed, contrary to
theory.

As explained in chapter 6, the average GDP growth was 11 per cent during 1992-
97 when calculated on the basis of 1992 prices. This had helped the firms to increase
their sales to a certain extent. However, there were two factors that weakened the
growth of their sales. One is the small domestic market of the country and the still low
purchasing power of Eritrean society. The other most important factor was the
inability of the managers to promote sales by cutting the price of the products to
influence consumer demand in favour of their products. In the competitive
environment, managers had limited power to promote their sales through price-cutting
because most of the firms were price takers. Thus, if the managers were to cut prices
dramatically to promote their sales while having idle production capacity, their
profitability would be affected as has been observed in some of the firms.
Furthermore, the opening of the economy has also increased the competitive pressure
on the firms by encouraging the imports of cheaper products, which contributed to the
decrease of their sales (market share).

The intensity of competition is rather strong, particularly when seen from the fact
that there was hardly any competition before the opening of the economy. As
indicated in Table 7.11,70 per cent of the firms faced an 'extremely high to a high'
degree of competition. On the other hand, 30 per cent of the firms faced a 'low to very
low' degree of competition. These were firms that were naturally protected from
cheaper imports due to a high cost of transport like beverages and the cement industry
as well as firms that were protected by high import tariffs such as the tobacco
industry. The average score of competition was 3.1 and this figure fell under the
category 'very high to high'. This suggests that strong external competition following
the opening of the Eritrean economy is a major problem of most of the firms.
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Table 7.11 Degree of external competition facing the firms according to
marketing managers' perceptions

Extremely high very high. high low very low
No. firms 7 9 10 3 8
Percent 19% 24% 27% 8% 22%
Average 3.1
N=37
Measuredon five-pointscale:Extremelyhigh=5; veryhigh= 4 high=3; low= 2 verylow= 1

Source: Computations based on data collected.

Contrary to systemic competitiveness theory, the managers of the firms did very little
to promote the firms' sales by introducing better production technology to improve
product quality or change the product mix to reduce the high competitive pressure
facing the firms. Most of the firms continued producing low quality products using
obsolete machinery. As a consequence, most firms have remained in a poor
competitive position in terms of price and product quality, which affected their sales
negatively.

Table 7.12 indicates that 72 per cent of the firms have introduced new machines
predominantly as part of the government's rehabilitation programme in the industrial
sector rather than the deliberate managerial decision as explained in chapter 6.
However, such investment is far from adequate to have an impact on the firms'
product quality improvement and, subsequently, on their competitiveness. On the
other hand, 23 per cent of the firms did not introduce any change despite the rapidly
changing business environment. Contrary to the expectation of systemic
competitiveness, the high degree of competition in the domestic market did not
stimulate the managers of the firms to adopt innovative managerial practices in
production and marketing.

Table 7.12 Major changes madetn the firms

Changes No. %
Introduction of new Machinery 28 72
Changes in Product mix 4 10
Refurbishment or Construction
of New buildings 5 13
No change 9 23
N=39
Managerial response was based on open-endedquestion, more than one response possible

Source: Computations based on data collected.

As already explained, Eritrea has a lack of experienced managers. The lack of
competent managers in the country will not only affect the performance of the present
firms but also of the firms expected to be created in the future. In their empirical
studies, Knight and Webb (1997), for example, found that foreign investors had
problems getting professional managers such as marketing experts in Poland and the
Czech Republic after they opened their economies. Similar problems were observed
in other transition economies. For example, in Croatia, Tintor (1997) found that
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Croatian firms had faced crises due to loss of their market, obsolete production
technology and a lack of financing and product innovation and a patriarchal style of
management. Thus, in view of the current state of Eritrean firms, systemic
competitiveness suggests that institutional support in managerial training is required
to fill the managerial gap of the country. Another area, which requires institutional
support, is product quality improvement to stimulate sales. However, as already
explained in chapter 6, Eritrea is in a stage of institution building. As a consequence,
there were no public institutions that were actively involved in research and
development. Eritrea's science and technology institutions have been at a too low
level of development to be actively involved in research and development that directly
benefits the manufacturing firms. Moreover, there was hardly any contact between the
business community and the University of Asmara, particularly in training and
business research. As a consequence, the firms had foregone the advantage that might
be obtained from such an institution. Moreover, the country's public institution that
deals with standards and metrology is yet to be fully operational and to have an
impact on the firms' product quality improvement.

7.7.2 Exports
As already explained, Eritrea's economy is foreign exchange constrained to a high
degree. Thus, an increase in manufacturing exports is crucial as it can help the country
to increase its import capacity, which is central to the country's economic
development. However, from an economic rationality perspective, managers of the
firms wanted to be involved in exporting as long as they perceive more profit
opportunities in foreign markets compared to the domestic market and if the products
are internationally competitive in price and quality. Thus, profitability and capabilities
rather than foreign exchange earning are the driving forces for the managers of the
firms to enter export markets.

In line with its meta-level export-oriented development strategy, the government
of Eritrea has devalued the local currency by about 250 per cent to stimulate the
managers of the firms to increase their exports during the period 1994-98. The
government has also reduced import tariffs for raw materials, capital and consumer
goods substantially, while it has exempted exporters from paying export sales tax.
Systemic competitiveness suggests that the managers of the firms have to take
advantage of the pro-export macro-economic policies and promote their exports.
Contrary to expectation, devaluation while increasing the cost of imported raw
materials did not stimulate exports at the firm level. 56 per cent of the firms were non-
exporting and only 44 per cent were exporting part of their products. Moreover, the
managers invested little on their own in export market research and trade fair
participation in various countries to advertise their products.

As explained earlier, the firms produce low quality products using old machinery.
In the current world trade where competition has intensified, many firms of the
industrialised and many developing countries are ISO-9000 certified; companies
guarantee buyers the right quality products. The certified companies can easily
promote their exports. However, the quality control system in the Eritrean firms has
long been rudimentary. Although quality control systems need to be built in
throughout the production process, in many Eritrean firms the focus is on physically
checking the finished products. Compared to the ISO-9000 quality system certified
firms, the Eritrean firms are far from the 'best practice of quality control systems'.
Foreign markets demand firms to significantly upgrade the quality of their products
and to use stringent quality control mechanisms, which requires substantial
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investment in order to be competitive. As the Eritrean firms lacked investment capital,
they invested little to upgrade their production facilities and, as a consequence, have
remained in a competitive disadvantage. Before the opening of the Eritrean economy,
most of the firms were not involved in exporting and the newly assigned managers
lack experience in export marketing. As a consequence, the firms did not accumulate
the required managerial, organisational, physical, and financial capability for
exporting. As the historically accumulated capabilities basically determine the firms'
current export capability, the Iiberalisation of foreign trade and prices have had little
impact on the shift of the firms' market-orientation from domestic to foreign, contrary
to theory. The managers of the firms perceived greater uncertainty about the firms'
ability to compete in international markets while the firms have faced great difficulty
in competing in the domestic market. Shifting to export marketing is demanding
because it requires substantial investment for modernisation of the production
facilities and for marketing research. The managers did not even capitalise the
opportunities available in the less demanding regional markets of east and central
African countries in which the firms could compete. The fundamental problems that
hindered the firms from directing their sales to the regional markets are the lack of
transport and communications between Eritrea and the neighbouring countries. Yet, it
is underscored here that exploring and accessing regional markets can help the
managers of the Eritrean firms to accumulate experience that would be of great help
to enter into the more demanding markets of the industrialised countries.

Systemic competitiveness suggests that institutional support in export promotion
is needed to induce the managers of the firms to increase their exports. However, over
the study period, there was no firm-specific support in the form of, for example, better
access to export credit, retention of foreign exchange or provision of long-term credit
for purchasing machinery to improve the quality of their products. Moreover,
information on foreign market opportunities supplied to the firms was very limited.
Furthermore, there was no regular training on export marketing to encourage
managers to participate in exporting. As an emerging nation, public institutional
support for export promotion was in the infancy stage and had little impact on the
promotion of the firms' exports. Similarly, private institutions are so underdeveloped
in Eritrea to provide adequate support services in areas of technical training, quality
control and market information. As a consequence, the firms also suffered from a lack
of institutional support, contrary to theory. However, experience of other countries
such as Latvia indicates that public export and investment promotion organisations
which were involved in disseminating information, providing the firms export credit,
assisting them in participating in trade fairs abroad were extremely helpful in
promoting the exports of the manufacturing firms (Shteinbuka and Cirule 1997).

Despite the liberalisation of the economy, the Eritrean markets are still
characterised by imperfect input, product and factor markets. In such a situation,
systemic competitiveness presupposes that the managers have to establish networks
with other domestic or foreign firms to reduce the uncertainties in their product and
inputs markets as well as their transaction cost. Contrary to theory, the weakest point
identified in the manufacturing firms is the virtual absence of networking with foreign
firms or among themselves. As a consequence, the firms benefited little from foreign
managers' expertise, capital, technology and markets.

Moreover, the low level of internationalisation of the Eritrean firms was indicated
by the absence of separate export departments, and long-term export plans. In the non-
exporting firms, there was a lack of managerial efforts to explore feasible export
markets and this reflected the lack of readiness of the managers to enter the export
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market in the foreseeable future. The poor export supply response of the Eritrean
firms suggests that there is a threshold under which manufacturing firms do not
respond actively. This is mainly due to the additional fixed costs needed for
investment in machinery to improve product quality, product design and packaging,
quality control techniques as well as marketing and transport expenses. Experience in
Africa indicates that firms which have moved to successful exports in areas such as
textiles and clothing have done so because of substantial investment in new
equipment and quality control facilities, which enables firms to build links with
foreign distributors (Wangwe, 1998). This suggests that effective marketing is also
linked to better product quality and reliability in delivery even for labour-intensive
products, and investment in human and physical capital is often a prerequisite for
establishing a reputation as a reliable trading partner. Still there persists a big gap
between the meta-level of the economy export-orientated development and the export
performance of the firms in Eritrea. This gap is a reflection of the weak capabilities
and resources at the firm level, weak institutional support and sector neutral macro-
economic policies that bypass many of the firm-level constraints. In this sense, trade
liberalisation in Eritrea is a necessary condition, which is not decisive for export
promotion at the firm level.

7.7.3 Profit
In a market-based ccmpetrtion, a number of factors such as sales volume, selling
price, costs of goods sold and operating costs influence the profitability of the firms.
The firms' profitability is also influenced by fiscal and monetary policies such as sales
taxes, profit tax, import tax, exchange rate and interest rates of the Eritrean
government. In order to improve their profitability, systemic competitiveness
presupposes that the managers of the firms will adopt cost-reducing methods while
promoting the sales volume. As already indicated, the government has moved towards
market determined macro-economic policies. It has reduced the profit tax to improve
the profitability of the firms and to encourage them in their investment. However, the
efficiency gains remained very low as the cost of production of most firms markedly
increased. From a systemic competitiveness perspective, the managers of the firms
have to find an alternative cheaper supply of raw materials from the domestic sources.
However, substitution of imported raw materials by local raw materials has been one
of the major problems of the managers because most of the raw materials needed by
the firms are not produced domestically. This was indicated by the fact that 72 per
cent of the firms imported over 50 per cent of the raw materials needed for their
production, indicating that the firms are highly dependent on imported raw materials.
Moreover, the managers were also unable to find the locally produced raw materials
such as skins and oil seed and cotton in adequate quantities and in the desired quality,
reflecting the low supply response of the agricultural sector in the country.

In response to the rapidly increasing cost of raw materials following the
liberalisation of the economy, there was an effort by the managers to buy cheaper raw
materials from abroad by using a system of tendering to select low price suppliers of
raw materials ordered. However, many firms faced delays in the arrival of the raw
materials due to the low frequency of shipment to Eritrea. The delay in shipment was
also aggravated by delays in clearance from port stores and customs services.
Reflecting such problems, some purcbase department heads pointed out that it took as
long as three months from the day the purchase order was written to suppliers until the
raw materials reached them from abroad. As a consequence, the managers had to keep
some stocks to avoid disruption of the still low-level production of the firms while
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incurring high inventory cost. One of the reasons for the low efficiency and
profitability of the firms was due to the holding of inventory for a long time. In this
sense, the Eritrean firms are far from the so-called 'just-in -time management
process', which requires the suppliers to deliver raw materials at the right time, in
order to keep the costs of inventory to a minimum level.

As already explained, the profit margin of the firms was very low. One of the
reasons for the low profitability is because the managers have little power to shift the
increasing cost of production to the consumers through mark-up pricing. With the
increase in the cost of production the profit margin of the firms narrowed down. The
low profit margin was further diminished due to the small sales volume as indicated in
the low asset turnover, which was less than one for most of the firms. While a lack of
competitiveness of the Eritrean firms is at the core of the problem, the reduction of the
import tariff has also encouraged the imports of cheaper products, thus reducing the
firms' sales and profitability.

The most visible change observed in the firms was the reduction in the size of the
labour force to reduce the cost of labour. The labour force was reduced from 9573
employees in 1994 to 8122 employees in 1998 an overall decrease of 15 per cent. The
reduction of labour also encompassed technically skilled labour, personnel, finance
and marketing department heads with a higher level of education (degree/diploma)
and with work experience. The reduction of the skilled labour force was paradoxical
while the managers complained that one of their major problems was the inability to
get the right skills to make their firms innovative, flexible and adaptable to the
changing business environment. Contrary to the objective of cost reduction, the
reduction of the labour force and the unsettled ownership of some public enterprises
has created uncertainty on the job security of the remaining employees. This has
affected the level of commitment and motivation of the employees, which is crucial
for the production efficiency and competitiveness, while some skilled employees such
as technicians have left their firms, as they were able to get a better job opportunity
elsewhere.

In the recently privatised firms, the situation was not very much different for the
employees. With the privatisation of the firms, the workers received their
compensation from the government. The new owners of the firms have the right to
hire the existing employees or they can also hire new employees from elsewhere. In
many newly privatised firms the owners have replaced some of the existing
employees with higher qualified staff (such as personnel, marketing, finance, and
production heads) by new employees who have lower qualification. Apparently, this
measure was taken to reduce the cost of labour. This approach, however, has inherent
limitations because skilled and experienced workers are the primary factors in
determining the efficiency and competitiveness of the firms.

It is underscored here that in the current world competition, a focus on lower
wages as a source of competitive advantage is old-fashioned. It is argued that the
competitiveness of the firms is highly dependent on the ability of the firms to produce
high-grade products and sell them at competitive prices. In order to achieve a better
competitive position, highly skilled and motivated staff would be required. To this
end, the management has to hire more skilled workers and focus on motivating them
in order to tap their creativity and abilities, which are needed for performance
improvement. Evidence from Singapore, for example, indicated that firms that
committed themselves to the development of their employees through extensive
training created a better organisational work system and, subsequently, led to a better
performance (Barnard and Rodgers, 2000). Similarly, Taiwanese firms whose human
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resources development strategy emphasised training their employees helped the firms
to develop new products and adopt new machinery, which subsequently, improved
their competitiveness (Zhu, Chen & Warner, 2000). However, with the exception of
the two recently privatised firms, the Eritrean firms had no formal training programme
for their employees other than rudimentary on-the-job training such as how to operate
a machine. Systemic competitiveness implies that if managers continue to neglect
motivating and training their employees, the firms' productivity, efficiency and
competitiveness will be seriously affected.

The weak managerial incentive was also a factor for the low profitability of the
firms. For instance, the non-competitive loss-making public firms were allowed to
borrow from the government banking system while the profit tax had to be postponed.
This, in effect, was subsidy. Without continuously borrowing from the bank such
firms could have been liquidated because their financial profitability and efficiency
did not show significant improvement to turn the tide. The opportunity to
continuously borrow from the Commercial Bank by loss-making public enterprises
has encouraged the firms to continue their inefficiency. This policy also weakened the
influence of the market mechanism from putting more pressure on the managers to
adopting efficiency enhancing measures. On the other hand, the profitable public
firms were obliged by law to submit up to 80 per cent of their net profit to the
government treasury. This institutional factor also contributed to the public firms'
poor competitive position by limiting their investment capability. While, the managers
of the privatised firms, having full managerial autonomy, would be expected to be
self-supporting their operations. This will be seen in the future as the firms were
privatised recently.

Moreover, the low profitability of the firms was also a reflection of the low level
of development of the Eritrean infrastructure. In this sense, the profitability problem
of the firms is a reflection of the problem of the Eritrean economy in its post-war
period as the efficiency of the country's infrastructural services such as power,
telecommunications, roads, railways, sea and airports, and banking are still low.
These, in turn, affected the production and transaction costs of the firms. To alleviate
the infrastructural bottleneck, the Eritrean government has been increasing its efforts
to rebuild the physical infrastructure of the country. Although this effort is consistent
with the systemic competitiveness approach, it will take years of reconstruction to
reach a certain level, so that the firms reap the benefits of low production and
transaction costs. For instance, the price of electricity, which is 20 US cents per kWh
in Eritrea, is extremely high compared to the neighbouring countries. It is five times
that of Kenya and more than twice that of Tanzania (World Bank, 1994: 159). Tarmac
roads do not connect many towns with the capital city and the seaports. Moreover,
telecommunication systems are in need of more investment to enable managers
contact their clients anywhere in the world more easily. In some towns there was no
regular supply of power and water. Eritrea has not reached yet a threshold level in its
infrastructural development to enable the firms to benefit from trade liberalisation.

7.7.4 Production capacity
Eritrea has opted for market-guided economy with an export-oriented development
strategy. Systemic competitiveness considers this an incentive to the managers of the
firms to ensure the full capacity utilisation of the firms to reduce their cost of
production to an as Iowa level as possible, which is crucial to their competitiveness.
However, the annual average production capacity of the firms did not exceed 61per
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cent of their attainable production capacity over the study period. This indicated that
the firms were operating with much idle capacity, contrary to expectations.

There were various constraints working both on the demand and supply sides that
forced the Eritrean firms to operate at a low production capacity. On the demand side,
the shift of consumer demand in favour of imported commodities and the small
domestic market contributed to the low production capacity of the firms. This was
particularly observed in the decline of sales of the firms operating in a stable market
environment. On the supply side, the lack of finance and raw materials, obsolete
machinery and machine breakdown, lack of spare parts, power interruptions and Jack
of skilled labour were the major factors for the Jow production capacity of the firms.
The lack of power supply was particularly serious. The World Bank (1994: 157) study
estimated that a shortage of the power supply in Eritrea forced the industries to reduce
their annual production by 30 to 50 per cent.

Moreover, most of the manufacturing firms lacked experienced technical
personnel such as industrial engineers, quality controllers and technicians. The lack of
technical experts created obvious production and organisational constraints,
particularly in maintaining broken machinery and installing new machines in due
time. For instance, in some firms the managers had to wait a long time before getting
foreign engineers for the installation and maintenance of the machines because there
were no local engineers that could do the job. This indicates that the educational
system has not been supplying the labour market with people equipped with a high
level of technical skills.

As explained in chapter 6, most of the Eritrean firms were established before the
1970s. However, there had been little capital injected to them during the last three
decades. As a consequence, most of them were operating using old machines with
over 40 years of services and with frequent incidences of breakdown. As a
consequence, 40 per cent of the firms were not able to produce the desired level of
production in time because of the frequent breakdown of machinery and the lack of
spare parts. 36 per cent of the firms' production managers pointed out that frequent
breakdown of old machinery and lack of spare parts for such old machinery
contributed to a high down time and wastage of their production. There were cases in
some firms where wastage reached 20-30 per cent of their total annual output. As a
consequence, it was difficult for such firms to compete in price, quantity or quality
both in the domestic and foreign markets. An inherent weaknesses of the Eritrean
Finns was manifested in their backward technological position, which hampered the
production of high quality products at competitive prices. From a technological
perspective most of the firms were extremely far from what is referred as 'best
practice technology', putting them in a competitive disadvantage.

Table 7.13 indicates that 77 per cent of the firms' production facilities
(machinery) were mostly old and only 5 per cent of the firms had new production
machinery. These two firms were privatised recently in which foreign investors have
been involved and have injected investments of US$17.6 million for their
modernisation. The investment injected has made a significant impact on their
productivity and improvement of their product quality, although their market
orientation has remained domestic.

From a systemic competitiveness perspective without investing in the
modernisation of the firms, their production efficiency, competitive position and
profitability cannot be improved. Even for the profitable firms, delay in their
modernisation will only be to their long-term competitive disadvantage.

:.
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Table 7.13 Technical status of the ,p"roduction machinery based on the
production managers' perception

Status No %
Mostly old 30 77
All old 4 10
Old & New 2 5
Mostly new 1 3
All new 2 5
N=39

Source: Computations based on data collected,

One of the reasons why capital investment has not been injected in most of the
Eritrean enterprise is due to a lack of capital investment, be it from their internally
generated sales revenue or from other external sources such as the financial
institutions, In the public enterprises, capital investment had to be decided by the
privatisation agency if deemed necessary. As a consequence, the managers hardly
played any role in deciding the size and timing of the investments needed for the
firms, Due to the institutional barrier and lack of managerial autonomy, the general
managers were more limited to routine administration rather than focus on innovative
managerial practices. The functional managers were also limited to the day-to-day
operations of their respective departments to maintain the status quo operation rather
than focus on introducing changes in the production mix, marketing, product quality
and efficiency to cope with the changing business environment.

Consistent with its policy of encouraging private sector development, the
government of Eritrea has adopted the policy of privatisation since 1995. With
privatisation of some of the firms, the managers/owners have fuJI authority in decision
making. However, changes in ownership will not be enough to change the behaviour
of the firms in their production, investment and marketing practices, Far-reaching
modernisation of the firms would require a larger amount of capital investment, so the
managers of the privatised firms have to choose between two options: Maintain the
status quo operation but with certain higher cost in the future because of the likely
further decline of the competitive position of the firms with the increase of
competition; or increase investment in the modernisation of the firms with uncertain
pay-off because the future business environment is also uncertain. Increase in
investment is consistent with systemic competitiveness theory and there is a
probability of successful competition,

As we have already explained, most of the privatised firms had no sufficient fund
from their internally generated source to meet their financial needs, limiting their
ability to purchase adequate raw materials and, subsequently, use their full capacity,
To this end, systemic competitiveness presupposes that the development of the
financial sector is crucial, so that the firms will have access to finance to enhance their
restructuring. Although the capacity of the commercial banks of Eritrea to direct
savings from society to investment has improved over the past few years, it was
inadequate to meet the financial demand of the firms. Bank loans are necessary in a
critical period of time. However, it should not be seen as a panacea to the firms'
financial problems, Efficiency in production and marketing rather than availability of
bank loans will eventually determine the long-term competitiveness, profitability and
growth. That is, the firms should not expect unfettered access to bank loans to solve
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their problems. This is in line with systemic competitiveness that the managers must
exert their efforts to increase the production efficiency and sales revenue to be self-
financing as much as possible.

Moreover, it should be noted that capital investment is a link between the present
and the future and has great impact on the future profitability of the firms. Systemic
competitiveness suggests that it would be very important for the managers to know
what products to produce with the new equipment and in which markets to sell their
products because it would be meaningless to invest in modern machinery through
borrowing to produce a product whose marketability is unknown. The decision to
investment while incurring costs involves cash flow over multiple periods of time in
the future. These cash flows are inherently risky: they are not known with certainty.
Thus the managers would be required to examine the present value of the stream of
revenues and costs associated with the investment projects. This approach will help
managers to make an informed and sound managerial decision based on the
opportunity of the new investment to generate cash flows that enable the firms to
repay their loan and make a profit. Moreover, this approach can also help managers to
interface production with marketing that had been overlooked in most of the firms'
past strategy. Moreover, this approach would be expected to break the cycle of
liquidity problems of the firms and eventually enable the firms to become self-
financing and contribute to the country's economic development.

As already explained, the managers lack the required technical skills to determine
the appropriateness of the technology they need to buy, the production scale and
product mix to produce when investing. Systemic competitiveness implies that the
managers of the firms need institutional support from the government. Institutional
support is particularly necessary in the current low level of Eritrea's development to
promote private investment consistent with its macro-economic policy objectives.
Experience from Slovenia, for instance, indicates that the establishment of a
development fund, an institution that provides long-term investment credit to private
enterprises was a powerful tool for the implementation of industrial policy for the
government to redirect low-cost loans to strategic industries (Bartlett, 1997). This is a
relevant lesson Eritrea could learn to enhance its manufacturing sector development
until Eritrea reaches a threshold level of development, a necessary condition for firm-
level active response to trade Iiberalisation,

7.8 Summary

This chapter has analysed the responses of the Eritrean manufacturing firms in the
liberalised trade policy environment using firm-level quantitative and qualitative data
that cover financial and non-financial, which are essential aspects of the responses of
the firms. Below, we summarise the empirical findings of the chapter. The guiding
theoretical framework of our study indicates that the firms' performance is determined
by the interaction of the factors that influence their performance at the four levels of
the economy: meta, macro, meso and micro.

A crucial factor for firm-level efficiency is the competence of the general
managers, which is reflected in their educational qualifications and work experience.
As to the educational background, 77 per cent of the general managers were
university graduates with degree/diploma. The educational qualification of the general
managers is a necessary condition for managerial competency, which is crucial for the
firms to improve their efficiency. As to the work experience, only 15 per cent of the
general managers were owners of other businesses, which could be considered people
who had some sort of managerial experience while the remaining 85 per cent had no
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firm-specific managerial experience. Moreover, 44 per cent of the general managers
were ex-combatants. In this situation, the managers with different leadership and work
experiences, lacked managerial/business-related experiences in the formulation and
implementation of business strategy such as in marketing, finance, production, and
investment in a competitive market environment.

The performances of the firms have been analysed, using four performance
indicators: sales, exports, profit and capacity utilisation. The sales of the firms
operating in the stable market increased from 213 million Nakfa in 1994 to 248 in
1996, the highest over the study period. However, it continued to decline over the last
two years and reached 159 million Nakfa in 1998, less than the 1994 figure.
Reflecting this, the average annual sales drastically declined by 16 per cent and 17 per
cent in 1997 and 1998 respectively compared to the respective previous year's level of
sales. On the other hand, the sales of the firms operating in the turbulent market
increased from 171 million Nakfa in 1994 to 427 million Nakfa in 1998. Although the
sales of the firms operating in a turbulent market was relatively better than those
operating in the stable market, the sales revenue could not meet the financial need of
most of the firms, The inadequate sales in both groups of the firms had both demand
and supply sides problems. On the demand side, the managers were not able to
improve the firms' sales through marketing research and sales promotion. Although
95 per cent of the firms had a separate marketing department, only 5 per cent of the
firms were involved in sales promotion on their own in the domestic market, contrary
to systemic competitiveness. In most firms, the marketing managers exerted little
efforts to critically evaluate the causes for the sales decline and develop alternative
methods that enhance their sales. This indicates the absence of change in the
managerial practices from being production-oriented to market oriented by interfacing
production with marketing.

Moreover, the lack of resources that were available to the firms, particularly
financial and human resources, has also contributed to weak marketing efforts. Most
of the firms had little budgetary expenditure for marketing-related activities. Their
financial position was too weak to enable them to carry out marketing activities even
through local media like radio, television and newspapers. Despite the increasing
uncertainty of their product market, most firms continued to produce their products in
an old fashioned way supply-driven. Systemic competitiveness suggests that this
behaviour of the firms needs to be changed through institutional support in marketing
and product quality improvement. However, public institutional support has been too
limited to have an impact on the firms' sales performance. Moreover, the lack of raw
materials also limited the production capacity and sales volume of the firms, while the
use of obsolete production machinery affected their competitiveness as the firms
produced low quality products.

As to exports, of the 36 firms investigated, only 44 per cent were exporting some
of their products on the condition that raw materials and market opportunities were
available both in neighbouring countries or markets of developed countries. The
export to sales ratio of the firms operating in a stable market environment, which was
44 per cent in 1994, declined to 27 per cent in 1998. This suggested a decline in their
competitiveness. The comparative figures for the firms operating in a turbulent market
increased from 14 per cent in 1994 to 19 per cent in 1998. Even in these firms, there
was no remarkable increase in the export to sales ratio. There persisted still a big gap
between the meta-level philosophy of export-orientation and export performance of
the firms. Export firms are resource-based like tanneries, shoe and textile factories
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and their comparative advantage is based on the low cost of labour and availability of
raw materials.

Consistent with its meta-level export-oriented development strategy, the Eritrean
government has substantially liberalised its economy with the objective to reduce anti-
export bias and, subsequently, stimulate firms to participate in export actively.
Contrary to expectations, the managers of the firms invested little on their own in
export market research and trade fair participation in various countries to advertise
their products. One of the major problems was the lack of managerial experiences of
export managers. Past managerial experiences in how to enter other markets is very
important to expand exports to other markets on the basis of the accumulated
experiences. Before the opening of the Eritrean economy, most of the firms were not
involved in exporting and the new management lacked experience in export
marketing. As a consequence the firms did not accumulate the required managerial,
organisational, physical, financial capability for exporting. As the historically
accumulated capabilities basically determine the firms' current export capability, the
Iiberalisation of foreign trade and prices had little impact on the shift of the firms'
market-orientation from domestic to foreign.

Shifting to export marketing was demanding for the managers in terms of large
investment required for modernisation and marketing research. Even the export firms
had no separate export department and long-term export plans. In the non-exporting
firms there was a lack of readiness of the managers to enter the export market in the
foreseeable future. This indicated that the firms were ill-prepared to cope with the
speed and extensiveness of the liberalisation policy. Even the future prospect of
export growth of manufactured products is not reassuring before the various obstacles
to exporting in Eritrea are removed. Systemic competitiveness presupposes that the
firm-level weak competitive position has to be improved by effective support system.
However, over the study period there were no firms' specific supports to exporting
firms in the form of better access to export credit, retention of foreign exchange or
provision of long-term credit, technical training and training in export marketing.
Moreover, private sector institutions are so underdeveloped in Eritrea that they are not
able to provide adequate support to firms. This indicates that Eritrea's meta-level
organisations (associations) still have to be created, because they had little role in
stimulating the society'S creative capabilities, which are essential for the achievement
of maximum efficiency at the micro-level.For that reason the poor export supply
response of the Eritrean firms suggests that there is a threshold under which
manufacturing firms do not respond actively on their own. This is mainly due to the
additional fixed costs needed for investment in machinery to improve product quality,
design and packaging; to introduce stringent quality control techniques to meet quality
standards required for exporting, marketing and transport costs.

Another firm-level performance investigated was profitability. The size of sales
and behaviour of cost of production had conditioned the profit of the firms. The gross
operating profit of the firms operating in stable market environment, which was 37
million Nakfa in 1994 declined to 33 million in 1998. For the firms that were
operating in the turbulent market gross operating profit increased from 48 million
Nakfa in 1994 increased to 134 million Nakfa in 1998. Most of the firms made little
profit, unable to meet their demands for working and investment capital. As a
consequence, most of the firms have been dependent on bank loans for their working
capital.

Since Iiberalisation, the government has moved towards market-determined
macro-economic policies to stimulate the managers of the firms to increase the
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efficiency and profitability of their firms. To this end, the government devalued the
local currency by about 250 per cent during the period 1994-98. The government has
also reduced the import tax for raw materials; spare parts and capital goods to
encourage the firms' import such items needed for the improvement of their
production efficiency. It has also reduced the profit tax to improve their profitability
and to encourage them to increase their investment. Devaluation of the currency,
however, has resulted into a marked increase in the cost of production of the firms,
contrary to the expectations of promoting the firms' exports. The high cost of
production has been one of the major factors for the low profitability of the firms.
Under such a situation, systemic competitiveness suggests that the managers have to
find alternative cheaper supply inputs from the domestic sources but this was not
possible because most of the raw materials needed by the firms are not produced
domestically. Eritrean economy has not yet fully recovered from the scar of long war
of independence. Substitution of imported raw materials by local raw materials has
been one of the major problems of the managers because the managers have not been
able to purchase adequate quantities of locally produced raw materials such as skins,
cotton, and oilseeds because of the weak supply response of agriculture.

The low profitability of the firms was also a reflection of the lack of efficiency
and competitiveness of the firms as a production location. In this sense, the
profitability problem of the firms is a reflection of the problem of the Eritrean
economy in its post-war period. In this post-war situation, the efficiency of
infrastructural services such as power, telecommunications, roads, railways, sea and
airports, and banking are still low. These, in turn, have affected the production and
transaction costs of the firms.

As to the capacity utilisation of the firms, the firm-level evidence indicated that
the annual average capacity utilisation of the firms did not exceed 61 per cent over the
study period. The large idle production capacity observed was a sign of inefficiency
of the firms. There have been many factors that hindered firms from operating at their
full capacity. These were lack of finance to purchase the desired raw materials in
time, lack of spare parts, obsolete machinery and lack of skilled labour. Obsolete
machinery particularly has affected the production efficiency of the firms through
increase in the cost of maintenance and in production wastage. Systemic
competitiveness presupposes that the managers have to invest in modernisation-
related production technology to improve the firms' production efficiency and
competitiveness. However, there was little capital investment injected into the firms
because of financial and institutional constraints. The most visible change so far at the
firms' level has been the change in ownership through privatisation. 53 per cent of the
firms have been privatised during the fieldwork. This reflects the priority of the
government in privatisation before a substantial capital investment is injected in the
firms. The issue is to what extent the change in ownership (privatisation) will have the
desired effects on the operation of the firms: increase of efficiency, competitiveness
and profitability. The firms' status in their early post-privatisation period indicated
that there were no major changes in their overall operation with the exception of two
privati sed firms where foreign capital and management have been injected.

At its present stage of development, Eritrea lacks capital, skilled labour and a
technical basis: the firms need very much for their performance improvement. In the
absence of these critical factors, the scope for efficiency improvement through change
of ownership or privatisation by selling to individuals appears to have limited impact
on the firms' competitiveness and growth. Evidence from African countries suggests
that privatisation of state-owned enterprises did not lead to the establishment of a
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vibrant private manufacturing sector due to the absence of well-developed private
entrepreneurship, private capital investment and deficiency in the infrastructure.

The firm level evidences from Eritrea show that most firms did not make
substantial restructuring consistent with the demand of the competitive market
economy principles in terms of product mix, market orientation, product facilities and
managerial style and marketing. This managerial inflexibility has been translated in
the inflexibility of production and investment, hindering firms from taking advantage
of the large foreign market opportunity, contrary to systemic competitiveness. There
were so many supply side constraints (such as lack of skilled labour, finance, raw
materials power interruptions) hindering firms' efficiency, competitiveness or
profitability. The constraints the firms faced were related to the legacy of a long war
and a low level of development of the country, indicating that Eritrea evolved from a
very disadvantaged position in terms of its human, technical, managerial and
infrastructural resources and institutional development.

In the forward-looking assessment of the firms, the empirical findings indicated
that 67 per cent of the general managers had business plans (vision) while 33 per cent
had no vision during the fieldwork. While 81 per cent of the managers in the
privatised firms had their business plan, 50 per cent of the managers of the public
enterprises had business plans. Observing business plans in many firms was a positive
sign of response to the changing business environment in the country. In the business
plans, more emphasis was given to investment in modernisation of the production
facilities. However, the managers hardly mentioned on the organisational changes as
part of their major plan consistent with the technology to be acquired and· the
environment the firms anticipate to operate in. To what extent the firms' plans will be
implemented is another area open for future research because translating a business
plan or vision into practice would require full managerial discretion and many
resources and improved business environment. Under a business-friendly environ-
ment, these firms could improve their performances and contribute to the country's
economic development.

As to the reaction of firms to government institutions, the general managers had
favourably appreciated the importance of the eleven institutions investigated. From
the reaction of the general managers to government institutions, a clear pattern was
observed that the three most important institutions identified for the business were
power supply, financing and banking services respectively. On the other hand,
environmental regulation was rated with 'minor importance' for existing firms. This
reflects that firms were not hindered by the strict environmental regulations, which
could require serious investment to meet a certain standard in the country. As to the
quality of services, licensing, environmental regulations and regulations on imports
and exports were almost rated highest by most of the firms. The findings indicated
that the most important services for the better performance of the firms were not
appreciated as the most efficient ones over the study period. This suggested that the
quality of the institutional services in Eritrea need further improvement so as to have a
greater positive impact on the firms' performance.

As already explained because of the historical evolution of the country
(destructive war), it was not possible to offer institutions and infrastructure (energy,
transport, financial) with efficient services that would put firms in a competitive
position. The existing state of the infrastructure compared to many other developing
countries is highly underdeveloped and tends to affect the competitive position of the
firms because they have been forced to increase their transaction costs. Even if the
managers were competent and well experienced, systemic competitiveness
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presupposes that the managerial efforts at the firm level will not be adequate to enable
the firms to remain in a sustainable competitive position. What is required is systemic
transformation that will enable the country to reach a threshold level of development.
To this end, coordinated efforts have to be made at the micro, meso, macro and meta
levels consistent with a systemic competitiveness perspective.



CHAPTER 8
SUMMARY AND CONCLUSIONS

8.1 Introduction

Although modern industries were introduced in Eritrea during Italian colonialism,
their progress was hindered by a long period of political uncertainty and harmful
policies of the subsequent colonisers, particularly that of Ethiopia. As a consequence,
at the time of the liberation (1991), the Eritrean manufacturing industries were highly
weakened and in need of large capital investment for their rehabilitation. Since 1991,
the government of Eritrea has opened the economy to external competition and has
liberalised the prices of goods and services to reflect their market value. One of the
objectives of these market-oriented policies has been to improve the efficiency and
competitiveness of the Eritrean manufacturing industries.

Within this context, the central research question of the study is: "Is trade
liberalisation effective to stimulate internationally competitive manufacturing firms in
Eritrea, and what should the Eritrean government do (if anything) to promote the
development of an internationally competitive export-oriented industry?"

The research question has been studied from two perspectives: (1) by exploring
documented experiences of developing countries to gain more insight into under what
conditions trade liberalisation stimulates internationally competitive manufacturing
sectors; (2) by empirically analysing the performances of Eritrean manufacturing
firms in the following respect:

• The performance of the firms with respect to sales, export, profitability, and
production capacity utilisation during the period 1994-98;

• The plan/vision of the firm managers in market-guided business environment;
• The reaction of the firms to government institutions;
• The constraints hindering the firms to improve their performance in the new

market-guided competitive environment

The chapter is organised as follows. Section 8.2 summarises the neoliberal approach
to industrial development and international competitiveness, its limitations and
alternative theories to industrial development. It is concluded that the neoliberal
approach is not suitable for explaining the performances of Eritrean firms. A better
alternative is the systemic competitiveness approach, which takes into consideration
the interaction of the factors that influence the performance of the firms at four levels
of the economy: micro, meso, macro and meta levels. Section 8.3 focuses on the
empirical findings regarding the performances of Eritrea's manufacturing sector.
Despite the liberalisation of the Eritrean economy, the firm level sales, exports, profit
and capacity utilisation were not sustainably growing during the period 1994-98.
Neoliberal economic theory cannot explain these weak responses. Using the systemic
competitiveness approach, we give explanations of the poor performances of Eritrean
firms at four levels of the economy in Section 8.4. Section 8.5 deals with the analysis
of firms' problems that have hindered them from improving their performances.
Section 8.6 presents conclusions of the study based on theory and empirical findings.
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Following the conclusions, recommendations that could help Eritrean firms improve
their efficiency and competitiveness are given in section 8.7.

8.2 Literature review and theoretical framework

8.2. 1 Neoliberal approach to industrial development
The guiding economic theory of industrial development in many developing countries
is the neoliberal approach, which theoretical foundation is the neoclassical trade
theory (see chapter 2). In this approach, 'free trade' and market guided competition
are expected to stimulate managers of manufacturing firms to carry out the necessary
adjustments in their labour, technology, market, and product mix in order to improve
the competitiveness of their firms. Those firms that fail to make the necessary
adjustments to withstand the competitive pressure in the domestic market, or that are
unable to compete in the world market are considered to be inefficient and
uncompetitive. Hence, they must be left to decline and even be closed down so that
resources can shift to more efficient uses. Proponents of market Iiberalisation consider
markets as a self-sufficient explanatory mechanism, which alone differentiates
efficient from inefficient manufacturing firms.

Literature review indicates that trade Iiberalisation has had different effects in
different parts of the world. The Asian NICs have been considered as a showcase for
the success of the neoliberal approach. Compared to other developing countries, the
Asian NICs are at present the largest exporters of manufactured products with an
increasing trend towards science-based manufactured products such as chemical
products, petrochemicals, professional scientific measuring and controlling equipment
and biotechnology. On the other hand, in Sub Saharan African (SSA) countries trade
liberalisation has not led to strong supply responses: diversified exports, increased
investment, and, subsequently, to sustainable economic growth. These differences in
the responses of the manufacturing sectors in different economies suggest that trade
Iiberalisation does not work effectively everywhere, contrary to what neoliberal
theory would make us expect. Below we present the reasons for the differential
impacts of liberalisation.

The NICs' industrial development was far from the results of 'free trade'. (See
chapter 3). Although in an export-oriented industrialisation strategy, their respective
governments responded to and anticipated the opportunities in the international
economy, the governments dynamically directed capital and labour into more
competitive activities. The intervention of the governments was in both the demand-
side through restriction on foreign competition or captive procurement policy and in
the supply-side through the manipulation of factor prices. Moreover, governments in
the NICs invested heavily in improving human capital, physical infrastructure and
R&D capabilities, and they partly relied on foreign direct investment to enhance their
industrialisation; they continuously adjusted their sector specific policies to changing
international market conditions; they also exposed their industries to world-market
competition via export promotion, which yield static and dynamic economies of scale.
In short, industrial development strategies in the NICs, particularly in Korea and
Taiwan were pursued on the premise of 'acquiring dynamic comparative advantage'
rather than 'endowed static comparative advantage'. That is why, the structural
transformation achieved in the NICs is beyond what was possible by exclusive
reliance on market forces and private sector initiatives, contrary to the neoliberal view
of 'free trade'.
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Contrary to the NICs, African governments followed an import substitution
industrialisation (lSI) strategy after independence. They attempted to build
manufacturing industries with a focus on public sector dominated industrialisation.
The resulting industries were highly protected, tightly controlled, and in many cases
run by incompetent public sector organisations. The incentive regime discouraged
exports and the private sector. Emphasis was on 'Africanisation' or 'indiginisation' or
on public sector development. The government policies had little impact on industrial
capability building. This hindered the development of private sector, which could
have played its role in the capability building of manufacturing industries in Africa.
Since the 1970s most African countries faced balance of payments crises, indicating
that neither the manufacturing nor the other sectors were improving their competiti-
veness. Eventually, African countries faced socio-economic crises in the 1980s, which
made pursuing lSI impossible.

Hoping to promote their exports and to overcome their balance of payments
constraints, Sub-Saharan African (SSA) countries shifted from import substitution to
export orientation in the 1980s. After two decades, it has become clear that Africa's
manufacturing industry has responded poorly to this new orientation. Unlike NICs'
policies, the African policies have depressed investment at the macro-level, and the
devaluation of the exchange rate and the market-determined interest rate have
adversely affected the competitiveness of the manufacturing firms. At the micro level,
firms face various constraints, such as high competition from cheaper imports, old
machinery, lack of investment needed for modernisation of the firms, and lack of
competent managers. The infrastructure and institutional environment have also. been
far from being conducive for the development of internationally competitive
manufacturing firms. As a result, primary commodities still dominate the exports of
SSA countries.

8.2.2 Limitations of the neoliberal approach
The experience of SSA during the past two decades in export-oriented strategy has
shown that the neoliberal approach is inadequate in addressing the roots of their
industrialisation problems. This means that the approach has inherent weakness and
flaws. The main flaw of the approach is that it provides a uniform macropolicy
prescription for the development of internationally competitive manufacturing industries,
which overlooks the difference in the historical evolution of developing countries and
their level of economic and industrial development. The neoliberal approach
recommends any developing country to expose its national economies to the
discipline of world market forces and to prepare domestic enterprises for global
competition regardless of its level of development. Besides, it recommends
withdrawal of government intervention in industrial development. In Africa, these
recommendations are given at a time when there is no well-developed domestic
private sector and the interest of foreign investors in the manufacturing sector is very
low. Therefore, the withdrawal of the state from the active management of the
national economy results in a vacuum, which is neither filled by foreign investors nor
by the domestic private sector.

The neoliberal approach is equivalent to sidestepping the crucial role of
governments in developing counties, particularly for those that have not reached the
threshold level of development. In such countries, markets are either missing or too
imperfect to enhance the efficiency and competitiveness of the manufacturing
industries. Constraints such as lack of credit and foreign exchange, inadequate
physical infrastructure, lack of managerial capability, weak financial intermediation
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and a weak technological base negatively affect the efficiency and responsiveness of
firms to market price signals. This suggests the need for more government
intervention through public investment that helps developing the market. African
governments need to enhance the macro-economic environment of their economies
rather than substitute bureaucracy for markets in order to improve the efficiency and
competitiveness of the manufacturing industries. They have to increase investment in
basic public infrastructure like roads, and electricity, telephone lines, commercial
laws, contract laws, and law enforcement mechanisms, such as courts, and police.

8.2.3 Alternative theories to industrial development
As the neoliberal approach is inadequate for understanding the industrialisation problems
of developing countries like those of Africa, we need to explore other theoretical
perspectives that help us understand how internationally competitive manufacturing
firms develop over time. The experience of the NICs has shown that the role of the
government is essential, and that comparative advantage is not a static but a dynamic
concept. The theories reviewed in this study provide insight in both factors (see chapter
4). According to institutional theory, governments must improve the national institutions
or business environment to enable firms to reduce their production and transaction costs.
Porter's theory indicates that all levels of government can improve or hinder the
competitive advantage of firms in a country, depending on how the government policies
influence factor and demand conditions, related and supporting industries, and firm
structure. Besides, Porter indicates that firms need to sustain their competitive advantage
actively by lowering their cost of production or by applying superior quality products.

Three other theories explain how firms can maintain a sustainable competitive
advantage. Contingency theory states that organisational structure has a significant
influence on the efficiency of a business. The resource based approach stresses that firms
are fundamentally heterogeneous in terms of their resources and internal capabilities.
These differences are the basis for competition and firm-level comparative advantage.
Finally, the technological capability approach focuses on the role of technological
capability building as a major determinant of a firm's comparative advantage.

The above theories indicate that markets of products and factors of production are
not efficient, particularly in developing countries at the lowest level in the development
continuum. This implies the need for government intervention to improve the
competitive position of firms, although in different tones. In the contingency theory, the
government is expected to improve the firms' access to resources. From the resource-
based perspective, the government is expected to enable firms to acquire more
resources/assets that keep them in business or improve their competitive position. In
Porter's approach, the government is expected to playa leading role in factor creation on
which the firms' competitiveness is highly dependent. The technological capability
perspective suggests active government intervention in the technological capability
building through human resource development, and research-and development-related to
technology.

A common theme that came out of the different theories is that competitiveness in
the manufacturing sector. far from 'getting prices right', requires more investment in
human resources development, technological capability building, efficient infrastructure,
and an appropriate institutional framework in which a government has a pivotal role to
play.

The theoretical framework used in this study is systemic competitiveness. This
approach is comprehensive and integrates the above-mentioned theoretical contributions
from economics, strategic management, and organisation theory. Systemic
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competitiveness theory presupposes that competitiveness of the manufacturing sector at
the firm level is not determined by a single factor or simply by liberalisation of prices.
The development of internationally competitive manufacturing industries is the result of
systemic transformation in which not only the firms (management) but also governments
and institutions have their role to play. While having a market-driven perspective, the
systemic approach links the meta, macro, meso and micro levels of an economy and
maps the influence of each level on the performance of firms. The previously theories
presented in chapter 5, can be placed within this framework. The institutional approach
explains the impact of meso-level institutions, while Porter considers the role of the
government at the different levels of aggregation. The other three theories focus mainly
on the micro level. The cluster of theories indicates that measures taken at meta, macro,
meso and micro levels of the economy have their role in enhancing or retarding the
competitiveness of manufacturing firms within a framework of export-oriented
development strategy.

Figure 8.1 Scheme·oUhe framework
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At the micro level, the systemic competitiveness approach maintains that the survival
and competitiveness of manufacturing firms depends primarily on their own activities.
The management of firms has to make efforts to be efficient, flexible, and responsive
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to cope with the changing business environment. That is, the management must
engage in fundamental restructuring to improve the firm's innovative capability,
financial management, and marketing. The competitiveness of firms will largely
depend on the competence of managers. The competence of mangers is reflected in
how well firms use the creative potential of their labour force; on the degree of
organisational change, and on the extent to which they introduce modern technology
needed for their dynamic competitive advantage. The proactive responses of firms
will also depend on the availability and efficiency of supportive institutions.

At the meso level, systemic competitiveness underscores the role of government
policies in creating specific/localised advantages for firms to enable them improve
their competitiveness. The model presumes that specific policies and institutions
targeted to improve the firms' performance are necessary to supplement market
forces. Meso-level policies that have a great impact on firm level competitiveness
include import and export policies, physical infrastructure policy, education policy,
technology policy to stimulate technology transfer and upgrading, and industrial
policy.

At the macro level, systemic competitiveness theory suggests that the monetary
and fiscal policies have to be used in order to achieve a stable and predictable macro-
economic framework. These policies should include a realistic exchange rate and a
manageable budgetary deficit. In addition, the theory underscores the adoption of
competition and trade policies that stimulate exports and at the same time discourage
the emergence of monopolies. Moreover, the theory also points out the importance of
an effective investment policy and attractive fiscal incentives to encourage domestic
and foreign direct investment, which are crucial for a country's economic growth.

At the meta level, the historical and cultural backgrounds of the country influence
its development strategy. The role of the meta level in development is reflected in the
willingness and ability of a government to implement export-oriented development
strategy and its capability to improve the performance at the macro, meso and micro
levels. To this end, a systemic competitiveness model states that the government
structure should produce basic societal consensus on the objectives of the export-
oriented development strategy. Societal consensus is very important because every
sector of the society, such as trade unions, business associations, peasants, and
professional private consultants, have its role to play in improving the
competitiveness of the economy. The relationship between the meta level and micro
level may not necessarily be direct. However, the meta level affects the firm-level
behaviour through stimulating or discouraging entrepreneurial activities, investment,
and people's active participation in the development process.

Despite the theoretical strength of the above framework, there is hardly an
empirical example that shows how systemic competitiveness is applied in practice. So
we had to find procedures how to use it for our study. In our procedure, we followed
two guidelines. (1) We analysed the firms' performances in two steps. First, we
considered the managerial competence. If this did not provide adequate answers to the
problems facing the firms, we turned to the analysis of the other three levels of the
economy to investigate how supportive they were to the firms' performance
improvement. (2) Our explanation to the poor performances is not theory-led; it is
empiricism-led. In a theory-led explanation, we would have had to identify all
relationships that exist between all variables explained in the systemic
competitiveness model. This would hardly be possible to do. Besides, it is not
necessary, as we only want to understand a specific case, that of Eritrea. Instead, we
take the problems that are identified in the Eritrean case and use the relevant elements
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from the systemic competitive box representing the various levels for explanatian.
These two empirical guidelines will help us identify the various problems the firms
faced and the means how they can be solved at the four levels of the economy.

8.3 Empirical findings on the performance of Eritrea's manufacturing
sector

B.3.1 The policy environment

At liberation, Eritrean government inherited a war-destroyed economy, with no
national institutions or foreign reserves to meet the complex development challenges
of the country: to build a nation and at the same time to enhance the country's
economic development. To overcome these challenges, the government of Eritrea
embarked on three sets of policies: (I) rehabilitation of the war-torn social and
physical infrastructures; (2) liberalisation of the economy to external competition to
improve the efficiency of the economic sectors; and (3) creation and development of
national institutions to guide the economy using standard macro-economic instru-
ments and to achieve broad-based economic growth. (See chapter 6).

Immediately after the liberation, the government focussed on the reconstruction of
the various sectors of the Eritrean economy. To this end, it formulated Recovery and
Rehabilitation Programme for Eritrea (RRPE). The Recovery and Rehabilitation
Programme for Eritrea included: (1) restoration of essential agricultural and industrial
activities; (2) repair and rehabilitation of infrastructure; (3) providing the means for
community level rehabilitation activities; and (4) supporting institution building and
systems needed for the management of the economy. The RRPE was a multi-sectoral
programme, which fully considered sectoral priorities, sector agencies, and
implementing capacity. The RRPE Programme received financial support from the
World Bank and other donor countries to achieve its objectives. The estimated cost of
recovery and rehabilitation was US$ 2 billion. However, the funds made available by the
international community were very low compared to the needs. This forced the
government to depend on the internal resources of the country by mobilising the Eritrea
people to actively participate in the reconstruction.

In 1994, the government issued a macro-policy that aims to correct. the long-
standing structural distortions in the economy and to improve the efficiency in the
allocation of resources as well as to encourage exports including from the
manufacturing firms. To these ends, the government liberalised all prices. It
simplified and improved its licensing procedures. The government reduced the tax
rates substantially and broadened the tax coverage. Besides, it reduced the level of
import protection. The government devalued its currency substantially and adopted a
market-determined exchange rate that was adjusted periodically. Moreover, it
legalised the establishment of the foreign exchange Bureau (FOREX) to buy and sell
foreign exchange in the country, based on the demand for and supply of foreign
exchange. The government also adjusted the interest rate to reflect its market value.

In line with the macro-policy objectives, the government of Eritrea issued an
investment code in 1994 with the objectives of promoting private investment, exports
and, subsequently, economic growth in the country. The investment code provides
various fiscal incentives for domestic and foreign investment. Foreign investors may
invest in any sector of the economy in Eritrean on their own or in partnership with local
capital. Eritrea has signed the convention establishing Multilateral Investment Guarantee
Agency (MIGA) and the convention on the Settlement of Investment Disputes between



196

States and Nationals of Other States. The investment centre is the legal body responsible
for the promotion of investment and the issuance of certification to investors with a
maximum delay of ten days.

In addition, the government of Eritrea made efforts to create effective national
institutions such as financial, fiscal and investment promoting institutions. It also
introduced a national currency, Nakfa, in 1997, so that fiscal and financial systems
would contribute to the objective of achieving a stable macro-economic environment,
which is necessary to promote Eritrea's exports based on its comparative advantage.
Since the introduction of the Nakfa, the Bank of Eritrea has the right to issue, manage,
and retire the legal tender of Eritrea and has assumed the full power that a normal central
bank does in a developing country.

In line with the general policy of liberalisation, the industrial policy of the
government was based on the principle that manufacturing firms should operate on a
commercial basis, without reliance on any form of protection or subsidy. That is, there
were no specific incentives for the manufacturing firms, and the government policies
were sector-neutral. Similarly, the fiscal incentives were sector-neutral, and the same
incentives were provided to investors engaged in production in the different sectors of
the economy. The government encouraged the private sector to play its role by
investing in the different sectors of the economy to restore broad-based economic
growth. The declared economic role of the government would be in those areas, in
which the private sector is not interested to invest.

During the Ethiopian rule, the major manufacturing enterprises in Eritrea were state-
owned enterprises. After liberation, the government of Eritrea granted these firms
operational autonomy. The firms were left free to buy their inputs and sell their outputs
on the market. The size of employment of the firms was streamlined and provision of
direct subsidies was terminated. These changes were introduced to stimulate the
managers of public manufacturing enterprises to improve the operational efficiency and
profit of the firms. These measures were the preparatory stage for their privatisation.

In 1995, the government of Eritrea issued a privatisation policy and established a
legal body: The National Agency for the Supervision and Privatisation of Public
Enterprises to facilitate the privatisation process of the state-owned enterprises. The
rationale for privatisation of public enterprises in Eritrea was to improve their efficiency,
profitability, and export performance through better management, production,
investment, marketing, and research. It would also increase the scope of the market in
the production and allocation of goods and services by reducing the perceived harmful
effects of government intervention, and promoting competition. In 1998, the
Privatisation Agency had privatised 53 per cent of the public enterprises.

To sum up, the Eritrean government has been involved in a double task of nation
building and structural reform of the economy towards a market-guided private-sector
dominated economy. The main structural supply-side policies included liberalisation
of prices, deregulation of public sector and privatisation of state-owned enterprises,
designing of new tax structure, labour market reforms, measures to enhance
competition to encourage private investment, and the creation of national institutions
and the rehabilitation of physical and social infrastructures. Thus, the overall policy
stance of the government is neoliberal, which has been widely used in many African
countries since the early 1980s.

The general aim of this economic strategy is to stimulate economic development
through export promotion. Consequently, at the micro level, the market-oriented macro-
economic policies should lead to increased competitiveness and efficiency of individual
enterprises. In what follows, we present a surnmary of the actual performance of
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manufacturing firms: did they follow the expectation and have their sales, exports, profit
and production capacity sustainably increased?

8.3.2 Empirical findings on firm level performance

In view of the objectives of the study, 36 manufacturing firms were studied. They
included all main sub-sectors of the industrial sector in Eritrea: (1) food; (2)
beverages; (3) tobacco; (4) textiles; (5) leather and shoes; (6) metal, wood and
plastics; (7) printing press (8) non-metallic minerals; and (9) chemicals. Virtually all
these firms produce consumer goods. In order to investigate their performance in the
first years of the post-liberalisation period of the Eritrea economy (1994-98), four
performance indicators were used: sales, exports, production capacity utilisation and
profitability.

The firms are categorised according to market stability (stable versus turbulent
market). Unlike the proponents of trade Iiberalisation, who assume that all firms
operate in the same markets, contingency theory indicates that markets are not the
same for every firm. Turbulence is important because it helps us understand whether
the firms' major shocks in performances come from the demand side or the supply
side, which has great implications for policy. During the period 1994-98, 67 per cent
of the Eritrean firms were operating in a relatively stable market environment
(average annual sales fluctuations c ±20%). The remainder 33 per cent were operating
in turbulent markets (average annual sales fluctuations >± 20%). In what follows a
summary of the firm level empirical findings is presented.

Sales
The sales of the firms operating in stable markets increased from 213 million Nakfa in
1994 to 248 million Nakfa in 1996. Subsequently, sales declined and reached 159
million Nakfa in 1998, less than the 1994 figure. As sales is a surrogate representative
of the firms' production and marketing efficiency, the negative trend suggests that the
firms were in a poor competitive position. On the other hand, the sales of the firms
operating in turbulent market continuously increased from 171 million Nakfa in 1994
to 427 million Nakfa in 1998. As the expected cost of uncertainty of sales revenue is
very high, these firms should be urged to undertake the necessary strategic changes in
their production and marketing to reduce the degree of fluctuation in their sales.

Exports
Only 44 per cent of the 36 investigated firms exported either to neighbouring
countries or to markets of developed countries. The share of export to total sales of
the firms operating in the stable market environment declined from 44 per cent in
1994 to 27 per cent in 1998. This suggests a decline in their international
competitiveness. For the firms operating in the turbulent markets, the share of export
to total sales increased from 14 per cent in 1994 to 19 per cent in 1998. There was no
remarkable increase in the share of exports to sales. Exporting firms were resource-
based firms producing products like leather, shoes and textiles in which Eritrea is
expected to have comparative advantage.

Production capacity utilisation
The annual average capacity utilisation of the firms operating in stable market
environments was 47 per cent, while the average capacity utilisation of the firms
operating in the turbulent market was 6 Iper cent. Virtually all the firms suffered from
large idle capacity (low capacity utilisation), regardless of their market stability and
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size. Eritrea's large idle production capacity went hand in hand with increasing
imports of consumer goods. Here, the supply side was the main constraints of the
limited use of the available production capacity. These constraints included lack of
finance to purchase adequate raw materials, machine breakdown, and the lack of spare
parts. Besides, the increased competition from cheap imports and the small size of the
domestic market limited the use of production capacity.

Profit
Profit is a yardstick for judging an enterprise's operational efficiency and efficiency
allocation of resources. For firms that were operating in stable market environment
gross operating profits declined from 37 million Nakfa in 1994 to 33 million in 1998.
Similarly, their net operating profit, declined from 21 million Nakfa in 1994 to 14
million Nakfa in 1998. The net operating profit margin was on average 12 per cent of
sales revenue during the study period. For firms operating in turbulent markets, gross
operating profits increased from 48 million Nakfa in 1994 to 134 million Nakfa in
1998, while net operating profit increased from 39 million Nakfa in ]994 to 126
million Nakfa in 1998. In these firms, the net profit margin was on average 21 per
cent of the sales during the study period. The higher gross and net operating profits in
turbulent markets bear little relation to the firms operating efficiency. They were the
result of favourable external factors, such as natural protection against high
competition due to the high cost of transport of some imported products such as
cement; relatively high import tariff for imported products such as cigarette and
beverages; and a high domestic demand for the products of some films, such as bread
and flour factories.
For most firms, profit earnings were insufficient to cover financial needs for the
purchase of raw materials, investment for the modernisation and tax payments.
Besides, 75 per cent of the firms were highly dependent on bank loans for their
working capital. This suggested that there were some firms that incurred losses. This
reflected the lack of efficiency in their production and their inability to reduce the cost
of goods sold and operating expenses substantially.

8.3.3 Overall performance of the Eritrean manufacturing firms
The ability of Eritrean firms to generate sustainable sales revenue from their operation
is the basis of their financial health and growth. This is because no firm can survive in
the longer-term without generating sales revenue from its operations that guarantee
profit earning to meet its financial needs for working capital and for capital
investment. With the liberalisation of the Eritrean economy, it was expected that the
firms would improve their efficiency and that they would be self-financing, respond to
the new opportunities, and maintain their competitive position by overcoming their
threats.

However, we have already indicated that the overall performance of Eritrean firms
was poor. The four performance indicators (sales, exports, capacity utilisation and
profit) are inter-linked, and the performance of one of the indicators affects the
performance of the other (see Figure 8.2). None of the performance indicators can,
therefore, be seen in isolation of the other indicators: a poor performance in one of the
indicators translates into a poor performance of the other, triggering a vicious circle.
As the firms produced with idle capacity, the costs of production were high. This
leads to a low ability to compete in price with foreign products in the domestic well as
the world market. Most firms had a weak competitive position before the
liberalisation of the economy, given that the firms had obsolete machinery, which was
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in need of investment. After the liberalisation of the Eritrean economy, the
capabilities of the firms to cope with the new business environment did not improve
substantially. As a consequence, the firms were not able to generate sustainable sales
revenues in the domestic market or to promote their exports.

Figure 8.2 The vicious circle of Eritrea's manufacturing sector
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The low total sales revenue in turn resulted in a low profitability of firms. Some firms
were incurring losses, and the net profitability of most firms was not enough to enable
them to be self-financing in their operation. Moreover, the low profitability prevented the
firms from attracting external capital. This hindered firms from increasing their
investment in new machinery to renew or increase the production capacity.

Commercial success and profitability can only come in a competitive environment
from the ability of firms to undertake the necessary investment in machinery and other
production and marketing-related facilities. Most of the Eritrean firms were in need of
investment to acquire new production machinery and to improve their capacity to
produce products that can be sold competitively in price and quality to enable firms to
generate adequate profits. However, lack of adequate profits hindered the firms from
injecting capital investment.

Besides, the lack of profits resulted in the inability of the firms to buy adequate raw
materials. With lack of raw materials and obsolete machinery that break down easily, the
firms were forced to operate with idle capacity. This resulted in high costs of production
and a low competitiveness, which brings us back to where we begun our explanation of
the vicious circle.

In conclusion, the performances of the Eritrean firms were poor due to both
supply-side and demand-side shocks. On the supply side, firms lack financial
resources to buy the necessary raw materials and modern machinery, as well as
experienced managers and skilled labour. These deficiencies made the supply
response of the firms to be ad hoc rather than an active response that embraces
efficient production, product quality improvement, and change in the product mix and
expansion of the ex.port market. On the demand side, firms lack the competitiveness to
sell their products in the domestic and foreign markets because their products are of
low quality.

The Eritrean firms were 'stuck in the middle' and were in an ex.tremely poor
competitive condition: they lack managerial and technical capabilities and the market
for their products and capital investment to play the low-cost game in a competitive
business environment. Many of them also suffered from blurred governance and a
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conflicting set of organisational arrangements and motivational systems. Based on the
overall performances of the firms, the conclusion is that the behaviour of the Eritrean
firms has been incompatible with the present global competition, which demands
constant improvement in products and production processes, marketing and
organisational structures through more investments.

The poor performance of the firms was not unique for Eritrea: manufacturing
firms of many SSA countries did not respond well to trade liberalisation. This is not a
unique phenomenon for war-tom countries like Eritrea, but characteristic for large
part of the region. Put differently, Eritrea's history of war was not the single most
important reason for its economy lagging behind.

8.4 Managerial competence and the poor performance of Eritrean firms

The core question is why Eritrean manufacturing firms responded poorly to the
liberalised market environment. The economy is still engulfed by interrelated
constraints. Hence, the poor performance of firms reflects not only their weak
competitive position but also the ineffectiveness of the macro-economic policies, and the
weak institutional and infrastructural environment in which the firms operate. However,
the first question is what the management itself can do given these external constraints.
The present section answers this question, while section 8.5 elaborates on the external
constraints.

8.4. 1 Management competence
Market-oriented policy change requires competent managers in production, finance,
and marketing to improve the firms' efficiency and competitiveness. Although 77 per
cent of the general managers of the Eritrean firms investigated were university
graduates with degree/diploma, only 15 per cent of them had business-related
managerial experience. This suggests that the government was unable to fill the
managerial posts at the firm level by experienced managers that have the skills needed
to undertake far-reaching changes. The emphasis on assigning managers with only
higher levels of educational qualification was (at least in the short run) inadequate to
meet the managerial need of the firms in the new business environment. This indicates
that Eritrea started from a disadvantaged position in terms of experienced managers
compared to many other countries.

The low managerial competence was observed in the fact that most of the firms
continued to produce in the old fashion supply-driven or production-oriented way,
although the uncertainty in product markets increased, which demanded a change in
the firms' behaviour. Being production-oriented and not knowing the demand of the
consumers is a precarious strategy, because there is no guarantee that the goods
produced will be converted into sales revenue in time. As a result of the inflexibility
in production, most firms were not able to sell their products in time, which was
reflected in an asset turnover of less than one.

Most managers had a military background and fought in the war for
independence. They had demonstrated leadership skills, although in a situation
completely different from a firm operating in a competitive market. Given these
qualities and the high levels of education, the managers may well develop into
capable entrepreneurs in the medium or long run. However, currently lack of
managerial resources constitutes one of the fundamental constraints of Eritrean firms.

The managerial gap of Eritrea is an historical legacy. During the past two decades,
Ethiopian managers affiliated to the ruling military regime had replaced Eritrean
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managers, and for political reasons Eritreans were not allowed to hold managerial
posts. As a consequence, Eritreans were not able to accumulate managerial
experiences. Moreover, the educational policy before liberation was of low quality
and inappropriate in its orientation, unable to produce the managerial and other skilled
labour need for the development of the country's industries. Lack of experienced
managers and skilled labour were major problems of the firms, and resulted in low
capabilities of the firms, hindering them from actively responding to the liberal policy
of the government.

8.4.2 Business strategy

In order to improve the competitive position or reverse the poor performances of
firms, managers need to respond actively to the changing environment by designing a
strategy that improves the performance of their firms. 67 per cent of the general
managers of the investigated firms formulated plans that they consider would help
their firms improve their competitive position. The plans of the firms covered wide
areas, such as investment in new machinery, product quality improvement, accessing
foreign markets, employing skilled labour, and introducing new product lines. The
emphasis of most of the firms' plans was, however, on investment in new machinery.

The plans are meant to break through the vicious circle mentioned earlier and
reflect the need for best practices throughout the product cycle. Given the background
of most managers in the military, it is understandable that they have an inward
orientation and focus on the supply side of manufacturing, which requires investment.
Moreover, the international donor community and financial institutions stimulate an
investment focus, as investment oriented activities are relatively tangible and easily
fundable. Yet, the question remains whether the focus on investment in machinery is
the most effective strategy to achieve the national goal of increased exports.

Observing business plans in many firms was a positive sign of response to the
changing business environment in Eritrea. Nevertheless, the firm-level evidence has
shown that most firms did not make substantial changes in their product mix, market
orientation, product facilities, managerial style, and marketing consistent with the
demands of the competitive market. This managerial inflexibility resulted in a rigidity
of production and investment, hindering firms from taking advantage of the large
foreign market opportunities. In short, despite the wide existence of strategic plans,
most firms pursued no active strategy that enabled them to cope with changes in their
environment.

Implementation of the plans and breaking the vicious circle of poor performance
would require not only managerial competence, but also sufficient resources and a
favourable institutional environment. Put differently, the managers alone cannot solve
the problems of the manufacturing sector. The government will be required to play its
role by improving the institutional environment in which the firms operate. The micro-
level institutional survey of the present study indicates that the general managers
considered that power infrastructure, financial resources and banking services are the
three most important institutions for the manufacturing firms performance improvement.
Improvement of the quality of services, licensing, environmental regulations, and
regulations on imports and exports were rated highest by the firms. This suggests that the
most important services were not appreciated as the most efficient ones and that the
efficiency of market-supporting institutions in Eritrea needs further improvement to
deliver efficient services that would help the firms reduce their production and
transaction costs.
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8.5 External explanations for the firms' problems

In the previous section, we have seen the limited managerial experience at the firm
level. Nevertheless, most managers were highly educated and had formulated strategic
plans. Despite these plans, the responses to increased competition were rather passive
and focus on labour shedding to reduce cost and ensure survival. This is at least partly
caused by external constraints. In the following sections, we incorporate information
about the different levels of the economy and analyse the extent to which these levels
were supportive to the improvement of each of the firms' performance indicators:
domestic sales and exports, production capacity, capacity utilisation and profits.

8.5.1 Domestic sales and exports
Export capability particularly depends on the quality of the products. While using old
production machinery and with the lack of skilled labour, the Eritrean firms were not
able to break into export markets. Besides, even the exporting firms had no separate
export promotion department and long-term export plan, suggesting that their
internationalization level was low. In the non-exporting firms there was lack of readiness
of the managers to enter into the export market in the foreseeable future. This indicates
that the firms were ill prepared to cope up with the speed and extensiveness of the
liberalisation policy. Thus, a big gap between the meta level of the economy export-
orientated development and the export performance of the firms on the ground still
persists in Eritrea.

In such a situation, Porter's theory suggests that firms should get public support to
enhance their exports. However, there has been no firm-specific public support to
exporting firms in the form of better access to export credit, retention of foreign
exchange, provision of long-term credit, technical training, or training in export
marketing. Similarly, private institutions have been underdeveloped in Eritrea and
cannot supply the services that the firms need to increase their revenue. Put differently,
Eritrea's meso-level organisations are at the level of creation and have not yet developed
fully. As a consequence, they had little role in stimulating the society's creative
capabilities, which are essential for the promotion of the firms' sales and exports.

The effect of using obsolete machinery was that the firms produced low quality
products compared to the world standards. In the current world trade, where
competition is intense, many firms are ISO-9000 certified companies guaranteeing
buyers the right quality products. Certified companies can easily promote their
exports. In many Eritrean firms, the system of quality control was rudimentary. In
some firms, the focus was on physical checking of the finished products, while in
others there was no quality control at all. Although Eritrea firms could not have been
expected to reach an ISO-9000 quality management system shortly following the
opening of the Eritrean economy to external competition, their poor quality control
system was testimony that their capabilities were extremely weak. Firms cannot be
expected to penetrate and maintain their position in export markets and generate
adequate revenue, while producing products of low quality that do not meet the
requirements of the global market.

The problem of low quality products was aggravated by the absence of public
support in the field of quality improvement. Eritrea is a new nation. Its science and
technology institutions have been at a level of development too low to be actively
involved in research and development that directly benefits the manufacturing firms.
Also Eritrea had no industrial research organisation that provides support to the firms in
solving the problems impeding efficient production and higher quality products.
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Moreover, the country's public institution that deals with standards and metrology is
only at its infancy stage and too immature to have an impact on the firms' product
quality improvement.

8.5.2 Production capacity
The capability of the Eritrean firms to produce a high product quality and to be able to
sell at a competitive price has been very low. In order to reverse the situation, the
managers have to overcome the capacity constraints by attracting large capital
investment. Though it cannot be presumed that firms in Eritrea compete on the basis
of 'best practices in production', the role of investment in improving their capability
cannot be overstated.

According to Porter's theory, investment in machinery to improve product quality,
design and packaging, and to introduce stringent quality control techniques to meet
quality standards required for exporting would be needed. However, over the past two
decades, the Eritrean firms did not have the opportunity to significantly increase their
investments to modernise their production facilities. Trade liberalisation has also done
little to improve the technological backwardness of the firms. This has been indicated
by the fact that, apart from the modest rehabilitation-related capital outlays made in
some firms, most of the firms need substantial investment for modernisation of the
production facilities and for marketing research and to upgrade the quality of their
products. Even for the profitable Eritrean firms, delay in their modernisation will only
be to their long-term competitive disadvantage.

Most of the Eritrean firms were operating using old production machinery with
over 40 years of services and with frequent incidences of machines breakdown,
increasing maintenance costs. This implies that much of the existing machinery had
lost its capacity to produce internationally accepted product quality. Thus, one of the
inherent weaknesses of the Eritrean firms was manifested in their backward
technological position, which hampered the production of high quality products that
can compete in the world market. From a technological perspective, most of the firms
were far from what is referred as 'best practice technology', indicating their
competitive disadvantage. One of the reasons why capital investment has not been
injected in most of the Eritrean enterprise is due to a lack of investments from their
internally generated sales revenue. The Eritrean financial institutions have also been
at a low level of development to be the main source of capital financing for the firms.

In the public enterprises, capital investment had to be decided by the privatisation
agency if deemed necessary. As a consequence, the managers hardly played any role
in deciding the size and timing of the investments needed for the firms' performance
improvement. Because of the lack of managerial autonomy in capital investment
related decisions, the managers were more limited to observing the operation
conditions of the firms, rather than focusing on the introduction of radical changes in
the production mix, marketing, product quality and production efficiency that the new
business environment required.

8.5.3 Capacity utilisation
A high capacity utilisation is a necessary condition for firms' efficiency and
competitiveness as it reduces unit cost of production. However, the Eritrean firms
were operating at a low capacity utilisation rate due to lack of raw materials. Given
the shortage of foreign exchange and the high import dependence of the firms for raw
materials, the devaluation of the local currency substantially increased the cost of
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these, contrary to expectation. As consequence, firms were not able to purchase
adequate raw materials to utilise their installed capacity fully.

Shortage of raw materials
The low sales revenue of the firms and the higher cost of production associated with
the liberalisation of prices led to low profitability. In order to reduce the cost of
production, systemic competitiveness suggests that the managers had to find
alternative cheaper supply of inputs from domestic sources to utilise the firms'
capacity fully. Co-operation between producers of raw materials and manufacturing
firms could solve at least part of the problem. However, substituting imported raw
materials for imported ones was not always possible because some of the raw
materials needed by the firms were not produced domestically. The Eritrean economy
has not yet fully recovered from the scars of war and is still trapped in a low level of
development. Moreover, the managers have not able to purchase locally produced raw
materials such as skins, oil seed and cotton in adequate quantity and in the desired
quality, reflecting the weak supply response of the agricultural sector in the country.

In response to the rapidly increased cost of raw materials, the managers used a
system of tendering to obtain the desired quality in the right quantity at the lowest
possible price. However, it was noted that many firms faced delays in the arrival of
the ordered raw materials due to low frequency of shipment to Eritrea. The delay in
the shipment was aggravated by the delays in clearance from the port stores and
customs services. Commenting such meso-level problems, some purchase department
heads indicated that it took as long as three months from the day that the purchase
order was send to suppliers till the raw materials reached them from abroad. As a
consequence, the managers had to keep stocks to avoid disruption of the still low-
level production of the firms while incurring high inventory cost. Thus, one of the
reasons for the low efficiency and profitability of the firms has been due to the
inventory holding for longer times. In this sense, the Eritrean firms have been far from
what is called 'just in time management processes', which requires the suppliers to
deliver raw materials at the right time so that the costs of inventory are kept to a
minimum level.

Deficient infrastructure
From a systemic perspective efficiency and competitiveness of the firms is also
affected by the development of institutional infrastructure in which they operate. As
Eritrea in its post-war situation inherited destroyed physical and social infrastructure,
operating in a deficient infrastructural environment was another problem of the
Eritrean firms' low capacity utilisation. The low utilisation of their capacity forced
firms to incur more costs and consequently to reduce their production efficiency. For
instance, the price of electricity is extremely high compared to the neighbouring
countries. It is five times that of Kenya and more than two times of that of Tanzania.
Asphalt roads with the capital city and the seaports do not yet connect many towns.
Supportive infrastructure, which requires large capital investments would have been
necessary to improve the efficiency and competitiveness.

To alleviate the infrastructural bottleneck, the government of Eritrea put much
effort in rebuilding the physical infrastructure of the country. Despite these efforts, the
infrastructures still have wide-scale deficiencies, and it will take years of
reconstruction to reach a level which will allow the firms to reap the benefit of low
production and transaction costs. Communication systems, though re-established,
need further improvements so that the business community all over the country can
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use them sufficiently. Power and water supply interruptions and delays in transport
have adversely affected the firms' efficiency through increasing their cost of
production. This suggests that Eritrea has not reached a threshold level in its
infrastructural development to enable the firms to capitalise the benefits of trade
liberalisation.

It is well recognised that investment in education is a key to the formation of
various skills needed for industrial development. Since liberation, the government has
indicated that one of its top priorities is the development of Eritrea's human resource.
To this end, the government has exerted efforts to expand elementary and secondary
education, which has helped to raise the literacy rate of the country. The government
has also introduced a scholarship system both to academic staff of the University of
Asmara and the employees of various ministries to increase the supply of skilled labour
needed in the country at different levels of administration. The development of human
resources takes however a long time and many resources.

Currently, the educational system in Eritrea is still at a low level of development
and has been unable to meet the demands of the manufacturing firms for various
industrial skills. The country has only one university, which has not been well
equipped to meet the diverse demands for skilled labour of the country. Thus, in the
current state in which Eritrean firms are found, systemic competitiveness suggests that
focussed institutional support to train managers and workers will be needed to fill the
managerial gap and other skills needed in the firms. To date, however, there was no
industrial training centre in various skills and crafts to alleviate the shortage of skilled
labour of the firms.

Low workers' motivation
The pressure to reduce cost became increasingly strong as most firms faced the
problem of low profitability and increasing cost. The managers had to identify and
reduce controllable costs, which focussed on the reduction of labour costs. Hence, the
size of the work force was reduced from 9,573 employees in 1994 to 8,122 employees
in 1998, an overall decrease of 15 per cent. The reduction of employees also
encompassed the technically skilled labour, personnel, finance and marketing
department heads with higher level of education (degree/diploma) and with work
experience. Contrary to the objective of cost reduction, the job security for the
remaining employees has remained uncertain in the public enterprises because the
expected privatisation has not materialised. The uncertainty in job security had
adverse effect on the level of commitment and motivation of the employees, while
some skilled employees such as technicians have left their firms, as they were able to
get a better job opportunity elsewhere.

In many newly privatised firms the owners have replaced some of the existing
highly educated employees by new lower qualified employees from elsewhere.
Apparently, this measure has been taken to reduce the cost of labour. This approach,
however, has inherent limitations because it reduced the number of skilled and
experienced workers, while creating job insecurity to the remaining ones. As the
chance of the workers to be employed in the privatised firms predominantly depends
on the will of the employers and the firm's financial strength, there was uncertainty of
the employees' job security. In such an environment workers were hardly motivated
to improve the efficiency of the firms and to improve their competitiveness. Rather
there was high turn over of employees, indicating that either employees or employers
can terminate the contract if one of the parties finds a better alternative. Overall, well-
functioning labour-market institutions, like trade unions and labour laws, are lacking.
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8.5.4 Profits

Low profitability is a logical consequence of high costs of production and low sales
revenues. However, also the weak managerial incentive system (which is part of the
meso-level of the economy) contributed to the low profitability of Eritrea's
manufacturing sector. For instance, non-competitive loss-making public firms were
allowed to borrow from the government banking system, while profit tax was
postponed. Without continuous borrowing from the bank such firms would have been
liquidated because their financial profitability and efficiency did not show significant
improvements to make a turn around. The opportunity to continuously borrow from
the Commercial Bank by loss-making public enterprises encouraged the firms to
continue in their inefficient path. On the other hand, profitable public firms were
obliged by law to submit up to 80 per cent of their net profit to the government
treasury. As a result, the government preferred to privatise firms before it injected
large modernisation-related investment. The policy of forcing profitable firms to
surrender their profit to the government treasury, while allowing continuing operation
for loss-making firms resulted in the profit making firms subsidising the loss-making
ones. This policy had dual negative effects: It weakened the pressure of the market
mechanism on the managers to adopt efficiency enhancing measures; It contributed to
the public firms' poor competitive position by limiting their investment capability.

8.5.5 Viciouscircle and finance
At the heart of the vicious circle is the lack of financial resources, caused by the low
sales revenues and low profits. The lack of financial resources and managerial
competence, in turn, hindered the firms not only from investing in their production
capacity but also from involving in marketing research and sales promotion activities.
Most of the firms had little or no budgetary expenditure for marketing related
activities. While production efficiency at the firm level is a prerequisite for the firms'
competitiveness, marketing is a key to their successful sales and profitability.
However, of the sample firms only 5 per cent was involved in sales promotion on
their own in the domestic market. The firms' financial position was too weak to
involve in marketing activities even through local media like radio, television and
newspapers.

In such a situation, institutional theory suggests that firms must get adequate
credit from financial institutions. Credit availability is an important determinant, not
only for new investment, but also for the capacity utilisation of the firms to meet their
demands for working capital. Unlike the well-established firms in developed
countries, where investment activities tend to depend on retained earnings and equity
financing, bank credit remains the most important source of investment financing in
Eritrea. However, the financial system in Eritrea has been insufficiently developed to
supply firms with the funds that they require. There is no stock exchange, limited
issue of government bonds, and the mode of financial intermediation was too
rudimentary to meet the demand of modern business sectors.
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8.6 Conclusions

Eritrea has liberalised its economy since 1991 and has followed market-oriented
policies. However, this has not led to improvements in performance and the
development of the manufacturing sector. The opening of the Eritrean economy and
the Iiberalisation of prices has changed the business environment, sending signals to
the manufacturing firms to make changes in the product mix, production facilities,
composition of labour force, marketing, and organisational structure. However, there
was little evidence that the firms' efficiency and competitiveness have improved. The
products of the firms have remained of low quality by international standards.
Moreover, there has been little evidence that the firms have changed their product
mixes, modernised their production facilities through investment, and introduced
innovative managerial practices.

Many firms had future plans to improve their competitiveness, but Jack of
managerial discretion limited the implementation of these plans. The managers of
public enterprises hardly played any role in deciding the size and timing of
investments. This was the task of the privatisation agency. Hence, the managers were
limited to continue operation and could not introduce radical changes in the
production mix, marketing, product quality, and production efficiency. Not only
limited managerial discretion but also lack of a supportive institutional framework has
restricted the development of Eritrea's manufacturing sector. Due to the evolution of
the country (destructive war), it has become difficult for the government to offer
institutions and infrastructure (for instance, energy, transport, financial) catering
efficient services that would put the firms in a competitive position. The existing
infrastructures have been highly underdeveloped and inefficient. Moreover, many
markets have been either missing or they have been too imperfect to be used as a
guidance for effective resource allocation and industrial development. As long as the
Eritrean economy is characterised by pervasive market failures, these will act as
barriers for industrial development and international competitiveness by hindering
investment in the manufacturing sector in the absence of focussed industrial policies.
Thus, the acquisition of internationally competitive manufacturing industries in
Eritrea would be highly dependent on institutional support.

This support should focus on the main supply-side problems of the firms: lack of
competent managers, finance, raw materials and skilled labour, and obsolete
machinery. Systemic competitiveness theory suggests that conscious and
complementary efforts at all four levels of the economy have to be made in which
both the government and the firms have a role to play. The theory, however, does not
give much support in prioritising the efforts.

As explained earlier, systemic competitiveness is a comprehensive theory. The
theory is highly integrated and in this sense creates some difficulty in its application.
We introduced two empirical guidelines. First, we do not identify all possible
relations between the levels but analyse only those most important in our particular
case. Second, we suggest that the systemic competitive analytical approach is seen at
two level:. (I) The management competence and firm-level performances. This
separate analysis is needed because the managers are the prime factor for firm's
performance improvement. (2) The business processes and their relations with the
meso, macro, and meta levels of the economy. This will help us understand how
competent managers are and how effective the other three levels are in helping firms
improve their competitiveness.
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Figure 8.3 represents our modified version of the systemic competitiveness approach.
It makes explicit the division of the micro level into management and business
processes. Note that we changed the meso-level descriptions: instead of policy, we
used the term institution. This terminology emphasises the difference between the
macro and the meso level. Finally, the figure reveals not only the theoretical relations
but also which of these relations are strong and which are weak or even not existent in
Eritrea. The link between macro-level policies and micro-level business is weak due
to the laissez-faire policies of the government. Moreover, while at the micro level
there is ample feedback between management and business processes, feedback
between the lower levels and the higher levels of the economy is lacking. Problems at
the firm level do not lead to adaptations of meso-level institutions, macro-level
policies or meta-level ideas about the organisation of society. This implies that
interventions at the higher level of the economy form a starting point for breaking out
of the vicious circle of low performance of the manufacturing sector.

Figure 8.3 Eritrea's systemic competitiveness
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8.7 Recommendations

As Eritrea's economy is characterised by pervasive market failures, the markets are
inadequate to solve the vicious circle (constraints) facing the firms. Active
government intervention is required to overcome such constraints and to enable firms
to compete internationally. Moreover, the managers/owners of firms have also the
primary responsibility to improve the competitive position of their firms, by adopting
measures that enable the firms to meet the demands of the market. Complementary
measures consistent with systemic competitiveness have to be taken by both the
government and the managers/owners to break the vicious circle and eventually to
build industrial capabilities to compete internationally. To this end, conscious and
complementary efforts at the four levels of the economy (meta, macro, meso, and
micro level) have to be made in which both the government and the firms have an
important role to play.

The required efforts are structured around the major problems observed in the
previous chapter: ineffectiveness of the liberalisation policy, lack of managerial
discretion, weak institutional support, and supply-side problems, such as lack of
competent managers, finance, raw materials, and skilled labour, and obsolete
machinery. Institutional support measures that tackle a specific supply-side problem
are described under that respective heading and not in the general section about
institutions.

8.7. 1 Ineffectiveness of the liberalisation policy
The poor supply response of the Eritrean firms suggests that the development of
internationally competitive manufacturing industries is still a major task ahead.
Therefore, sweeping across the board liberalisation has not been the best way to
stimulate the development of internationally competitive manufacturing firms or
efficient import substitution industries in Eritrea. The uncritical acceptance of the free
market policy without building an industrial base bas already adversely affected the
existing firms. It does not guarantee the flourishing of investment in the
manufacturing firms with export-orientation because the newly created firms would
not be able to compete with the firms that have completed their learning curve (firms
that have reduced their cost of production at the minimum level). It is underscored
here that industrial capabilities are built over time, implying that the potentially
competitive industries need focussed firm level support to improve their efficiency.

So, the government of Eritrea should not totally withdraw from the intervention in
industrial development and leave it to the market forces. Nevertheless, it should not
unnecessarily expand its control mechanism over the economy either, as this has been
proven ineffective in SSA. Through focussed industrial policies (technical, financial
and managerial) the government has to help firms that have the potential of producing
dynamic benefits to the economy in terms of technology adoption, product quality
improvement, export diversification and expanded linkages with the other sectors.
The ultimate objective of intervention should be to build a strong private sector
through time-bound intervention to complement rather than replace the market by
government bureaucracy.

In order to achieve this objective, it is necessary to create a regulatory
environment that eliminates all sorts of unintended rent seeking and rent creating
situations. Economic activities do not take place in vacuum but in a legal and
regulatory environment conducive to private investors. It is argued that macro-
economic stability and predictability in rules and clear incentives are important
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prerequisites for attracting private investment in the manufacturing firms. It is also
crucial for business to map out their long-term plan and work on the basis that it has
an important impact on their performance improvement.

Eritrea is a new country. Hence, the institutional foundations have not yet been
fully developed for a well-functioning market economy. Its current judicial system,
commercial code, bankruptcy law, contract law and other regulatory institutions are
inadequate and they have to be developed and strengthened to stimulate private
investment, particularly that of foreign direct investment. To this end, the government
has to provide clear and consistent policies to industrial development with respect to
incentives, land allocation, and modes of intervention consistent with its macro-
economic policy. Implementation of consistent and transparent regulations can
increase the credibility of the policy and attract more private investment, which the
country needs very much. Moreover, an institutionalised mechanism for consultation
between the business community and the government has to be established in order to
improve bureaucratic efficiency and transparency. This can lay a basis for strategic
partnership between the government and the business that may have great impact on
industrial development in the country.

8.7.2 Lack of managerial discretion

The government must take measures that enhance the discretion of managers of public
enterprises, who are currently not authorised to make decisions regarding investment.
The best option would be to speed up the privatisation process. Privatisation by
reducing the intervention of the government would be expected to increase the
incentive of the managers/owners to invest and innovate, which subsequently could
improve the efficiency, and competitiveness of the firms. Thus, the remaining firms
have to be privatised and sold to buyers that have entrepreneurial zeal and capital. An
intermediate option is the provision of full managerial autonomy to the managers to
manage the firms like private firms and introduce monetary incentives such as
bonuses to the management and the workers. This could stimulate the managers to
introduce strategic changes to meet the demands of the market and subsequently
generate adequate revenue. Privatisation can also relieve the government to focus on
other strategic issues.

8.7.3 Lack of institutional support

Manufacturing firms require reliable and efficient supply of energy, communications,
railways, air ports, seaports in order to produce competitively. The government has
increased its efforts in the development of infrastructure since liberation. Yet,
inadequate physical infrastructure has been identified as a factor contributing to
higher cost of production of the firms, adversely affecting their efficiency. Thus,
much remains to be done to ensure the level of the current infrastructure to reach
international standards in order to improve the efficiency of the firms and attract new
investment in the manufacturing sector. This implies that the government has to
increase its efforts by allocating more resources needed for the development of
transport, ports, telecommunications, water, and energy sectors.

Besides the development of physical infrastructure, the government needs to
invest in support institutions to promote export, like institutions providing export
finance, market information, training in export marketing and the quality control
systems. Moreover, as most Eritrean firms are small-scale producers, they have
difficulty to reach the world market. The government has to assist them in solving the
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shipment problem of small producers by making arranged shipment in order to enable
them to gain from economies of scale.

Another way of encouraging exports in the country is through the establishment of
an export processing zone, in which both foreign and domestic investors should be
involved. Such an export-processing zone could help to generate more revenue and,
subsequently encourage the transfer of technology and managerial expertise in which
Eritrea has lagged behind. In this way, Eritrea could benefit from its strategic location
by establishing a special industrial zone which is export-oriented. To this end, the
government has to provide various fiscal incentives, adequate industrial infrastructure
and sites to attract investors.

Besides, the government should stimulate co-operation between firms in existing
locations. Most of the privatised firms and newly created firms have been owned and
managed individually by their respective owners. This has been encouraging in itself
as it could lay the basis for private sector development. The owner-managed firms,
however, have their limitations as it could hinder the development of large production
scale that can reach the world market. The investors would be required to pool their
financial, managerial and technical capabilities to benefit from economies of scale and
to improve their competitive position in the domestic market or in foreign markets.
Creation of corporations through pooling of resources of the investors will also be
very helpful as a learning ground for the development of professional managers
needed for Eritrea's industrial development. So the government of Eritrea through the
provision of special fiscal incentives such as lower profit tax and by disseminating
information on the advantages of creating corporations through the pooling of
resources can encourage investment that may have more impact on the country's
industrial development.

The government can also promote exports by promoting regional trade through
bilateral or multilateral co-operation. Effective utilisation of regional trade can enable
the Eritrean firms to overcome the constraints related to small domestic markets and
firms can operate with economies of scale. Thus, the government of Eritrea has to
explore opportunities for regional trade expansion by creating mutual beneficial trade
agreement. Expansion of regional trade could also serve the firms/managers as a
learning ground to enter for more competitive and demanding markets of developed
countries.

One of the reasons why Eritrea has not established an export-oriented
manufacturing sector has been because the technical base of the country is low. The
country has no indigenously developed modern technology that could be used in the
manufacturing firms, and is totally dependent on imported foreign technology. Its
science and technology institutions have been at a too low level of development to act
as supplier of technology information and catalyst of technology transfer to the
manufacturing firms. The market for technology is imperfect.Therefore, change of
relative factor prices will not lead to the acquisition of the desired technology by the
firms. It takes time and resource to identify, learn, and master it. In this way, the
county's industrial development and inflow of new technology will be highly
dependent on the active government intervention. To date, Eritrea has no well-
articulated technology policy except that broadly indicated in the macro-policy.
Therefore the government has to create a Science and Technology Institution at the
national level and to avoid the existence of fragmented units at the ministry or
department levels so that the transfer, adoption and development of technology
needed for industrial development holds root.



212

8.7.4 Supply-side problems

Competent managers
Tailored managerial training programs to meet the manufacturing sector's demand for
managers must fill the managerial gap Eritrea has. Hence, the government has to
support the management of the firms in providing training focusing on quality control,
(export) marketing, strategic planning and flexible organisational structures. Such
training could help managers acquire better skills that could help them improve the
production efficiency and product quality of the firms. This in turn could have a
positive impact on the competitiveness and profitability of the firms.

Finance
As one of the major constraints facing Eritrea's manufacturing sector has been a lack
of credit, therefore the country has to develop a financial sector fit to finance
industrialisation. At the present stage of development, financial deregulation and
market-determined interest rates cannot act as a stimulant to investment in export-
oriented manufacturing firms. Strategic government intervention is required to
support investors in the manufacturing sector, particularly for export oriented firms.
Priority should be given to the allocation of foreign exchange to industrial
investments with a high export potential when approved under highly scrutinised
feasibility studies. If investment capital could not be generated domestically, Eritrea
will have to rely on foreign investment, foreign loans, or foreign aid. The first is
within the reach of the policy making while the other two are highly dependent on the
willingness of the owners of capital. In the absence of a well-developed financial
system, investors will abandon socially desired industrial projects. The government
should develop efficient financial institutions that provide both short and long-term
finance. The infant Development and Investment Bank has, therefore, to develop in
terms of its capability to provide long-tern credit to industrial projects, performance
criteria such as size of the exports. It is underlined here that there must be a strategic
link between the objectives of industrialisation and financial institutions, so that the
financial institutions could play their role in attaining the stated industrial
development objective of the country.

Raw materials
In order to improve the supply of raw materials to the manufacturing sector, there is
the need to improve the quality and quantity of local products. Besides, co-ordination
between producers of raw materials and manufacturing firms is needed to improve the
local supply chain. Problems with the supply of raw materials that are not locally
produced can be alleviated through co-operation in the import market.

Skilled labour
The Eritrean government will need to increase its investment in human resource
development. Although they have been exerting efforts to expand the people's access
to basic education with enormous costs, the existing educational system has not been
able to supply the skilled labour that meet the demand of the manufacturing sector. A
number of crucial issues concerning human resource development and investment
strategy in education and training need to be addressed in the country. The most
important would be that the national manpower planning has to be clearly articulated
taking into consideration the actual and potential national skilled labour demand in all
the sectors in order to determine the expansion of elementary, secondary and tertiary
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schools and vocational education. Moreover, there is a need to integrate the
institutions that engage in the production of skilled labour, the sectors that use the
skilled labour and the human-resource development policy-making institutions to
avoid the waste of resources.

Besides the government, the firm managers have to adopt human resources
development policies. One way of improving the firms' workers skills is through
well-designed training programmes. At the current stage of the Eritrean firms'
development, embarking on full-fledged training programmes may be difficult due to
resources constraints. However, the managers/owners through their associations have
to create linkages with relevant institutions (public/private) to launch training
programs for selective employees whose skills are critical at the present, in fields such
as marketing research, quality control, inventory control, management information
system, machine maintenance and budgeting.

Obsolete machinery
The empirical evidence has indicated that the production facilities of the privati sed
firms have been outdated. As a consequence, they are in need of capital investment
for modernisation and the owners/managers have to increase capital investment to
modernise the firms' production facilities and to purchase adequate raw materials to
increase the production capacity. The use of modern production facilities/machinery
will help the firms to increase their productivity, improve the quality of their products
and subsequently their competitive position. One way of increasing investment is to
attract domestic or foreign investors as partners. Firms that attract foreign partners
could also gain from the managerial, marketing and technical expertise in which the
firm has been lacking.

8.8 Future research directions

The present study has examined the response of the Eritrean manufacturing firms to
trade Iiberalisation. Moreover, while focusing on firms in this country the study has
also explored the theoretical and empirical literature to gain wider and deeper insights
in the experiences of other developing countries that have adopted SAP. From the
research findings two suggestions are proposed both at the empirical level regarding
Eritrea and Structural Adjustment Programs.

Future study on Eritrea's manufacturing firms
The present study has examined the response of manufacturing firms to trade
liberalisation in Eritrea during the period 1994-98. However, the study period is short
and only large firms are covered. As the firms have been exposed to external
competition suddenly after the end of the long war for independence, they might need
more time to adjust to the new environment and subsequently improve their efficiency
and competitiveness. It is, therefore, necessary to investigate as a follow up of this
study how far the Eritrean manufacturing firms have improved or deteriorated their
performance. This study should cover both small and large firms, and public,
privatised, as well as newly created firms. The systemic approach as applied and
developed in this study will be a useful tool to analyse the new data.

Empirical applications of the systemic approach
The systemic approach as applied in this study is comprehensive and promising. We
recommend application of the same approach in other countries. This will allow
comparative analysis of the development of the manufacturing sector. The studies
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should try to quantify the different relations and constraints in order to allow a more
transparent prioritisation of constraints and to increase the comparability between
studies.

Suggestion for modifying Structural Adjustment Programs
Since the 1980s, there has been a shift in development strategy in favour of a market-
oriented approach and the recognition that trade liberalisation and market-guided
competition will enable countries to allocate their resources more efficiently. This has
led to the widespread adoption of Structural Adjustment Programs, which focuses on
economic policy reform programs of stabilisation, Iiberalisation, competition,
deregulation and privatisation. The underpinning guiding theory is the neo-liberal
approach, which believes in the virtues of the market mechanisms and the superiority
of the private sector over the public sector.

The objective of this research was not to criticise and suggest corrective
measures for Structural Adjustment Programs. Attempting this is beyond the scope of
the study. However, the programs have inherent weaknesses to be the adequate guiding
theory for the development of an internationally competitive manufacturing sector. Its
focus is on macro-economic policy changes, and it overlooks the meso-level and micro-
level factors that have a great impact on the competitiveness and response capability of
firms. While the neo-liberal approach criticises active government intervention in
industrial development, the present study found that for countries that have not reached a
threshold level of their development, leaving everything to the market is not a panacea.

It is inappropriate to assume that a competitive private manufacturing sector
will emerge spontaneously via market mechanisms following trade liberalisation. The
competitiveness of firms cannot be considered in isolation from the national
economies in which the firms operate. Thus, trade liberalisation should not be driven
by theoretical notions of neutral incentives to be attained through low and uniform
tariffs. This is because there are so many location-specific factors-availability of
skilled labour, capital, infrastructural development, institutional capacity, and
managerial competence that affect the competitiveness of the manufacturing firms.
Hence, investigating the response of the manufacturing firms to trade liberalisation
requires an integrated framework that systematically addresses the different levels.
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ApPENDIX A

Table AI: Managerial perception on the importance of service giving institutions
or regulations for firms operating in stable and turbulent market environment
.ft,ems - .~.~:. . "3j;Mru'-l(eEeoyuoD:ini!ht ii~~t~gMe~~~1itf~sf~I7ieYiAlrQb.~~~~'~~~~~~f~
Custom Stable * 2.3333 0.7614

Turbulent ** 2.3333 0.8876
Bank Stable 2.7917 0.5090

Turbulent 2.5000 0.9045
Port Stable 2.1667 0.8681

Turbulent 2.2500 0.8660
License Stable 2.1250 0.9918

Turbulent 1.1750 0.9653
Power Stable 2.8333 0.3807

Turbulent 3.0000 0.0000
Import & export regulations Stable 2.1258 0.8999

Turbulent 2.1667 1.0299
Labour regulations Stable 2.2083 0.7211

Turbulent 2.5000 0.6742
Tax regulations Stable 2.1250 0.7974

Turbulent 2.0833 0.9003
Supply of other infrastructure Stable 2.3750 0.7697

Turbulent 2.3333 0.7785
Financing Stable 2.8333 0.4815

Turbulent 2.5833 0.7930
Environmental regulations Stable 1.1297 0.5500

Turbulent 1.3333 0.7785
* N = 24 firms; **N = 12 firms
Rating: major importance = 3; moderate importance = 2; minor importance = 1
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Table A2: Managerial perception on the quality of service giving institutions or
regulations for firms operating in stable and turbulent market environment
items , .Mar.K~t.~n·vif<jnment'·':;.Mean:;".;,;g,.Std;d)e:vi~tiOri . y :;~
Custom Stable * 2.7917 0.6580

Turbulent ** 3.0000 0.6030
Bank Stable 2.7917 0.7211

Turbulent 2.8333 0.5774
Port Stable 2.9167 0.6539

Turbulent 2.7500 0.4523
License Stable 3.4783 0.5931

Turbulent 3.5833 0.5149
Power Stable 2.8750 0.7409

Turbulent 2.7500 0.6216
Import and export regulations Stable 3.0000 0.5108

Turbulent 3.3333 0.4924
Labour regulations Stable 2.7500 0.6079

Turbulent 2.8333 0.3892
Tax regulations Stable 2.8333 0.5647

Turbulent 2.8333 0.3892
Supply of other infrastructure Stable 2.9583 0.5500

Turbulent 2.3333 0.7785
Financing Stable 2.6667 0.8681

Turbulent 2.3333 0.6513
Environmental regulations Stable 3.2727 0.7673

Turbulent 3.2500 0.6216
* N = 24 firms; **N = 12 firms
Rating: Very postive=4; Positive-S; negative=Z; very negative= I



Table A3: Managerial perception on the importance of service giving institutions
or regulations for firms operating in mass production and process technolozv
,Items ; '~.:i;'","7;~';-Fh:JTii:ifrQ~ir¢I16'rij~1~!':~';d?:1¥.ilaff:'j1~~grS'td:;O-evfi!tJ:9iV~j,~1i'
Custom Mass/large scale * 2.3478 0.7751

Process technology ** 2.5000 0.8498
Bank Mass/large scale 2.5652 0.7878

Process technology 2.7000 0.6749
Port Mass/large scale 2.3478 0.8317

Process technology 2.0000 0.9428
License Mass/large scale 2.0435 0.9760

Process technology 1.8000 1.0328
Power Mass/large scale 2.8261 0.3876

Process technology 3.0000 0.0000
Import and export regulations Mass/large scale 2.1739 0.9367

Process technology 2.3000 0.9487
Labour regulations Mass/large scale 2.4348 0.6624

Process technology 2.1000 0.7379
Tax regulations Mass/large scale 2.1304 0.8689

Process technology 2.0000 . 0.8165
Supply of other infrastructure Mass/large scale 2.4348 0.7878

Process technology 2.3000 0.8233
Financing Mass/large scale 2.7391 0.6192

Process technology 2.7000 0.6749
Environmental regulations Mass/large scale 1.3043 0.6350

Process technology 1.3000 0.6749
* N = 23 firms; **N = 10 firms
Rating: major importance=3; moderate importance=2; minor importance = 1
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Table A4: Managerial perception on the quality of service giving institutions or
reaulations for firms operating in mass production and process technology
"Items: ,:;:, .. ,..F:rWPfo:dU'C}jQ1t~;;:':, '::Meii'O~.)1':; _i:s:tc;{:{p(j¥~1ition, : ..
Custom Mass/large scale * 2.8696 0.6944

Process technology ** 2.9000 0.5676
Bank Mass/large scale 2.8261 0.6503

Process technology 2.8000 0.4216
Port Mass/1arge scale 2.9130 0.6683

Process technology 2.8000 0.4216
License Mass/large scale 3.5909 0.5903

Process technology 3.3000 0.4830
Power MasslJarge scale 2.7393 0.6887

Process technology 2.9000 0.7379
Import and export regulations Mass/large scale 3.0870 0.5964

Process technology 3.2000 0.4216
Labour regulations Mass/large scale 2.6957 0.6350

Process technology 2.8000 0.4216
Tax regulations Mass/large scale 2.739 0.6192

Process technology 2.9000 0.3162
Supply of other infrastructure Mass/large scale 2.9565 0.5623

Process technology 2.8000 0.4216
Financing Mass/large scale 2.5652 0.8958

Process technology 2.4000 0.6992
Environmental regulations Mass/large scale 3.2381 0.8309

Process technology 3.2000 0.4216
* N = 23 firms; **N = 10 firms
Rating: very postivee-l; positive=3; negativce Z; very negative= l
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Table AS: Managerial perception on the importance of service giving institutions
f bli d . . d fior regulations or pu ICan privatise IrIDS

Items
, .....OV\!n~rsliip:;:; .Meili ..'i ," sea::PeVj~tibn':;;~r;::

Custom Public* 2.1667 0.8575
Pri vatised ** 2.3333 0.7958

Bank Public 2.5556 0.7838
Privati sed 2.6667 0.6583

Port Public 2.2778 0.8948
Privatised 2.0000 0.8367

License Public 1.5000 0.8575
Privatised 2.8333 0.3835

Power Public 2.9524 0.2182
Privati sed 2.9524 0.2181

Import and export regulations Public 2.1111 0.9634
Privatised 2.1905 0.8729

Labour regulations Public 2.3333 0.6860
Privatised 2.2381 0.7684

Tax regulations Public 2.0000 0.8402
Privati sed 2.1905 0.8136

Supply of other infrastructure Public 2.2778 0.8948
Privati sed 2.4762 0.6016

Financing Public 2.6667 0.7670
Privati sed 2.7619 0.5390

Environmental regulations Public 1.2222 0.5484
Privatised 1.3810 0.6690

* N = 18 firms; **N = 21 firms
Rating: major importanceed; moderate importance=2; minor importance = 1
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Table A6: Managerial perception on the quality of service giving institutions or
regulations for public and privatised firms

Public* 3.0000 0.6860
Privatised** 2.8093 0.6015
Public 2.8333 0.7071
Privati sed 2.857 0.6547
Public 2.2944 0.7254
Privatised 2.8095 0.4024
Public 3.4444 0.6157
Privati sed 3.6500 0.4894
Public 3.0556 0.6392
Privatised 2.6667 0.7303
Public 3.2778 0.4609
Privati sed 2.9524 0.4976
Public 2.7778 0.6468
Privati sed 2.7619 0.4364
Public 2.9444 0.5393
Privati sed 2.7143 0.4629
Public 2.9444 0.6391
Privatised 2.9048 0.3008

Public 2.5000 0.9235
Privati sed 2.6667 0.6583
Public 3.2353 0.5623
Privati sed 3.2000 0.8335

~ijems . ., .;.;~;~l>~:~DYJri~rsgJp;~::~:~~~n~~:;~..: .~td~~beNJtif;on~~:'~:';f';':~~:
Custom

* N = 18 firms: **N = 21 firms
Rating: very postive=4; positive=S; negative=Z; very negative= 1

Bank

Port

License

Power

Import and export regulations

Labour regulations

Tax regulations

Supply of other infrastructure

Financing

Environmental regulations



Table A7: Managerial perception on the importance of service giving institutions
or regulations of exporting and non-exporting firms

243

Custom

Bank

Exporting"
Non-exporting**
Exporting
Non-exporting
Exporting
Non-exporting
Exporting
Non-exporting
Exporting
Non-exporting
Exporting
Non-exporting
Exporting
Non-exporting
Exporting
Non-exporting
Exporting
Non-exporting
Exporting
Non-exporting
Exporting
Non-exporting

2.5000
2.0870
2.8125
2.4783
2.4783
2.6250
1.5000
2.4783
2.8125
2.9565
2.4375
1.9565
2.4375
2.1739
2.1250
2.0870
2.3750
2.3913
3.0000
2.5217
1.1250
1.4348

0.6325
0.9002
0.5439
0.7903
0.7903
0.6191
0.8165
0.8990
0.4031
0.2085
0.8921
0.8779
0.7274
0.7168
0.8851
0.7928
0.8851
0.6564
0.0000
0.7903
0.3416
0.7278

Port

License

Power

Import and export regulations

Labour regulations

Tax regulations

Supply of other infrastructure

Financing

Environmental regulations

* N = 16 firms; **N = 23 firms
Rating: major importance=3; moderate importance=2; minor importance = 1
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Table A8: Managerial perception on the quality of service giving institutions or
Iff . d .rezui a Ions 0 exportmg an non-exporting

Items
. ~~ ~:, '.Mar~etforreh1a6ph' ;. .. -':~;~~M~aii~:'''~;St~,:~evi~tionc;:'0:>

Custom Exporting* 2.9375 0.6801
Non-exporting** 2.8696 0.6255

Bank Exporting 2.7500 0.7746
Non-exporting 2.9130 0.5964

Port Exporting 2.8696 0.4577
License Exporting 3.5625 0.6292

Non-exporting 3.5455 0.5096
Power Exporting 2.8750 0.6191

Non-exporting 2.8261 0.7777
Import and export regulations Exporting 3.2500 0.5774

Non-exporting 3.0000 0.4264
Labour regulations Exporting 2.7500 0.6831

Non-exporting 2.7826 0.4217
Tax regulations Exporting 2.8125 0.6551

Non-exporting 2.8261 0.3876
Supply of other infrastructure Exporting 3.0000 0.6325

Non-exporting 2.8696 0.3444
Financing Exporting 2.4375 0.9639

Non-exporting 2.6957 0.6350
Environmental regulations Exporting 3.3571 0.6333

Non-exporting 3.1304 0.7570
* N = 16 firms; **N = 23 firms
Rating: very positive=4; positive=3; negative=2; very negative= I
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Table A9: Managerial perception on the importance of service giving institutions
or regulations for firms based on the main source of their raw materials
(d . I d . I )omestic raw materia s or importe raw materia s
Hems ,

.:-'::;~R~~ ~a~~f~~!~ij~;i~';;·~!~':.~·'.::!!;\i:"f.i~m~.~!:~j~4~~;~t~~f~;:~].,.

Custom Domestic* 1.8333 0.8348
Imported** 2.5000 0.7071

Bank Domestic 2.4167 0.7930
Imported 2.4783 0.7903

Port Domestic 2.1667 0.9374
Imported 2.1538 0.8339

License Domestic 1.8333 1.0299
Imported 2.1538 0.9672

Power Domestic 2.9167 0.2887
Imported 2.8846 0.3258

Import and export regulations Domestic 1.8333 0.9374
Imported 2.2692 0.8744

Labour regulations Domestic 2.1667 0.7177
Imported 2.3077 0.7359

Tax regulations Domestic 2.0000 0.8528
Imported 2.1154 0.8162

Supply of other infrastructure Domestic 2.3333 0.8876
Imported 2.3846 0.6972

Financing Domestic 2.6667 0.7785
Imported 2.7308 0.6038

Environmental regulations Domestic 1.1667 0.3892
Imported 1.3846 0.6972

* N = 12 firms; **N = 26 firms
Rating: major importance=3; moderate importance=2; minor importance = 1



246

Custom Domestic* 3.0000 0.8528
Imported ** 2.8462 0.5435

Bank Domestic 2.7500 0.6216
Imported 2.8846 0.7144

Port Domestic 2.8333 0.7177
Imported 2.8846 0.5159

License Domestic 3.4167 0.6686
Imported 3.6000 0.5000

Power Domestic 3.0833 0.5149
Imported 2.7692 0.7646

Import and export regulations Domestic 3.1667 0.3892
Imported 3.0769 0.5602

Labour regulations Domestic 2.7500 0.7538
Imported 2.8077 0.4019

Tax regulations Domestic 2.9167 0.6686
Imported 2.8077 0.4019

Supply of other infrastructure Domestic 3.0833 0.2887
Imported 2.8462 0.5435

Financing Domestic 2.6667 0.9847
Imported 2.5385 0.7060

Environmental regulations Domestic 3.0000 0.6030
Imported 3.3333 0.7614

*N=12;**N=26
Rating: very postive=4; positive=S; negative=2; very negative= I
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Table All: Managerial perception on the importance of service giving
I· ~ II dl fiInstitutions or regu ations or sma an arge irms

Items
Le;~~~;~~~H~r§rtIT~~/:"[ii'~:;J.[i:~~~~L~~~?\~;B5ff:\i~~ri~f~,!';::

Custom s100 employees= 2.0588 0.8269
> 100 employees** 2.4091 0.7964

Bank S 100 employees 2.5882 0.6183
>100 employees 2.6364 0.7895

Port SIOO employees 1.8235 0.8090
SIOO employees 2.5882 0.7952
> 100 employees 1.6818 0.9455

Power SIOO employees 3.0000 0.0000
> 100 employees 2.8182 0.3948

Import and export regulations g l Of)employees 1.8824 0.8575
> 100 employees 2.3636 0.9021

Labour regulations S100 employees 2.0588 0.6587
> 100 employees 2.4545 0.7385

Tax regulations SIOO employees 2.0588 0.6587
> 100 employees 2.1364 0.9409

Supply of other infrastructure SIOO employees 2.1777 0.6359
> 100employees 2.5455 0.8004

Financing SIOO employees 2.7059 0.6860
> 100 employees 2.7273 0.6311

Environmental regulations SIOO employees 1.2941 0.4697
> 100employees 1.3182 0.7162

* N = 17 firms; **N = 22 firms
Rating: major importance=S: moderate irnportance=Z; minor importance = 1
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Table A12: Managerial perception on the quality of service giving institutions or
rezulatlons for firms for small and large firms

Custom ~100 employees* 2.8333 0.7071
> 100 employees** 2.9500 0.6048
~l 00 employees 2.8889 0.6764
>100 employees 2.7500 0.6387
~100 employees 2.7778 0.6488
>100 employees 2.9000 0.4472
~100 employees 3.5556 0.6157
> 100 employees 3.5789 0.5073
~100 employees 3.0556 0.6390
>100 employees 2.6500 0.7452

Import and export regulations ~l 00 employees 2.9444 0.4162
> 100 employees 3.2500 0.5501
~1 00 employees 2.7778 0.5483
> 100 employees 2.7500 0.5501

Tax regulations ~100 employees 2.9500 0.5104
Supply of other infrastructure ~100 employees 3.0000 0.0000

>100 employees 2.9500 0.5104
~100 employees 2.7611 0.7775
> lOO employees 2.6000 0.8208

Environmental regulations ~100 employees 3.0000 0.7906
> 100 employees 3.4211 0.6070

Bank

Port

License

Power

Labour regulations

Financing

* N = 17 firms; **N = 22 firms
Rating: very postive=i: positiveeS: negative=2; very negative= l
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Table BI: Annual sales of firms in mass production under stable and turbulent
market environment (in millions of Nakfa)

- '

,
'1994 .',:-1995, 1996' -':-199.7':: ,.-199&_ :. >,:;,,"::

Stable market
Total .sales 128 147 163 132 96
Average 8 9 10 8 6
%change
Annual average
Sales - 13% 11% -20% -25%
N 16 16 16 16 16
Turbulent market
Total sales 52 377 153 175 187
Annual average
Sales 9 63 26 29 31
%Change
annual average - 600% -59% 12% 7%
N 6 6 6 6 6

Table B2: Annual sales of firms in process production under stable and
turbulent market environment (in millions of Nakfa)

>.: ' , T(;:-'jh:99~I;'; mg;4g9..$!1i::'r:i~:!J996:J';1~~is1-~~9',~:;~i;;;;t!lM~,;!.;;ic::t;;&;:;; .1

Stable market
Total sales 61
Annual average
Sales 12
%Change
Annual average
sales
N 5
Turbulent market
T,sales 117
Average 23
%Change
Annual average
sales
N 5

70 78 70 100

14 16 14 20

17% 14% -13% 43%
5 5 5 5

192 276 252 142
38 55 50 28

65% 45% -9% -44%
5 5 5 5
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Table B3: Annual sales of firms in small batch production under stable and
turbulent market environment (in Millions of Nakfa)

"1994- " '-l99s!"~; ; 199i){.' . ". f,29J,;. .' (9P,K . .. . .- . ..
Stab market
Total sales 8 12 7 7 3
Annual average 3 4 2 2 I.5
%Change
annual average
sales - 33% -50% 0% -25%
N 3 3 3 3 2
Turbulent market
Total sales 1.9 2.4 3.7 3.1 NA
Annual
Average 1.9 2.4 3.7 3.1 NA
%Change annual
average sales - 26% 54% -16% NA
N I I I 1 I
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FIRMS COVERED IN THE STUDY

1. Asmara Textile Factory
2. Dahlak Shoe Factory
3. Africa Match & Paper Factory
4. Red Sea Soap Factory
5. Red Sea Tannery Factory
6. Asmara Pickling
7. Delux Shoe Factory
8. Asmara Brewery Factory
9. Red Sea Bottlers Share Company
10. Gejeret Carton & Silicate Factory
11. National Edible oil Factory
12. Halai Sweet Factory
13. Asmara Ceramics Factory
14. Rothmans of Pall-Mall (Eritrea) Share Company
15. Eritrea Textile Factory
16. Lalemba Sack Factory
17. Mereb Textile Factory
18. Barka Wood, Plastic and Metal Factory
19. Eritrea Steel Sheet Factory
20. Sembel Household Utensils Factory
21. Asmara Sweater Factory
22. Orota Iron and Steel Factory
23. Eritrea Sickle Factory
24. Bizen Furniture Private Limited Company
25. Fana Oxygen and Acetylene Factory
26. Wina Households Factory
27. Asmara Soap Factory
28. Eritrea Cement Factory
29. Alfa Food Products Factory
30. Bini Shoe Manufacturing Private Limited Company
31. Asmara Meat Dairy and Food products Private Limited Company
32. Keyih Bari Food Products
33. Massawa Salt Works
34. Himbol Households Utensils Factory
35. Eritrea Bus Assembling Private Limited Company
36. Barka Canneries
37. Subur Printing Services
38. Elaberet Estate
39. Asmara Wine and Liquor Factory
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SAMENVATIING

De moderne industrie werd in Eritrea gemtroduceerd tijdens de Italiaanse koloniale
periode. De ontwikkeling ervan werd belemmerd door langdurige politi eke onzeker-
heid en schadelijk beleid van opeenvolgende koloniserende mogendheden, waaronder
Ethiopie. Sinds 1991 (na de onafhankelijkheid van Ethiopie), heeft de Eritrese
regering de economie opengesteld voor buitenlandse concurrentie en de prijzen
geliberaliseerd. Een van de doelstellingen van dit marktconforme beleid was de
verbetering van de efficiency en het concurrentie vermogen van de verwerkende
industrie.

Binnen deze context is de centrale vraag van deze studie of handelsliberalisatie
effectief is in het bevorderen van internationaal concurrerende industriele bedrijven en
wat moet de Eritrese regering doen (als er iets gedaan moet worden) om de
ontwikkeling van een internationaal concurrerende export gerichte industrie te
bevorderen.

Deze vraag is vanuit twee perspectieven bestudeerd: door een studie van de
ervaringen van andere ontwikkelingslanden en door een empirische onderzoek van de
Eritrese industrie. Dit richtte zich op vier aspecten: de performance van de bedrijven;
het beleid van het management; de relatie van bedrijven met overheidsinstituties; de
belemmeringen waarmee bedrijven werden geconfronteerd in het verbeteren van hun
concurrentie positie.

Na de introductie is ingegaan op de neoliberale benadering, de dominante
economische theorie over industriele ontwikkeling in ontwikkelingslanden. In deze
benadering wordt van 'vrijhandel' en marktconforme concurrentie verwacht dat zij
managers stimuleren de noodzakelijke aanpassingen uit te voeren op het gebied van
arbeid, technologie, markt en product mix teneinde het concurrentievermogen van hun
bedrijf te vergroten. Bedrijven die er niet in slagen de noodzakelijke aanpassingen
door te voeren teneinde de concurrentie op de binnenlandse of de exportmarkt te
weerstaan, worden gezien als inefficient en niet-concurrerend. Teruggang of zelfs
sluiting is dan wenselijk teneinde een effectiever gebruik van hulpbronnen mogeJijk te
maken. Voorstanders van deze benadering zien markten als een voldoende verklarend
mechanisme waarmee het mogelijk is efficiente van inefficiente bedrijven te
onderscheiden.

De ervaring van Sub-Sahara Afrika gedurende de afgelopen twee decennia toont
aan dat de neoliberale benadering tekortschiet in het beoordelen van de worteIs van
hun industrialisatie problemen. De voomaamste tekortkoming is het voorschrijven
van een uniform macro-economisch beleid, met veronachtzaming van de verschillen
in historische ontwikkeling van ontwikkelingslanden en het verschil in niveau in
economische en industriele ontwikkeling. Ongeacht hun niveau van ontwikkeling
wordt landen in deze benadering aangeraden hun economieen bloot te stellen aan de
discipline van de wereldmarkt en hun binnenlandse economieen voor te bereiden op
wereIdwijde concurrentie. Ook het terugdringen van overheidsinterventie staat hoog
op de agenda. Door het ontbreken van een goed ontwikkelde particuliere sector heeft
het terugtrekken van de overheid geresulteerd in een vacuum, dat noch door
buitenlandse investeerders, noch door de binnenlandse particuliere sector wordt
opgevuld.

Alternatieve theoretische benaderingen zijn daarom noodzakelijk. De ervaringen
van de NICs tonen aan dat de rol van de overheid essentieel is en dat comparatief
voordeel geen statisch, maar een dynarnisch begrip is. Een aantal benaderingen
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verdiept het inzicht in beide factoren: de institutionele theorie, Porter, de contingency
approach, de resource base approach en de technological capability approach worden
tegen het licht gehouden. Een gemeenschappelijk kenmerk van deze benaderingen is
dat het concurrentievermogen van de verwerkende industrie veel meer is dan 'getting
the prices right". Noodzakelijk zijn investeringen in menselijke ontwikkeIing,
technologische capaciteit, een efficiente infrastructuur en een geschikt institutioneel
kader waarin de overheid een centrale rol speelt.

In deze studie is gekozen voor de systemic competitiveness benadering. Deze
combineert eerder genoemde theoretische bijdragen uit verschillende disciplines,
zoals de econornie, strategisch management en organisatie theorie. De concurrentie
positie van de verwerkende industrie kan niet worden begrepen aan de hand van een
enkeIe verklarende factor of het simpele liberaliseren van de prijzen. Een systemische
transformatie is noodzakelijk, waarbij niet alleen bedrijven, maar ook overheden en
instituties een rol hebben te spelen. De benadering verbindt de meta, macro, meso en
micro niveaus van de economie en brengt van ieder niveau de invloed in kaart op de
prestaties van de bedrijven.
Ondanks de kracht van dit theoretische kader zijn er nauwelijks empirische
voorbeelden van de toepassing van de systemic approach. Procedures voor de
toepassing moesten daarom voor deze studie worden ontwikkeld. Dit is gebeurd op
basis van twee uitgangspunten:

• De performance van de bedrijven werd in twee stappen geanalyseerd. In de
eerste wordt ingegaan op de competenties van het management. Als deze
onvoldoende zijn om de prestaties te verklaren, werden de andere niveaus van de
economie in de beschouwing opgenomen teneinde hun invloed op de verbetering
van de prestaties te meten.

• De hier gebruikte verklaring voor de slechte prestaties van bedrijven is niet
theorie, maar empirie geleid. Alleen relaties tussen de verschillende niveaus die
op basis van de empirische gegevens van belang worden geacht, zijn in het
verklaringsmodelopgenomen.

Uit de presentatie van de bevindingen van het veldonderzoek blijkt dat de
prestaties van de Eritrese bedrijven over het algemeen matig tot slecht zijn. De vier
gehanteerde performance indicatoren (verkopen, exporten, capaciteitsbenutting en
winst) zijn onderling verbonden: een slechte prestatie bij een van de indicatoren leidt
tot verslechterde prestaties bij de andere, waardoor een vicieuze cirkel in gang wordt
gezet.

De performance van Eritrese bedrijven was slecht door schokken aan zowel de
aanbod- als de vraagzijde. Aan de aanbodzijde ontbreekt het aan financiele middelen
om grondstoffen en moderne machines aan te schaffen en ook aan ervaren managers
en geschoold person eel. De reactie van de bedrijven op veranderende omstandigheden
is daardoor vooral passief. Aan de vraagzijde ontbreekt het bedrijven vooral aan
voldoende concurrentievermogen door de lage kwaliteit van hun producten. De
slechte prestaties van de bedrijven zijn niet uniek voor Eritrea: in veel SSA landen
reageerden bedrijven in de verwerkende industrie niet goed op handelsliberalisatie.
Dit gebrek aan respons is daarom niet uniek voor door oorlog verscheurde landen als
Eritrea, maar kenrnerkend voor grote delen van de regio. Met andere woorden,
Eritrea's oorlogsgeschiedenis is niet een voldoende verklaring voor zijn achter-
blijvende economische ontwikkeling.
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Daarmee blijft de kernvraag waarom Eritrese bedrijven zo slecht reageerden op de
liberalisatie van hun markten. Hun matige prestaties zijn niet alleen een reflectie van
hun slechte concurrentie positie, maar ook van niet effectief macro-econornisch beleid
en de zwakke institutionele en infrastructurele omgeving waarbinnen zij opereren.
Maar, gegeven deze externe omstandigheden, blijft de eerste vraag wat het
management zelf kan doen. Veel bedrijven hebben plannen hun concurrentiepositie te
verbeteren, maar het management krijgt onvoldoende ruimte deze plannen uit te
voeren. Managers in publieke sector bedrijven speelden nauwelijks een rol bij
beslissingen over timing en omvang van investeringen. Dit was een taak van het
privatiserings agentschap. De rol van managers bleef beperkt tot lopende zaken.
Ook het gebrek aan een ondersteunend institutioneel kader belemmerde de
ontwikkeling van de industriele sector. De erfenis van de oorlog maakt het moeilijk
voor de overheid om efficient diensten (als energie, transport en financien) aan te
bieden. De bestaande infrastructuur is sterk onderontwikkeld.
De Eritrese economie wordt gekenmerkt door belangrijke markt imperfecties. Deze
vormen een barriere voor industriele ontwikkeling en verbetering van de concurrentie
positie doordat bij afwezigheid van een gericht industrieel beleid investeringen in de
verwerkende industrie worden belemmerd. Dit betekent dat het bereiken van
internationaal concurrentie vermogen sterk afhangt van de mate van institutionele
steun.

Deze steun moet geconcentreerd worden op de aanbodzijde van de bedrijven:
gebrek aan bekwame managers, financiering, grondstoffen en geschoold personeel en
verouderde machines. De systemic approach geeft aan dat inspanningen op aile vier
de niveaus van de economie noodzakelijk zijn, waarbij zowel overheid als bedrijven
een rol hebben te spelen. De theorie in zijn huidige vorm biedt echter geen hulp bij het
stellen van prioriteiten. Om dit mogelijk te maken is het in de theorie gehanteerde
raamwerk aangepast. Op micro niveau wordt een expliciet onderscheid gemaakt
tussen management en bedrijfsprocessen. Op meso niveau wordt benadrukt dat het
gaat om instituties in plaats van beleid (dat wordt geformuleerd op macro niveau).
Daardoor wordt het verschil tussen meso en macro niveau helderder dan in het
oorspronkelijke schema.

De systemic approach verwacht relaties tussen aile vier de niveaus van de
economie. In de praktijk blijken een aantal relaties echter niet of nauwelijks te
bestaan. De relatie tussen macro en micro niveau is zwak door het laissez faire beleid
van de overheid. Omgekeerd blijkt dat er vanuit het micro niveau vrijwel geen sprake
is van feedback naar de hogere niveaus van de economie. Problemen van het
management leiden niet tot aanpassingen bij meso niveau instituties, het beleid op
macro niveau of het denken over de organisatie van de samenleving op meta niveau.
Dit betekent dat een verbetering van de prestaties van bedrijven moet beginnen met
interventies op de hogere niveaus van de econornie teneinde uit de eerder
geconstateerde vicieuze cirkel te kunnen breken.

De studie leidt tot twee sets van aanbevelingen: voor het toekomstig beleid van de
Eritrese overheid en voor verder onderzoek. Juist omdat markt imperfecties
domineren in het verklaren van de problemen, zijn aan zichzelf overgelaten markten
niet in staat de vicieuze cirkel te doorbreken waarmee bedrijven worden
geconfronteerd. Actieve overheidsinterventie is noodzakelijk teneinde bedrijven in
staat te stell en belemmeringen te overwinnen en internationaal concurrerend te
worden. Managers hebben de primaire verantwoordelijkheid de concurrentie positie
van hun bedrijven te verbeteren door maatregelen te nemen waardoor ingespeeld kan



255

worden op de vraag uit de markt. Dit betekent dat maatregelen complementair dienen
te zijn tussen overheid en management en tussen de vier onderscheiden niveaus.
De vereiste inspanningen zijn gegroepeerd rond de belangrijkste problemen die zijn
gesignaleerd:

• Ineffectief liberalisatie beleid: de regelgeving dient vee! meer afgestemd te
zijn op het voorkomen van rent seeking. Bovendien moet overleg tussen
overheid en bedrijven sterk verbeteren.

• Gebrek aan beleidsvrijheid voor managers: primair dient de privatisering
versneld te worden. Voor de nog niet-geprivatiseerde bedrijven dient de
autonomie van het managent vergroot te worden.

• Zwakke institutionele omgeving: de beschikbare middelen voor investeringen in
de infrastructuur dienen sterk verruimd te worden. Daarnaast dient het
institutionele raamwerk te worden versterkt, vooral gericht op het bevorderen
van samenwerking tussen bedrijven.

• Problemen aan de aanbodzijde: een breed scala van maatregelen is nodig, gericht
op het tekort aan bekwame managers, de financiering, de beschikbaarheid van
grondstoffen, de scholing van personeel en de veroudering van het machinepark.

Dit onderzoek betreft de periode 1994-98 en richt zich op de grote bedrijven met
gebruikmaking van een specifieke onderzoeksmethode. Verder onderzoek is nodig in
Eritrea, gericht op de actuele situatie en ook gericht op het midden- en kleinbedrijf.
De gehanteerde systemic approach blijkt vruchtbaar te zijn, maar kan aan kracht
winnen door meer comparatieve studies. Structurele aanpassingsprogramma's zijn in
sterke mate gericht op het macro-economisch beleid met nadruk op handels-
liberalisatie en meer in het algemeen het bevorderen van marktwerking. In het
voorgaande is al aangegeven dat het aanpassingsbeleid aan kracht wint als meer
rekening wordt gehouden met de samenhang tussen de verschillende niveaus van de
economie. Daarnaast blijkt dat dit beleid weinig effectief is in landen die zich qua
ontwikkeling beneden een bepaalde drempelwaarde bevinden. Dit betekent dat landen
die in een verschillende positie verkeren, een verschillend beleid nodig hebben.
Internationale instellingen onderkennen dit onvoldoende.





Questionnaire

1.1 ENTERPRISE DESCRIPTION AND BACKGROUND INFORMA nON
( To be answered by the General manager)

1.1.1. Date

1.1.2. Name of the enterprise (firm)
1.1.3 Location (City and Zoba)
1.2 Year of establishment
1.3. Legal status of the enterprise

1.3.1 public enterprise
1.3.2 privatized public enterprise
1.3.3 Joint venture
1.3.4 Other, specify

1.4 Who is (are) the owner (owners) of the enterprise?
1.4.1. Eritrean (s)only
1.4.2. Foreigner(s)only
1.4.3. Eritreans and foreigners only
1.4.4. Government only
1.4.5. Government and foreigners only
1.4.6 Government and Eritreans only
1.4.7. Other, specify

1.5. Who manages the enterprise?
1.5.1.0wner/owners
1.5.2. Professional manger recruited by the owner/owners
I.5.3.Government appointed manager
1.5.4. Manager selected by the shareholders
1.5.5. Foreigners
1.4.6. Other, specify

1.6 Gender of the owner/manager
1.6.1. Male 1.6.2 female

1.7 Owner/manager's age Years

1.8. Educational background of the owner/manager
1.8.1 Did not go to school but can read and write
1.8.2 Primary school completed
1.8.3 High school completed
1.8.4 Technical school graduate
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l.8.5 commercial school graduate
1.8.6 Higher education completed
1.8.7 Other, specify

1.9 Prior occupation of owner/manager
1.9.1 Owner of other firm
1.9.2 Worker in other firm
1.9.3 Government employee in other enterprise
1.9.4 Working with family owned firm
1.9.5 Ex-combatant (Tegadalay)
1.9.6 Living in exile (Diaspora)
l.9.7 Student at a university
l.9.8 Other, specify

1.10 How long have you been working as a General Manager in this enterprise?

1.] I If the firm is still Government owned do you expect changes in ownership in the
near future?

1.11.1 yes 1.11.2 no

) .12 what are the main products of the enterprise?

1.13 Where is the market for the enterprise's products?
l.13.1 Domestic 1.13.2 Foreign

1.14 Where are the main sources of raw materials of the enterprise?

1.)4. 1 Domestic 1.14.2 Foreign

l.15 Could you please draw the organizational structure of your enterprise?

1.16 Which specific areas ( Department ) of your enterprise do you think need
improvement and how?

1.17 Does the enterprise apply planning and performance evaluation regularly in the
following areas of activities?
1.17.1 Marketing
1.17.2 Production
1.17.3 Human Resource Development
1.17.4 Purchasing
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1.17.5 Financial
1.17.6 Other, specify

I. 18 what kind of corrective action is taken in case of mismatch between planning and
performance? Please elaborate

1.19 If the enterprise does not apply planning and performance evaluation, what do you
think are the main reasons?

1.20 How important are the following items in affecting your enterprise's
performance? On the basis of your perception, please rate them in the range of 1-3

Major importance
3

moderate importance minor importance
2 1

1.20.1 Custom duties
1.20.2 Banking Services
1.20.3 Port services
1.20.4 Licensing system
1.20.5 power supply
1.20.6 Regulation on foreign
trade imports/exports

1.20.7 labor
Regulations

1.20.8 tax
Regulations

1.20.9Supply
of other Infrastructure

1.20.10 financing

1.20.11 Environmental
Regulation
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1.21 How do you rate the present level of the quality of the services of the following
items that affect your enterprise's operation? Please rate them in the range of 1-4

Very positive Positive
4 3

Negative Very negative
2 1

1.21.1 Custom duties

1.21.2 Banking Services

1.21.3 Port services

1.21.4 Licensing system

1.21.5 Power supply

1.21.6 Regulation
on foreign
trade imports/
exports

1.21.7 Labor
Regulations

1.21.8 Tax
Regulations

1.21.9
Supply
of other
Infrastructure

1.21.10 Financing

1.21.11 Environmental
Regulation

1.22 Which of the above items that affect the performance of your enterprise has
improved best and which one has deteriorated worst during ( 1994-98)?

1.23 What major changes have been made during the last four years (1994-98) in the
major functional areas ( departments) of your enterprise?

1.24 By how many has the enterprise downsized its employees during the period 1994-
1998? .
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1.25 What are the major problems in each of the major areas Idepartment of your
enterprise?

1.26 What are the three most pressing problems that your enterprise has been facing and
need to be solved in the near future ( 1999-2002)7

1.27 How do you expect to cope in the competitive environment in the next four years (
1999-2002)7
1.27.1 Sale less
1.27.2 Reduce cost
1.27.3 Reduce price
1.27.4 Improve productivity
1.27.5 Improve the technology through investment
1.27.6 Export more
1.27.7 Adjust labor force
1.27.8 Other, specify

1.28 In the coming four years, by how many percent do you expect the annual growth
your firm grows for the period 1999-2002 with respect to 7
1.28.1. Exports .
1.28.2. Profitability .
1.28.3 Employment .
1.28.4. Investment .
1.28.5 Domestic sales .

1.29 For which of the following investment- related improvements does the enterprise
have a plan to implement during 1999-20027
1.29.1 Introduce new machinery
1.29.2 New building for expansion of production
1.29.3 Improve the quality of the product
1.29.4 Introduce new product
1.29.5 Enter new foreign market
1.29.6 Recruit skilled labor
1.29.7 Open new department to promote exports
1.29.8 Replace foreign raw materials by domestic raw materials
1.29.9 Other, specify
1.29.10 No plan so far

1.30 If more investment is to be made in the coming four years, where will be the main
expected source of your financing?
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PART 2

EMPLOYEES AND LABOUR RELATIONS
( To be answered by the Head of Human Resource Department or Personnel)

2.1 Gender of the Personnel ( Human Resource Department)
2.1.1 Male 2.1.2 Female

2.2 Age of the Personnel Manager Years

2.3. Educational background of the Personnel Manger (Human Resource Development)
2.3.1. Did not go to school but can read and write
2.3.2 Primary school completed
2.3..4 High school completed
2.3.5. Technical school graduate
2.3.6 Commercial School Completed
2.3.7 Higher education completed
2.3.8 Other, specify

2.4 Prior occupation of the Personnel manger
2.4.1. Owner of other firm
2.4.2Worker in other firm
2.4.3. Government employee in other enterprise
2.4.5 Working with family owned firm
2.4.6. Ex-combatant (Tegadalay)
2.4.7. Living in exile (Diaspora)
2.4.8 Student at a university
2.4.9 Other, specify

2.5 How long have you been working as a Personnel or Head of Human Resource
Department in this enterprise?

2.6 Size of employees
2.6.1 Total number of employees 1994 1998 .
2.6.2 Number of female employees 1994 1998 .
2.6.3 Number of male employees 1994 1998 .
2.6.4. Number of permanent employees 1994..... 1998 .
2.6.5 Number of temporary employees 1994 1998 .
2.6.6 Number of workers employed in 1998? ..
2.6.7 Number of workers who left the factory in 1998? ..

2.7. Employees by level of education
2.7.1 Did not go to school
2.7.2. Primary school
2.7.3. High school

1994 1998 .
1994 1998 .
1994 1998 ..
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2.7.4 Technical school graduates
2.7.5 Commercial School Graduate
2.7.6 Higher education
2.7.7 Other, specify

1994 1998 .
1994 1998 .
1994 .1998 .
1994 , 1998 .

What are the main constraints you face in attracting ( employing) workers with specific
skills for the different functional departments?

2.9 Are the employees represented in the decision making process related to:
2.9.1 How to improve Production? yes no
2.9.2 Training and skill upgrading of the employees yes no

2.10 Please describe the present training program of your enterprise?

2.11 How often do you write Reports for the General Manager on the human Resources
issues: recruitment, training and problems?

2.12 What is the basis for promotion of employees?
2. 12.l.seniority
2. 12.2.educational level
2.12.3. Contribution to the profitability of the firm
2.12.4 Other, specify

2.13 What are the major reasons for the changes made in the number of employees in
your enterprise during the last four years?

2.14 Had the enterprise had conflicts with its employees?
2.14.1 yes 2.14.2 no

2.15 If there had been a conflict what was there reason?

2.16 Please elaborate how the conflict was resolved?

2.17 Has the enterprises hired new professionals since liberation?

2.17.1yes 2.17.2 no

2.18 Has the enterprise ever hired external consultants to improve its performance during
the last four years?

18.1 yes 2.18.2. no
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2.19 Has your enterprises participated (benefited) from any training program in the last
four years (1994-1998» in any of the following training programs?
2.19.1 credit
2.19.2 Equipment maintenance
2.19.3 Accounting (bookkeeping)
2.19.4 Planning (budgeting) inventory control
2.19.5 Quality control
2.19.6 Other, specify
2.19.7 There has been no benefit (participation) in any training program

2.20 If your enterprise has participated in any of the above training program, who offered
it?
2.20.1 The government
2.20.2 private domestic consultancy (Agency)
2.20.3 Foreign consultancy
2.20.4 Non-government organizations (NGO's)
2.20.5 Other, specify

2.21 What are the basic problems of your enterprise in terms of it labor force?
2.21.1 Lack of skill
2.21.2 Lack of training
2.21.3 Lack of labor discipline
2.21.4 Lack of motivation
2.21.5 Other, specify

2.22 What do you think to be the best way to improve the labor force your Enterprise?
2.22.1 Hire new skilled labor
2.22.2 Hire foreign expertise to train the labor force
2.22.3 Employing local expertise to train the labor force
2.22.4 Introduce new incentive system
2.22.5 Other, specify

2.23 If training program is to be offered, indicate your priority attached to future
participation, please indicate your priority

1st priority 2nd priority 3rd priority
2.23.1. Credit
2.23.2 Domestic marketing

2.22.3 Foreign marketing
2.23.4 Technical
2.23.5 Accounting
(Bookkeeping)

2.23.6 Planning
(Budgeting)
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2.23.7 Inventory control
2.23.8 Quality control
2.23.9 Other, specify

If training institutions are to be established elaborate how your enterprise will be
prepared to cover alll part of the cost of its employee's training?

2.25 What will be the annual growth rate of employment in your enterprise in the coming
four years (1999-2002)7
2.25.1 Skilled labor .
2.25.2 Non-skilled labor. ..

2.26 If employment is not expected to grow during the coming four years (I999-2002),
why?

2.26 What do you think should be done to make your enterprises more profitable and
financially strong? Please elaborate

3.0 TECHNOLOGICAL CAPABILITY ISSUES
(To be answered by production manager)

3.1 Gender of the Production Manger
3.1.1 Male 3.1.1 Female

3.2 Age of production manager Years

3.3 Educational background of the Production Manager
3.3.1 Did not go to school but can read and write
3.3.2 Primary school completed
3.3.3 High school completed
3.3.4 Technical school graduate
3.3.5 Commercial School Completed
3.3.6 Higher education completed
3.3.7 Other, specify

3.4 Prior occupation of the Production Manger
3.4.1 Owner of other firm
3.4.2 Worker in other firm
3.4.3 Government employee in other enterprise
3.4.4 Working with family owned firm
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3.4.5 Ex-combatant (Tegadalay)
3.4.6 Living in (Diaspora)
3.4.7 Student at a University
3.4.8 Other, specify

3.5 How long have you been working as a Production Head ( manager) in this enterprise?

3.6 How do you describe the production facilities of your enterprise at the present?

3.7 what is the average age of the machine/machines since they were bought and used in
this enterprise and how do you categorize their designs compared with the present
machines used in the world?

3.8 What type of commodities does your enterprise produce?
3.8.1 Consumer goods
3.8.2 Intermediate goods (goods need by other industries to processed further)
3.8.3 Capital goods (goods demanded by other industries in the production of goods)

3.9 What is the technically feasible annual production capacity of your enterprises?
please indicate in physical quantities.

Item produced Unit of
measurement

Technically feasible production per Year

3.10 Could your enterprise produce the desired level of out put with the existing
machinery and skill of employees?

3.10.1 yes 3.10.2 no

3. I I If your enterprise could not produce the desire level of output what are the
bottlenecks faced in production?

3.12 From whom do you obtain information about which machines to buy and from
where?
3.12.1 Local agents
3.12.2 Foreign agents
3.12.3 Through the enterprises foreign purchase department



267

3.12.4 From government
3.12.5 Through other, specify

3.13 For which of the following does the enterprise apply quality control systems?
3.13.1 Raw materials yes no
3.13.2 Production in process yes no
3.13.3 Finished products yes no
3.13.4 Does not apply
3.12.5 Quality control mechanisms yes no

3.14 Please indicate in the space given below the potential (rated capacity) of your firm
for the main product against your actual yearly production in physical units for 1994-
1998

Year Item
1994
1995
1996
1997
1998

Unit of measurement Rated capacity Actual output

3.15 Please elaborate whether the enterprise was able to produce in time the amount it
receives order from foreign importers during 1994-1998?

3.16 What percentage of the enterprise's production is lost due to machine breakdown
per year?

3.17 Has such a loss created a major problem in your enterprise?

3.18 Has the enterprise made any changes in its products related to the following after
liberation?
3.18.1 Quantity of production
3.18.2 Number of product lines
3.18.3 Introduction of new product
3.18.4 Product adaptation
3.18.5 Other, specify

3.19 If improvements have been made in the quality of the product of your enterprise in
order to promote exports from whom was the need to improve originate?
3.19.1 From the deliberate efforts of the enterprise
3.19.2 As a response to customers suggestions
3.19.3 From the high competiti ve pressure from imported commodities
3.19.4 Other, specify
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3.20 If your enterprise has gained from the Rehabilitation and Recovery Program what
was the specific Rehabilitation made?
3.20.1 Purchased raw materials
3.20.2 Purchased spare parts
3.20.3 Refurbished the building
3.20.4 Replaced the machinery
3.20.5 Other specify

3.21 Amount spent for Rehabilitation since \994 in Nakfa -----------

3.22 How much has the enterprise so far invested outside the rehabilitation program
during the last four years ( 1994-1998) for each of the following listed below?
3.22.1 Purchased spare parts
3.22.2 Refurbished the building
3.22.3 Replaced the machinery
3.22.4 Other, specify

3.23 How problematic are the following items
present? Please rate them in the range of 1-3

Major problem
(3)

In the production department at the

Minor problem
(2)

Not a Problem
(1)

3.23.1 Lack of spare parts
3.23.2 Old machinery
3.23.3 Shortage of skilled labor
3.23.4 Small-sized space
3.23.5 Shortage of foreign exchange
3.23.6 Shortage of electricity
3.23.7 Shortage of water
3.23.8 shortage of raw materials
3.23.9 Other, specify

3.24 How do you think the existing problems related to production can be solved?

3.25 For what specific purpose will more investment be needed in future in your
enterprise ?

3.26 Does your enterprise have a future plan to change it production facilities indicated
below during the coming four years (1999-2002)?
3.26.1 Spare parts of machinery
3.26.2 Replacement of existing old machinery
3.26.3 Refurbishment of Building
3.26.4 Introduction of new machinery to expand production
3.26.5 Introduction of new machinery to introduce new line of production
3.26.6 Other, specify
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3.27 How will your enterprise be able to improve the quality or quantity of its products
( productivity) in future? Please elaborate

3.28 By how many percent do you think that the physical level of production of your
enterprise will increase during 1999-2002?

3.29 What do you think should be done to make your enterprises more profitable and
financially strong?

3.30 Do you expect that your enterprise will procure machinery or equipment needed in
the coming four years (1999-2002) to improve the performance of the enterprise in terms
of:
3.30.1 Exports? yes no
3.30.2 Domestic sales? yes no
3.30.3 Profitability? yes no

4 .MARKETING/ EXPORTING OF PRODUCTS
(To be answered by Marketing Department)

4.1 Gender of the Marketing Manger
4.1.1 Male 4. 1.2 Female

4.2 Age of the Marketing Manager Years

4.3 Educational background of the Marketing Manager ( Head)
4.3. I Did not go to school but can read and write
4.3.2 Primary school completed
4.3.3 High school completed
4.3.4 Technical school graduate
4.3.5 Commercial School Completed
4.3.6 Higher education completed
4.3.7 Other, specify

4.4. Prior occupation the Marketing Manager ( Head)
4.4.1 Owner of other firm
4.4.2 Worker in other firm
4.4.3 Government employee in other enterprise
4.4.4 Working with family owned firm
4.4.5 Ex-combatant (Tegadalay)
4.4.6 Living in exile (Diaspora)
4.4.7 Student at a University
4.4.8 Other, specify

4.5 How long have you been working as Head Marketing Department (manager)?
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4.6 Where is the main market of the products of this enterprise currently? Please indicate
the average percentage sales in each market?
4.6. J Eritrea (domestic)
4.6.2 Ethiopia
4.6.3 Other neighboring African countries
4.6.4 Western Europe
4.6.5 Middle East
4.6.6 Asia
4.6.7 Northen America
4.6.8 Elsewhere, specify

4.7 Which of the enterprise's products have high export prospects?

4.8 Who are your major competitors on the domestic market?

4.9 Please elaborate the extent that your enterprise applies planning and performance
evaluation related to domestic sales and exports?

4.10 If the enterprise dose not apply planning and performance evaluation related to its
domestic sales and exports, why?
4.10.1 No proper management information system
4. J 0.2 Lack of skilled staff to use the information system
4.10.3 Lack of information (or information coming very late to be used for performance
evaluation)
4.10.4 Performance evaluation has no priority at present
4. J 0.5 Other, specify

4.11 How do you rate the degree of competition from imports of commodities that
compete your product(s)? in post liberation? Please rate it in the range 5 to 1
4.11.1 Extremely high (5)
4.11.2 Very high (4)
4.11.3 High (3)
4.11 .4 Low (2)
4.11.5 Very low (1)

4.12 What is your enterprise's policy about marketing of its products?

4.13 How does your enterprise get collects market information?
4.13.1 Through chamber of commerce
4.13.2 Through its marketing department
4. J 3.3 Through commercial bank of Eritrea
4.13.4 Through a contact by foreign buyers
4.13.5 Through friends or relatives
4.13.6 Through other means, specify
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4.14 Could you please elaborate your enterprise's export product development policy?

4.15 To which countries was your enterprise exporting before liberation?

4.16 Please give the major product/market combinations of your enterprise during 1994-
1998? (That is what commodities are exported to which market s)

4.17 How important is exporting for your enterprise since its establishment? Please rate
it in the range of 1-4 ?
Very important (4)
Important (3)
Less important (2)
No exports (1)

4.18 In which countries has the enterprise participated in trade fairs outside Ethiopia and
Eritrea during the last four years?

4.19 How often has your enterprise made exploratory market survey outside Eritrea and
Ethiopia in the last four years?

4.20 What kind of support has been received by your enterprise from the government
for the market exploratory survey and how was its effectiveness?

4.21 If market survey has been carried in which countries?

4.22 How many times ( number of cases) export deadlines were not met by your
enterprise during the period 1994-1998? Why?

4.23 What had been your planned sales and actual sales for the year 1994-1998? (in
Nakfa)

1994 1995 1996 1997 1998
Sales forecast

Actual sales

4.24 Has your enterprise received any type of marketing related subsidies during the last
four years 1994-1998?

4.24.1 yes 4.24.2 no
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4.25 Please elaborate the type of subsidies received by the government and their
effectiveness in promoting the goals of the enterprise during the period 1994-1999?

4.26 What are the main constraints of your enterprise in promoting exports?
4.26.1 Lack of demand for the output
4.26.2 High competition from the import
4.26.3 Low quality product
4.26.4 Lack of skilled labor
4.26.5 Lack of foreign market
4.26.6 Lack of market information
4.26.7 Inadequate transport facilities
4.26.8 Inadequate banking services
4.26.9 Other, specify

4.27 How do you think that export problems of your enterprise could be solved?

4.28 What do you think should be done to increase the exports of your enterprise and to
increase its foreign exchange earning capacity?

4.29 What incentive systems from the government do you consider important to improve
your exports?

4.30 By what percent do you think the value of export of your enterprise have to
increase for the period 1999-2002?

4.31 By what percentage do you think that the volume of your domestic sales will
increase in the coming four years ( 1999-2002)?

............ per cent

4.32 By what percentage do you think the volume of your enterprise's export will
increase in the coming four years? ( 1999-2002)
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5 ASSETS AND LIABILITIES OF THE ENTERPRISE 1994-1997 ( Nakfa )

(To be answered by Finance Department)

5.1 Gender of the Finance Head
5.l.I. Male 5.1.2 Female

5.2 Age of the Financial Manager " Years

5.3. Educational background of the Finance Manger (Head)
5.3.1 Did not go to school but can read and write
5.3.2 Primary school completed
5.3.4 High school completed
5.3.5 Technical school graduate
5.3.6 Commercial School Completed
5.5.7 Higher education completed
5.3.8 Other, specify

5.4 Prior occupation of the Finance Manger
5.4.1 Owner of other firm
5.4.2 Worker in other firm
5.4.3 Government employee in other enterprise
5.4.4 Working with family owned firm
5.4.5 Ex-combatant (Tegadalay)
5.4.6 Living in exile (Diaspora)
5.4.7 Student at a University
5.4.8 Other, specify

5.5 How long have you been working as a Financial Manger (Head) n this enterprise?

5.6 What cost control mechanisms does your enterprise use? Please elaborate

5.7 What financial management policy does your enterprise have? Please elaborate

5.8 What are the major constraints of your enterprise with respect to Finance?
5.14.1 Small sales
5.14.2 Low profit
5.14.3 Large debt payments
5.14.4 Lack of credit facilities
5.14.5 Large stock of finished products
5.14.6 Other, specify
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5.9 What do you think should be done to make your enterprises more profitable and
financially strong?

5.10 From where do you get finance to buy such needed machines?
5.10. I Loans from the bank
5. I0.2 The enterprise cash flow
5.10.3 Government support
5.10.4 Other sources, specify

5.11 Where from do you get foreign exchange?
5.1 I.l Bank of Eritrea
5.1 1.2 Commercial bank of Eritrea
5.11.3 The parallel market
5.11.4 Other, specify

5.12 if you have access to foreign exchange from the financial institutions how much
do you get?
5.12.1 Get the amount requested
5.12.2 Get substantially less than the amount requested
5.12.3 None

5.13 For what purpose do you use the foreign exchange you get from the Bank of Eritrea?
5.13.1 For raw materials imports
5.13.2 For machinery and equipment imports
5.13.3 Spare parts import
5.13.4 Other, specify

5.14 If you don't have access to foreign exchange, where do you get to import for the raw
materials needed?
5.14. 1 From the free market
5.14.2 From friends/ relatives in abroad
5.14.3 Buy by local currency from domestic importers
5.14.4 Other, specify

5.15 How do you see the various taxes ( sales tax and profit tax) the enterprise pays?
5.15.1 Very low
5.15.2 Low
5.15.3 High
5.15.4 Extremely high

5.16 Are the following incentives available to your enterprise?
5.16.1 Export finance
5.16.2 Credit insurance
5.16.3 Market information
5.16.4 Retention of foreign exchange
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5.17 Please indicate the following finance-related items of your enterprise over the last
four years 1994-1998

1994
in Nakfa

1995 1996 1997 1998

5.17.1 Value
of fixed asset

5.17.2 Value of
current assets

5.17.3 Value of
current liabilities

5. 17.4 Long-term
loans borrowed
from financial
institutions

5.17.5 Loans
received outside
the financial
institutions

5.17.6 Equity
Capital including
retained profit

5.18 What were the performance and expenses of the firm (enterprise for the years
1994-1998 for the below given performance indicators

Item 1994 1995
in Nakfa

1996 1997 1998

5.18.1 Domestic
Sales

5.18.2 Exports
Sales

5.18.3 Total
Expenses

5.18.4 Net Profit!
(Loss)
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5.19 Please indicate the major costs of production or expenses of your enterprise over
the last four years 1994-1998 (in Nakfa)

1994 1995 1996 1997 1998

5.19.1 Wages
(labor cost)

5.19.2 Domestic
raw materials

5.19.3 Foreign
raw materials

5.19.4 Capital
(depreciation)

5.19.5 Utilities
( water & electricity)

5.19.6 Transport & freight

5.19.7 Tax expense

5.19.8 Total expenses

5.20 How important has been bank credit for enterprise during the last four years
(1994-1998)? Please rat them in the range 1-3
5.20.1 Very important (3)
5.20.2 Important (2)
5.20.3 Not important (1)

5.21 In the coming four years, by how many percent do you expect the annual growth
of your enterprise will be for the period 1999-2002 with respect to?
5.21.1 Profit .
5.21.2 Income .
5.21.3 Investment .

5.22 Will your enterprise be able to meet its financial needs for investment from its
own cash flow in the corning four years 1999-2002,

5.22.1 yes 5.22.2 no

5.23 If the enterprise can not meet its financial need from its own source, where will be
your main source of financing for the coming four years ( 1999-2002)?
5.23.1 Financial institutions
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5.23.2 Attracting new owners
5.23.3 Getting assistance from the government
5.23.4 Other sources, please specify

5.24 please attach copies of financial statements of your enterprise for the period
1994-1998

PART 6

6. PURCHASING MANGER ( HEAD)
(To be answered by purchasing head)

6.1 Gender of the Purchasing Head

6.1.1. Male 6.1.2 Female

6.2 Age of the purchasing Head Years

6.3 Educational background of the Purchasing Manger (Head)
6.3.1 Did not go to school but can read and write
6.3.2 Primary school completed
6.3.3 High school completed
6.3.4 Technical school graduate
6.3.5 Commercial School Completed
6.5.6 Higher education completed
6.5.7 Other, specify

6.4 Prior occupation of the Purchasing manger (Head)
6.4.l0wner of other firm
6.4.2 Worker in other firm
6.4.3 Government employee in other enterprise
6.4.4 Working with family owned firm
6.4.5 Ex-combatant (Tegadalay)
6.4.6 Living in exile (Diaspora)
6.4.7 Student at a University
6.4.8 Other, specify

6.5 How long have you been working as Head of Purcbasing in this enterprise?

6.6 Please elaborate the sources of your major purchases (where tbe enterprise frequently
buys) for the items given below?

Source (country)
6.6.1 Raw materials
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6.6.2 Intermediate products ( semi processed
6.6.2 Components/spare parts

6.7 What is the purchasing policy of your enterprise in selecting domestic and foreign
suppliers? Please elaborate

6.8 How does your enterprise select it suppliers for raw materials?

6.9 Where from does your enterprise get information to buy the needed raw materials,
spare parts or machines?
6.9.1 Trade journals of suppliers (producers)
6.9.2 Chamber of commerce in Eritrea
6.9.3 Trading companies in Eritrea
6.9.4 Other, specify

6.10 Which of the following things are mainly taken into consideration when your
enterprise purchases raw materials?
6.10.1 Price
6.10.2 Quantity
6.10.3 Quality
6.10.4 Delivery time
6.10.5 Payment terms
6.10.6 Risk of failure of supplier to meet all his obligations
6.10.7 Other, specify

6.11 In making purchasing decision which of the following factors are taken in to
consideration?
6.11.1 Raw materials in stock
6.11.2 Production capacity
6.11 .3 Sales forecast
6.11.4 Other, specify

6.12 What are the most pressing problems of your enterprise regarding purchasing?
Please elaborate

6.13 How do you think the capability of your purchasing department be improved to
make your enterprises more profitable and financially strong?

6.14 What type of purchasing method is mainly used in your enterprise, particularly for
raw materials?
6.14.1 Tender
6.14.2 Longstanding contractual arrangement
6.14.3 Other, specify
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6.15 Could you elaborate material requirement planning of your enterprise?

6.16 What have been the major purchases made by your enterprise during the last four
years ( 1994-1998)? Please indicate the major items

Items purchased source (country)

6.17 Do you expect the sources of raw materials for your enterprise will change in favor
of domestically produced?

6.17.1 For imported raw materials yes
6.17.2 for locally produced raw materials yes

no
no

6.18 How far shift has your enterprise made in favor of locally produced raw materials
over the last four years? Please elaborate

6.19 If your enterprise has not made considerable shifts in favor of local suppliers why?

6.20 What specific purchasing improvement plan does your enterprise has in the coming
four years (1999-2002) ?
6.20.1 Quality of raw materials improvement
6.20.2 Improvement in delivery time of raw materials
6.20.3 Reduction in the price of raw materials
6.20.4 Other, specify

6.21 By how many percent do you think the annual purchase of raw materials in your
enterprise will grow for \999-2002?
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